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INTRODUCTION

Two of the more remarkable developments over the past half a century have been the growth of international business and the growth of computing and communications technologies. This paper highlights advantages of using the Internet to improve the research in and teaching of international business, and by that lead to a greater appreciation of the importance and linkages between technology and international business.
The book has been structured with reader-accessibility firmly in mind: each chapter features a summary of key concepts and self-test questions, as well as guidance for further study and references. It is a core modular text for undergraduate courses on International Business, as well as being appropriate for a supplementary reading on equivalent courses in Europe and on MBA programs.
Chapter One 

Globalization 
Introduction 

The global telecommunications industry, which was profiled in the opening case, is one industry at the forefront of this development. A decade ago most national telecommunications markets were dominated by state-owned monopolies and isolated from each other by substantial barriers to cross-border trade and investment. This is rapidly becoming a thing of the past. A global telecommunications market is emerging. In this new market, prices are being bargained down as telecommunications providers compete with each other around the world for residential and business customers. The big winners are the customers, who should see the price of telecommunications services plummet, saving them billions of dollars. 

The rapidly emerging global economy raises a multitude of issues for businesses both large and small. It creates opportunities for businesses to expand their revenues, drive down their costs, and boost their profits. started a company to manufacture it, and has now sold the mouse to consumers worldwide, using the Internet as his distribution channel.2  

What is Globalization 

The Globalization of Markets 

The globalization of markets refers to the merging of historically distinct and separate national markets into one huge global marketplace. It has been argued for some time that the tastes and preferences of consumers in different nations are beginning to converge on some global norm, thereby helping to create a global market.3 The global acceptance of consumer products such as Citicorp credit cards, Coca-Cola…. By offering a standardized product worldwide, they are helping to create a global market. A company does not have to be the size of these multinational giants to facilitate, and benefit from, the globalization of markets. 

In the case of many products, these differences frequently require that marketing strategies, product features, and operating practices be customized to best match conditions in a country. Thus different car models depending on a whole range of factors such as local fuel costs, income levels, traffic congestion, and cultural values. 

The most global markets currently are not markets for consumer products--where national differences in tastes and preferences are still often important enough to act as a brake on globalization--but markets for industrial goods and materials that serve a universal need the world over. These include the markets for commodities such as aluminium, oil, and wheat, the markets for industrial products such as microprocessors.
In many global markets, the same firms frequently confront each other as competitors in nation after nation. 

The Globalization of Production 

The globalization of production refers to the tendency among firms to source goods and services from locations around the globe to take advantage of national differences in the cost and quality of factors of production. By doing so, companies hope to lower their overall cost structure or improve the quality or functionality of their product offering, there by allowing them to compete more effectively. The result of having a global web of suppliers is a better final product, which enhances the chances of Boeing winning a greater share of total orders for aircraft than its global rival, Airbus. Boeing also out sources some production to foreign countries to increase the chance that it will win significant orders from airliners based in that country. 

The global dispersal of productive activities is not limited to giants such as Boeing. Many much smaller firms are also getting into the act. 

Nevertheless, we are travelling down the road toward a future characterized by the increased globalization of markets and production. Modern firms are important actors in this drama, fostering by their very actions increased globalization. These firms, however, are merely responding in an efficient manner to changing conditions in their operating environment--as well they should. In the next section, we look at the main drivers of globalization. 
Drivers of Globalization 

Declining Trade and Investment Barriers 

International trade occurs when a firm exports goods or services to consumers in another country. Foreign direct investment occurs when a firm invests resources in business activities outside its home country. Many of the barriers to international trade took the form of high tariffs on imports of manufactured goods. The typical aim of such tariffs was to protect domestic industries from "foreign competition." One consequence, however, was "beggar thy neighbour" retaliatory trade policies with countries progressively raising trade barriers against each other. 

In addition to reducing trade barriers, many countries have also been progressively removing restrictions to foreign direct investment . 

Such trends facilitate both the globalization of markets and the globalization of production. The lowering of barriers to international trade enables firms to view the world, rather than a single country, as their market. The lowering of trade and investment barriers also allows firms to base production at the optimal location for that activity, serving the world market from that location. Thus, a firm might design a product in one country, produce component parts in two other countries, assemble the 

Finally, the globalization of markets and production and the resulting growth of world trade, foreign direct investment, and imports all imply that firms are finding their home markets under attack from foreign competitors. The bottom line is that the growing integration of the world economy into a single, huge marketplace is increasing the intensity of competition in a range of manufacturing and service industries. 

Having said all this, declining trade barriers can't be taken for granted. As we shall see in the following chapters, demands for "protection" from foreign competitors are still often heard in countries around the world, including the United States. 
The Role of Technological Change 

Microprocessors and Telecommunications 

Perhaps the single most important innovation has been development of the microprocessor, which enabled the explosive growth of high-power, low-cost computing, vastly increasing the amount of information that can be processed by individuals and firms. The microprocessor also underlies many recent advances in telecommunications technology. These technologies rely on the microprocessor to encode, transmit, and decode the vast amount of information that flows along these electronic highways. The cost of microprocessors continues to fall, while their power increases . As this happens, the costs of global communications are plummeting, which lowers the costs of coordinating and controlling a global organization. 

The Internet and World Wide Web 

The phenomenal recent growth of the Internet and the associated World Wide Web is the latest expression of this development. 

The Internet and World Wide Web (WWW) promise to develop into the information backbone of tomorrow's global economy. Companies such as Dell Computer are booking over $4 million a day in Web-based sales, while Internet equipment giant Cisco Systems books more than $20 million per day in Web-based sales. 

Included in this expanding volume of Web-based electronic commerce--or 
e-commerce as it is commonly called--is a growing percentage of cross-border  Packard has new-product development teams composed of individuals based in different countries. When developing new products, these individuals use videoconferencing to "meet" on a weekly basis. They also communicate with each other daily via telephone, electronic mail, and fax. Communication technologies have enabled Hewlett-Packard to increase the integration of its globally dispersed operations and to reduce the time needed for developing new products. 

Implications for the Globalization of Markets 

In addition to the globalization of production, technological innovations have also facilitated the globalization of markets. As noted above, low-cost transportation has made it more economical to ship products around the world, thereby helping to create global markets. Low-cost global communications networks such as the World Wide Web are helping to create electronic global marketplaces. In addition, low-cost jet travel has resulted in the mass movement of people between countries. This has reduced the cultural distance between countries and is bringing about some convergence of consumer tastes and preferences. At the same time, global communications networks and global media are creating a worldwide culture. We must be careful not to overemphasize this trend. While modern communications and transportation technologies are ushering in the "global village," very significant national differences remain in culture, consumer preferences, and business practices. 

The Changing Demographics of the Global Economy 

The Changing World Output and World Trade Picture 

In The same occurred to Germany, France, and the United Kingdom, all nations that were among the first to industrialize. This decline in the US position was not an absolute decline, since the US economy grew at a relatively robust average annual rate of close.Rather, it was a relative decline, reflecting the faster economic growth of several other economies, particularly in Asia. 

The Changing Foreign Direct Investment Picture 

Reflecting the relative decline in US dominance, its position as the world's leading exporter was threatened. Over the past thirty years, US dominance in export markets has waned as Japan, Germany, and a number of newly industrialized countries such as South Korea and China have taken a larger share of world exports. 

In 1997 and 1998 the dynamic economies of the Asian Pacific region were hit by a serious financial crisis that threatened to slow their economic growth rates for several years. Despite this, their powerful growth may continue over the long run, as will that of several other important emerging economies in Latin America .
Notwithstanding the financial crisis that is gripping some Asian economies, most forecasts now predict a rapid rise in the share of world output accounted for by developing nations such as China. For international businesses, the implications of this changing economic geography are clear; many of tomorrow's economic opportunities may be found in the developing nations of the world, and many of tomorrow's most capable competitors will probably also emerge from these regions.  

However, as the barriers to the free flow of goods, services, and capital fell, and as other countries increased their shares of world output, non-US firms increasingly.
The Changing Nature of the Multinational Enterprise 

A multinational enterprise is any business that has productive activities in two or more countries.. 

Non-US Multinationals 

Global business activity was dominated by large US multinational corporations. With US firms accounting for about two-thirds of foreign direct investment one would expect most multinationals to be US enterprises. The large number of US  multinationals reflected US economic dominance in the three decades after World War II, while the large number of British multinationals reflected that country's industrial dominance in the early decades.
Looking to the future, we can reasonably expect growth of new multinational enterprises from the world's developing nations. As the accompanying Country Focus demonstrates, South Korean firms are starting to invest outside their national borders. The South Koreans may soon be followed by firms from countries such as Mexico…
The Rise of Mini-Multinationals 

Another trend in international business has been the growth of medium-sized and small multinationals. When people think of international businesses they tend to think of firms such as Exxon, General Motors… complex multinational corporations with operations that span the globe. Although it is certainly true that most international trade and investment is still conducted by large firms, it is also true that many medium-sized and small businesses are becoming increasingly involved in international trade and investment. 

The point is, international business is conducted not just by large firms but also by medium-sized and small enterprises. 

The Changing World Order 

Many of the former communist nations of Europe and Asia seem to share a commitment to democratic politics and free market economics. If this continues, the opportunities for international businesses may be enormous. For the best part of half a century, these countries were essentially closed to Western international businesses. Now they present a host of export and investment opportunities. The economies of most of the former communist states are in very poor condition, and their continued commitment to democracy and free market economics cannot be taken for granted. Disturbing signs of growing unrest and totalitarian tendencies are seen in many Eastern European states. Thus, the risks involved in doing business in such countries are very high, but then, so may be the returns.  

In sum, the last quarter of century has seen rapid changes in the global economy. Barriers to the free flow of goods, services, and capital have been coming down. The volume of cross-border trade and investment has been growing more rapidly than global output, indicating that national economies are become more closely integrated into a single, interdependent, global economic system. As their economies advance, more nations are joining the ranks of the developed world. Thus, follow more permanent and widespread, the liberal vision of a more prosperous global economy based on free market principles might not come to pass as quickly as many hope. Clearly, this would be a tougher world for international businesses to compete in. 

For now it is simply worth noting that even from a purely economic perspective, globalization is not all good. 
The Globalization Debate: Prosperity or Impoverishment? 

Globalization, Jobs, and Incomes 

One frequently voiced concern is that far from creating jobs, falling barriers to international trade actually destroy manufacturing jobs in wealthy advanced economies such as the United States and United Kingdom. The critics argue that falling trade barriers allow firms to move their manufacturing activities offshore to countries where wage rates are much lower.
 They argue that free trade results in countries specializing in the production of those goods and services that they can produce most efficiently, while importing goods that they cannot produce as efficiently. When a country embraces free trade, there is always some dislocation--lost textile jobs at Harwood Industries, Supporters of globalization do concede that the wage rate enjoyed by unskilled workers in many advanced economies has declined in recent years. They maintain that the declining real wage rates of unskilled workers owes far more to a technology-induced shift within advanced economies away from jobs where the only qualification was a willingness to turn up for work every day and toward jobs that require significant education and skills. They point out that many advanced economies report a shortage of highly skilled workers and an excess supply of unskilled workers. Thus, growing income inequality is a result of the wages for skilled workers being bid up by the labor market, and the wages for unskilled workers being discounted. If one agrees with this logic, a solution to the problem of declining incomes is to be found not in limiting free trade and globalization, but in increasing society's investment in education to reduce the supply of unskilled workers.35 

Globalization, Labor Policies, and the Environment 

A second source of concern is that free trade encourages firms from advanced nations to move manufacturing facilities offshore to less developed countries that lack adequate regulations to protect labor and the environment from abuse by the unscrupulous. Globalization critics often argue that adhering to labor and environmental regulations significantly increases the costs of manufacturing enterprises and puts them at a competitive disadvantage in the global marketplace vis-à-vis firms based in developing nations that do not have to comply with such regulations. Firms deal with this cost disadvantage, the theory goes, by moving their production facilities to nations that do not have such burdensome regulations, or by failing to enforce the regulations they have on their books. If this is the case, one might expect free trade to lead to an increase in pollution and result in firms from advanced nations exploiting the labor of less developed nations. 

Supporters of free trade also argue that business firms are not the amoral organizations that critics suggest. While there may be a few rotten apples, the vast majority of business enterprises are staffed by managers who are committed to behave in an ethical manner and would be unlikely to move production offshore just so they could pump more pollution into the atmosphere or exploit labor. Furthermore, the relationship between pollution, labor exploitation, and production costs may not be that suggested by critics. In general, a well-treated labor force is productive, and it is productivity rather than base wage rates that often has the greatest influence on costs. Given this, in the vast majority of cases, the vision of greedy managers who shift production to low-wage companies to "exploit" their labor force may be misplaced. 

Globalization and National Sovereignty 

A final concern voiced by critics of globalization is that in today's increasingly interdependent global economy, economic power is shifting away from national governments and toward supranational organizations such as the World Trade Organization, the European Union, and the United Nations. As perceived by critics, unelected bureaucrats are now able to impose policies on the democratically elected governments of nation-states, thereby undermining the sovereignty of those states. In this manner, claim critics, the national state's ability to control its own destiny is being limited.40 

The World Trade Organization is a favorite target of those who attack the world's headlong rush toward a global economy. 

Managing in the Global Marketplace 

An international business is any firm that engages in international trade or investment. A firm does not have to become a multinational enterprise, investing directly in operations in other countries, to engage in international business, although multinational enterprises are international businesses. As their organizations increasingly engage in cross-border trade and investment, it means managers need to recognize that the task of managing an international business differs from that of managing a purely domestic business in many ways. At the most fundamental level, the differences arise from the simple fact that countries are different. Countries differ in their cultures, political systems, economic systems, legal systems, and levels of economic development. Despite all the talk about the emerging global village, and despite the trend toward globalization of markets and production, as we shall see in this book, many of these differences are very profound and enduring. 

Differences between countries require that an international business vary its practices country by country. A further way in which international business differs from domestic business is the greater complexity of managing an international business. In addition to the problems that arise from the differences between countries, a manager in an international business is confronted with a range of other issues that the manager in a domestic business never confronts. An international business must decide where in the world to site its production activities to minimize costs and to maximize value added. 

Conducting business transactions across national borders requires understanding the rules governing the international trading and investment system. Managers in an international business must also deal with government restrictions on international trade and investment. They must find ways to work within the limits imposed by specific governmental interventions. As this book explains, even though many governments are nominally committed to free trade, they often intervene to regulate cross-border trade and investment. Managers within international businesses must develop strategies and policies for dealing with such interventions. 

Cross-border transactions also require that money be converted from the firm's home currency into a foreign currency and vice versa. Since currency exchange rates vary in response to changing economic conditions, an international business must develop policies for dealing with exchange rate movements. A firm that adopts a wrong policy can lose large amounts of money, while a firm that adopts the right policy can increase the profitability of its international transactions. 

Chapter Two 

National Differences in Political Economy 

Introduction 

Countries have different political systems, economic systems, and legal systems. Cultural practices can vary dramatically from country to country, as can the education and skill level of the population, and countries are at different stages of economic development. All of these differences can and do have major implications for the practice of international business. They have a profound impact on the benefits, costs, and risks associated with doing business in different countries; the way in which operations in different countries should be managed; and the strategy international firms should pursue in different countries. 

Political Systems 

Political system mean the system of government in a nation. Political systems can be assessed according to two related dimensions. 

Collectivism and Individualism  

Socialism 

While successful capitalists accumulate considerable wealth, Marx postulated that the wages earned by the majority of workers in a capitalist society would be forced down to subsistence levels. Marx argued that capitalists expropriate for their own use the value created by workers, while paying workers only subsistence wages in return. Put another way, according to Marx, the pay of workers does not reflect the full value of their labor. To correct this perceived wrong, Marx advocated state ownership of the basic means of production, distribution, and exchange .His logic was that if the state owned the means of production, the state could ensure that workers were fully compensated for their labor. Thus, the idea is to manage state-owned enterprise to benefit society as a whole, rather than individual capitalists. 

The communists believed that socialism could be achieved only through violent revolution and totalitarian dictatorship, while the social democrats committed themselves to achieving socialism by democratic means and turned their backs on violent revolution and dictatorship. 

Social democracy also seems to have passed its high-water mark, although the ideology may prove to be more enduring than communism. Social democracy has had perhaps its greatest influence in a number of democratic Western nations including Australia, Britain, France, Germany...

However, experience has demonstrated that far from being in the public interest, state ownership of the means of production often runs counter to the public interest. In many countries, state-owned companies have performed poorly. Protected from significant competition by their monopoly position and guaranteed government financial support, many state-owned companies became increasingly inefficient. In the end, individuals found themselves paying for the luxury of state ownership through higher prices and higher taxes. 

Individualism 

Individualism is the opposite of collectivism. In a political sense, individualism refers to a philosophy that an individual should have freedom in his or her economic and political pursuits. In contrast to collectivism, individualism stresses that the interests of the individual should take precedence over the interests of the state. 
Individualism is built on two central tenets. The first is an emphasis on the importance of guaranteeing individual freedom and self-expression. The second tenet of individualism is that the welfare of society is best served by letting people pursue their own economic self-interest, as opposed to some collective body dictating what is in society's best interest. 

The central message of individualism, therefore, is that individual economic and political freedoms are the ground rules on which a society should be based. This puts individualism in direct conflict with collectivism. Collectivism asserts the primacy of the collective over the individual, while individualism asserts just the opposite. This underlying ideological conflict has shaped much of the recent history of the world. 

Democracy and Totalitarianism 

Democracy refers to a political system in which government is by the people, exercised either directly or through elected representatives. Totalitarianism is a form of government in which one person or political party exercises absolute control over all spheres of human life and opposing political parties are prohibited. 
Democracy 

The pure form of democracy, as originally practiced by several city-states in ancient Greece, is based on a belief that citizens should be directly involved in decision making. In complex, advanced societies with populations in the tens or hundreds of millions this is impractical. Most modern democratic states practice what is commonly  referred to as representative democracy. In a representative democracy, citizens periodically elect individuals to represent them. These elected representatives then form a government, whose function is to make decisions on behalf of the electorate. To guarantee that elected representatives can be held accountable for their actions by the electorate, an ideal representative democracy has a number of safeguards that are typically enshrined in constitutional law. 

Totalitarianism 

In a totalitarian country, all the constitutional guarantees on which representative democracies are built--such as an individual's right to freedom of expression and organization, a free media, and regular elections--are denied to the citizens. In most totalitarian states, political repression is widespread and those who question the right of the rulers to rule find themselves imprisoned, or worse. 

Four major forms of totalitarianism exist in the world today. Until recently the most widespread was communist totalitarianism. As discussed earlier, communism is a version of collectivism that advocates that socialism can be achieved only through totalitarian dictatorship. A second form of totalitarianism might be labeled theocratic totalitarianism. Theocratic totalitarianism is found in states where political power is monopolized by a party, group, or individual that governs according to religious principles. 

A third form of totalitarianism might be referred to as tribal totalitarianism. Tribal totalitarianism is found principally in African countries . Tribal totalitarianism occurs when a political party that represents the interests of a particular tribe. 

A fourth major form of totalitarianism might be described as right-wing totalitarianism. Right-wing totalitarianism generally permits individual economic freedom but restricts individual political freedom on the grounds that it would lead to the rise of communism. One common feature of most right-wing dictatorships is an overt hostility to socialist or communist ideas. 
Economic Systems 

Market Economy 

In a pure market economy all productive activities are privately owned, as opposed to being owned by the state. The goods and services that a country produces, and the quantity in which they are produced, are not planned by anyone. Rather, production is determined by the interaction of supply and demand and signaled to producers through the price system. If demand for a product exceeds supply, prices will rise, signaling producers to produce more. If supply exceeds demand, prices will fall, signaling producers to produce less. In this system consumers are sovereign. The purchasing patterns of consumers, as signaled to producers through the mechanism of the price system, determine what is produced and in what quantity. 

Given the dangers inherent in monopoly, the role of government in a market economy is to encourage vigorous competition between private producers. Governments do this by outlawing monopolies and restrictive business practices designed to monopolize a market. Private ownership also encourages vigorous competition and economic efficiency. Private ownership ensures that entrepreneurs have a right to the profits generated by their own efforts. This gives entrepreneurs an incentive to search for better ways of serving consumer needs. That may be through introducing new products, by developing more efficient production processes, by better marketing and after-sale service, or simply through managing their businesses more efficiently than their competitors. 

Command Economy 

In a pure command economy, the goods and services that a country produces, the quantity in which they are produced, and the prices at which they are sold are all planned by the government. In addition, in  a pure command economy, all businesses are state owned, the rationale being that the government can then direct them to make investments that are in the best interests of the nation as a whole, rather than in the interests of private individuals. 

While the objective of a command economy is to mobilize economic resources for the public good, just the opposite seems to have occurred. In a command economy, state-owned enterprises have little incentive to control costs and be efficient, because they cannot go out of business. 
Mixed Economy 

Between market economies and command economies can be found mixed economies. In a mixed economy, certain sectors of the economy are left to private ownership and free market mechanisms, while other sectors have significant state ownership and government planning. In mixed economies, governments also tend to take into state ownership troubled firms whose continued operation is thought to be vital to national interests. 

State-Directed Economy 

A state-directed economy is one in which the state plays a significant role in directing the investment activities of private enterprise through "industrial policy" and in otherwise regulating business activity in accordance with national goals.

Private Action 

Private action refers to theft, piracy, blackmail, and the like by private individuals or groups. While theft occurs in all countries, in some countries a weak legal system allows for a much higher level of criminal action than in others. 

However, there is an enormous difference between the magnitude of such activity in Russia and its limited impact in Japan and the United States. This difference arises because the legal enforcement apparatus, such as the police and court system, is so weak in Russia. 
Public Action 

Public action to violate property rights occurs when public officials, such as politicians and government bureaucrats, extort income or resources from property holders. This can be done through a number of mechanisms including levying excessive taxation, requiring expensive licenses or permits from property holders, taking assets into state ownership without compensating the owners .
The Protection of Intellectual Property 

Intellectual property refers to property, such as computer software, a screenplay, a music score, or the chemical formula for a new drug, that is the product of intellectual activity. It is possible to establish ownership rights over intellectual property through patents, copyrights, and trademarks. A patent grants the inventor of a new product or process exclusive rights to the manufacture, use, or sale of that invention. Copyrights are the exclusive legal rights of authors, composers, playwrights, artists, and publishers to publish and disperse their work as they see fit. Trademarks are designs and names, often officially registered, by which merchants or manufacturers designate and differentiate their products . 

The philosophy behind intellectual property laws is to reward the originator of a new invention, book, musical record, clothes design, restaurant chain, and the like, for his or her idea and effort. Such laws are a very important stimulus to innovation and creative work. They provide an incentive for people to search for novel ways of doing things and they reward creativity. 

The protection of intellectual property rights differs greatly from country to country. While many countries have stringent intellectual property regulations on their books, the enforcement of these regulations has often been lax. This has been the case even among some countries that have signed important international agreements to protect intellectual property, such as the Paris Convention for the Protection of Industrial Property. Weak enforcement encourages the piracy of intellectual property. China and Thailand have recently been among the worst offenders in Asia. Local bookstores in China commonly maintain a section that is off-limits to foreigners; it ostensibly is reserved for sensitive political literature, but it more often displays illegally copied textbooks. Pirated computer software is also widely available in China. 

International businesses have a number of possible responses to such violations. Firms can lobby their respective governments to push for international agreements to ensure that intellectual property rights are protected and that the law is enforced. An example of such lobbying is given in the next Management Focus, which looks at how Microsoft prompted the US government to start insisting that other countries abide by stricter intellectual property laws. 

One problem with these new regulations, however, is that the world's biggest violator--China--is not yet a member of the WTO and is therefore not obliged to adhere to the agreement.

In addition to lobbying their governments, firms may want to stay out of countries where intellectual property laws are lax, rather than risk having their ideas stolen by local entrepreneurs.. In addition, Microsoft has encountered significant problems with pirated software in China, the details of which are discussed in the Management Focus. 

Product Safety and Product Liability 

Product safety laws set certain safety standards to which a product must adhere. Product liability involves holding a firm and its officers responsible when a product causes injury, death, or damage. Product liability can be much greater if a product does not  conform to required safety standards. There are both civil and criminal product liability laws. Civil laws call for payment and money damages. Criminal liability laws result in fines or imprisonment. 

In addition to the competitiveness issue, country differences in product safety and liability laws raise an important ethical issue for firms doing business abroad. When product safety laws are tougher in a firm's home country than in a foreign country and/or when liability laws are more lax, should a firm doing business in that foreign country follow the more relaxed local standards or should it adhere to the standards of its home country? While the ethical thing to do is undoubtedly to adhere to home-country standards, firms have been known to take advantage of lax safety and liability laws to do business in a manner that would not be allowed back home. 

Contract Law 

Contract law can differ significantly across countries, and as such it affects the kind of contracts an international business will want to use to safeguard its position should a contract dispute arise. Two main legal traditions are found in the world today--the common law system and the civil law system. The common law system evolved in England over hundreds of years. It is now found in most of Britain's former colonies, including the United States. Common law is based on tradition, precedent, and custom. When law courts interpret common law, they do so with regard to these characteristics. Civil law is based on a very detailed set of laws organized into codes. Among other things, these codes define the laws that govern business transactions. 

The Determinants of Economic Development 

Differences in Economic Development 

Different countries have dramatically different levels of economic development. One common measure of economic development is a country's gross national product per head of population. GNP is often regarded as a yardstick for the economic activity of a country; it measures the total value of the goods and services produced annually. However, GNP per head figures can be misleading because they don't take into account differences in the cost of living. 

As can be seen, there are striking differences between the standard of living in different countries..

A problem with the GNP and PPP data discussed so far is that they give a static picture of development. Thus, in time they may become advanced nations themselves and huge markets for the products of international businesses. Given their future potential, it may well be good advice for international businesses to start getting a foothold in these markets now. Even though their current contributions to an international firm's revenues might be small, their future contributions could be much larger. 

A number of other indicators can also be used to assess a country's economic development and its likely future growth rate. These include literacy rates, the number of people per doctor, infant mortality rates, life expectancy, calorie (food) consumption per head. In an attempt to estimate the impact of such factors upon the quality of life in a country, the United Nations has developed a Human Development Index. This index is based upon three measures: life expectancy, literacy rates, and whether average incomes, based on PPP estimates, are sufficient to meet the basic needs of life in a country .
Political Economy and Economic Progress 

Innovation Is the Engine of Growth 

There is general agreement now that innovation is the engine of long-run economic growth.28 Those who make this argument define innovation broadly to include not just new products, but also new processes, new organizations, new management practices, and new strategies. One can conclude that if a country's economy is to sustain long-run economic growth, the business environment within that country must be conducive to the production of innovations. 

Innovation Requires a Market Economy 

Those who have considered this issue highlight the advantages of a market economy. It has been argued that the economic freedom associated with a market economy creates greater incentives for innovation  than either a planned or a mixed economy. In a market economy, any individual who has an innovative idea is free to try to make money out of that idea by starting a business. Similarly, existing businesses are free to improve their operations through innovation. To the extent that they are successful, both individual entrepreneurs and established businesses can reap rewards in the form of high profits. Thus, in market economies there are enormous incentives to develop innovations. 

In contrast, in a planned economy the state owns all means of production. Consequently there is no opportunity for entrepreneurial individuals to develop valuable new innovations, since it is the state, rather than the individual, that captures all the gains. 

Innovation Requires Strong Property Rights 

Strong legal protection of property rights is another requirement for a business environment to be conducive to innovation and economic growth.31 Both individuals and businesses must be given the opportunity to profit from innovative ideas. Without strong property rights protection, businesses and individuals run the risk that the profits from their innovative efforts will be expropriated, either by criminal elements, or by the state itself. The state can expropriate the profits from innovation through legal means, such as excessive taxation, or through illegal means, such as demands from state bureaucrats for kickbacks in return for granting an individual or firm a license to do business in a certain area. According to the Nobel prize-winning economist Douglass North, throughout history many governments have displayed a tendency to engage in such behavior. Inadequately enforced property rights reduce the incentives for innovation and entrepreneurial activity--since the profits from such activity are "stolen"--and hence reduce the rate of economic growth. 

The Required Political System 

There is a great deal of debate as to the kind of political system that best achieves a functioning market economy where there is strong protection for property rights. We in the West tend to associate a representative democracy with a market economic system, strong property rights protection, and economic progress. Building on this, we tend to argue that democracy is good for growth. All these economies had one thing in common at the start of their economic growth-undemocratic governments. 

However, those who argue for the value of a totalitarian regime miss an important point-if dictators made countries rich, then much of Africa, Asia, and Latin America should have been growing rapidly for, and this has not been the case. Only a certain kind of totalitarian regime is capable of promoting economic growth. It must be a dictatorship that is committed to a free market system and strong protection of property rights. Moreover, there is no guarantee that a dictatorship will continue to pursue such progressive policies. Dictators are rarely so benevolent. Many are tempted to use the apparatus of the state to further their own private ends, violating property rights and stalling economic growth. Given this, it seems likely democratic regimes are far more conducive to long-term economic growth than are dictatorships, even benevolent ones. Only in a well-functioning, mature democracy are property rights truly secure. 

Economic Progress Begets Democracy 

While it is possible to argue that democracy is not a necessary precondition for establishment of a free market economy in which property rights are protected, subsequent economic growth often leads to establishment of a democratic regime.A strong belief that economic progress leads to adoption of a democratic regime underlies the fairly permissive attitude that many Western governments have adopted toward human rights violations in China. 

Other Determinants of Development: Geography and Education 

While a country's political and economic system is probably the big locomotive driving its rate of economic development, other factors are also important. One that has received attention recently is geography. But the belief that geography can influence economic policy, and hence economic growth rates, goes back to Adam Smith. 

Education emerges as another important determinant of economic development. The general assertion is that nations that invest more in education will have higher growth rates because an educated population is a more productive population. Some rather striking anecdotal evidence suggests this is the case. 
States in Transition 

The Spread of Democracy 

Among the criteria that Freedom House uses to determine ratings for political freedom are the following: 

· Free and fair elections of the head of state and legislative representatives. 

· Fair electoral laws, equal campaigning opportunities, and fair polling. 

· The right to organize into different political parties. 

· A parliament with effective power. 

· A significant opposition that has a realistic chance of gaining power. 

· Freedom from domination by the military, foreign powers, totalitarian parties, religious hierarchies, or any other powerful group. 

· A reasonable amount of self-determination for cultural, ethnic, and religious minorities.  

There are three main reasons for the spread of democracy. First, many totalitarian regimes failed to deliver economic progress to the vast bulk of their populations. Second, new information and communications technologies, including shortwave radio, satellite television, fax machines, desktop publishing, and now the Internet, have broken down the ability of the state to control access to uncensored information. These technologies have created new conduits for the spread of democratic ideals and information from free societies . Third, in many countries the economic advances of the last quarter century have led to the emergence of increasingly prosperous middle and working classes who have pushed for democratic reforms. 

Having said this, it would be naive to conclude that the global spread of democracy will continue unchallenged. There have been several reversals. 

The Spread of Market-Based Systems 

Paralleling the spread of democracy has been the transformation from centrally planned command economies to market-based economies. A complete list of countries would also include Asian states such as China and Vietnam, as well as African countries such as Angola... 

The underlying rationale for economic transformation has been the same the world over. In general, command and mixed economies failed to deliver the kind of sustained economic performance that was achieved by countries adopting market-based systems. 

The Nature of Economic Transformation 

Deregulation 

Deregulation involves removing legal restrictions to the free play of markets, the establishment of private enterprises, and the manner in which private enterprises operate. In mixed economies, deregulation has involved abolishing laws that either prohibited private enterprises from competing in certain sectors of the economy or regulated the manner in which they operated. 

Privatization 

Privatization transfers the ownership of state property into the hands of private individuals, frequently by the sale of state assets through an auction. Privatization is seen as a way to unlock gains in economic efficiency by giving new private owners a powerful incentive--the reward of greater profits--to search for increases in productivity, to enter new markets, and to exit losing ones. 

The opening case to this chapter details the extent of privatization activity in Brazil, and the Country Focus feature discusses privatization in India. As these two examples suggest, privatization has become a worldwide movement.
Implications 

The global changes in political and economic systems discussed above have several implications for international business. The free market ideology of the West has won the Cold War and has never been more widespread than it was at the beginning of the millennium. Although command economies still remain and totalitarian dictatorships can still be found around the world, the tide is running in favor of free markets and democracy. 

The implications for business are enormous. However, just as the potential gains are large, so are the risks. There is no guarantee that democracy will thrive in the newly democratic states of Eastern Europe, particularly if these states have to grapple with severe economic setbacks. Totalitarian dictatorships could return, although they are unlikely to be of the communist variety. Moreover, although the bipolar world of the Cold War era has vanished, it may be replaced by a multi-polar world dominated by a number of civilizations. In such a world, much of the economic promise inherent in the global shift toward market-based economic systems may evaporate in the face of conflicts between civilizations. While the long-term potential for economic gain from investment in the world's new market economies is large, the risks associated with any such investment are also substantial. It would be foolish to ignore these. 

Implications for Business 

The implications for international business of the material discussed in this chapter fall into two broad categories. 

Benefits 

In the most general sense, the long-run monetary benefits of doing business in a country are a function of the size of the market, the present wealth. While international businesses need to be aware of this distinction, they also need to keep in mind the likely future prospects of a country. 

By identifying and investing early in a potential future economic star, international firms may build brand loyalty and gain experience in that country's business practices. These will pay back substantial dividends if that country achieves sustained high economic growth rates. In contrast, late entrants may find that they lack the brand loyalty and experience necessary to achieve a significant presence in the market. In the language of business strategy, early entrants into potential future economic stars may be able to reap substantial first-mover advantages, while late entrants may fall victim to late-mover disadvantages. A country's economic system and property rights regime are reasonably good predictors of economic prospects. Countries with free market economies in which property rights are well protected tend to achieve greater economic growth rates than command economies and economies where property rights are poorly protected. It follows that a country's economic system and property rights regime. 

Costs 

A number of political, economic, and legal factors determine the costs of doing business in a country. With regard to political factors, the costs of doing business in a country can be increased by a need to pay off the politically powerful in order to be allowed by the government to do business. The need to pay what are essentially bribes is greater in closed totalitarian states than in open democratic societies where politicians are held accountable by the electorate. Whether a company should actually pay bribes in return for market access should be determined on the basis of the legal and ethical implications of such action. We discuss this consideration below. 

With regard to economic factors, one of the most important variables is the sophistication of a country's economy. It may be more costly to do business in relatively primitive or undeveloped economies because of the lack of infrastructure and supporting businesses. At the extreme, an international firm may have to provide its own infrastructure and supporting business if it wishes to do business in a country, which obviously raises costs. 

As for legal factors, it can be more costly to do business in a country where local laws and regulations set strict standards with regard to product safety, safety in the workplace, environmental pollution, and the like .It can also be more costly to do business in a country like the United States, where the absence of a cap on damage awards has meant spiraling liability insurance rates. Moreover, it can be more costly to do business in a country that lacks well-established laws for regulating business practice .In the absence of a well-developed body of business contract law, international firms may find that there is no satisfactory way to resolve contract disputes and, consequently, routinely face large losses from contract violations. 

Risks 

As with costs, the risks of doing business in a country are determined by a number of political, economic, and legal factors. On the political front, there is the issue of political risk. Political risk has been defined as the likelihood that political forces will cause drastic changes in a country's business environment that adversely affect the profit and other goals of a particular business enterprise. So defined, political risk tends to be greater in countries experiencing social unrest and disorder or in countries where the underlying nature of a society increases the likelihood of social unrest. Social unrest typically finds expression in strikes, demonstrations, terrorism, and violent conflict. 

Social unrest can result in abrupt changes in government and government policy or, in some cases, in protracted civil strife. Such strife tends to have negative economic implications for the profit goals of business enterprises. 
On the economic front, economic risks arise from economic mismanagement by the government of a country. Economic risks can be defined as the likelihood that economic mismanagement will cause drastic changes in a country's business environment that adversely affect the profit and other goals of a particular business enterprise. Economic risks are not independent of political risk. Economic mismanagement may give rise to significant social unrest and hence political risk. Nevertheless, economic risks are worth emphasizing as a separate category because there is not always a one-to-one relationship between economic mismanagement and social unrest. One visible indicator of economic mismanagement tends to be a country's inflation rate. Another tends to be the level of business and government debt in the country. 

The borrowers failed to generate the profits required to meet their debt payment obligations. In turn, the banks that had lent money to these businesses suddenly found that they had rapid increases in nonperforming loans on their books. Foreign investors, believing that many local companies and banks might go bankrupt, pulled their money out of these countries, selling local stocks, bonds, and currency. 
On the legal front, risks arise when a country's legal system fails to provide adequate safeguards in the case of contract violations or to protect property rights. When legal safeguards are weak, firms are more likely to break contracts and steal intellectual property if they perceive it as being in their interests to do so. Thus, legal risks might be defined as the likelihood that a trading partner will opportunistically break a contract or expropriate property rights. When legal risks in a country are high, an international business might hesitate entering into a long-term contract or joint-venture agreement with a firm in that country. 

Overall Attractiveness 

The overall attractiveness of a country as a potential market and/or investment site for an international business depends on balancing the benefits, costs, and risks associated with doing business in that country. Generally, the costs and risks associated with doing business in a foreign country are typically lower in economically advanced and politically stable democratic nations and greater in less developed and politically unstable nations. The calculus is complicated, however, by the fact that the potential long-run benefits bear little relationship to a nation's current stage of economic development or political stability. Rather, the benefits depend on likely future economic growth rates. Economic growth appears to be a function of a free market system and a country's capacity for growth 

Ethics and Human Rights 

One major ethical dilemma facing firms from democratic nations is whether they should do business in totalitarian countries that routinely violate the human rights of their citizens .There are two sides to this issue. Some argue that investing in totalitarian countries provides comfort to dictators and can help prop up repressive regimes that abuse basic human rights. For instance, Human Rights Watch, an organization that promotes the protection of basic human rights around the world, has argued that the progressive trade policies adopted by Western nations toward China has done little to deter human rights abuses. 

In contrast, some argue that Western investment, by raising the level of economic development of a totalitarian country, can help change it from within. They note that economic well-being and political freedoms often go hand in hand.

Since both positions have some merit, it is difficult to arrive at a general statement of what firms should do. Unless mandated by government  each firm must make its own judgments about the ethical implications of investing in totalitarian states on a case-by-case basis. 

Ethics and Regulations 

A second important ethical issue is whether an international firm should adhere to the same standards of product safety, work safety, and environmental protection that are required in its home country. This is of particular concern to many firms based in Western nations, where product safety, worker safety, and environmental protection laws are among the toughest in the world. 
Again there is no easy answer. While on the face of it the argument for adhering to Western standards might seem strong, on closer examination the issue becomes more complicated. 
Ethics and Corruption 

A final ethical issue concerns bribes and corruption. Should an international business pay bribes to corrupt government officials to gain market access to a foreign country? To most Westerners, bribery seems to be a corrupt and morally repugnant way of doing business, so the answer might initially be no. Some countries have laws on their books that prohibit their citizens from paying bribes to foreign government officials in return for economic favors. 

Chapter Three 

Differences 
in Culture 

Introduction 

International business is different because countries are different. 

We open this chapter with a general discussion of what culture is. Then we focus on how differences in social structure, religion, language, and education influence the culture of a country. The implications for business practice will be highlighted throughout the chapter and summarized in a section at the end. 

What Is Culture? 

Scholars have never been able to agree on a simple definition of culture. The anthropologist Edward Tylor defined culture as that complex whole which includes knowledge, belief, art, morals, law, custom, and other capabilities acquired by man as a member of society. Since then hundreds of other definitions have been offered. Geert Hofstede defined culture as the collective programming of the mind which distinguishes the members of one human group from another . . . Culture, in this sense, includes systems of values; and values are among the building blocks of culture. Another definition of culture comes from sociologists who see culture as a system of ideas and argue that these ideas constitute a design for living. 

Someone viewing culture as a system of values and norms that are shared among a group of people and that when taken together constitute a design for living. By values we mean abstract ideas about what a group believes to be good, right, and desirable. Put differently, values are shared assumptions about how things ought to be. By norms we mean the social rules and guidelines that prescribe appropriate behavior in particular situations. We shall use the term society to refer to a group of people who share a common set of values and norms. While a society may be equivalent to a country, some countries harbor several "societies". 

Values and Norms 

Values form the bedrock of a culture. They provide the context within which a society's norms are established and justified. They may include a society's attitudes toward such concepts as individual freedom, democracy, truth, justice, honesty, loyalty, social obligations, collective responsibility, the role of women, love, sex, marriage, and so on. Values are not just abstract concepts; they are invested with considerable emotional significance. People argue, fight, and even die over values such as freedom. Values also often are reflected in the political and economic systems of a society. 

Norms are the social rules that govern people's actions toward one another. Norms can be subdivided further into two major categories: folkways and mores. Folkways are actions of little moral significance. Folkways are social conventions concerning things such as the appropriate dress code in a particular situation, good social manners, eating with the correct utensils. Folkways define the way people are expected to behave, violation of folkways is not normally a serious matter. 

The concept of time can be very different in other countries. It is not necessarily a breach of etiquette to arrive a little late for a business appointment; it might even be considered more impolite to arrive early. As for dinner invitations, arriving on time for a dinner engagement can be very bad manners. 

Mores are norms that are seen as central to the functioning of a society and to its social life. They have much greater significance than folkways. Accordingly, violating mores can bring serious retribution. Mores include such factors as indictments against theft, adultery, incest, and cannibalism. In many societies, certain mores have been enacted into law. Thus, all advanced societies have laws against theft, incest, and cannibalism. 

Culture, Society, and the Nation-State 

We have defined a society as a group of people that share a common set of values and norms; that is, people who are bound together by a common culture. However, there is not a strict one-to-one correspondence between a society and a nation-state. Nation-states are political creations. They may contain a single culture or several cultures. 
To complicate things further, it is also possible to talk about culture at different levels. It is reasonable to talk about "American society" and "American culture," but there are several societies within America, each with its own culture. One can talk about Afro-American culture, Cajun culture, Chinese-American culture, Hispanic culture, Indian culture, Irish-American culture, and Southern culture. The point is that the relationship between culture and country is often ambiguous. One cannot always characterize a country as having a single homogenous culture, and even when one can, one must also often recognize that the national culture is a mosaic of subcultures. 

The Determinants of Culture 

The values and norms of a culture do not emerge fully formed. They are the evolutionary product of a number of factors at work in a society. These factors include the prevailing political and economic philosophy, the social structure of a society, and the dominant religion, language, and education. Remember that the chain of causation runs both ways. While factors such as social structure and religion clearly influence the values and norms of a society, it is also true that the values and norms of a society can influence social structure and religion. 

Social Structure 
Individuals and Groups 

A group is an association of two or more individuals who have a shared sense of identity and who interact with each other in structured ways on the basis of a common set of expectations about each other's behavior.8 Human social life is group life. Individuals are involved in families, work groups, social groups, recreational groups, and so on. However, while groups are found in all societies, societies differ according to the degree to which the group is viewed as the primary means of social organization.

The Individual 

The emphasis on individual performance in many Western societies has both beneficial and harmful aspects. In the United States, the emphasis on individual performance finds expression in an admiration of "rugged individualism" and entrepreneurship. One benefit of this is the high level of entrepreneurial activity in the United States and other Western societies. New products and new ways of doing business .

Individualism also finds expression in a high degree of managerial mobility between companies, and this is not always a good thing. While moving from company to company may be good for individual managers, who are trying to build impressive resumes, it is not necessarily a good thing for American companies. The lack of loyalty and commitment to an individual company, and the tendency to move on when a better offer comes along, can result in managers that have good general skills but lack the knowledge, experience, and network of interpersonal contacts that come from years of working within the same company. An effective manager draws on company-specific experience, knowledge, and a network of contacts to find solutions to current problems, and American companies may suffer if their managers lack these attributes. 

The emphasis on individualism may also make it difficult to build teams within an organization to perform collective tasks. If individuals are always competing with each other on the basis of individual performance, it may prove difficult for them to cooperate. 

The Group 

In contrast to the Western emphasis on the individual, the group is the primary unit of social organization in many other societies. Strong identification with the group is argued to create pressures for mutual self-help and collective action. If the worth of an individual is closely linked to the achievements of the group, this creates a strong incentive for individual members of the group to work together for the common good. Some argue that the competitive advantage of Japanese enterprises in the global economy is based partly on their ability to achieve close cooperation between individuals within a company and between companies. 

Social Stratification 

Social Mobility 

Social mobility refers to the extent to which individuals can move out of the strata into which they are born. Social mobility varies significantly from society to society. The most rigid system of stratification is a caste system. A caste system is a closed system of stratification in which social position is determined by the family into which a person is born, and change in that position is usually not possible during an individual's lifetime. Often a caste position carries with it a specific occupation. Members of one caste might be shoemakers; members of another caste might be butchers, and so on. These occupations are embedded in the caste and passed down through the family to succeeding generations. A class system is a less rigid form of social stratification in which social mobility is possible. A class system is a form of open stratification in which the position a person has by birth can be changed through their own achievements and/or luck. Individuals born into a class at the bottom of the hierarchy can work their way upwards, while individuals born into a class at the top of the hierarchy can slip down. 

As a result of these factors, the class system in Britain tended to perpetuate itself from generation to generation, and mobility was limited. Although upward mobility was possible, it is something that could not normally be achieved in one generation. While an individual from a working class background may have succeeded in establishing an income level that was consistent with membership of the upper-middle class, he or she may not have been accepted as such by others of that class due to accent and background. However, by sending his or her offspring to the "right kind of school," the individual can ensure that his or her children were accepted. 

Accordingly to many politicians and popular commentators, modern British society is now rapidly leaving this class structure behind and moving towards a classless society. However, sociologists continue to dispute this finding and present evidence that this is not the case. The class system in the United States is less extreme than in Britain and mobility is greater. 

Significance 

From a business perspective, the stratification of a society is significant if it affects the operation of business organizations. In American society, the high degree of social mobility and the extreme emphasis upon individualism limits the impact of class background on business operations. The same is true in Japan, where the majority of the population perceive themselves to be middle-class. In a country such as Britain, however, the relative lack of class mobility and the differences between classes has resulted in the emergence of class consciousness. Class consciousness refers to a condition where people tend to perceive themselves in terms of their class background, and this shapes their relationships with members of other classes. 

Religious and Ethical Systems 

Religion may be defined as a system of shared beliefs and rituals that are concerned with the realm of the sacred.16 Ethical systems refer to a set of moral principles, or values, that are used to guide and shape behavior. Most of the world's ethical systems are the product of religions. Thus, we can talk about Christian ethics and Islamic ethics. However, there is a major exception to the principle that ethical systems are grounded in religion. Confucianism and Confucian ethics influence behavior and shape culture in parts of Asia, yet, as we shall see, it is incorrect to characterize Confucianism as a religion. 

The relationship between religion, ethics, and society is subtle, complex, and profound. While there are thousands of religions in the world today, four dominate--Christianity, Islam, Hinduism, and Buddhism. 

Christianity 

Christianity is the most widely practiced religion in the world. The vast majority of Christians live in Europe and the Americas, although their numbers are growing rapidly in Africa. Christianity grew out of Judaism. Like Judaism, it is a monotheistic religion.. Today the Roman Catholic church accounts for over half of all Christians, most of whom are found in Southern Europe and Latin America. The Orthodox church, while less influential, is still of major importance in several countries. 

Economic Implications of Christianity: The Protestant Work Ethic 

Some sociologists have argued that of the two main branches of Christianity--Catholicism and Protestantism--the latter has the most important economic implications. 

According to Weber, there was a relationship between Protestantism and the emergence of modern capitalism. Weber argued that Protestant ethics emphasize the importance of hard work and wealth creation). According to Weber, this was the kind of value system needed to facilitate the development of capitalism. Protestants worked hard and systematically to accumulate wealth. However, their ascetic beliefs suggested that rather than consuming this wealth by indulging in worldly pleasures, they should invest it in the expansion of capitalist enterprises. Thus, the combination of hard work and the accumulation of capital, which could be used to finance investment and expansion, paved the way for the development of capitalism in Western Europe and subsequently in the United States. 

There is also another way in which Protestantism may have encouraged capitalism's development. By breaking away from the hierarchical domination of religious and social life that characterized the Catholic church for much of its history, Protestantism gave individuals significantly more freedom to develop their own relationship with God. The right to freedom of form of worship was central to the nonconformist nature of early Protestantism. This emphasis on individual religious freedom may have paved the way for the subsequent emphasis on individual economic and political freedoms and the development of individualism as an economic and political philosophy. 
Islam 

Adherents of Islam are referred to as Muslims. Muslims constitute a majority in more than 35 countries and inhabit a nearly contiguous stretch of land from the northwest coast of Africa, through the Middle East, to China and Malaysia in the Far East. 

Islam has roots in both Judaism and Christianity. Like Christianity and Judaism, Islam is a monotheistic religion. The central principle of Islam is that there is but the one true omnipotent God. Islam requires unconditional acceptance of the uniqueness, power, and authority of God and the understanding that the objective of life is to fulfill the dictates of his will in the hope of admission to paradise. According to Islam, worldly gain and temporal power are an illusion. Those who pursue riches on earth may gain them, but those who forgo worldly ambitions to seek the favor of Allah may gain the greater treasure--entry into paradise. 

Islam is an all-embracing way of life governing the totality of a Muslim's being.20 As God's surrogate in this world, a Muslim is not a totally free agent but is circumscribed by religious principles--by a code of conduct for interpersonal relations--in social and economic activities. Religion is paramount in all areas of life. The Muslim lives in a social structure that is shaped by Islamic values and norms of moral conduct. The ritual nature of everyday life in a Muslim country is striking to a Western visitor. 

Islamic Fundamentalism 

The past two decades have witnessed a surge in what is often referred to as "Islamic fundamentalism. In the West, Islamic fundamentalism is often associated in the media with militants, terrorists, and violent upheavals, such as the bloody conflict occurring in Algeria or the killing of foreign tourists in Egypt. This characterization is at best a half-truth. Just as "Christian fundamentalists" in the West are motivated by sincere and deeply held religious values firmly rooted in their faith, so are "Islamic fundamentalists." The violence that the Western media associates with Islamic fundamentalism is perpetrated by a very small minority of "fundamentalists" and explicitly repudiated by many. 

The rise of fundamentalism has no one cause. In part it is a response to the social pressures created in traditional Islamic societies by the move toward modernization and by the influence of Western ideas, such as liberal democracy, materialism, equal rights for women, and by Western attitudes toward sex, marriage, and alcohol. In many Muslim countries, modernization has been accompanied by a growing gap between a rich urban minority and an impoverished urban and rural majority. For the impoverished majority, modernization has offered little in the way of tangible economic progress, while threatening the traditional value system. Thus, for a Muslim who cherishes his traditions and feels that his identity is jeopardized by the encroachment of alien Western values, Islamic fundamentalism has become a cultural anchor. 

Fundamentalists demand a rigid commitment to traditional religious beliefs and rituals. The result has been a marked increase in the use of symbolic gestures that confirm Islamic values. Women are once again wearing floor-length, long-sleeved dresses and covering their hair; religious studies have increased in universities; the publication of religious tracts has increased; and more religious orations are heard in public.22 Also, the sentiments of some fundamentalist groups are increasingly anti-Western. Rightly or wrongly, Western influence is blamed for a whole range of social ills, and many fundamentalists' actions are directed against Western governments, cultural symbols, businesses, and even individuals. 

Economic Implications of Islam 

Given the Islamic proclivity to favor market-based systems, Muslim countries are likely to be receptive to international businesses so long as those businesses behave in a manner that is consistent with Islamic ethics. Businesses that are perceived as making an unjust profit through the exploitation of others, by deception, or by breaking contractual obligations are unlikely to be welcomed in an Islamic state. In addition, in Islamic states where fundamentalism is on the rise, it is likely that hostility to Western-owned business will increase. 

One economic principle of Islam prohibits the payment or receipt of interest, which is considered usury. To the devout Muslim, acceptance of interest payments is seen as a very grave sin. Practitioners of the black art of usury are warned on the pain of hellfire to abstain; the giver and the taker are equally damned. 
On the face of it, rigid adherence to this particular Islamic law could wreak havoc with a country's financial and banking system, raising the costs of doing business and scaring away international businesses and international investors. To skirt the ban on interest, Islamic banks have been experimenting with a profit-sharing system to replace interest on borrowed money. When an Islamic bank lends money to a business, rather than charging that business interest on the loan, it takes a share in the profits that are derived from the investment. 

Hinduism 

Hindus believe that there is a moral force in society that requires the acceptance of certain responsibilities, called dharma. Hindus believe in reincarnation, or rebirth into a different body after death. Hindus also believe in karma, the spiritual progression of each person's soul. A person's karma is affected by the way he or she lives. The moral state of an individual's karma determines the challenges they will face in their next life. By perfecting the soul in each new life, Hindus believe that an individual can eventually achieve nirvana, a state of complete spiritual perfection that renders reincarnation no longer necessary. Many Hindus believe that the way to achieve nirvana is to lead a severe ascetic lifestyle of material and physical self-denial, devoting life to a spiritual rather than material quest. 

Economic Implications of Hinduism 

Max Weber, who is famous for expounding on the Protestant work ethic, also argued that the ascetic principles embedded in Hinduism do not encourage the kind of entrepreneurial activity in pursuit of wealth creation that we find in Protestantism. According to Weber, traditional Hindu values emphasize that individuals should not be judged by their material achievements, but by their spiritual achievements. Indeed, Hindus perceive the pursuit of material well-being as making the attainment of nirvana more difficult. Given the emphasis on an ascetic lifestyle, Weber thought that devout Hindus would be less likely to engage in entrepreneurial activity than devout Protestants. 

Mahatma Gandhi, the famous Indian nationalist and spiritual leader, was certainly the embodiment of Hindu asceticism. It has been argued that the values of Hindu asceticism and self-reliance that Gandhi advocated had a negative impact on the economic development of post-independence India. 

Hinduism also supports India's caste system. The concept of mobility between castes within an individual's lifetime makes no sense to Hindus. Hindus see mobility between castes as something that is achieved through spiritual progression and reincarnation. An individual can be reborn into a higher caste in his next life if he achieves spiritual development in this life. In so far as the caste system limits individuals' opportunities to adopt positions of responsibility and influence in society, the economic consequences of this religious belief are bound to be negative. 

Buddhism 

Siddhartha achieved nirvana but decided to remain on Earth to teach his followers how they too could achieve this state of spiritual enlightenment. These desires can be curbed by systematically following the Noble Eightfold Path, which emphasizes right seeing, thinking, speech, action, living, effort, mindfulness, and meditation. Unlike Hinduism, Buddhism does not support the caste system. Nor does Buddhism advocate the kind of extreme ascetic behavior that is encouraged by Hinduism. Nevertheless, like Hindus, Buddhists stress the afterlife and spiritual achievement rather than involvement in this world.

Because Buddhists, like Hindus, stress spiritual achievement rather than involvement in this world, the emphasis on wealth creation that is embedded in Protestantism is not found in Buddhism. 
Confucianism 

Confucianism teaches the importance of attaining personal salvation through right action. Confucianism is built around a comprehensive ethical code that sets down guidelines for relationships with others. The need for high moral and ethical conduct and loyalty to others are central to Confucianism. 
Economic Implications of Confucianism 

There are those who maintain that Confucianism may have economic implications that are as profound as those found in Protestantism, although they are of a somewhat different nature. In this regard, three values central to the Confucian system of ethics are of particular interest--loyalty, reciprocal obligations, and honesty in dealings with others. 

In Confucian thought, loyalty to one's superiors is regarded as a sacred duty--an absolute obligation that is necessary for religious salvation. In modern organizations based in Confucian cultures, the loyalty that binds employees to the heads of their organization can reduce the conflict between management and labor that we find in class-conscious societies such as Britain. Cooperation between management and labor can be achieved at a lower cost in a culture where the virtue of loyalty is emphasized in the value systems. 

However, in a Confucian culture, loyalty to one's superiors, such as a worker's loyalty to management, is not blind loyalty. The concept of reciprocal obligations also comes into play. 

Language 

One of the most obvious ways in which countries differ is language. By language, we mean both the spoken and the unspoken means of communication. Language is one of the defining characteristics of a culture. 

Unspoken Language 

Unspoken language refers to nonverbal communication. We all communicate with each other by a host of nonverbal cues. A failure to understand the nonverbal cues of another culture can lead to a failure of communication. 

Another aspect of nonverbal communication is personal space, which is the comfortable amount of distance between you and someone you are talking to. In the United States, the customary distance apart adopted by parties in a business discussion is five to eight feet. The result can be a regrettable lack of rapport between two businesspeople from different cultures. 

Education 

Formal education plays a key role in a society. Formal education is the medium through which individuals learn many of the language, conceptual, and mathematical skills that are indispensable in a modern society. Formal education also supplements  the family's role in socializing the young into the values and norms of a society. Values and norms are taught both directly and indirectly. Schools generally teach basic facts about the social and political nature of a society. They also focus on the fundamental obligations of citizenship. Cultural norms are also taught indirectly at school. Respect for others, obedience to authority, honesty, neatness, being on time, and so on, are all part of the "hidden curriculum" of schools. The use of a grading system also teaches children the value of personal achievement and competition. 

From an international business perspective, perhaps one of the most important aspects of education is its role as a determinant of national competitive advantage. The availability of a pool of skilled and educated workers seems to be a major determinant of the likely economic success of a country. 

Not only is a good education system a determinant of national competitive advantage, but it is also an important factor guiding the location choices of international businesses. It would make little sense to base production facilities that require highly skilled labor in a country where the education system was so poor that a skilled labor pool wasn't available.

The general education level of a country is also a good index of the kind of products that might sell in a country and of the type of promotional material that should be used. 

Culture and the Workplace 

Hofstede's Model 

Hofstede's power distance dimension focused on how a society deals with the fact that people are unequal in physical and intellectual capabilities. According to Hofstede, high power distance cultures were found in countries that let inequalities grow over time into inequalities of power and wealth. Low power distance cultures were found in societies that tried to play down such inequalities as much as possible. 

The individualism versus collectivism dimension focused on the relationship between the individual and his or her fellows. In individualistic societies, the ties between individuals were loose and individual achievement and freedom were highly valued. In societies where collectivism was emphasized, the ties between individuals were tight. In such societies, people were born into collectives, such as extended families, and everyone was supposed to look after the interest of his or her collective. 

Hofstede's uncertainty avoidance dimension measured the extent to which different cultures socialized their members into accepting ambiguous situations and tolerating uncertainty. Members of high uncertainty avoidance cultures placed a premium on job security, career patterns, retirement benefits, and so on. They also had a strong need for rules and regulations; the manager was expected to issue clear instructions, and subordinates' initiatives were tightly controlled. Lower uncertainty avoidance cultures were characterized by a greater readiness to take risks and less emotional resistance to change. 

Hofstede's masculinity versus femininity dimension looked at the relationship between gender and work roles. In masculine cultures, sex roles were sharply differentiated and traditional "masculine values," such as achievement and the effective exercise of power, determined cultural ideals. In feminine cultures, sex roles were less sharply distinguished, and little differentiation was made between men and women in the same job. 

Evaluating Hofstede's Model 

Hofstede's results are interesting for what they tell us in a general way about differences between cultures. Many of Hofstede's findings are consistent with standard Western stereotypes about cultural differences. For example, many people believe

However, one should be careful about reading too much into Hofstede's research. It is deficient in a number of important respects.36 First, Hofstede assumes there is a one-to-one correspondence between culture and the nation-state, but as we saw earlier, many countries have more than one culture. Hofstede's results do not capture this distinction. Second, the research may have been culturally bound. The research team was composed of Europeans and Americans. The questions they asked of IBM employees and their analysis of the answers may have been shaped by their own cultural biases and concerns. So it is not surprising that Hofstede's results confirm Western stereotypes, since it was Westerners who undertook the research! 

Cultural Change 

Culture is not a constant; it evolves over time. Changes in value systems can be slow and painful for a society. 

The culture of societies may also change as they become richer because economic progress affects a number of other factors, which in turn impact on culture. For example, increased urbanization and improvements in the quality and availability of education are both a function of economic progress, and both can lead to declining emphasis on the traditional values associated with poor rural societies. 

As for globalization, some have argued that advances in transportation and communications technologies, the dramatic increase in trade that we have witnessed.
Chapter Four 

International Trade Theory 

Introduction 

This chapter has two goals that are related to the story of Ghana and South Korea. The first is to review a number of theories that explain why it is beneficial for a country to engage in international trade. The second goal is to explain the pattern of international trade that we observe in the world economy. 
An Overview of Trade Theory 

The Benefits of Trade 

The great strength of the theories of Smith, Ricardo, and Heckscher-Ohlin is that they identify with precision the specific benefits of international trade. Common sense suggests that some international trade is beneficial. The theories of Smith, Ricardo, and Heckscher-Ohlin go beyond this commonsense notion, however, to show why it is beneficial for a country to engage in international trade even for products it can produce for itself. This is a difficult concept for people to grasp. 

The same kind of nationalistic sentiments can be observed in many other countries. The gains arise because international trade allows a country to specialize in the manufacture and export of products that can be produced most efficiently in that country, while importing products that can be produced more efficiently in other countries. 

This economic argument is often difficult for segments of a country's population to accept. With their future threatened by imports, American textile companies and their employees have tried hard to persuade the US government to impose quotas and tariffs to restrict importation of textiles. 
The Pattern of International Trade 

The theories of Smith, Ricardo, and Heckscher-Ohlin also help to explain the pattern of international trade that we observe in the world economy. Some aspects of the pattern are easy to understand. Climate and natural resources explain why Ghana exports cocoa, Brazil exports coffee, Saudi Arabia exports oil, and China exports crawfish. But much of the observed pattern of international trade is more difficult to explain. One early response to the failure of the Heckscher-Ohlin theory to explain the observed pattern of international trade was the product life-cycle theory. Proposed by Raymond Vernon, this theory suggests that early in their life cycle, most new products are produced in and exported from the country in which they were developed. As a new product becomes widely accepted internationally, production starts in other countries. As a result, the theory suggests, the product may ultimately be exported back to the country of its innovation. 

Trade Theory and Government Policy 

Although all these theories agree that international trade is beneficial to a country, they lack agreement in their recommendations for government policy. Mercantilism makes a crude case for government involvement in promoting exports and limiting imports. The theories of Smith, Ricardo, and Heckscher-Ohlin form part of the case for unrestricted free trade. The argument for unrestricted free trade is that both import controls and export incentives (such as subsidies) are self-defeating and result in wasted resources. Both the new trade theory and Porter's theory of national competitive advantage can be interpreted as justifying some limited and selective government intervention to support the development of certain export-oriented industries. We will discuss the pros and cons of this argument, known as strategic trade policy, as well as the pros and cons of the argument for unrestricted free trade in Chapter 5. 

Mercantilism 

The first theory of international trade emerged in England in the mid-16th century. Referred to as mercantilism, its principle assertion was that gold and silver were the mainstays of national wealth and essential to vigorous commerce. At that time, gold and silver were the currency of trade between countries; a country could earn gold and silver by exporting goods. By the same token, importing goods from other countries would result in an outflow of gold and silver to those countries. The main tenent of mercantilism was that it was in a country's best interests to maintain a trade surplus, to export more than it imported. By doing so, a country would accumulate gold and silver and increase its national wealth and prestige. 
The result would be a deterioration in the English balance of trade and an improvement in France's trade balance, until the English surplus was eliminated. Hence, according to Hume, in the long run, no country could sustain a surplus on the balance of trade and so accumulate gold and silver as the mercantilists had envisaged. 

The flaw with mercantilism was that it viewed trade as a zero-sum game.

Absolute Advantage 

Due to the combination of favorable climate, good soils, and accumulated expertise, the French had the world's most efficient wine industry. The English had an absolute advantage in the production of textiles, while the French had an absolute advantage in the production of wine. Thus, a country has an absolute advantage in the production of a product when it is more efficient than any other country in producing it. 

Consider the effects of trade between Ghana and South Korea. The production of any good (output) requires resources (inputs) such as land, labor, and capital. Now consider a situation in which neither country trades with any other. Each country devotes half of its resources to the production of rice and half to the production of cocoa. Each country must also consume what it produces. 

Thus, as a result of specialization and trade, output of both cocoa and rice would be increased, and consumers in both nations would be able to consume more. Thus, we can see that trade is a positive-sum game; it produces net gains for all involved. 

Comparative Advantage 

Qualifications and Assumptions 

Our simple model includes many unrealistic assumptions: 

1. We have assumed a simple world in which there are only two countries and two goods. In the real world, there are many countries and many goods. 

2. We have assumed away transportation costs between countries. 

3. We have assumed away differences in the prices of resources in different countries. We have said nothing about exchange rates and simply assumed that cocoa and rice could be swapped on a one-to-one basis. 

4. We have assumed that while resources can move freely from the production of one good to another within a country, they are not free to move internationally. In reality, some resources are somewhat internationally mobile. This is true of capital and, to a lesser extent, labor. 

5. We have assumed constant returns to scale; that is, that specialization by Ghana or South Korea has no effect on the amount of resources required to produce one ton of cocoa or rice. In reality, both diminishing and increasing returns to specialization exist. The amount of resources required to produce a good might decrease or increase as a nation specializes in production of that good. 

6. We have assumed that each country has a fixed stock of resources and that free trade does not change the efficiency with which a country uses its resources. This static assumption makes no allowances for the dynamic changes in a country's stock of resources and in the efficiency with which the country uses its resources that might result from free trade. 

7. We have assumed away the effects of trade on income distribution within a country. 

Simple Extensions of the Ricardian Model 

Diminishing Returns 

The simple comparative advantage model developed in the preceding subsection assumes constant returns to specialization. By constant returns to specialization, we mean that the units of resources required to produce a good (cocoa or rice) are assumed to remain constant no matter where one is on a country's production possibility frontier (PPF). Thus, we assumed that it always took Ghana 10 units of resources to produce one ton of cocoa. However, it is more realistic to assume diminishing returns to specialization. Diminishing returns to specialization occur when more units of resources are required to produce each additional unit. There are two reasons why it is more realistic to assume diminishing returns. First, not all resources are of the same quality. As a country tries to increase output of a certain good, it is increasingly likely to draw on more marginal resources whose productivity is not as great as those initially employed. The end result is that it requires more resources to produce an equal increase in output. 

A second reason for diminishing returns is that different goods use resources in different proportions. For example, imagine that growing cocoa uses more land and less labor than growing rice, and that Ghana tries to transfer resources from rice production to cocoa production. The rice industry will release proportionately too much labor and too little land for efficient cocoa production. To absorb the additional resources of labor and land, the cocoa industry will have to shift toward more labor-intensive production methods. The effect is that the efficiency with which the cocoa industry uses labor will decline; and returns will diminish. 

Dynamic Effects and Economic Growth 

Our simple comparative advantage model assumed that trade does not change a country's stock of resources or the efficiency with which it utilizes those resources. This static assumption makes no allowances for the dynamic changes that might result from  trade. If we relax this assumption, it becomes apparent that opening an economy to trade is likely to generate dynamic gains. These dynamic gains are of two sorts. First, free trade might increase a country's stock of resources as increased supplies of labor and capital from abroad become available for use within the country. 

Second, free trade might also increase the efficiency with which a country uses its resources. For example, economies of large-scale production might become available as trade expands the size of the total market available to domestic firms. Trade might make better technology from abroad available to domestic firms. In turn, better technology can increase labor productivity or the productivity of land. 

National Competitive Advantage: Porter's Diamond 

In 1990, Michael Porter of Harvard Business School published the results of an intensive research effort that attempted to determine why some nations succeed and others fail in international competition.20 Porter and his team looked at 100 industries in 10 nations. The book that contains the results of this work, The Competitive Advantage of Nations, has made an important contribution to thinking about trade. Like the work of the new trade theorists, Porter's work was driven by a feeling that the existing theories of international trade told only part of the story. These attributes are 

· Factor endowments--a nation's position in factors of production such as skilled labor or the infrastructure necessary to compete in a given industry. 

· Demand conditions--the nature of home demand for the industry's product or service. 

· Relating and supporting industries--the presence or absence in a nation of supplier industries and related industries that are internationally competitive. 

· Firm strategy, structure, and rivalry--the conditions in the nation governing how companies are created, organized, and managed and the nature of domestic rivalry.

Factor Endowments 

Factor endowments lie at the center of the Heckscher-Ohlin theory. While Porter does not propose anything radically new, he does analyze the characteristics of factors of production in some detail. He recognizes hierarchies among factors, distinguishing between basic factors and advanced factors .He argues that advanced factors are the most significant for competitive advantage. 

The relationship between advanced and basic factors is complex. Basic factors can provide an initial advantage that is subsequently reinforced and extended by investment in advanced factors. Conversely, disadvantages in basic factors can create pressures to invest in advanced factors. 
Demand Conditions 

Porter emphasizes the role home demand plays in providing the impetus for upgrading competitive advantage. Firms are typically most sensitive to the needs of their closest customers. Thus, the characteristics of home demand are particularly important in shaping the attributes of domestically made products and in creating pressures for innovation and quality. Porter argues that a nation's firms gain competitive advantage if their domestic consumers are sophisticated and demanding. Sophisticated and demanding consumers pressure local firms to meet high standards of product quality and to produce innovative products. 
Related and Supporting Industries 

The third broad attribute of national advantage in an industry is the presence of internationally competitive suppliers or related industries. The benefits of investments in advanced factors of production by related and supporting industries can spill over into an industry, thereby helping it achieve a strong competitive position internationally. Swedish strength in fabricated steel products .One consequence of this is that successful industries within a country tend to be grouped into clusters of related industries. This was one of the most pervasive findings of Porter's study. One such cluster is the German textile and apparel sector, which includes high-quality cotton, wool, synthetic fibers, sewing machine needles, and a wide range of textile machinery. 

Firm Strategy, Structure, and Rivalry 

The fourth broad attribute of national competitive advantage in Porter's model is the strategy, structure, and rivalry of firms within a nation. Porter makes two important points here. His first is that nations are characterized by different "management ideologies," which either help them or do not help them to build national competitive advantage. 

Porter's second point is that there is a strong association between vigorous domestic rivalry and the creation and persistence of competitive advantage in an industry. Vigorous domestic rivalry induces firms to look for ways to improve efficiency, which makes them better international competitors. Domestic rivalry creates pressures to innovate, to improve quality, to reduce costs, and to invest in upgrading advanced factors. All of this helps to create world-class competitors. Porter cites the case of Japan: 

Evaluating Porter's Theory 

In sum, Porter's argument is that the degree to which a nation is likely to achieve international success in a certain industry is a function of the combined impact of factor endowments, domestic demand conditions, related and supporting industries, and domestic rivalry. He argues that the presence of all four components is usually required for this diamond to positively impact competitive performance .Factor endowments can be affected by subsidies, policies toward capital markets, policies toward education, and the like. Government can shape domestic demand through local product standards or with regulations that mandate or influence buyer needs. Government policy can influence supporting and related industries through regulation and influence firm rivalry through such devices as capital market regulation, tax policy, and antitrust laws. 

Implications for Business 

Location Implications 

Underlying most of the theories we have discussed is the notion that different countries have particular advantages in different productive activities. Thus, from a profit perspective, it makes sense for a firm to disperse its productive activities to those countries where, according to the theory of international trade, they can be performed most efficiently. If design can be performed most efficiently in France, that is where design facilities should be located; if the manufacture of basic components can be performed most efficiently in Singapore, that is where they should be manufactured; and if final assembly can be performed most efficiently in China, that is where final assembly should be performed. The result is a global web of productive activities, with different activities being performed in different locations around the globe depending on considerations of comparative advantage, factor endowments, and the like. If the firm does not do this, it may find itself at a competitive disadvantage relative to firms that do. 

The manufacture of advanced components such as microprocessors and display screens is a capital-intensive process requiring skilled labor, and cost pressures are less intense. Since cost pressures are not so intense at this stage, these components are manufactured in countries with high labor costs that also have pools of highly skilled labor (primarily Japan and the United States). 

Finally, assembly is a relatively labor-intensive process requiring only low-skilled labor, and cost pressures are intense. As a result, final assembly may be carried out in a country such as Mexico, which has an abundance of low-cost, low-skilled labor. 

First-Mover Implications 

The new trade theory suggests the importance of first-mover advantages. According to the new trade theory, firms that establish a first-mover advantage in the production of a new product may dominate global trade in that product. This is particularly true in those industries where the global market can profitably support only a limited number of firms, such as the aerospace market, but early commitments also seem to be important in less concentrated industries such as the market for cellular telephone equipment For the individual firm, the clear message is that it pays to invest substantial financial resources in building a first-mover, or early-mover, advantage, even if that means several years of substantial losses before a new venture becomes profitable 

Finally, Porter's theory of national competitive advantage also contains policy implications. Porter's theory suggests that it is in a firm's best interests to upgrade advanced factors of production; for example, to invest in better training for its employees and to increase its commitment to research and development. It is also in the best interests of business to lobby the government to adopt policies that have a favorable impact on each component of the national "diamond." 

Chapter 5 

The Political Economy of International Trade 

Introduction 

In this chapter, we look at the political reality of international trade. While many nations are nominally committed to free trade, in practice nations tend to intervene in international trade. The nature of these political realities are amply illustrated in the case that opens this chapter. In this chapter, we explore the political and economic reasons for intervening in international trade. When governments intervene, they often do so by restricting imports of goods and services into their nation, while adopting policies that promote exports. Normally their motives for intervention are to protect domestic producers and jobs from foreign competition, while increasing the foreign market for domestic products. However, as the opening case illustrates, in recent years "social" issues have tended to intrude in the decision making. 

Instruments of Trade Policy 

Tariffs 

A tariff is a tax levied on imports. The oldest form of trade policy, tariffs fall into two categories. Specific tariffs are levied as a fixed charge for each unit of a good imported. Ad valorem tariffs are levied as a proportion of the value of the imported good. 

A tariff raises the cost of imported products relative to domestic products. While the principal objective of most tariffs is to protect domestic producers and employees against foreign competition, they also raise revenue for the government. 

The important thing to understand about a tariff is who suffers and who gains. The government gains, because the tariff increases government revenues. Domestic producers gain, because the tariff gives them some protection against foreign competitors by increasing the cost of imported foreign goods. Consumers lose because they must pay more for certain imports. Whether the gains to the government and domestic producers exceed the loss to consumers depends on various factors such as the amount of the tariff, the importance of the imported good to domestic consumers, the number of jobs saved in the protected industry, and so on. 

Although detailed consideration of these issues is beyond the scope of this book, two conclusions can be derived from a more advanced analysis. First, tariffs are unambiguously pro-producer and anti-consumer. While they protect producers from foreign competitors, this supply restriction also raises domestic prices. Thus, as noted 

A second point worth emphasizing is that tariffs reduce the overall efficiency of the world economy. They reduce efficiency because a protective tariff encourages domestic firms to produce products at home that, in theory, could be produced more efficiently abroad. The consequence is inefficient utilization of resources
Subsidies 

A subsidy is a government payment to a domestic producer. Subsidies take many forms including cash grants, low-interest loans, tax breaks, and government equity participation in domestic firms. By lowering costs, subsidies help domestic producers in two ways: they help them compete against low-cost foreign imports and they help them gain export markets. 

But subsidies must be paid for. Governments typically pay for subsidies by taxing individuals. Therefore, whether subsidies generate national benefits that exceed their national costs is debatable. In practice, many subsidies are not that successful at increasing the international competitiveness of domestic producers. They tend to protect the inefficient, rather than promoting efficiency. 

Import Quotas and Voluntary Export Restraints 

An import quota is a direct restriction on the quantity of some good that may be imported into a country. The restriction is normally enforced by issuing import licenses to a group of individuals or firms. A variant on the import quota is the voluntary export restraint (VER). A voluntary export restraint is a quota on trade imposed by the exporting country, typically at the request of the importing country's government. 

As with tariffs and subsidies, both import quotas and VERs benefit domestic producers by limiting import competition. Quotas do not benefit consumers. An import quota or VER always raises the domestic price of an imported good. When imports are limited to a low percentage of the market by a quota or VER, this bids the price up for that limited foreign supply. 
Local Content Requirements 

A local content requirement calls for some specific fraction of a good to be produced domestically. Local content regulations have been widely used by developing countries as a device for shifting their manufacturing base from the simple assembly of products whose parts are manufactured elsewhere, to the local manufacture of component parts. More recently, the issue of local content has been raised by several developed countries. 

For a domestic producer of component parts, local content regulations provide protection in the same way an import quota does: by limiting foreign competition. The aggregate economic effects are also the same; domestic producers benefit, but the restrictions on imports raise the prices of imported components. In turn, higher prices for imported components are passed on to consumers of the final product in the form of higher prices. As with all trade policies, local content regulations tend to benefit producers and not consumers. 

Antidumping Policies 

In the context of international trade, dumping is variously defined as selling goods in a foreign market at below their costs of production, or as selling goods in a foreign market at below their "fair" market value. There is a difference between these two definitions, since the "fair" market value of a good is normally judged to be greater than the costs of producing that good. Dumping is viewed as a method by which firms unload excess production in foreign markets. Alternatively, some dumping may be the result of predatory behavior, with producers using substantial profits from their home markets to subsidize prices in a foreign market with a view to driving indigenous competitors out of that market. Once this has been achieved, so the argument goes, the predatory firm can raise prices and earn substantial profits. 

Antidumping policies are policies designed to punish foreign firms that engage in dumping. The ultimate objective is to protect domestic producers from "unfair" foreign competition. Although antidumping policies vary somewhat from country to country, the majority are similar to the policies used in the United States. 
Administrative Policies 

In addition to the formal instruments of trade policy, governments of all types sometimes use a range of informal or administrative policies to restrict imports and boost exports. Administrative trade policies are bureaucratic rules designed to make it difficult for imports to enter a country. Some would argue that the Japanese are the masters of this kind of trade barrier. 
The Case for Government Intervention 

Political Arguments for Intervention . 

Protecting Jobs and Industries 

Perhaps the most common political argument for government intervention is that it is necessary for protecting jobs and industries from foreign competition. Antidumping policies are frequently justified on such grounds. The voluntary export restraints that offered some protection to the US automobile, machine tool, and steel industries during the 1980s were motivated by such considerations. Similarly, Japan's quotas on rice imports are aimed at protecting jobs in that country's agricultural sector.

In addition to trade controls hurting consumers, evidence also indicates they may sometimes hurt the producers they are intended to protect. 

National Security 

Countries sometimes argue that it is necessary to protect certain industries because they are important for national security. Defense-related industries often get this kind of attention .Although not as common as it used to be, this argument is still made. Those in favor of protecting the US semiconductor industry from foreign competition, for example, argue that semiconductors are now such important components of defense products that it would be dangerous to rely primarily on foreign producers for them. 

Retaliation 

Some argue that governments should use the threat to intervene in trade policy as a bargaining tool to help open foreign markets and force trading partners to "play by the rules of the game." Successive US governments have been among those that adopted this get-tough approach. If it works, such a politically motivated rationale for government intervention may liberalize trade and bring with it resulting economic gains. It is a risky strategy, however, because a country that is being pressured might not back down and instead may respond to the punitive tariffs by raising trade barriers of its own. 

Protecting Consumers 

The ban was motivated by a desire to protect European consumers from the possible health consequences of meat treated with growth hormones. It was motivated by concerns for the safety and health of consumers, as opposed to economic considerations. Many governments have long had regulations to protect consumers from "unsafe" products. Often, the indirect effect of such regulations is to limit or ban the importation of such products. The conflict over the importation of hormone-treated beef into the European Union may prove to be a taste of things to come. In addition to the use of hormones to promote animal growth and meat production, biotechnology has made it possible to genetically alter many crops so that they are resistant to common herbicides, produce proteins that are natural insecticides, have dramatically improved yields, or can withstand inclement weather 

Furthering Foreign Policy Objectives 

Governments will use trade policy to support their foreign policy objectives. A government may grant preferential trade terms to a country with which it wants to build strong relations. Trade policy has also been used several times as an instrument for pressuring or punishing "rogue states" that do not abide by international law or norms. 
Protecting Human Rights 

Protecting and promoting human rights in other countries is an important element of foreign policy for many democracies. Governments sometimes use trade policy to try to improve the human rights policies of trading partners. 
On the other hand, some argue that limiting trade with countries such as China where human rights abuses are widespread makes matters worse, not better. The best way to change the internal human rights stance of a country is to engage it in international trade, they argue. 
Economic Arguments for Intervention 

The Infant Industry Argument 

The infant industry argument is by far the oldest economic argument for government intervention. According to this argument, many developing countries have a potential comparative advantage in manufacturing, but new manufacturing industries there cannot initially compete with well-established industries in developed countries. To allow manufacturing to get a toehold, the argument is that governments should temporarily support new industries until they have grown strong enough to meet international competition. 

Also, the infant industry argument has been recognized as a legitimate reason for protectionism by the WTO. Nevertheless, many economists remain very  critical of this argument. They make two main points. First, protection from foreign competition does no good unless the protection helps make the industry efficient. In case after case, however, protection seems to have done little more than foster the development of inefficient industries that have little hope of ever competing in the world market. Brazil.

A second point is that the infant industry argument relies on an assumption that firms are unable to make efficient long-term investments by borrowing money from the domestic or international capital market. Consequently, governments have been required to subsidize long-term investments. 

Strategic Trade Policy 

The strategic trade policy argument has been proposed by the new trade theorists. There are two components to the strategic trade policy argument. First, a government can help raise national income if it can somehow ensure that the firm or firms to gain first-mover advantages in such an industry are domestic rather than foreign enterprises. Thus, according to the strategic trade policy argument, a government should use subsidies to support promising firms in emerging industries. 

The second component of the strategic trade policy argument is that it might pay government to intervene in an industry if it helps domestic firms overcome the barriers to entry created by foreign firms that have already reaped first-mover advantages. This argument underlies government support of Airbus Industrie, Boeing's major competitor. If these arguments are correct, they clearly suggest a rationale for government intervention in international trade. Specifically, governments should target technologies that may be important in the future and use subsidies to support development work aimed at commercializing those technologies. 

The Revised Case for Free Trade 

Retaliation and Trade War 

Krugman argues that strategic trade policy aimed at establishing domestic firms in a dominant position in a global industry are beggar-thy-neighbor policies that boost national income at the expense of other countries. A country that attempts to use such policies will probably provoke retaliation. In many cases, the resulting trade war between two or more interventionist governments will leave all countries involved worse off than if a hands-off approach had been adopted. 

Domestic Politics 

Governments do not always act in the national interest when they intervene in the economy. Instead, they are influenced by politically important interest groups. Thus, a further reason for not embracing strategic trade policy, is that such a policy is almost certain to be captured by special interest groups within the economy, who will distort it to their own ends.
Development of the World Trading System 

From Smith to the Great Depression 

The Corn Laws placed a high tariff on corn imports. The objectives of the Corn Law tariff were to raise government revenues and to protect British corn producers. There had been annual motions in Parliament in favor of free trade since the 1820s when David Ricardo was a member of Parliament. However, agricultural protection was withdrawn only after a protracted debate when the effects of a harvest failure in Britain were compounded by the imminent threat of famine in Ireland. Faced with considerable hardship and suffering, among the populace, Parliament narrowly reversed its long-held position.

The Uruguay Round and the World Trade Organization 

Against the background of rising pressures for protectionism, in 1986 the members of the GATT embarked upon their eighth round of negotiations to reduce tariffs, the Uruguay Round (so named because they occurred in Uruguay). This was the most difficult round of negotiations yet, primarily because it was also the most ambitious. Until then, GATT rules had applied only to trade in manufactured goods and commodities. In the Uruguay Round, member countries sought to extend GATT rules to cover trade in services. They also sought to write rules governing the protection of intellectual property, to reduce agricultural subsidies, and to strengthen the GATT's monitoring and enforcement mechanisms. 

Services and Intellectual Property 

In the long run, the extension of GATT rules to cover services and intellectual property may be particularly significant. Extending GATT rules to this important trading arena could significantly increase both the total share of world trade accounted for by services and the overall volume of world trade. Having GATT rules cover intellectual property will make it much easier for high-technology companies to do business in developing nations where intellectual property rules have historically been poorly enforced High-technology companies will now have a mechanism to force countries to prohibit the piracy of intellectual property. 

The World Trade Organization 

The clarification and strengthening of GATT rules and the creation of the World Trade Organization also hold out the promise of more effective policing and enforcement of GATT rules in the future. This should have a beneficial effect on overall  economic growth and development by promoting trade. The WTO will act as an umbrella organization that which will encompass the GATT along with two new sister bodies, one on services and the other on intellectual property. The WTO will take over responsibility for arbitrating trade disputes and monitoring the trade policies of member countries. While the WTO will operate as GATT now does--on the basis of consensus--in the area of dispute settlement, member countries will no longer be able to block adoption of arbitration reports. Arbitration panel reports on trade disputes between member countries will be automatically adopted by the WTO unless there is a consensus to reject them. 

Implications of the Uruguay Round 

The world is better off with a GATT deal than without it. Without the deal, the world might have slipped into increasingly dangerous trade wars, which might have triggered a recession. With a GATT deal concluded, the current world trading system looks secure, and there is a good possibility that the world economy will now grow faster than would otherwise have been the case. Estimates as to the overall impact of the GATT agreement, however, are not that dramatic.

WTO: Early Experience 

WTO as a Global Policeman 

Countries' use of the WTO represents an important vote of confidence in the organization's dispute resolution. 

The backing of the leading trading powers has been crucial to the early success of the WTO. Initially, some feared that the United States might undermine the system by continuing to rely on unilateral measures when it suited or by refusing to accept WTO verdicts. 

Encouraged perhaps by the tougher system, developing countries are also starting to use the settlement procedures more than they did under the GATT. So far the United States has proved willing to accept WTO rulings that go against it. The United States agreed to implement a WTO judgment that called for the country to remove discriminatory antipollution regulations that were applied to gasoline imports. In a dispute with India over textile imports, the United States rescinded quotas before a WTO panel could start work. 

WTO Telecommunications Agreement 

As explained above, the Uruguay Round of GATT negotiations extended global trading rules to cover services. The WTO was given the role of brokering future agreements to open global trade in services. The WTO was also encouraged to extend its reach to encompass regulations governing foreign direct investment--something the GATT had never done. Two of the first industries targeted for reform were the global telecommunications and financial services industries. Given its importance in the global economy, the telecommunications services industry was a very important target for reform. The WTO's goal was to get countries to open their telecommunications markets to competition, allowing foreign operators to purchase ownership stakes in domestic telecommunications providers and establishing a set of common rules for fair competition in the telecommunications sector. Three benefits were cited. 

First, advocates argued that inward investment and increased competition would stimulate the modernization of telephone networks around the world and lead to higher-quality service. Second, supporters maintained that the increased competition would benefit customers through lower prices. 

WTO Financial Services Agreement 

Fresh from its success in brokering a telecommunications agreement, in April 1997 the WTO embarked on negotiations to liberalize the global financial services industry. The financial services industry includes banking, securities businesses, insurance, asset management services, and the like. 

Participants in the negotiations wanted to see more competition in the sector both to allow firms greater opportunities abroad and to encourage greater efficiency. Developing countries need the capital and financial infrastructure for their development. But governments also have to ensure that the system is sound and stable  because of the economic shocks that can be caused by exchange rates, interest rates, or other market conditions fluctuating excessively. They also have to avoid economic crisis caused by bank failures. Therefore, government intervention in the interest of prudential safeguards is an important condition underpinning financial market liberalization. 

The Future: Unresolved Issues 

The 1994 GATT deal still leaves a lot to be done on the international trade front. Substantial trade barriers still remain in areas such as financial services and broadcast entertainment, although these seem likely to be reduced eventually. More significantly perhaps, WTO has yet to deal with the areas of environmentalism, worker rights, foreign direct investment, and dumping. 

High on the list of the WTO's future concerns will be the interaction of environmental and trade policies and how best to promote sustainable development and ecological well-being without resorting to protectionism. The WTO will have to deal with environmentalists' claims that expanded international trade encourages companies to locate factories in areas of the world where they are freer to pollute and degrade the environment. 

Paralleling environmental concerns are concerns that free trade encourages firms to shift their production to countries with low labor rates where worker rights are routinely violated. 

Implications for Business 

Trade Barriers and Firm Strategy 

Trade barriers constrain a firm's ability to disperse its productive activities in such a manner. First, and most obviously, tariff barriers raise the costs of exporting products to a country. This may put the firm at a competitive disadvantage vis-à-vis indigenous competitors in that country. In response, the firm may then find it economical to locate production facilities in that country so it can compete on an even footing with indigenous competitors. Second, voluntary export restraints may limit a firm's ability to serve a country from locations outside of that country. The firm's response might be to set up production facilities in that country--even though it may result in higher production costs. 

Third, to conform with local content regulations, a firm may have to locate more production activities in a given market than it would otherwise. From the firm's perspective, the consequence might be to raise costs above the level that could be achieved if each production activity was dispersed to the optimal location for that activity. And fourth, even when trade barriers do not exist, the firm may still want to locate some production activities in a given country to reduce the threat of trade barriers being imposed in the future. 

All the above effects are likely to raise the firm's costs above the level that could be achieved in a world without trade barriers. The higher costs that result need not translate into a significant competitive disadvantage, however, if the countries imposing trade barriers do so to the imported products of all foreign firms, irrespective of their national origin. 
Policy Implications 

Government policies with regard to international trade also can have a direct impact on business. 

In general, however, the arguments contained in this chapter suggest that a policy of government intervention has three drawbacks. Intervention can be self-defeating, since it tends to protect the inefficient rather than help firms become efficient global competitors. Intervention is dangerous because it may invite retaliation and trigger a trade war. Finally, intervention is unlikely to be well-executed, given the opportunity for such a policy to be captured by special interest groups. Most economists would probably argue that the best interests of international business are served by a free trade stance, but not a laissez-faire stance. It is probably in the best long-run interests of the business community to encourage the government to aggressively promote greater free trade by, for example, strengthening the WTO. Business probably has much more to gain from government efforts to open protected markets to imports and foreign direct investment than from government efforts to support certain domestic industries in a manner consistent with the recommendations of strategic trade policy. 

This conclusion is reinforced by a phenomenon that we touched on in Chapter 1, the increasing integration of the world economy and internationalization of production that has occurred over the past two decades. We live in a world where many firms of all national origins increasingly depend for their competitive advantage on globally dispersed production systems. Such systems are the result of free trade. Free trade has brought great advantages to firms that have exploited it and to consumers who benefit from the resulting lower prices. 

Chapter Six 

Foreign Direct Investment 

Introduction 

This chapter is concerned with the phenomenon of foreign direct investment (FDI). Foreign direct investment occurs when a firm invests directly in facilities to produce and/or market a product in a foreign country. 

In the remainder of the chapter, we first look at the growing importance of FDI in the world economy. Next we look at the theories that have been used to explain horizontal foreign direct investment. Horizontal foreign direct investment is FDI in the  same industry as a firm operates in at home. Electrolux's investments in Eastern Europe and Asia are examples of horizontal FDI. Having reviewed horizontal FDI, we consider the theories that help to explain vertical foreign direct investment. Vertical foreign direct investment is FDI in an industry that provides inputs for a firm's domestic operations, or it may be FDI in an industry abroad that sells the outputs of a firm's domestic operations. Finally, we review the implications of these theories for business practice. 

Horizontal Foreign Direct Investment 

Transportation Costs 

When transportation costs are added to production costs, it becomes unprofitable to ship some products over a large distance. This is particularly true of products that have a low value-to-weight ratio and can be produced in almost any location. For such products, relative to either FDI or licensing, the attractiveness of exporting decreases. For products with a high value-to-weight ratio, however, transport costs are normally a very minor component of total landed cost .
Market Imperfections (Internalization Theory) 

Market imperfections provide a major explanation of why firms may prefer FDI to either exporting or licensing. Market imperfections are factors that inhibit markets from working perfectly. The market imperfections explanation of FDI is the one favored by most economists.8 In the international business literature, the marketing imperfection approach to FDI is typically referred to as internalization theory. 
With regard to horizontal FDI, market imperfections arise in two circumstances: when there are impediments to the free flow of products between nations, and when there are impediments to the sale of know-how
Impediments to Exporting 

Governments are the main source of impediments to the free flow of products between nations. By placing tariffs on imported goods, governments can increase the cost of exporting relative to FDI and licensing. Similarly, by limiting imports through the imposition of quotas, governments increase the attractiveness of FDI and licensing. 
Impediments to the Sale of Know-How. 

The competitive advantage that many firms enjoy comes from their technological, marketing, or management know-how. Technological know-how can enable a company to build a better product; for example, Xerox's technological know-how enabled it to build the first photocopier, and Motorola's technological know-how has given it a strong competitive position in the global market for cellular telephone equipment. Alternatively, technological know-how can improve a company's production process vis-á-vis competitors. If we view know-how (expertise) as a competitive asset, it follows that the larger the market in which that asset is applied, the greater the profits that can be earned from the asset. 

According to economic theory, there are three reasons the market does not always work well as a mechanism for selling know-how, or why licensing is not as attractive as it initially appears. First, licensing may result in a firm's giving away its know-how to a potential foreign competitor. Second, licensing does not give a firm the tight control over manufacturing, marketing, and strategy in a foreign country that may be required to profitably exploit its advantage in know-how. With licensing, control over production, marketing, and strategy is granted to a licensee in return for a royalty fee. However, for both strategic and operational reasons, a firm may want to retain control over these functions. 

Third, a firm's know-how may not be amenable to licensing. This is particularly true of management and marketing know-how. It is one thing to license a foreign firm to  manufacture a particular product, but quite another to license the way a firm does business--how it manages its process and markets its products. 

Strategic Behavior 

An oligopoly is an industry composed of a limited number of large firms. A critical competitive feature of such industries is interdependence of the major players: What one firm does can have an immediate impact on the major competitors, forcing a response in kind. If one firm in an oligopoly cuts prices, this can take market share away from its competitors, forcing them to respond with similar price cuts to retain their market share. 

This kind of imitative behavior can take many forms in an oligopoly. One firm raises prices, the others follow; someone expands capacity, and the rivals imitate lest they be left in a disadvantageous position in the future. 

It is possible to extend Knickerbocker's theory to embrace the concept of multipoint competition. Multipoint competition arises when two or more enterprises encounter each other in different regional markets, national markets, or industries. Economic theory suggests that rather like chess players jockeying for advantage, firms will try to match each other's moves in different markets to try to hold each other in check. The idea is to ensure that a rival does not gain a commanding position in one market and then use the profits generated there to subsidize competitive attacks in other markets. Although Knickerbocker's theory and its extensions can help to explain imitative FDI behavior by firms in an oligopolistic industries, it does not explain why the first firm in oligopoly decides to undertake FDI, rather than to export or license. In contrast, the market imperfections explanation addresses this phenomenon. The imitative theory also does not address the issue of whether FDI is more efficient than exporting or licensing for expanding abroad. Again, the market imperfections approach addresses the efficiency issue. For these reasons, many economists favor the market imperfections explanation for FDI, although most would agree that the imitative explanation tells part of the story. 

The Product Life Cycle 

Vernon's view is that firms undertake FDI at particular stages in the life cycle of a product they have pioneered. They invest in other advanced countries when local demand in those countries grows large enough to support local production. They subsequently shift production to developing countries when product standardization and market saturation give rise to price competition and cost pressures. Investment in developing countries, where labor costs are lower, is seen as the best way to reduce costs. 

Alternatively, it may be more profitable for the firm to license a foreign firm to produce its product for sale in that country. The product life-cycle theory ignores these options and, instead, simply argues that once a foreign  market is large enough to support local production, FDI will occur. This limits its explanatory power and its usefulness to business in that it fails to identify when it is profitable to invest abroad. 

Location-Specific Advantages 

The British economist John Dunning has argued that in addition to the various factors discussed above, location-specific advantages can help explain the nature and direction of FDI. By location-specific advantages, Dunning means the advantages that arise from using resource endowments or assets that are tied to a particular foreign location and that a firm finds valuable to combine with its own unique assets. Dunning accepts the internalization argument that market failures make it difficult for a firm to license its own unique assets.
However, Dunning's theory has implications that go beyond basic resources such as minerals and labor. Consider Silicon Valley, which is the world center for the computer and semi-conductor industry. Many of the world's major computer and semiconductor companies, such as Apple Computer, Silicon Graphics, and Intel, are located close to each other in the Silicon Valley region of California. As a result, much of the cutting-edge research and product development in computers and semiconductors occurs here. In so far as this is the case, it makes sense for foreign computer and semiconductor firms to invest in research and (perhaps) production facilities so they too can learn about and utilize valuable new knowledge before those based elsewhere, thereby giving them a competitive advantage in the global marketplace. Evidence suggests that European, Japanese, South Korean, and Taiwanese computer and semiconductor firms are investing in the Silicon Valley region, precisely because they wish to benefit from the externalities that arise there. 

Vertical Foreign Direct Investment 

Strategic Behavior 

According to economic theory, by vertically integrating backward to gain control over the source of raw material, a firm can raise entry barriers and shut new competitors out of an industry. Such strategic behavior involves vertical FDI if the raw material is found abroad. 

Another strand of the strategic behavior explanation of vertical FDI sees such investment not as an attempt to build entry barriers, but as an attempt to circumvent the barriers established by firms already doing business in a country. This may explain Volkswagen's decision to establish its own dealer network when it entered the North American auto market. 
Market Imperfections 

Impediments to the Sale of Know-How 

Consider the case of oil refining companies such as British Petroleum and Royal Dutch Shell. Historically, these firms pursued backward vertical FDI to supply their British and Dutch oil refining facilities with crude oil.

Generalizing from this example, the prediction is that backward vertical FDI will occur when a firm has the knowledge and the ability to extract raw materials in another country and there is no efficient producer in that country that can supply raw materials to the firm. 

Investment in Specialized Assets 

Another strand of the market imperfections argument predicts that vertical FDI will occur when a firm must invest in specialized assets whose value depends on inputs provided by a foreign supplier. In this context, a specialized asset is an asset designed to perform a specific task and whose value is significantly reduced in its next-best use. 

Consider the case of an aluminum refinery, which is designed to refine bauxite ore and produce aluminum. Bauxite ores vary in content and chemical composition from deposit to deposit. Each type of ore requires a different type of refinery. Imagine that a US aluminum company must decide whether to invest in an aluminum refinery designed to refine a certain type of ore. Assume further that this ore is available only through an Australian mining firm at a single bauxite mine. 

Implications for Business 

The implications of the theories of horizontal and vertical FDI for business practice are relatively straightforward. First, the location-specific advantages argument associated with John Dunning does help explain the direction of FDI, both with regard to horizontal and vertical FDI. 

Firms for which licensing is not a good option tend to be clustered in three types of industries: 

1. High-technology industries where protecting firm-specific expertise is of paramount importance and licensing is hazardous. 

2. Global oligopolies, where competitive interdependence requires that multinational firms maintain tight control over foreign operations so that they have the ability to launch coordinated attacks against their global competitors (as Kodak has done with Fuji). 

3. Industries where intense cost pressures require that multinational firms maintain tight control over foreign operations (so they can disperse manufacturing to locations around the globe where factor costs are most favorable to minimize costs). 

Chapter Seven 

The Political Economy of Foreign Direct Investment 

Introduction 

The government of a source country for FDI also can encourage or restrict FDI by domestic firms. In recent years, the Japanese government has pressured many Japanese firms to undertake FDI. The Japanese government sees FDI as a substitute for exporting and thus as a way of reducing Japan's politically embarrassing balance of payments surplus. In contrast, the US government has, for political reasons, from time to time restricted FDI by domestic firms. 

Political Ideology and Foreign Direct Investment 

The Radical View 

The radical view traces its roots to Marxist political and economic theory. Radical writers argue that the multinational enterprise (MNE) is an instrument of imperialist domination. They see the MNE as a tool for exploiting host countries to the exclusive benefit of their capitalist-imperialist home countries. They argue that MNEs extract profits from the host country and take them to their home country, giving nothing of value to the host country in exchange. Thus, according to the extreme version of this view, no country should ever permit foreign corporations to undertake FDI, since they can never be instruments of economic development, only of economic domination. Where MNEs already exist in a country, they should be immediately nationalized. 

The Free Market View 

The free market view traces its roots to classical economics and the international trade theories of Adam Smith and David Ricardo.. The free market view argues that international production should be distributed among countries according to the theory of comparative advantage. Countries should specialize in the production of those goods and services that they can produce most efficiently. Within this framework, the MNE is an instrument for dispersing the production of goods and services to the most efficient locations around the globeFor reasons explored earlier in this book, in recent years, the free market view has been ascendant worldwide, spurring a global move toward the removal of restrictions on inward and outward foreign direct investment. 

Pragmatic Nationalism 

In practice, many countries have adopted neither a radical policy nor a free market policy toward FDI, but instead a policy that can best be described as pragmatic nationalism. The pragmatic nationalist view is that FDI has both benefits and costs. FDI can benefit a host country by bringing capital, skills, technology, and jobs, but those benefits often come at a cost. When products are produced by a foreign company rather than a domestic company, the profits from that investment go abroad. Many countries are also concerned that a foreign-owned manufacturing plant may import many components from its home country, which has negative implications for the host country's balance-of-payments position. 

The Benefits of FDI to Host Countries 

Resource-Transfer Effects 

Capital 

Given this tension, the mode for transferring technology--licensing or FDI--can be a major negotiating point between an MNE and a host government. Whether the MNE gets its way depends on the relative bargaining powers of the MNE and the host government. 
Management 

Foreign management skills acquired through FDI may also produce important benefits for the host country. Beneficial spin-off effects arise when local personnel who are trained to occupy managerial, financial, and technical posts in the subsidiary of a foreign MNE leave the firm and help to establish indigenous firms. 

The benefits may be considerably reduced if most management and highly skilled jobs in the subsidiaries are reserved for home-country nationals. 
Employment Effects 

The beneficial employment effect claimed for FDI is that it brings jobs to a host country that would otherwise not be created there. Cynics note that not all the "new jobs" created by FDI represent net additions in employment. In the case of FDI by Japanese auto companies in the United States, some argue that the jobs created by this investment have been more than offset by the jobs lost in US-owned auto companies, which have lost market share to their Japanese competitors. 

Balance-of-Payments Effects 

Balance-of-Payments Accounts 

A country's balance-of-payments accounts keep track of both its payments to and its receipts from other countries. Any transaction resulting in a payment to other countries is entered in the balance-of-payments accounts as a debit and given a negative ( - ) sign. Any transaction resulting in a receipt from other countries is entered as a credit and given a positive (+) sign.

Balance-of-payments accounts are divided into two main sections: the current account and the capital account. The first category, merchandise trade, refers to the export or import of goods. The second category is the export or import of services. The third category, investment income, refers to income from foreign investments and payments that have to be made to foreigners investing in a country. 

A current account deficit occurs when a country imports more goods, services, and income than it exports. A current account surplus occurs when a country exports more goods, services, and income than it imports. The capital account records transactions that involve the purchase or sale of assets. Thus, when a Japanese firm purchases stock in a US company, the transaction enters the US balance of payments as a credit on the capital account. This is because capital is flowing into the country. When capital flows out of the United States, it enters the capital account as a debit. 

Thus, any international transaction automatically gives rise to two offsetting entries in the balance of payments. Because of this, the current account balance and the capital account balance should always add up to zero. 

Governments normally are concerned when their country is running a deficit on the current account of their balance of payments. When a country runs a current account deficit, the money that flows to other countries is then used by those countries to purchase assets in the deficit country. 

FDI and the Balance of Payments 

Given the concern about current account deficits, the balance-of-payments effects of FDI can be an important consideration for a host government. There are three potential balance-of-payments consequences of FDI. First, when an MNE establishes a foreign subsidiary, the capital account of the host country benefits from the initial capital inflow. However, this is a one-time-only effect. Set against this must be the outflow of earnings to the foreign parent company, which will be recorded as a debit on the current account of the host country. 

Second, if the FDI is a substitute for imports of goods or services, it can improve the current account of the host country's balance of payments. A third potential benefit to the host country's balance-of-payments position arises when the MNE uses a foreign subsidiary to export goods and services to other countries. 

Effect on Competition and Economic Growth 

Economic theory tells us that the efficient functioning of markets depends on an adequate level of competition between producers. By increasing consumer choice, foreign direct investment can help to increase the level of competition in national markets, thereby driving down prices and increasing the economic welfare of consumers. As we saw in the Management Focus, foreign direct investment has helped increase competition in the South Korean retail sector. The increase in choices, and the resulting fall in prices, clearly benefits South Korean consumers. 

The Costs of FDI to Host Countries  

Adverse Effects on Competition 

Although we have just outlined in the previous section how foreign direct investment can boost competition, host governments sometimes worry that the subsidiaries of foreign MNEs may have greater economic power than indigenous competitors. If it is part of a larger international organization, the foreign MNE may be able to draw on funds generated elsewhere to subsidize its costs in the host market, which could drive indigenous companies out of business and allow the firm to monopolize the market. 

In practice, the above arguments are often used by inefficient indigenous competitors when lobbying their government to restrict direct investment by foreign MNEs. Although a host government may state publicly in such cases that its restrictions on inward FDI are designed to protect indigenous competitors from the market power of foreign MNEs, they may have been enacted to protect inefficient but politically powerful indigenous competitors from foreign competition. 

Adverse Effects on the Balance of Payments 

The possible adverse effects of FDI on a host country's balance-of-payments position have been hinted at earlier. There are two main areas of concern with regard to the balance of payments. First, as mentioned earlier, set against the initial capital inflow that comes with FDI must be the subsequent outflow of earnings from the foreign subsidiary to its parent company. Such outflows show up as a debit on the capital account. Some governments have responded to such outflows by restricting the amount of earnings that can be repatriated to a foreign subsidiary's home country. 

A second concern arises when a foreign subsidiary imports a substantial number of its inputs from abroad, which results in a debit on the current account of the host country's balance of payments. 
National Sovereignty and Autonomy 

Many host governments worry that FDI is accompanied by some loss of economic independence. The concern is that key decisions that can affect the host country's economy will be made by a foreign parent that has no real commitment to the host country, and over which the host country's government has no real control. 
The Benefits and Costs of FDI to Home Countries 

Benefits of FDI to the Home Country 

The benefits of FDI to the home country arise from three sources. First, and perhaps most important, the capital account of the home country's balance of payments benefits from the inward flow of foreign earnings. 

Second, benefits to the home country from outward FDI arise from employment effects. As with the balance of payments, positive employment effects arise when the foreign subsidiary creates demand for home-country exports of capital equipment, intermediate goods, complementary products, and the like. 

Third, benefits arise when the home-country MNE learns valuable skills from its exposure to foreign markets that can subsequently be transferred back to the home country. This amounts to a reverse resource-transfer effect. Through its exposure to a foreign market, an MNE can learn about superior management techniques and superior product and process technologies. These resources can then be transferred back to the home country, contributing to the home country's economic growth rate.
 Costs of FDI to the Home Country 

Against these benefits must be set the apparent costs of FDI for the home country. The most important concerns center around the balance-of-payments and employment effects of outward FDI. The home country's balance of payments may suffer in three ways. First, the capital account of the balance of payments suffers from the initial capital outflow required to finance the FDI. This effect, however, is usually more than offset by the subsequent inflow of foreign earnings. Second, the current account of the balance of payments suffers if the purpose of the foreign investment is to serve the home market from a low-cost production location. Third, the current account of the balance of payments suffers if the FDI is a substitute for direct exports. 

With regard to employment effects, the most serious concerns arise when FDI is seen as a substitute for domestic production. This was the case with Toyota's investments in Europe. One obvious result of such FDI is reduced home-country employment. If the labor market in the home country is already very tight, with little unemployment.
Government Policy Instruments and FDI 

Home-Country Policies 

Encouraging Outward FDI 

Many investor nations now have government-backed insurance programs to cover major types of foreign investment risk. The types of risks insurable through these programs include the risks of expropriation, war losses, and the inability to transfer profits back home. Such programs are particularly useful in encouraging firms to undertake investments in politically unstable countries. In addition, several advanced countries also have special funds or banks that make government loans to firms wishing to invest in developing countries. 

Restricting Outward FDI 

Virtually all investor countries, including the United States, have exercised some control over outward FDI from time to time. One common policy has been to limit capital outflows out of concern for the country's balance of payments. In addition, countries have occasionally manipulated tax rules to try to encourage their firms to invest at home. The objective behind such policies is to create jobs at home rather than in other nations. 

Finally, countries sometimes prohibit national firms from investing in certain countries for political reasons. Such restrictions can be formal or informal. 
Host-Country Policies 

Encouraging Inward FDI 

It is increasingly common for governments to offer incentives to foreign firms to invest in their countries. Such incentives take many forms, but the most common are tax concessions, low-interest loans, and grants or subsidies. Incentives are motivated by a desire to gain from the resource-transfer and employment effects of FDI. They are also motivated by a desire to capture FDI away from other potential host countries. 
Restricting Inward FDI 

Host governments use a wide range of controls to restrict FDI in one way or another. The two most common are ownership restraints and performance requirements. Ownership restraints can take several forms. In some countries, foreign companies are excluded from specific fields. The rationale underlying ownership restraints seems to be twofold. First, foreign firms are often excluded from certain sectors on the grounds of national security or competition. Particularly in less developed countries, the feeling seems to be that local firms might not be able to develop unless foreign competition is restricted by a combination of import tariffs and controls on FDI. 

Second, ownership restraints seem to be based on a belief that local owners can help to maximize the resource-transfer and employment benefits of FDI for the host country. 

International Institutions and the Liberalization of FDI 

Until recently there has been no consistent involvement by multinational institutions in the governing of FDI. 

However, the WTO has had less success trying to initiate talks aimed at establishing a universal set of rules designed to promote the liberalization of FDI. 
Implications for Business 
The Nature of Negotiation 

The objective of any negotiation is to reach an agreement that benefits both parties. Negotiation is both an art and a science. The science of it requires analyzing the relative bargaining strengths of each party and the different strategic options available to each party and assessing how the other party might respond to various bargaining ploys. The art of negotiation incorporates "interpersonal skills, the ability to convince and be convinced, the ability to employ a basketful of bargaining ploys, and the wisdom to know when and how to use them." 

Bargaining Power 

The outcome of any negotiated agreement depends on the relative bargaining power of both parties. Each side's bargaining power depends on three factors (see Table 7.3): 

· The value each side places on what the other has to offer. 

· he number of comparable alternatives available to each side. 

· Each party's time horizon.

From the perspective of a firm negotiating the terms of an investment with a host government, the firm's bargaining power is high when the host government places a high value on what the firm has to offer, the number of comparable alternatives open to the firm is great, and the firm has a long time in which to complete the negotiations. The converse also holds. The firm's bargaining power is low when the host government places a low value on what the firm has to offer, few comparable alternatives are open to the firm, and the firm has a short time in which to complete the negotiations. 

Chapter Eight 

Regional Economic Integration 

Introduction 

One of the most notable trends in the global economy in recent years has been the accelerated movement toward regional economic integration. By regional economic integration, we mean agreements among countries in a geographic region to reduce, and ultimately remove, tariff and nontariff barriers to the free flow of goods, services, and factors of production between each other. Consistent with the predictions of international trade theory, particularly the theory of comparative advantage (see Chapter 4), the belief has been that agreements designed to promote freer trade within regions will produce gains from trade for all member countries 

Levels of Economic Integration 

Free Trade Area 

In a free trade area, all barriers to the trade of goods and services among member countries are removed. In the theoretically ideal free trade area, no discriminatory tariffs, quotas, subsidies, or administrative impediments are allowed to distort trade between members. Each country, however, is allowed to determine its own trade policies with regard to nonmembers. 

 There are also active attempts at regional economic integration in Central America, the Andean Region of South America, Southeast Asia, and parts of Africa. 

As the opening case on the European Insurance industry demonstrates, a move toward greater regional economic integration can deliver important benefits to consumers and present firms with new challenges. In the European insurance industry, the creation of a single EU insurance market opened formerly protected national markets to increased competition, resulting in lower prices for insurance products. This benefits consumers, who now have more money to spend on other goods and services. As for insurance companies, the increase in competition and greater price pressure that has followed the creation of a single market have forced them to look for cost savings from economies of scale. They have also sought to increase their presence in different nations. The mergers occurring in the European insurance industry are seen as a way of achieving both these goals. 

The rapid spread of regional trade agreements raises the fear among some of a world in which regional trade blocs compete against each other. In this scenario of the future, free trade will exist within each bloc, but each bloc will protect its market from outside competition with high tariffs. The specter of the EU and NAFTA turning into "economic fortresses" that shut out foreign producers with high tariff barriers is particularly worrisome to those who believe in unrestricted free trade. If such a scenario were to materialize, the resulting decline in trade between blocs could more than offset the gains from free trade within blocs. 

Levels of Economic Integration 

Free Trade Area 

In a free trade area, all barriers to the trade of goods and services among member countries are removed. In the theoretically ideal free trade area, no discriminatory tariffs, quotas, subsidies, or administrative impediments are allowed to distort trade between members. Each country, however, is allowed to determine its own trade policies with regard to nonmembers. Thus, for example, the tariffs placed on the products of nonmember countries may vary from member to member.  

Customs Union 

The customs union is one step further along the road to full economic and political integration. A customs union eliminates trade barriers between member countries and adopts a common external trade policy. Establishment of a common external trade policy necessitates significant administrative machinery to oversee trade relations with nonmembers. Most countries that enter into a customs union desire even greater economic integration down the road. The EU began as a customs union and has moved beyond this stage. 
Common Market 

Like a customs union, the theoretically ideal common market has no barriers to trade between member countries and a common external trade policy. Unlike a customs union, a common market also allows factors of production to move freely between members. Labor and capital are free to move because there are no restrictions on immigration, emigration, or cross-border flows of capital between member countries. The EU is currently a common market, although its goal is full economic union. The EU is the only successful common market ever established, although several regional groupings have aspired to this goal. Establishing a common market demands a significant degree of harmony and cooperation on fiscal, monetary, and employment policies. Achieving this degree of cooperation has proven very difficult. 
Economic Union 

An economic union entails even closer economic integration and cooperation than a common market. Like the common market, an economic union involves the free flow of products and factors of production between member countries and the adoption of a common external trade policy. Unlike a common market, a full economic union  also requires a common currency, harmonization of members' tax rates, and a common monetary and fiscal policy. Such a high degree of integration demands a coordinating bureaucracy and the sacrifice of significant amounts of national sovereignty to that bureaucracy. 
Political Union 

The move toward economic union raises the issue of how to make a coordinating bureaucracy accountable to the citizens of member nations. The answer is through political union. The EU is on the road toward political union.

The Case for Regional Integration  

The Economic Case for Integration 

The economic case for regional integration is relatively straightforward. We saw in Chapter 4 how economic theories of international trade predict that unrestricted free trade will allow countries to specialize in the production of goods and services that they can produce most efficiently. The result is greater world production than would be possible with trade restrictions. Although international institutions such as GATT and the WTO have been moving the world toward a free trade regime, success has been less than total. In a world of many nations and many political ideologies, it is very difficult to get all countries to agree to a common set of rules. 

Against this background, regional economic integration can be seen as an attempt to achieve additional gains from the free flow of trade and investment between countries beyond those attainable under international agreements such as GATT and the WTO. It is easier to establish a free trade and investment regime  among a limited number of adjacent countries than among the world community. Problems of coordination and policy harmonization are largely a function of the number of countries that seek agreement. The greater the number of countries involved, the greater the number of perspectives that must be reconciled, and the harder it will be to reach agreement. Thus, attempts at regional economic integration are motivated by a desire to exploit the gains from free trade and investment. 

The Political Case for Integration 

The political case for regional economic integration has also loomed large in most attempts to establish free trade areas, customs unions, and the like. By linking neighboring economies and making them increasingly dependent on each other, incentives are created for political cooperation between the neighboring states. In turn, the potential for violent conflict between the states is reduced. In addition, by grouping their economies, the countries can enhance their political weight in the world. 

These considerations underlay establishment of the European Community (EC) in 1957 (the EC was the forerunner of the EU). Europe had suffered two devastating wars in the first half of the century, both arising out of the unbridled ambitions of nation-states. 
Impediments to Integration 

Despite the strong economic and political arguments for integration, it has never been easy to achieve or sustain. There are two main reasons for this. First, although economic integration benefits the majority, it has its costs. While a nation as a whole may benefit significantly from a regional free trade agreement, certain groups may lose. Moving to a free trade regime involves some painful adjustments. A second impediment to integration arises from concerns over national sovereignty. 

The Case Against Regional Integration 

Although the tide has been running strongly in favor of regional free trade agreements in recent years, some economists have expressed concern that the benefits of regional integration have been oversold, while the costs have often been ignored. They point out that the benefits of regional integration are determined by the extent of trade creation, as opposed to trade diversion. Trade creation occurs when high-cost domestic producers are replaced by low-cost producers within the free trade area. It may also occur when higher-cost external producers are replaced by lower-cost external producers within the free trade area. Trade diversion occurs when lower-cost external suppliers are replaced by higher-cost suppliers within the free trade area. A regional free trade agreement will benefit the world only if the amount of trade it creates exceeds the amount it diverts. 

Regional Economic Integration in Europe 

Political Structure of the European Union 

The European Council 

The European Council is composed of the heads of state of the EU's member nations and the president of the European Commission. Each head of state is normally accompanied by a foreign minister to these meetings. 
The European Commission 

The European Commission is responsible for proposing EU legislation, implementing it, and monitoring compliance with EU laws by member states. Headquartered in Brussels, Belgium, the commission has more than 10,000 employees. It is run by a group of 20 commissioners appointed by each member country for four-year renewable terms. The commission has a monopoly in proposing European Union legislation. The commission starts the legislative ball rolling by making a proposal, which goes to the Council of Ministers and then to the European Parliament. The Council of Ministers cannot legislate without a commission proposal in front of it. The Treaty of Rome gave the commission this power in an attempt to limit national infighting by taking the right to propose legislation away from nationally elected political representatives, giving it to "independent" commissioners.

The commission is also responsible for implementing aspects of EU law, although in practice much of this must be delegated to member states. Another responsibility of the commission is to monitor member states to make sure they are complying with EU laws. In this policing role, the commission will normally ask a state to comply with any EU laws that are being broken. If this persuasion is not sufficient, the commission can refer a case to the Court of Justice. 

The Council of Ministers 

The interests of member states are represented in the Council of Ministers. It is clearly the ultimate controlling authority within the EU since draft legislation from the commission can become EU law only if the council agrees. The council is composed of one representative from the government of each member state. The membership, however, varies depending on the topic being discussed. When agricultural issues are being discussed, the agriculture ministers from each state attend council meetings; when transportation is being discussed transportation ministers attend, and so on. 
The European Parliament 

The parliament, which meets in Strasbourg, France, is primarily a consultative rather than legislative body. It debates legislation proposed by the commission and forwarded to it by the council. It can propose amendments to that legislation, which the commission  are not obliged to take up but often will. The power of the parliament recently has been increasing, although not by as much as parliamentarians would like. The European Parliament now has the right to vote on the appointment of commissioners, as well as veto power over some laws. One major debate now being waged in Europe is whether the council or the parliament should ultimately be the most powerful body in the EU. 

The Single European Act 

The Stimulus for the Single European Act 

There were four main reasons for this: 

· Different technical standards required cars to be customized to national requirements .

· Different tax regimes created price differentials across countries that would not be found in a single market. 

· An agreement to allow automobile companies to sell cars through exclusive dealer networks allowed auto companies and their dealers to adapt their model ranges and prices on a country-by-country basis with little fear that these differences would be undermined by competing retailers. 

· In violation of Article 3 of the Treaty of Rome, each country had adopted its own trade policy with regard to automobile 

The Objectives of the Act 

1. Remove all frontier controls between EC countries, thereby abolishing delays and reducing the resources required for complying with trade bureaucracy. 

2. Apply the principle of "mutual recognition" to product standards. A standard developed in one EC country should be accepted in another, provided it meets basic requirements in such matters as health and safety. 

3. Open public procurement to nonnational suppliers, reducing costs directly by allowing lower-cost suppliers into national economies and indirectly by forcing national suppliers to compete. 

4. Lift barriers to competition in the retail banking and insurance businesses, which should drive down the costs of financial services, including borrowing, throughout the EC. 

5. Remove all restrictions on foreign exchange transactions between member countries by the end of 1992. 

6. Abolish restrictions on cabotage--the right of foreign truckers to pick up and deliver goods within another member state's borders--by the end of 1992. This could reduce the cost of haulage within the EC by 10 to 15 percent. 

7. All those changes should lower the costs of doing business in the EC, but the single-market program was also expected to have more complicated supply-side effects. For example, the expanded market should give EC firms greater opportunities to exploit economies of scale. In addition, the increase in competitive intensity brought about by removing internal barriers to trade and investment should force EC firms to become more efficient. 

Implications 

The implications of the Single European Act are potentially enormous. We discuss the implications for business practice in more detail in the Implications for Business section at the end of the chapter. For now it should be noted that, as long as the EU is successful in establishing a single market, the member countries can expect significant gains from the free flow of trade and investment. On the other hand, as a result of the Single European Act, many EU firms are facing increased competitive pressure. Countries such as France and Italy have long used administrative trade barriers and subsidies to protect their home markets from foreign competition. Removal of these barriers has increased competition, and some firms may go out of business. 

But the shift toward a single market has not been as rapid as many would like. Six years after the Single European Act became EU law, there have been a number of delays in applying the act to certain industries, often because countries have  appealed to the Council of Ministers for more time. 
European Monetary Union (EMU: The Adoption of A Single Currency 

Benefits of EMU 

As with many of the provisions of the Single European Act, the move to a single currency should significantly lower the costs of doing business in the EU. The gains come from reduced exchange costs and reduced risk. As for reduced risk, a single currency would reduce the risks that arise from currency fluctuations. The values of currencies fluctuate against each other continually. As we will see in Chapter 9, this introduces risks into international transactions. 

Costs of EMU 

The drawback, for some, of a single currency is that national authorities would lose control over monetary policy. Thus, the EU's monetary policy must be well managed. The Maastricht Treaty called for establishment of an independent European Central Bank (ECB), similar in some respects to the US Federal Reserve, with a clear mandate to manage monetary policy so as to ensure price stability. Like the US Federal Reserve, the ECB, based in Frankfurt, is meant to be independent from political pressure--although critics question this. Among other things, the ECB will set interest rates and determine monetary policy across the euro zone. Critics fear that the ECB will respond to political pressure by pursuing a lax monetary policy, which in turn will raise average inflation rates across the euro zone, hampering economic growth. 

Several nations were concerned about the effectiveness of such an arrangement and the implied loss of national sovereignty. Reflecting these concerns, Britain, Denmark, and Sweden won the right from other members to stay out of the monetary union if they chose. According to some critics, European monetary union represents putting the economic cart before the political horse. In their view, a single currency should follow, not precede, political union. They argue that the euro will unleash enormous pressures for tax harmonization and fiscal transfers, both policies that cannot be pursued without the appropriate political structure. Some critics also argue that the EMU will result in the imposition of a single interest rate regime on national economies that are not truly convergent and are experiencing divergent economic growth rates. 

Regional Economic Integration in the Americas 

The North American Free Trade Agreement 

NAFTA's Contents 

The contents of NAFTA include the following: 

· Abolition within 10 years of tariffs on 99 percent of the goods traded between Mexico, Canada, and the United States. 

· Removal of most barriers on the cross-border flow of services, allowing financial institutions.

· Protection of intellectual property rights. 

· Removal of most restrictions on foreign direct investment between the three member countries. 

· Application of national environmental standards, provided such standards have a scientific basis. Lowering of standards to lure investment is described as being inappropriate. 

· Establishment of two commissions with the power to impose fines and remove trade privileges when environmental standards or legislation involving health and safety, minimum wages, or child labor are ignored. 

Environmentalists have also voiced concerns about NAFTA. They point to the sludge in the Rio Grande River and the smog in the air over Mexico City and warn that Mexico could degrade clean air and toxic-waste standards across the continent. Already, they claim, the lower Rio Grande is the most polluted river in the United States, increasing in chemical waste and sewage along its course from El Paso, Texas, to the Gulf of Mexico. 

There is also continued opposition in Mexico to NAFTA from those who fear a loss of national sovereignty. Mexican critics argue that their country will be dominated by US firms that will not really contribute to Mexico's economic growth, but instead will use Mexico as a low-cost assembly site, while keeping their high-paying, high-skilled jobs north of the border. 

Central American Common Market and CARICOM 

Then there is the customs union that was to have been created in 1991 between the English-speaking Caribbean countries under the auspices of the Caribbean Community. Referred to as CARICOM, it was originally established in 1973. However, it has repeatedly failed to progress toward economic integration. A formal commitment to economic and monetary union was adopted by CARICOM's member states in 1984, but since then little progress has been made. 
Regional Economic Integration Elsewhere 

Association of Southeast Asian Nations 

ASEAN includes Brunei, Indonesia, Laos, Malaysia, Myanmar, Philippines, Singapore, Thailand, and Vietnam. Laos, Myanmar, and Vietnam have all joined recently, and their inclusion complicates matters because their economies are a long way behind those of the original members. The basic objectives of ASEAN are to foster freer trade between member countries and to achieve cooperation in their industrial policies. Progress has been very limited, however. 
Asia Pacific Economic Cooperation 

Asia Pacific Economic Cooperation (APEC) was founded in 1990 at the suggestion of Australia. APEC currently has 18 member states including such economic powerhouses as the United States, Japan, and China. The stated aim of APEC is to increase multilateral cooperation in view of the economic rise of the Pacific nations and the growing interdependence within the region. US support for APEC was also based on the belief that it might prove a viable strategy for heading off any moves to create Asian groupings from which it would be excluded. 

Implications For Business 

Opportunities 

Additional opportunities arise from the inherent lower costs of doing business in a single market--as opposed to 15 national markets in the case of the EU or 3 national markets in the case of NAFTA. Free movement of goods across borders, harmonized product standards, and simplified tax regimes make it possible for firms based in the EU and the NAFTA countries to realize potentially enormous cost economies by centralizing production in those EU and NAFTA locations where the mix of factor costs and skills is optimal. Rather than producing a product in each of the 15 EU countries or the 3 NAFTA countries, a firm may be able to serve the whole EU or North American market from a single location. This location must be chosen carefully, of course, with an eye on local factor costs and skills. 

Even after the removal of barriers to trade and investment, enduring differences in culture and competitive practices often limit the ability of companies to realize cost economies by centralizing production in key locations and producing a standardized product for a single multicountry market. Consider the case of Atag Holdings NV, a Dutch maker of kitchen appliances that is profiled in the accompanying Management Focus. Due to enduring differences between nations within the EU's single market, Atag still has to produce various "national brands," which clearly limits the company's ability to attain scale economies. 

Threats 

Just as the emergence of single markets in the EU and the Americas creates opportunities for business, it also presents a number of threats. For one thing, the business environment within each grouping will become more competitive. The lowering of barriers to trade and investment between countries is likely to lead to  increased price competition throughout the EU, NAFTA, and MERCOSUR. This could transform many EU companies into efficient global competitors. The message for non-EU businesses is that they need to prepare for the emergence of more capable European competitors by reducing their own cost structures. 

A final threat to firms outside of trading areas is the threat of being shut out of the single market by the creation of "Trade Fortress." The charge that regional economic integration might lead to a fortress mentality is most often leveled at the EU. As noted earlier in the chapter, although the free trade philosophy underpinning the EU theoretically argues against the creation of any "fortress" in Europe, there are signs that the EU may raise barriers to imports and investment in certain "politically sensitive" areas, such as autos. Non-EU firms might be well advised, therefore, to set up their own EU operations as quickly as possible. This could also occur in the NAFTA countries, but it seems less likely.

Chapter Nine: 

The Foreign Exchange Market 

Introduction 

This chapter has three main objectives. The first is to explain how the foreign exchange market works. The second is to examine the forces that determine exchange rates and to discuss the degree to which it is possible to predict future exchange rate movements. The third objective is to map the implications for international business of exchange rate movements and the foreign exchange market. This chapter is the first of three that deal with the international monetary system and its relationship to international business. 

The Functions of the Foreign Exchange Market 

Currency Conversion 

When a tourist changes one currency into another, she is participating in the foreign exchange market. The exchange rate is the rate at which the market converts one currency into another. Tourists are minor participants in the foreign exchange market; companies engaged in international trade and investment are major ones. International businesses have four main uses of foreign exchange markets. First, the payments a company receives for its exports, the income it receives from foreign investments, or the income it receives from licensing agreements with foreign firms may be in foreign currencies. 

Second, international businesses use foreign exchange markets when they must pay a foreign company for its products or services in its country's currency. Third, international businesses use foreign exchange markets when they have spare cash that they wish to invest for short terms in money markets. 

Finally, currency speculation is another use of foreign exchange markets. Currency speculation typically involves the short-term movement of funds from one currency to another in the hopes of profiting from shifts in exchange rates. 

Insuring against Foreign Exchange Risk . 

Spot Exchange Rates 

When two parties agree to exchange currency and execute the deal immediately, the transaction is referred to as a spot exchange. Exchange rates governing such "on the 

Forward Exchange Rates 

The fact that spot exchange rates change continually as determined by the relative demand and supply for different currencies can be problematic for an international business. To avoid this risk, the US importer might want to engage in a forward exchange. A forward exchange occurs when two parties agree to exchange currency and execute the deal at some specific date in the future. Exchange rates governing such future transactions are referred to as forward exchange rates. For most major currencies, forward exchange rates are quoted for 30 days, 90 days, and 180 days into the future. In some cases, it is possible to get forward exchange rates for several years into the future. 

Currency Swaps 

The above discussion of spot and forward exchange rates might lead you to conclude that the option to buy forward is very important to companies engaged in international trade--and you would be right. But Figure 9.1, which shows the nature of foreign exchange transactions in April 1995 for a sample of US banks surveyed by the

The Nature of the Foreign Exchange Market 

So far we have dealt with the foreign exchange market only as an abstract concept. It is now time to take a closer look at the nature of this market. The foreign exchange market is not located in any one place. It is a global network of banks, brokers, and foreign exchange dealers connected by electronic communications systems. When companies wish to convert currencies, they typically go through their own banks rather than entering the market directly 

Two features of the foreign exchange market are of particular note. The first is that the market never sleeps. 

The second feature of the market is the extent of integration of the various trading centers. Direct telephone lines, fax, and computer linkages between trading centers around the globe have effectively created a single market. The integration of financial centers implies there can be no significant difference in exchange rates quoted in the trading centers. Another feature of the foreign exchange market is the important role played by the US dollar. Although a foreign exchange transaction can in theory involve any two currencies, most transactions involve dollars. This is true even when a dealer wants to sell one nondollar currency and buy another. A dealer wishing to sell Dutch guilders   for Italian lira, for example, will usually sell the guilders for dollars and then use the dollars to buy lira. Although this may seem a roundabout way of doing things, it is actually cheaper than trying to find a holder of lira who wants to buy guilders. Because the volume of international transactions involving dollars is so great, it is not hard to find dealers who wish to trade dollars for guilders or lira. 

Economic Theories of Exchange Rate Determination 

Prices and Exchange Rates 
The Law of One Price 

The law of one price states that in competitive markets free of transportation costs and barriers to trade (such as tariffs), identical products sold in different countries must sell for the same price when their price is expressed in terms of the same currency.
 Purchasing Power Parity 

If the law of one price were true for all goods and services, the purchasing power parity (PPP) exchange rate could be found from any individual set of prices. By comparing the prices of identical products in different currencies, it would be possible to determine the "real" or PPP exchange rate that would exist if markets were efficient. A less extreme version of the PPP theory states that given relatively efficient markets--that is, markets in which few impediments to international trade and investment exist--the price of a "basket of goods" should be roughly equivalent in each country. 

Money Supply and Price Inflation 

In essence, PPP theory predicts that changes in relative prices will result in a change in exchange rates. Theoretically, a country in which price inflation is running wild should expect to see its currency depreciate against that of countries in which inflation rates are lower. Because the growth rate of a country's money supply and its inflation rates are closely correlated,7 we can predict a country's likely inflation rate. Then we can use this information to forecast exchange rate movements. 

A government increasing the money supply is analogous to giving people more money. An increase in the money supply makes it easier for banks to borrow from the government and for individuals and companies to borrow from banks. The resulting increase in credit causes increases in demand for goods and services. Unless the output of goods and services is growing at a rate similar to that of the money supply, the result will be inflation. This relationship has been observed time after time in country after country. 

So now we have a connection between the growth in a country's money supply, price inflation, and exchange rate movements. Put simply, when the growth in a country's money supply is faster than the growth in its output, price inflation is fueled. The PPP theory tells us that a country with a high inflation rate will see a depreciation in its currency exchange rate. Another way of looking at the same phenomenon is that an increase in a country's money supply, which increases the amount of currency available, changes the relative demand and supply conditions in the foreign exchange market. If the US money supply is growing more rapidly than US output, dollars will be relatively more  plentiful than the currencies of countries where monetary growth is closer to output growth. As a result of this relative increase in the supply of dollars, the dollar will depreciate on the foreign exchange market against the currencies of countries with slower monetary growth. 

Government policy determines whether the rate of growth in a country's money supply is greater than the rate of growth in output. 

Empirical Tests of PPP Theory 

PPP theory predicts that changes in relative prices will result in a change in exchange rates. A country in which price inflation is running wild should expect to see its currency depreciate against that of countries with lower inflation rates.While PPP theory seems to yield relatively accurate predictions in the long run, it does not appear to be a strong predictor of short-run movements in exchange rates covering time spans of five years or less. In addition, the theory seems to best predict exchange rate changes for countries with high rates of inflation and underdeveloped capital markets. The theory is less useful for predicting short-term exchange rate movements between the currencies of advanced industrialized nations that have relatively small differentials in inflation rates. 

Several factors may explain the failure of PPP theory to predict exchange rates more accurately. PPP theory assumes away transportation costs and barriers to trade and investment. In practice, these factors are significant, and they tend to create price differentials between countries. Another factor of some importance is that governments also intervene in the foreign exchange market in attempting to influence the value of their currencies. 

Perhaps the most important factor explaining the failure of PPP theory to predict short-term movements in foreign exchange rates, however, is the impact of investor psychology and other factors on currency purchasing decisions and exchange rate movements. We will discuss this issue in more detail later in this chapter. 

Interest Rates and Exchange Rates 

Economic theory tells us that interest rates reflect expectations about likely future inflation rates. In countries where inflation is expected to be high, interest rates also will be high, because investors want compensation for the decline in the value of their money. This relationship was first formalized by economist Irvin Fisher and is referred to as the Fisher effect. The Fisher effect states that a country's "nominal" interest rate (i) is the sum of the required "real" rate of interest (r) and the expected rate of inflation over the period for which the funds are to be lent (I). More formally, 

i = r + I 

We can take this one step further and consider how it applies in a world of many countries and unrestricted capital flows. When investors are free to transfer capital between countries, real interest rates will be the same in every country. If differences in real interest rates did emerge between countries, arbitrage would soon equalize them. 

The International Fisher Effect states that for any two countries, the spot exchange rate should change in an equal amount but in the opposite direction to the difference in nominal interest rates between the two countries. Stated more formally, 

(S1 - S2)/S2 * 100 = i$ - iDM 

Investor Psychology and Bandwagon Effects 

Empirical evidence suggests that neither PPP theory nor the International Fisher Effect are particularly good at explaining short-term movements in exchange rates. One reason may be the impact of investor psychology on short-run exchange rate movements. Increasing evidence reveals that various psychological factors play an important role in determining the expectations of market traders as to likely future exchange rates. In turn, expectations have a tendency to become self-filling prophecies. 

According to a number of recent studies, investor psychology and bandwagon effects play a major role in determining short-run exchange rate movements. However, these effects can be hard to predict. Investor psychology can be influenced by political factors and by microeconomic events, such as the investment decisions of individual firms, many of which are only loosely linked to macroeconomic fundamentals, such as relative inflation rates. 

The Inefficient Market School 

Citing evidence against the efficient market hypothesis, some economists believe the foreign exchange market is inefficient. An inefficient market is one in which prices do not reflect all available information. In an inefficient market, forward exchange rates will not be the best possible predictors of future spot exchange rates. 

If this is true, it may be worthwhile for international businesses to invest in forecasting services. The belief is that professional exchange rate forecasts   might provide better predictions of future spot rates than forward exchange rates do. It should be pointed out, however, that the track record of professional forecasting services is not that good. 

Approaches to Forecasting 

Fundamental Analysis 

Fundamental analysis draws on economic theory to construct sophisticated econometric models for predicting exchange rate movements. The variables contained in these models typically include those we have discussed, such as relative money supply growth rates, inflation rates, and interest rates. In addition, they may include variables related to balance-of-payments positions. 

Technical Analysis 

Technical analysis uses price and volume data to determine past trends, which are expected to continue into the future. This approach does not rely on a consideration of economic fundamentals. Technical analysis is based on the premise that there are analyzable market trends and waves and that previous trends and waves can be used to predict future trends and waves. Since there is no theoretical rationale for this assumption of predictability, many economists compare technical analysis to fortune-telling. Despite this skepticism, technical analysis has gained favor in recent years.19 

Currency Convertibility 

Convertibility and Government Policy 

Due to government restrictions, a significant number of currencies are not freely convertible into other currencies. A country's currency is said to be freely convertible when the country's government allows both residents and nonresidents to purchase unlimited amounts of a foreign currency with it. A currency is said to be externally convertible when only nonresidents may convert it into a foreign currency without any limitations. A currency is nonconvertible when neither residents nor nonresidents are allowed to convert it into a foreign currency. 

Free convertibility is the exception rather than the rule. Many countries place some restrictions on their residents' ability to convert the domestic currency into a foreign currency. Restrictions range from the relatively minor to the major. External convertibility restrictions can limit domestic companies' ability to invest abroad, but they present few problems for foreign companies wishing to do business in that country. 

Governments limit convertibility to preserve their foreign exchange reserves. A country needs an adequate supply of these reserves to service its international debt commitments and to purchase imports. Governments typically impose convertibility restrictions on their currency when they fear that free convertibility will lead to a run on their foreign exchange reserves. This occurs when residents and nonresidents rush to convert their holdings of domestic currency into a foreign currency--a phenomenon generally referred to as capital flight. Capital flight is most likely to occur when the value of the domestic currency is depreciating rapidly because of hyperinflation, or when a country's economic prospects are shaky in other respects. Under such circumstances, both residents and nonresidents tend to believe that their money is more likely to hold its value if it is converted into a foreign currency and invested abroad. Not only will a run on foreign exchange reserves limit the country's ability to service its international debt and pay for imports, but it will also lead to a precipitous depreciation in the exchange rate as residents and nonresidents unload their holdings of domestic currency on the foreign exchange markets .

Countertrade 

Countertrade refers to a range of barterlike agreements by which goods and services can be traded for other goods and services. Countertrade can make sense when a country's currency is nonconvertible. 

Implications for Business 

This chapter contains a number of clear implications for business. First, it is critical that international businesses understand the influence of exchange rates on the profitability of trade and investment deals. Adverse changes in exchange rates can make apparently profitable deals unprofitable. The risk introduced into international business transactions by changes in exchange rates is referred to as foreign exchange risk. Means of hedging against foreign exchange risk are available. Forward exchange rates and currency swaps allow companies to insure against this risk. 

International businesses must also understand the forces that determine exchange rates. This is particularly true in light of the increasing evidence that forward exchange rates are not unbiased predictors. If a company wants to know how the value of a particular currency is likely to change over the long term on the foreign exchange market, it should look closely at those economic fundamentals that appear to predict long-run exchange rate movements.
Chapter Ten 

The International Monetary System 

Introduction 

This chapter will explain how the international monetary system works and point out its implications for international business 

Finally, we will discuss the implications of all this material for international business. We will see how the exchange rate policy adopted by a government can have an important impact on the outlook for business operations in a given country. If government exchange rate policies result in a currency devaluation, for example, exporters based in that country may benefit as their products become more price competitive in foreign markets. Alternatively, importers will suffer from an increase in the price of their products. We will also look at how the policies adopted by the IMF can have an impact on the economic outlook for a country and, accordingly, on the costs and benefits of doing business in that country.

The Gold Standard 

Nature of the Gold Standard 

Pegging currencies to gold and guaranteeing convertibility is known as the gold standard. 

The Strength of the Gold Standard 

The great strength claimed for the gold standard was that it contained a powerful mechanism for achieving balance-of-trade equilibrium by all countries. A country is said to be in balance-of-trade equilibrium when the income its residents earn from exports is equal to the money its residents pay to people in other countries for imports. 

Under the gold standard, when Japan has a trade surplus, there will be a net flow of gold from the United States to Japan. These gold flows automatically reduce the US money supply and swell Japan's money supply. 

The Bretton Woods System 

The Role of the IMF 

Discipline 

A fixed exchange rate regime imposes discipline in two ways. First, the need to maintain a fixed exchange rate puts a brake on competitive devaluations and brings stability to the world trade environment. Second, a fixed exchange rate regime imposes monetary discipline on countries, thereby curtailing price inflation. For example, consider what would happen under a fixed exchange rate regime if Great Britain rapidly increased its money supply by printing poundsFlexibility 

Although monetary discipline was a central objective of the Bretton Woods agreement, it was recognized that a rigid policy of fixed exchange rates would be too inflexible. It would probably break down just as the gold standard had. In some cases, a country's attempts to reduce its money supply growth and correct a persistent balance-of-payments deficit could force the country into recession and create high unemployment. The architects of the Bretton Woods agreement wanted to avoid high unemployment, so they built some limited flexibility into the system. Two major features of the IMF Articles of Agreement fostered this flexibility: IMF lending facilities and adjustable parities. 

The IMF stood ready to lend foreign currencies to members to tide them over during short periods of balance-of-payments deficit, when a rapid tightening of monetary or fiscal policy would hurt domestic employment. A pool of gold and currencies contributed by IMF members provided the resources for these lending operations. A persistent balance-of-payments deficit can lead to a depletion of a country's reserves of foreign currency, forcing it to devalue its currency. By providing deficit-laden countries with short-term foreign currency loans, IMF funds would buy time for countries to bring down their inflation rates and reduce their balance-of-payments deficits. The  belief was that such loans would reduce pressures for devaluation and allow for a more orderly and less painful adjustment. 

The Role of the World Bank 

The official name for the World Bank is the International Bank for Reconstruction and Development (IBRD). When the Bretton Woods participants established the World Bank, the need to reconstruct the war-torn economies of Europe was foremost in their minds. The bank's initial mission was to help finance the building of Europe's economy by providing low-interest loans. As it turned out, the World Bank was overshadowed in this role by the Marshall Plan, under which the United States lent money directly to European nations to help them rebuild. 

A second scheme is overseen by the International Development Agency (IDA), an arm of the bank created in 1960. Resources to fund IDA loans are raised through subscriptions from wealthy members such as the United States, Japan, and Germany. IDA loans go only to the poorest countries. 
The Collapse of the Fixed Exchange Rate System 

The increase in inflation and the worsening of the US foreign trade position gave rise to speculation in the foreign exchange market that the dollar would be devalued. In the weeks following the decision to float the deutsche mark, the foreign exchange market became increasingly convinced that the dollar would have to be devalued. However, devaluation of the dollar was no easy matter. Under the Bretton Woods provisions, any other country could change its exchange rates against all currencies simply by fixing its dollar rate at a new level. But as the key currency in the system, the dollar could be devalued only if all countries agreed to simultaneously revalue against the dollar. And many countries did not want this, because it would make their products more expensive relative to US products. 

The Bretton Woods system had an Achilles' heel: The system could not work if its key currency, the US dollar, was under speculative attack. The Bretton Woods system could work only as long as the US inflation rate remained low and the United States did not run a balance-of-payments deficit. Once these things occurred, the system soon became strained to the breaking point. 

The Floating Exchange Rate Regime 

The Jamaica Agreement 

The main elements of the Jamaica agreement include the following: 

1. Floating rates were declared acceptable. IMF members were permitted to enter the foreign exchange market to even out "unwarranted" speculative fluctuations. 

2. Gold was abandoned as a reserve asset. The IMF returned its gold reserves to members at the current market price, placing the proceeds in a trust fund to help poor nations. IMF members were permitted to sell their own gold reserves at the market price. 

3. Total annual IMF quotas--the amount member countries contribute to the IMF--were increased to $41 billion. 
4. After Jamaica, the IMF continued its role of helping countries cope with macroeconomic and exchange rate problems, albeit within the context of a radically different exchange rate regime. 

Exchange Rates since 1973 

This volatility has been partly due to a number of unexpected shocks to the world monetary system, including: 

1. The oil crisis in 1971, when the Organization of Petroleum Exporting Countries quadrupled the price of oil. The harmful effect of this on the US inflation rate and trade position resulted in a further decline in the value of the dollar. 

2. The loss of confidence in the dollar that followed the rise of US inflation in 1977 and 1978. 

3. The oil crisis of 1979, when OPEC once again increased the price of oil dramatically--this time it was doubled. 

4. The unexpected rise in the dollar between 1980 and 1985, despite a deteriorating balance-of-payments picture. 

5. The rapid fall of the US dollar against the Japanese yen and German deutsche mark between 1985 and 1987, and against the yen between 1993 and 1995. 

6. The partial collapse of the European Monetary System in 1992. 

7. The 1997 Asian currency crisis, when the Asian currencies of several countries, including South Korea, Indonesia, Malaysia, and Thailand, lost between 50 percent and 80 percent of their value against the US dollar in a few months. 

Fixed Versus Floating Exchange Rates 

The Case for Floating Exchange Rates 

Monetary Policy Autonomy 

It is argued that under a fixed system, a country's ability to expand or contract its money supply as it sees fit is limited by the need to maintain exchange rate parity. Monetary expansion can lead to inflation, which puts downward pressure on a fixed exchange rate .Advocates of a floating exchange rate regime argue that removal of the obligation to maintain exchange rate parity would restore monetary control to a government. If a government faced with unemployment wanted to increase its money supply to stimulate domestic demand and reduce unemployment, it could do so unencumbered by the need to maintain its exchange rate. While monetary expansion might lead to inflation, this would lead to a depreciation in the country's currency. If PPP theory is correct, the resulting currency depreciation on the foreign exchange markets should offset the effects of inflation. 

Trade Balance Adjustments 

Under the Bretton Woods system, if a country developed a permanent deficit in its balance of trade that could not be corrected by domestic policy, this would require the IMF to agree to a currency devaluation. Critics of this system argue that the adjustment mechanism works much more smoothly under a floating exchange rate regime. They argue that if a country is running a trade deficit, the imbalance between the supply and demand of that country's currency in the foreign exchange markets will lead to depreciation in its exchange rate. In turn, by making its exports cheaper and its imports more expensive, an exchange rate depreciation should correct the trade deficit. 

The Case for Fixed Exchange Rates 

Monetary Discipline 

We have already discussed the nature of monetary discipline inherent in a fixed exchange rate system when we discussed the Bretton Woods system. The need to maintain a fixed exchange rate parity ensures that governments do not expand their money supplies at inflationary rates. While advocates of floating rates argue that each country should be allowed to choose its own inflation rate, advocates of fixed rates argue that governments all too often give in to political pressures and expand the monetary supply far too rapidly, causing unacceptably high price inflation. A fixed exchange rate regime will ensure that this does not occur. 

Speculation 

Critics of a floating exchange rate regime also argue that speculation can cause fluctuations in exchange rates. They point to the dollar's rapid rise and fall during the 1980s, which they claim had nothing to do with comparative inflation rates and the US trade deficit, but everything to do with speculation. They argue that when foreign exchange dealers see a currency depreciating, they tend to sell the currency in the expectation of future depreciation regardless of the currency's longer-term prospects. As more traders jump on the bandwagon, the expectations of depreciation are realized. Such destabilizing speculation tends to accentuate the fluctuations around the exchange rate's long-run value. It can damage a country's economy by distorting export and import prices. Thus, advocates of a fixed exchange rate regime argue that such a system will limit the destabilizing effects of speculation. 

Uncertainty 

Speculation also adds to the uncertainty surrounding future currency movements that characterizes floating exchange rate regimes. The unpredictability of exchange rate movements in the post-Bretton Woods era has made business planning difficult, and it makes exporting, importing, and foreign investment risky activities. Given a volatile exchange rate, international businesses do not know how to react to the changes--and often they do not react. 
Trade Balance Adjustments 

Those in favor of floating exchange rates argue that floating rates help adjust trade imbalances. Critics question the closeness of the link between the exchange rate and the trade balance. They claim trade deficits are determined by the balance between savings and investment in a country, not by the external value of its currency. They argue that depreciation in a currency will lead to inflation. This inflation will wipe out any apparent gains in cost competitiveness that come from currency depreciation. In other words, a depreciating exchange rate will not boost exports and reduce imports, as advocates of floating rates claim; it will simply boost price inflation. 

Exchange Rate Regimes in Practice 

Pegged Exchange Rates and Currency Boards 

Under a pegged exchange rate regime a country will peg the value of its currency to that of a major currency so that, for example, as the US dollar rises in value, its own currency rises too. Pegged exchange rates are popular among many of the world's smaller nations. As with a full fixed exchange rate regime, the great virtue claimed for a pegged exchange rate regime is that it imposes monetary discipline on a country and leads to low inflation. There is some evidence that adopting a pegged exchange rate regime does moderate inflationary pressures in a country. 

Under this arrangement, the currency board can issue additional domestic notes and coins only when there are foreign exchange reserves to back it. This limits the ability of the government to print money and, thereby, create inflationary pressures. Under a strict currency board system, interest rates adjust automatically. If local inflation rates remain higher than the inflation rate in the country to which the currency is pegged, the currencies of countries with currency boards can become uncompetitive and overvalued. Also, under a currency board system, government lacks the ability to set interest rates. 

Target Zones: The European Monetary System 

The Ecu and the ERM 

The ecu was a basket of the EU currencies that served as the unit of account for the EMS. One ecu comprised a defined percentage of national currencies. The share of each country's currency in the ecu depended on the country's relative economic  weight within the EC.  

Intervention in the foreign exchange markets was compulsory whenever one currency hit its outer margin of fluctuation relative to another. The central banks of the countries issuing both currencies were supposed to intervene to keep their currencies within the 2.25 percent band. The central bank of the country with the stronger currency was supposed to buy the weaker currency, and vice versa. It tended to be left to the country with the weaker currency to take action. 

To defend its currency against speculative pressure, each member could borrow almost unlimited amounts of foreign currency from other members for up to three months. A second line of defense included loans that could be extended for up to nine months, but the total amount available was limited to a pool of credit--originally about 14 billion ecus--and the size of the member's quota in the pool. 
Performance of the System 

Underlying the ERM were all the standard beliefs about the virtues of fixed rate regimes that we have discussed. EU members believed the system imposed monetary discipline, removed uncertainty, limited speculation, and promoted trade and investment within the EU. For most of the EMS's existence, it achieved these objectives. When the ERM was established, wide variations in national interest rates and inflation rates made its prospects seem shaky. However, there had long been concern within the EU about the vulnerability of a fixed system to speculative pressures. Dealers in the foreign exchange market, believing a realignment of the pound and the lira within the ERM was imminent, started to sell pounds and lira and to purchase German deutsche marks. This led to a fall in the value of the pound and the lira against the mark on the foreign exchange markets. Although the central banks of Great Britain and Italy tried to defend their currencies by raising interest rates and buying back pounds and lira, they were unable to keep the values of their currencies within their respective ERM bands 

Recent Activities and the Future of the IMF 

Financial Crises in the Post-Bretton Woods Era 

A number of broad types of financial crisis have occurred over the last quarter of a century, many of which have required IMF involvement. A currency crisis occurs when a speculative attack on the exchange value of a currency results in a sharp depreciation in the value of the currency or forces authorities to expend large volumes of international currency reserves and sharply increase interest rates to defend the prevailing exchange rate. A banking crisis refers to a loss of confidence in the banking system that leads to a run on banks, as individuals and companies withdraw their deposits. A foreign debt crisis is a situation in which a country cannot service its foreign debt obligations, whether private sector or government debt. These crises tend to have common underlying macroeconomic causes: high relative price inflation rates, a widening current account deficit, excessive expansion of domestic borrowing, and asset price inflation.
Third World Debt Crisis 

Much of the recycled money ended up in the form of loans to the governments of various Latin American and African nations. The loans were made on the basis of optimistic assessments about these nations' growth prospects, which did not materialize. Instead, Third World economic growth was choked off in the early 1980s by a combination of factors, including high inflation, rising short-term interest rates, and recession conditions in many industrialized nations.
The consequence was a Third World debt crisis of huge proportions. At one point it was calculated that commercial banks had over $1 trillion of bad debts on their books, debts that the debtor nations had no hope of paying off. Then Argentina and several dozen other countries of lesser credit standings followed suit. The international monetary system faced a crisis of enormous dimensions. 

However, the IMF's solution to the debt crisis contained a major weakness: It depended on the rapid resumption of growth in the debtor nations. If this occurred, their capacity to repay debt would grow faster than their debt itself, and the crisis would be resolved. The Brady Plan, as it became known, stated that debt reduction, as distinguished from debt rescheduling, was a necessary part of the solution and the IMF and World Bank would assume roles in financing it. The essence of the plan was that the IMF, the World Bank, and the Japanese government would each contribute $10 billion toward debt reduction. To gain access to these funds, a debtor nation would once again have to submit to  imposed conditions for macroeconomic policy management and debt repayment. 

Excess Capacity 

As the volume of investments ballooned during the 1990s, often at the bequest of national governments, the quality of many of these investments declined significantly. The investments often were made on the basis of unrealistic projections about future demand conditions. The result was significant excess capacity. For example, Korean  chaebol's investments in semi-conductor factories surged when a temporary global shortage of dynamic random access memory chips led to sharp price increases for this product. However, supply shortages had disappeared by 1996 and excess capacity was beginning to make itself felt, just as the South Koreans started to bring new DRAM factories on stream. 

The Debt Bomb 

Expanding Imports 

The investments in infrastructure, industrial capacity, and commercial real estate were sucking in foreign goods at unprecedented rates. To build infrastructure, factories, and office buildings, Southeast Asian countries were purchasing capital equipment and materials from America, Europe, and Japan. Many Southeast Asian states saw the current accounts of their balance of payments shift strongly into the red. 

Evaluating the IMF's Policy Prescriptions 

One criticism is that the IMF's "one-size-fits-all" approach to macroeconomic policy is inappropriate for many countries. This point was made in the opening case when we looked at how the IMF's policies toward Zaire may have made things worse rather than better. In the recent Asian crisis, critics argue that the tight macroeconomic policies imposed by the IMF are not well suited to countries that are suffering not from excessive government spending and inflation, but from a private-sector debt crisis with deflationary undertones. The IMF rejects this criticism. According to the IMF, the critical task is to rebuild confidence in the won. Once this has been achieved, the won will recover from its oversold levels. This will reduce the size of South Korea's dollar-denominated debt burden when expressed in won, making it easier for companies to service their dollar-denominated debt. The IMF also argues that by requiring South Korea to remove restrictions on foreign direct investment, foreign capital will flow into the country to take advantage of cheap assets 

A second criticism of the IMF is that its rescue efforts are exacerbating a problem known to economists as moral hazard. Moral hazard arises when people behave recklessly because they know they will be saved if things go wrong.This argument ignores two critical points. First, if some Japanese or Western banks with heavy exposure to the troubled Asian economies were forced to write off their loans due to widespread debt default, the impact would be difficult to contain. The failure of large Japanese banks, for example, could trigger a meltdown in the 

The final criticism of the IMF is that it has become too powerful for an institution that lacks any real mechanism for accountability.
Implications for Business 

Currency Management 

The current system is a mixed system in which a combination of government intervention and speculative activity can drive the foreign exchange market. Companies engaged in significant foreign exchange activities need to be aware of this and to adjust their foreign exchange transactions accordingly. 

Business Strategy 

The volatility of the present global exchange rate regime presents a conundrum for international businesses. Exchange rate movements are difficult to predict, and yet their movement can have a major impact on a business's competitive position. Faced with uncertainty about the future value of currencies, firms can utilize the forward exchange market. However, the forward exchange market is far from  perfect as a predictor of future exchange rates. It is also difficult if not impossible to get adequate insurance coverage for exchange rate changes that might occur several years in the future. The forward market tends to offer coverage for exchange rate changes a few months--not years--ahead. Given this, it makes sense to pursue strategies that will increase the company's strategic flexibility in the face of unpredictable exchange rate movements. 

Another way of building strategic flexibility involves contracting out manufacturing. This allows a company to shift suppliers from country to country in response to changes in relative costs brought about by exchange rate movements. However, this kind of strategy works only for low-value-added manufacturing (e.g., textiles), in which the individual manufacturers have few if any firm-specific skills that contribute to the value of the product. It is inappropriate for high-value-added manufacturing, in which firm-specific technology and skills add significant value to the product (e.g., the heavy equipment industry) and in which switching costs are correspondingly high. For high-value-added manufacturing, switching suppliers will lead to a reduction in the value that is added, which may offset any cost gains arising from exchange rate fluctuations. 

The roles of the IMF and the World Bank in the present international monetary system also have implications for business strategy. Increasingly, the IMF has been acting as the macroeconomic policeman of the world economy, insisting that countries seeking significant borrowings adopt IMF-mandated macroeconomic policies. These policies typically include anti-inflationary monetary policies and reductions in government spending. In the short run, such policies usually result in a sharp contraction of demand. International businesses selling or producing in such countries need to be aware of this and plan accordingly. In the long run, the kind of policies imposed by the IMF can promote economic growth and an expansion of demand, which create opportunities for international business. 

Corporate - Government Relations 

As major players in the international trade and investment environment, businesses can influence government policy toward the international monetary system. For example, intense government lobbying by US exporters helped convince the US government that intervention in the foreign exchange market was necessary. 

With this in mind, business can and should use its influence to promote an international monetary system that facilitates the growth of international trade and investment. Whether a fixed or floating regime is optimal is a subject for debate. However, exchange rate volatility such as the world experienced during the 1980s and 1990s creates an environment less conducive to international trade and investment than one with more stable exchange rates. when those movements are unrelated to long-run economic fundamentals. 

Chapter Eleven 

The Global Capital Market 

Introduction 

We begin this chapter by looking at the benefits associated with the globalization of capital markets. This is followed by a more detailed look at the growth of the international capital market and the risks associated with such growth. Next, there is a detailed review of three important segments of the global capital market: the Eurocurrency market, the international bond market, and the international equity market. As usual, we close the chapter by pointing out some of the implications for the practice of international business. 

Benefits of the Global Capital Market  

The Functions of a Generic Capital Market 

Commercial banks perform an indirect connection function. They take cash deposits from corporations and individuals and pay them a rate of interest in return. They then lend that money to borrowers at a higher rate of interest, making a profit from the difference in interest rates .Investment banks perform a direct connection function. They bring investors and  borrowers together and charge commissions for doing so. 

Capital market loans to corporations are either equity loans or debt loans. An equity loan is made when a corporation sells stock to investors. The money the corporation receives in return for its stock can be used to purchase plants and equipment, fund R&D projects, pay wages, and so on. A share of stock gives its holder a claim to a firm's profit stream. The corporation honors this claim by paying dividends to the stockholders. The amount of the dividends is not fixed in advance. Rather, it is determined by management based on how much profit the corporation is making. Investors purchase stock both for their dividend yield and in anticipation of gains in the price of the stock. Stock prices increase when a corporation is projected to have greater earnings in the future, which increases the probability that it will raise future dividend payments. 

Attractions of the Global Capital Market 

The Borrower's Perspective: A Lower Cost of Capital 

In a purely domestic capital market, the pool of investors is limited to residents of the country. This places an upper limit on the supply of funds available to borrowers. In other words, the liquidity of the market is limited. A global capital market, with its much larger pool of investors, provides a larger supply of funds for borrowers to draw on. 

Perhaps the most important drawback of the limited liquidity of a purely domestic capital market is that the cost of capital tends to be higher than it is in an international market. The cost of capital is the rate of return that borrowers must pay investors. This is the interest rate on debt loans and the dividend yield and expected capital gains on equity loans. In a purely domestic market, the limited pool of investors implies that borrowers must pay more to persuade investors to lend them their money. The larger pool of investors in an international market implies that borrowers will be able to pay less.

Problems of limited liquidity are not restricted to less developed nations, which naturally tend to have smaller domestic capital markets. As illustrated in the opening case and discussed in the introduction, in recent years even very large enterprises based in some of the world's most advanced industrialized nations have tapped the international capital markets in their search for greater liquidity and a lower cost of capital. 

The Investor's Perspective: Portfolio Diversification 

By using the global capital market, investors have a much wider range of investment opportunities than in a purely domestic capital market. The most significant consequence of this choice is that investors can diversify their portfolios internationally, thereby reducing their risk to below what could be achieved in a purely domestic capital market. We will consider how this works in the case of stock holdings, although the same argument could be made for bond holdings. 

Consider an investor who buys stock in a biotech firm that has not yet produced a new product. Imagine the price of the stock is very volatile--investors are buying and selling the stock in large numbers in response to information about the firm's prospects. Such stocks are risky investments; investors may win big if the firm  produces a marketable product, but investors may also lose all their money if the firm fails to come up with a product that sells. Investors can guard against the risk associated with holding this stock by buying other firms' stocks, particularly those weakly or negatively correlated with the biotech stock. By holding a variety of stocks in a diversified portfolio, the losses incurred when some stocks fail to live up to their promises are offset by the gains enjoyed when other stocks exceed their promise. 

As an investor increases the number of stocks in her portfolio, the portfolio's risk declines. At first this decline is rapid. Soon, however, the rate of decline falls off and asymptotically approaches the systematic risk of the market. Systematic risk refers to movements in a stock portfolio's value that are attributable to macroeconomic forces affecting all firms in an economy, rather than factors specific to an individual firm. The systematic risk is the level of nondiversifiable risk in an economye. 
Growth of the Global Capital Market 

Information Technology 

Financial services is an information-intensive industry. It draws on large volumes of information about markets, risks, exchange rates, interest rates, creditworthiness, and so on. It uses this information to make decisions about what to invest where, how much to charge borrowers, how much interest to pay to depositors, and the value and riskiness of a range of financial assets including corporate bonds, stocks, government securities, and currencies. 

Such developments have facilitated the emergence of an integrated international capital market. It is now technologically possible for financial services companies to engage in 24-hour-a-day trading, whether it is in stocks, bonds, foreign exchange, or any other financial asset. Due to advances in communications and  data processing technology, the international capital market never sleeps. The integration facilitated by technology has a dark side. "Shocks" that occur in one financial center now spread around the globe very quickly. 

Deregulation 

In country after country, financial services have been the most tightly regulated of all industries. Governments around the world have traditionally kept other countries' financial service firms from entering their capital markets. In some cases, they have also restricted the overseas expansion of their domestic financial services firms. In many countries, the law has also segmented the domestic financial services industry. It has also been a response to pressure from financial services companies, which have long wanted to operate in a less regulated environment. Increasing acceptance of the free market ideology associated with an individualistic political philosophy also has a lot to do with the global trend toward the deregulation of financial markets.
Global Capital Market Risks 

Some analysts are concerned that due to deregulation and reduced controls on cross-border capital flows, individual nations are becoming more vulnerable to speculative capital flows. They see this as having a destabilizing effect on national economies.14 Harvard economist Martin Feldstein, for example, has argued that most of the capital that moves internationally is pursuing temporary gains, and it shifts in and out of countries as quickly as conditions change. He distinguishes between this short-term capital, or "hot money," and "patient money" that would support long-term cross-border capital flows. To Feldstein, patient money is still relatively rare, primarily because although capital is free to move internationally, its owners and managers still prefer to keep most of it at home. 

A lack of information about the fundamental quality of foreign investments may encourage speculative flows in the global capital market. Faced with a lack of quality information, investors may react to dramatic news events in foreign nations and pull their money out too quickly. Despite advances in information technology, it is still difficult for an investor to get access to the same quantity and quality of information about foreign investment opportunities that he can get about domestic investment opportunities. This information gap is exacerbated by different accounting conventions in different countries, which makes the direct comparison of cross-border  investment opportunities difficult for all but the most sophisticated investor.
The Eurocurrency Market  

Genesis and Growth of the Market 

The eurocurrency market was born in the mid-1950s when Eastern European holders of dollars, including the former Soviet Union, were afraid to deposit their holdings of dollars in the United States lest they be seized by the US government to settle US residents' claims against business losses resulting from the Communist takeover of Eastern Europe. These countries deposited many of their dollar holdings in Europe, particularly in London. The eurocurrency market received a major push in 1957 when the British government prohibited British banks from lending British pounds to finance non-British trade, a business that had been very profitable for British banks. British banks began financing the same trade by attracting dollar deposits and lending dollars to companies engaged in international trade and investment. Because of this historical event, London became, and has remained, the leading center of euro currency trading. 

The euro currency market received another push in the 1960s when the US government enacted regulations that discouraged US banks from lending to non-US residents. Would-be dollar borrowers outside the United States found it increasingly difficult to borrow dollars in the United States to finance international trade, so they turned to the eurodollar market to obtain the necessary dollar funds. 

Although these various political events contributed to the growth of the eurocurrency market, they alone were not responsible for it. The market grew because it offered real financial advantages--initially to those who wanted to deposit dollars or borrow dollars and later to those who wanted to deposit and borrow other currencies. We now look at the source of these financial advantages. 

Attractions of the Eurocurrency Market 

The main factor that makes the eurocurrency market so attractive to both depositors and borrowers is its lack of government regulation. This allows banks to offer higher interest rates on eurocurrency deposits than on deposits made in the home currency, making eurocurrency deposits attractive to those who have cash to deposit. The lack of regulation also allows banks to charge borrowers a lower interest rate for eurocurrency borrowings than for borrowings in the home currency, making eurocurrency loans attractive for those who want to borrow money. In other words, the spread between the eurocurrency deposit rate and the eurocurrency lending rate is less than the spread between the domestic deposit and lending rates 

Domestic currency deposits are regulated in all industrialized countries. Such regulations ensure that banks have enough liquid funds to satisfy demand if large numbers of domestic depositors should suddenly decide to withdraw their money. All countries operate with certain reserve requirements. 

In contrast, a eurobank can offer a higher interest rate on dollar deposits and still cover its costs. The eurobank, with no reserve requirements regarding dollar deposits, can lend out all of a $100 deposit. Clearly, there are very strong financial motivations for companies to use the eurocurrency market. By doing so, they receive a higher interest rate on deposits and pay less for loans. Given this, the surprising thing is not that the euromarket has grown rapidly but that it hasn't grown even faster. 

Drawbacks of the Eurocurrency Market 

The eurocurrency market has two drawbacks. First, when depositors use a regulated banking system, they know that the probability of a bank failure that would cause them to lose their deposits is very low. Regulation maintains the liquidity of the banking system. In an unregulated system such as the eurocurrency market, the probability of a bank failure that would cause depositors to lose their money is greater. Thus, the lower interest rate received on home-country deposits reflects the costs of insuring against bank failure. Some depositors are more comfortable with the security of such a system and are willing to pay the price. 

Second, borrowing funds internationally can expose a company to foreign exchange risk. 
The Global Bond Market  

Attractions of the Eurobond Market 

Regulatory Interference 

National governments often impose tight controls on domestic and foreign issuers of bonds denominated in the local currency and sold within their national boundaries. These controls tend to raise the cost of issuing bonds. However, government limitations are generally less stringent for securities denominated in foreign currencies and sold to holders of those foreign currencies. Eurobonds fall outside of the regulatory domain of any single nation. As such, they can often be issued at a lower cost to the issuer.

Disclosure Requirements 

Eurobond market disclosure requirements tend to be less stringent than those of several national governments. For example, if a firm wishes to issue dollar-denominated bonds within the United States, it must first comply with SEC disclosure requirements. The firm must disclose detailed information about its activities, the salaries and other compensation of its senior executives, stock trades by its senior executives, and the like. In addition, the issuing firm must submit financial accounts that conform to US accounting standards. 
Favorable Tax Status 

This did not encourage foreigners to hold bonds issued by US corporations. Similar tax laws were operational in many countries at that time, and they limited market demand for Eurobonds. As a result, US corporations found it feasible for the first time to sell eurobonds directly to foreigners. Repeal of the US laws caused other governments--including those of France, Germany, and Japan--to liberalize their tax laws likewise to avoid outflows of capital from their markets. The consequence was an upsurge in demand for eurobonds from investors who wanted to take advantage of their tax benefits. 

The Global Equity Market 

Although we have talked about the growth of the global equity market, strictly speaking there is no international equity market in the sense that there are international currency and bond markets. Rather, many countries have their own domestic equity markets in which corporate stock is traded. 

A second development internationalizing the world equity market is that companies with historic roots in one nation are broadening their stock ownership by listing their stock in the equity markets of other nations. The reasons are primarily financial. Listing stock on a foreign market is often a prelude to issuing stock in that market to  raise capital. 
Foreign Exchange Risk and the Cost of Capital 

Consider a South Korean firm that wants to borrow 1 billion Korean won for one year to fund a capital investment project. The company can borrow this money from a Korean bank at an interest rate of 10 percent, and at the end of the year pay back the loan plus interest, for a total of W 1.10 billion. Or the firm could borrow dollars from an international bank at a 6 percent interest rate. Unpredictable movements in exchange rates can inject risk into foreign currency borrowing, making something that initially seems less expensive ultimately much more expensive. The borrower can hedge against such a possibility by entering into a forward contract to purchase the required amount of the currency being borrowed at a predetermined exchange rate when the loan comes due. 

When a firm borrows funds from the global capital market, it must weigh the benefits of a lower interest rate against the risks of an increase in the real cost of capital due to adverse exchange rate movements. Although using forward exchange markets may lower foreign exchange risk with short-term borrowings, it cannot remove the risk. Most importantly, the forward exchange market does not provide adequate coverage for long-term borrowings.

Implications for Business

The implications of the material discussed in this chapter for international business are quite straightforward but no less important for being obvious. The growth of the global capital market has created opportunities for international businesses that wish to borrow and/or invest money. On the borrowing side, by using the global capital market, firms can often borrow funds at a lower cost than is possible in a purely domestic capital market. This conclusion holds no matter what form of borrowing a firm uses--equity, bonds, or cash loans. The lower cost of capital on the global market reflects their greater liquidity and the general absence of government regulation. Government regulation tends to raise the cost of capital in most domestic capital markets. The global market, being transnational, escapes regulation. Balanced against this, however, is the foreign exchange risk associated with borrowing in a foreign currency. 

Chapter Twelve 

The Strategy of International Business 

Introduction 

In this chapter, we look at how firms can increase their profitability by expanding their operations in foreign markets. We discuss the different strategies that firms pursue when competing internationally, consider the pros and cons of these strategies, discuss the various factors that affect a firm's choice of strategy, and look at the tactics firms adopt when competing head to head across various national markets. 
Strategy and the Firm 

The Firm as a Value Chain 

Primary Activities 

The primary activities of a firm have to do with creating the product, marketing and delivering the product to buyers, and providing support and after-sale service to the buyers of the product. We consider the activities involved in the physical creation of  the product as production and those involved in marketing, delivery, and after-sale service as marketing. 

Support Activities 

Support activities provide the inputs that allow the primary activities of production and marketing to occur. The materials management function controls the transmission of physical materials through the value chain--from procurement through production and into distribution. The efficiency with which this is carried out can significantly reduce the cost of creating value. In addition, an effective materials management function can monitor the quality of inputs into the production process. This results in improved quality of the firm's outputs, which adds value and thus facilitates premium pricing. 

An effective human resource function ensures that the firm has an optimal mix of people to perform its primary production and marketing activities, that the staffing requirements of the support activities are met, and that employees are well trained for their tasks and compensated accordingly. The information systems function makes certain that management has the information it needs to maximize the efficiency of its value chain and to exploit information-based competitive advantages in the marketplace. Firm infrastructure--consisting of such factors as organizational structure, general management, planning, finance, and legal and government affairs--embraces all other activities of the firm and establishes the context for them. An efficient infrastructure helps both to create value and to reduce the costs of creating value. 

The Role of Strategy 

A firm's strategy can be defined as the actions managers take to attain the goals of the firm. For most firms, a principal goal is to be highly profitable. To be profitable in a competitive global environment, a firm must pay continual attention to both reducing the costs of value creation and to differentiating its product offering so that consumers are willing to pay more for the product than it costs to produce it. Consider the case of Clear Vision, which is profiled in the accompanying Management Focus. 

Profiting from Global Expansion 

Transferring Core Competencies 

The term core competence refers to skills within the firm that competitors cannot easily match or imitate.4 These skills may exist in any of the firm's value creation activities--production, marketing, R&D, human resources, general management, and so on. Such  skills are typically expressed in product offerings that other firms find difficult to match or imitate; thus, the core competencies are the bedrock of a firm's competitive advantage. They enable a firm to reduce the costs of value creation and/or to create value in such a way that premium pricing is possible. For such firms, global expansion is a way to further exploit the value creation potential of their skills and product offerings by applying those skills and products in a larger market. The potential for creating value from such a strategy is greatest when the skills and products of the firm are most unique, when the value placed on them by consumers is great, and when there are very few capable competitors with similar skills and/or products in foreign markets. Firms with unique and valuable skills can often realize enormous returns by applying those skills, and the products they produce, to foreign markets where indigenous competitors lack similar skills and products. 

Realizing Location Economies 

We know from earlier chapters that countries differ along a whole range of dimensions, including the economic, political, legal, and cultural, and that these differences can either raise or lower the costs of doing business. We also know from the theory of international trade that because of differences in factor costs, certain countries have a comparative advantage in the production of certain products. For example, Japan excels in the production of automobiles and consumer electronics. The United States excels in the production of computer software, pharmaceuticals, biotechnology products, and financial services. Switzerland excels in the production of precision instruments and pharmaceuticals.

Firms that pursue such a strategy can realize what we refer to as location economies. We can define location economies as the economies that arise from performing a value creation activity in the optimal location for that activity, wherever in the world that might be (transportation costs and trade barriers permitting). Locating a value creation activity in the optimal location for that activity can have one or two effects. It can lower the costs of value creation and help the firm to achieve a low-cost position, and/or it can enable a firm to differentiate its product offering from that of competitors. Both of these considerations were at work in the case of Clear Vision, which was profiled in the Management Focus. Clear Vision moved its manufacturing operations out of the US.

Creating a Global Web 

One result of Clear Vision's kind of thinking is the creation of a global web of value creation activities, with different stages of the value chain being dispersed to those locations around the globe where value added is maximized or where the costs of value creation are minimized. Consider the case of General Motors' (GM) Pontiac Le Mans cited in Robert Reich's The Work of Nations. Marketed primarily in the United States, the car was designed in Germany; key components were manufactured in Japan, Taiwan, and Singapore; assembly was performed in South Korea; and the advertising strategy was formulated in Great Britain. The car was designed in Germany because GM believed the designers in its German subsidiary had the skills most suited to the job. 

In theory, a firm that realizes location economies by dispersing each of its value creation activities to its optimal location should have a competitive advantage vis-à-vis a firm that bases all its value creation activities at a single location. It should be able to  better differentiate its product offering and lower its cost structure than its single-location competitor. In a world where competitive pressures are increasing, such a strategy may become an imperative for survival .

Some Caveats 

Introducing transportation costs and trade barriers complicates this picture somewhat. Due to favorable factor endowments, New Zealand may have a comparative advantage for automobile assembly operations, but high transportation costs would make it an uneconomical location for them. Transportation costs and trade barriers explain why many US firms are shifting their production from Asia to Mexico. Second, Mexico's proximity to the United States reduces transportation costs. This is particularly important for products with high weight-to-value ratios . Third, the North American Free Trade Agreement has removed many trade barriers between Mexico, the United States, and Canada, increasing Mexico's attractiveness as a production site for the North American market. 

Another caveat concerns the importance of assessing political and economic risks when making location decisions. 
Realizing Experience Curve Economies 

The experience curve refers to the systematic reductions in production costs that have been observed to occur over the life of a product. A number of studies have observed that a product's production costs decline by some characteristic each time accumulated output doubles. The relationship was first observed in the aircraft industry, where each time accumulated output of airframes was doubled… 

Learning Effects 

Learning effects refer to cost savings that come from learning by doing. Labor, for example, learns by repetition how to carry out a task, such as assembling airframes, most efficiently. Labor productivity increases over time as individuals learn the most efficient ways to perform particular tasks. Equally important, in new production facilities, management typically learns how to manage the new operation more efficiently over time. Hence, production costs eventually decline due to increasing labor productivity and management efficiency. 

Economies of Scale 

The term economies of scale refers to the reductions in unit cost achieved by producing a large volume of a product. Economies of scale have a number of sources, one of the most important of which seems to be the ability to spread fixed costs over a large volume.11 Fixed costs are the costs required to set up a production facility, develop a new product, and the like, and they can be substantial. Another source of scale economies arises from the ability of large firms to employ increasingly specialized equipment or personnel. The machine can be purchased in a customized form, which is optimized for the production of a particular type of body part, or a general purpose form, which will produce any kind of body part. The general form is less efficient and costs more to purchase than the customized form, but it is more flexible. Since these machines cost millions of dollars each, they have to be used continually to recoup a return on their costs. 

Strategic Significance 

The strategic significance of the experience curve is clear. Moving down the experience curve allows a firm to reduce its cost of creating value. The firm that moves  down the experience curve most rapidly will have a cost advantage vis-à-vis its competitors. 

Many of the underlying sources of experience-based cost economies are plant based. This is true for most learning effects as well as for the economies of scale derived by spreading the fixed costs of building productive capacity over a large output. 

Pressures for Cost Reductions and Local Responsiveness 

Pressures for Cost Reductions 

Increasingly, international businesses face pressures for cost reductions. This requires a firm to try to lower the costs of value creation by mass producing a standardized product at the optimal location in the world to try to realize location and experience curve economies. Pressures for cost reductions can be particularly intense in industries producing commodity products where meaningful differentiation on nonprice factors is difficult and price is the main competitive weapon. This tends to be the case for products that serve universal needs. Universal needs exist when the tastes and preferences of consumers in different nations are similar. This is the case for conventional commodity products such as bulk chemicals, petroleum, steel, sugar, and the like. It also tends to be the case for many industrial and consumer products. Cost pressures have been intense in the global tire industry in recent years. Tires are essentially a commodity product where meaningful differentiation is difficult and price is the main competitive weapon. The major buyers of tires, automobile firms, are powerful and face low switching costs, so they play tire firms against each other to get lower prices. 

Pressures for Local Responsiveness 

Differences in Consumer Tastes and Preferences 

Strong pressures for local responsiveness emerge when consumer tastes and preferences differ significantly between countries--as they may for historic or cultural reasons. In such cases, product and/or marketing messages have to be customized to appeal to the tastes and preferences of local consumers. This typically prompts delegating production and marketing functions to national subsidiaries. 

Differences in Infrastructure and Traditional Practices 

Pressures for local responsiveness emerge when there are differences in infrastructure and/or traditional practices between countries. In such circumstances, customizing the product to the distinctive infra-structure and practices of different nations may necessitate delegating manufacturing and production functions to foreign subsidiaries. 
Differences in Distribution Channels 

A firm's marketing strategies may have to be responsive to differences in distribution channels between countries. This may necessitate the delegation of marketing functions to national subsidiaries. In laundry detergents, for example, five retail chains control 65 percent of the market in Germany, but no chain controls more than 2 percent of the market in neighboring Italy. 
Host Government Demands 

Economic and political demands imposed by host-country governments may necessitate local responsiveness. For example, the politics of health care around the world requires that pharmaceutical firms manufacture in multiple locations. Pharmaceutical firms are subject to local clinical testing, registration procedures, and pricing restrictions, all of which demand that the manufacturing and marketing of a drug meet local requirements. Also, because governments and government agencies control a significant portion of the health care budget in most countries, they can demand a high level of local responsiveness. 

Threats of protectionism, economic nationalism, and local content rules  all dictate that international businesses manufacture locally. Consider Bombardier, the Canadian-based manufacturer of railcars, aircraft, jet boats, and snowmobiles. To sell railcars in Germany, they claim, you must manufacture in Germany. The same goes for Belgium, Austria, and France. To address its cost structure in Europe, Bombardier has centralized its engineering and purchasing functions, but it has no plans to centralize manufacturing. 

Strategic Choice 

International Strategy 

Firms that pursue an international strategy try to create value by transferring valuable skills and products to foreign markets where indigenous competitors lack those skills and products. Most international firms have created value by transferring differentiated product offerings developed at home to new markets overseas 

An international strategy makes sense if a firm has a valuable core competence that indigenous competitors in foreign markets lack, and if the firm faces relatively weak pressures for local responsiveness and cost reductions . In such circumstances, an international strategy can be very profitable. However, when pressures for local responsiveness are high, firms pursuing this strategy lose out to firms that place a greater emphasis on customizing the product offering and market strategy to local conditions. Due to the duplication of manufacturing facilities, firms that pursue an international strategy tend to suffer from high operating costs. This makes the strategy inappropriate in manufacturing industries where cost pressures are high. 

Multidomestic Strategy 

Firms pursuing a multidomestic strategy orient themselves toward achieving maximum local responsiveness. Multidomestic firms extensively customize both their product offering and their marketing strategy to match different national conditions. They also tend to establish a complete set of value creation activities--including production, marketing, and R&D--in each major national market in which they do business. As a consequence, they generally fail to realize value from experience curve effects and location economies. Accordingly, many multidomestic firms have a high cost structure. They also tend to do a poor job of leveraging core competencies within the firm. General Motors, profiled in the opening case, is a good example of a company that has historically functioned as a multidomestic corporation, particularly with regard to its extensive European operations, which are largely self-contained entities.

A multidomestic strategy makes most sense when there are high pressures for local responsiveness and low pressures for cost reductions.

Global Strategy 

Firms that pursue a global strategy focus on increasing profitability by reaping the cost reductions that come from experience curve effects and location economies. They are pursuing a low-cost strategy. The production, marketing, and R&D activities of firms pursuing a global strategy are concentrated in a few favorable locations. Global firms tend not to customize their product offering and marketing strategy to local conditions because customization raises costs ( 

Transnational Strategy 

Christopher Bartlett and Sumantra Ghoshal have argued that in today's environment, competitive conditions are so intense that to survive in the global marketplace, firms must exploit experience-based cost economies and location economies, they must transfer core competencies within the firm, and they must do all this while paying attention to pressures for local responsiveness. They note that in the modern multinational enterprise, core competencies do not reside just in the home country. They can develop in any of the firm's worldwide operations. Thus, they maintain that the flow of skills and product offerings should not be all one way, from home firm to foreign subsidiary, as in the case of firms pursuing an international strategy. Rather, the flow should also be from foreign subsidiary to home country, and from foreign subsidiary to foreign subsidiary--a process they refer to as global learning.
A transnational strategy makes sense when a firm faces high pressures for cost reductions and high pressures for local responsiveness. Firms that pursue a transnational strategy are trying to simultaneously achieve low-cost and differentiation advantages. As attractive as this sounds, the strategy is not an easy one to pursue. Pressures for local responsiveness and cost reductions place conflicting demands on a firm. 

Chapter Thirteen 

The Organization of International Business 

Introduction 

The objective of this chapter is to identify the organizational structures and internal control mechanisms international businesses use to manage and direct their global operations. We will be concerned not just with formal structures and control mechanisms but also with informal structures and control mechanisms such as corporate culture and companywide networks. To succeed, an international business must have appropriate formal and informal organizational structure and control mechanisms. The strategy of the firm determines what is "appropriate." Firms pursuing a global strategy require different structures and control mechanisms than firms pursuing a multidomestic or a transnational strategy. To succeed, a firm's structure and control systems must match its strategy in discriminating ways. 

Vertical Differentiation 

Arguments for Centralization 

There are four main arguments for centralization. First, centralization can facilitate coordination. This might be achieved by centralizing production scheduling decisions at the firm's head office. Second, centralization   can help ensure that decisions are consistent with organizational objectives. When decisions are decentralized to lower-level managers, those managers may make decisions at variance with top management's goals. Centralization of important decisions minimizes the chance of this occurring. 

Third, by concentrating power and authority in one individual or a top-management team, centralization can give top-level managers the means to bring about needed major organizational changes. Fourth, centralization can avoid the duplication of activities that occurs when similar activities are carried on by various subunits within the organization. 
Arguments for Decentralization 

There are five main arguments for decentralization. First, top management can become overburdened when decision-making authority is centralized, and this can result in poor decisions. Decentralization gives top management the time to focus on critical issues by delegating more routine issues to lower-level managers. Second, motivational research favors decentralization. Decentralization can be used to establish relatively autonomous, self-contained subunits within an organization. Subunit managers can then be held accountable for subunit performance. The more responsibility subunit managers have for decisions that impact subunit performance, the fewer alibis they have for poor performance. 

Strategy and Centralization in an International Business 

The choice between centralization and decentralization is not absolute. It frequently makes sense to centralize some decisions and to decentralize others, depending on the type of decision and the firm's strategy. Decisions regarding overall firm strategy, major financial expenditures, financial objectives, and the like are typically centralized at the firm's headquarters. 

In contrast, the emphasis on local responsiveness in multidomestic firms creates strong pressures for decentralizing operating decisions to foreign subsidiaries. Thus, in the classic multidomestic firm, foreign subsidiaries have autonomy in most production and marketing decisions. International firms tend to maintain centralized control over their core competency and to decentralize other decisions to foreign subsidiaries. The situation in transnational firms is more complex. The need to realize location and experience curve economies requires some degree of centralized control over global production centers . However, the need for local responsiveness dictates the decentralization of many operating decisions, particularly for marketing, to foreign subsidiaries. The concept of global learning is predicated on the notion that foreign subsidiaries within a multinational firm have significant freedom to develop their own skills and competencies. Only then can these be leveraged to benefit other parts of the organization. A substantial degree of decentralization is required if subsidiaries are going to have the freedom to develop their own skills and competencies. 

Horizontal Differentiation  

The Structure of Domestic Firms 

Most firms begin with no formal structure and as they grow, the demands of management become too great for one individual to handle. Further horizontal differentiation may be required if the firm significantly diversifies its product offering. 

To solve the problems of coordination and control, most firms switch to a product division structure at this stage . With a product division structure, each division is responsible for a distinct product line . Thus, Philips has divisions for lighting, consumer electronics, industrial electronics, and medical systems. Each product division is set up as a self-contained, largely autonomous entity with its own functions. The responsibility for operating decisions is typically decentralized to product divisions, which are then held accountable for their performance. 

The International Division 

Historically, when firms have expanded abroad they have typically grouped all their international activities into an international division. This has tended to be the case for firms organized on the basis of functions and for firms organized on the basis of product divisions. Regardless of the firm's domestic structure, its international division tends to be organized on geography. 

For firms with a functional structure at home, this might mean replicating the functional structure in every country in which the firm does business. For firms with a divisional structure, this might mean replicating the divisional structure in every country in which the firm does business. 

Another problem is the implied lack of coordination between domestic operations and foreign operations, which are isolated from each other in separate parts of the structural hierarchy. This can inhibit the worldwide introduction of new products, the transfer of core competencies between domestic and foreign operations, and the consolidation of global production at key locations so as to realize location and experience curve economies. Because of such problems, most firms that continue to expand internationally abandon this structure and adopt one of the worldwide structures we discuss next. 

Worldwide Area Structure 

A worldwide area structure tends to be favored by firms with a low degree of diversification and a domestic structure based on . Operations authority and strategic decisions relating to each of these activities are typically decentralized to each area, with headquarters retaining authority for the overall strategic direction of the firm and overall financial control. 

This structure facilitates local responsiveness. Because decision-making responsibilities are decentralized to each area, each area can customize product offerings, marketing strategy, and business strategy to the local conditions. The weakness of the  structure is that it encourages fragmentation of the organization into highly autonomous entities. This can make it difficult to transfer core competencies between areas and to undertake the rationalization in value creation activities required for realizing location and experience curve economies. The structure is consistent with a multidomestic strategy but with little else. 
Worldwide Product Division Structure 

A worldwide product division structure tends to be adopted by firms that are reasonably diversified and, accordingly, originally had domestic structures based on product divisions. As with the domestic product division structure, each division is a self-contained, largely autonomous entity with full responsibility for its own value creation activities. Underpinning the organization is a belief that the various value creation activities of each product division should be coordinated by that division worldwide. Thus, the worldwide product division structure is designed to help overcome the coordination problems that arise with the international division and worldwide area structures.
Global Matrix Structure 

Both the worldwide area structure and the worldwide product division structure have strengths and weaknesses. The worldwide area structure facilitates local responsiveness, but it can inhibit the realization of location and experience curve economies and the transfer of core competencies between areas. The worldwide product division structure provides a better framework for pursuing location and experience curve economies and for transferring core competencies, but it is weak in local responsiveness. Many firms have attempted to cope with the conflicting demands of a transnational strategy by using a matrix structure. In the classic global matrix structure, horizontal differentiation proceeds along two dimensions: product division and geographical area. The basic philosophy is that responsibility for operating decisions pertaining to a particular product should be shared by the product division and the various areas of the firm. 

Unfortunately, the global matrix structure often does not work as well as the theory predicts. In practice, the matrix often is clumsy and bureaucratic. It can require so many meetings that it is difficult to get any work done. Often, the need to get an area and a product division to reach a decision slows decision making and produces an inflexible organization unable to respond quickly to market shifts or to innovate. The dual-hierarchy structure can also lead to conflict and perpetual power struggles between the areas and the product divisions, catching many managers in the middle. To make matters worse, it can prove difficult to ascertain accountability in this structure. In light of these problems, many transnational firms are now trying to build "flexible" matrix structures based on firmwide networks and a shared culture and vision rather than on a rigid hierarchical arrangement. Dow Chemical, which is profiled in the accompanying Management Focus, is one such firm. 

Integrating Mechanisms 

Strategy and Coordination in the International Business 

The need for coordination between subunits varies with the strategy of the firm. The need for coordination is lowest in multidomestic companies, is higher in international companies, higher still in global companies, and highest of all in the transnational firms. The need for coordination is greater in firms pursuing an international strategy and trying to profit from the transfer of core competencies between the home country and foreign operations. Coordination is necessary to support the transfer of skills and product offerings from home to foreign operations. The need for coordination is greater still in firms trying to profit from location and experience curve economies; that is, in firms pursuing global strategies. Achieving location and experience economies involves dispersing value creation activities to various locations around the globe. 

Impediments to Coordination 

Managers of the various subunits have different orientations, partly because they have different tasks. 

Differences in subunits' orientations also arise from their differing goals. Such impediments to coordination are not unusual in any firm, but they can be particularly problematic in the multinational enterprise with its profusion of subunits at home and abroad. Also, differences in subunit orientation are often reinforced in multinationals by the separations of time zone, distance, and nationality between managers of the subunits. 

Formal Integrating Mechanisms 

The formal mechanisms used to integrate subunits vary in complexity from simple direct contact and liaison roles, to teams, to a matrix structure . Direct contact between subunit managers is the simplest integrating mechanism. By this "mechanism," managers of the various subunits simply contact each other whenever they have a common concern. Direct contact may not be effective if the managers have differing orientations that act to impede coordination, as pointed out in the previous subsection. 

Liaison roles are a bit more complex. When the volume of contacts between subunits increases, coordination can be improved by giving a person in each subunit responsibility for coordinating with another subunit on a regular basis. 

In some multinationals the matrix is more complex still, structuring the firm into geographical areas, worldwide product divisions, and functions, all of which report directly to headquarters. 

Informal Integrating Mechanisms 

In attempting to alleviate or avoid the problems associated with formal integrating mechanisms in general, and matrix structures in particular, firms with a high need for integration have been experimenting with two informal integrating mechanisms: management networks and organization culture. 

Management Networks 

A management network is a system of informal contacts between managers within an enterprise. For a network to exist, managers at different locations within the organization must be linked to each other at least indirectly. 

For such a network to function effectively, however, it must embrace as many managers as possible. For example, if Manager G had a problem similar to Manager B's, he would not be able to utilize the informal network to find a solution; he would have to resort to more formal mechanisms. Establishing firmwide networks is difficult, and although network enthusiasts speak of networks as the "glue" that binds multinational companies together, it is far from clear how successful firms have been at building companywide networks. Two techniques being used to establish firmwide networks are information systems and management development policies. 

Organization Culture 

Management networks may not be sufficient to achieve coordination if subunit managers persist in pursuing subgoals that are at variance with firmwide goals. For a management network to function properly--and for a formal matrix structure to work--managers must share a strong commitment to the same goals. To eliminate this flaw, the organization's managers must adhere to a common set of norms and values; that is, the firm's culture should override differing subunit orientations. When this is the case, a manager is willing and able to set aside the interests of his own subunit when doing so benefits the firm as a whole. 

The ability to establish a common vision for the company is critical. Top management needs to determine the mission of the firm and how this should be reflected in the organization's norms and values. These determinations then need to be disseminated throughout the organization. As with building informal networks, this can be achieved in part through management education programs that "socialize" managers into the firm's norms and value system. 

Chapter Fourteen 

Entry Strategy and Strategic Alliances 

Introduction 

This chapter is concerned with three closely related topics: (1) The decision of which foreign markets to enter, when to enter them, and on what scale; (2) the choice of entry mode, and (3) the role of strategic alliances. Any firm contemplating foreign expansion must first struggle with the issue of which foreign markets to enter and the timing and scale of entry. The choice of which markets to enter should be driven by an assessment of relative long-run growth and profit potential.The company was too early. 

Strategic alliances are cooperative agreements between actual or potential competitors. The term strategic alliances is often used loosely to embrace a variety of arrangements between actual or potential competitors including cross-shareholding deals, licensing arrangements, formal joint ventures, and informal cooperative arrangements. 

The chapter opens with a look at how firms choose which foreign markets to enter and at the factors that are important in determining the best timing and scale of entry. Then we will review the various entry modes available, discussing the advantages and disadvantages of each option. 
Basic Entry Decisions 

Which Foreign Markets? 

There are more than 160 nation-states in the world, but they do not all hold the same profit potential for a firm contemplating foreign expansion. Ultimately, the choice must be based on an assessment of a nation's long-run profit potential. This potential is a function of several factors, many of which we have already studied in earlier chapters. 

However, this calculus is complicated by the fact that the potential long-run benefits bear little relationship to a nation's current stage of economic development or political stability. Long-run benefits depend on likely future economic growth rates, and economic growth appears to be a function of a free market system and a country's capacity for growth. This leads one to the conclusion that, other things being equal, the benefit - cost - risk trade-off is likely to be most favorable in politically stable developed and developing nations that have free market systems, and where there is not a dramatic upsurge in either inflation rates or private-sector debt. The trade-off is likely to be least favorable politically unstable developing nations that operate with a mixed or command economy or in developing nations where speculative financial bubbles have led to excess borrowing.
If the international business can offer a product that has not been widely available in that market and that satisfies an unmet need, the value of that product to consumers is likely to be much greater than if the international business simply offers the same type of product that indigenous competitors and other foreign entrants are already offering. Greater value translates into an ability to charge higher prices and/or to build sales volume more rapidly. 
Timing of Entry 

Once attractive markets have been identified, it is important to consider the timing of entry. The advantages frequently associated  with entering a market early are commonly known as first-mover advantages. One first-mover advantage is the ability to preempt rivals and capture demand by establishing a strong brand name. A second advantage is the ability to build sales volume in that country and ride down the experience curve ahead of rivals, giving the early entrant a cost advantage over later entrants. A third advantage is the ability of early entrants to create switching costs that tie customers into their products or services. Such switching costs make it difficult for later entrants to win business. 

There can also be disadvantages associated with entering a foreign market before other international businesses. These are often referred to as first-mover disadvantages. These disadvantages may give rise to pioneering costs. Pioneering costs are costs that an early entrant has to bear that a later entrant can avoid. Pioneering costs arise when the business system in a foreign country is so different from that in a firm's home market that the enterprise has to devote considerable effort, time, and expense to learning the rules of the game. 

Pioneering include the costs of promoting and establishing a product offering, including the costs of educating customers. These costs can be particularly significant when the product being promoted is one that local consumers are not familiar with. In many ways. 
An early entrant may be put at a severe disadvantage, relative to a later entrant, if regulations change in a way that diminishes the value of an early entrant's investments. This is a serious risk in many developing nations where the rules that govern business practices are still evolving. Early entrants can find themselves at a disadvantage if a subsequent change in regulations invalidates prior assumptions about the best business model for operating in that country. 

Scale of Entry and Strategic Commitments 

The final issue that an international business needs to consider when contemplating market entry is the scale of entry. Entering a market on a large scale involves the commitment of significant resources. 

The consequences of entering on a significant scale are associated with the value of the resulting strategic commitments. A strategic commitment is a decision that has a long-term impact and is difficult to reverse. Deciding to enter a foreign market on a significant scale is a major strategic commitment. Strategic commitments, such as large-scale market entry, can have an important influence on the nature of competition in a market. 

The value of the commitments that flow from large-scale entry into a foreign market must be balanced against the resulting risks and lack of flexibility associated with significant commitments. But strategic inflexibility can also have value. A famous example from military history illustrates the value of inflexibility. Balanced against the value and risks of the commitments associated with large-scale entry are the benefits of a small-scale entry. Small-scale entry allows a firm to learn about a foreign market while limiting the firm's exposure to that market. Small-scale entry can be seen as a way to gather information about a foreign market before  deciding whether to enter on a significant scale and how best to enter. 

Exporting 

Advantages 

Exporting has two distinct advantages. First, it avoids the often-substantial costs of establishing manufacturing operations in the host country. Second, exporting may help a firm achieve experience curve and location economies .

Disadvantages 

Exporting has a number of drawbacks. First, exporting from the firm's home base may not be appropriate if there are lower-cost locations for manufacturing the product abroad . Thus, particularly for firms pursuing global or transnational strategies, it may be preferable to manufacture where the mix of factor conditions is most favorable from a value creation perspective and to export to the rest of the world from that location. This is not so much an argument against exporting as an argument against exporting from the firm's home country. 

A second drawback to exporting is that high transport costs can make exporting uneconomical, particularly for bulk products. One way of getting around this is to manufacture bulk products regionally. This strategy enables the firm to realize some economies from large-scale production and at the same time to limit its transport costs. 

A thirth drawback to exporting arises when a firm delegates its marketing in each country where it does business to a local agent. There are ways around this problem, however. One way is to set up a wholly owned subsidiary in the country to handle local marketing. By doing this, the firm can exercise tight control over marketing in the country while reaping the cost advantages of manufacturing the product in a single location. 

Turnkey Projects 

Advantages 

The know-how required to assemble and run a technologically complex process, such as refining petroleum or steel, is a valuable asset. Turnkey projects are a way of earning great economic returns from that asset. The strategy is particularly useful where FDI is limited by host-government regulations. A turnkey strategy can also be less risky than conventional FDI. In a country with unstable political and economic environments, a longer-term investment might expose the firm to unacceptable political and/or economic risks.
Disadvantages 

Three main drawbacks are associated with a turnkey strategy. First, the firm that enters into a turnkey deal will have no long-term interest in the foreign country. This can be a disadvantage if that country subsequently proves to be a major market for the output of the process that has been exported. Second, the firm that enters into a turnkey project with a foreign enterprise may inadvertently create a competitor. Third, if the firm's process technology is a source of competitive advantage, then selling this technology through a turnkey project is also selling competitive advantage to potential and/or actual competitors. 

Licensing 

A licensing agreement is an arrangement whereby a licensor grants the rights to intangible property to another entity for a specified period, and in return, the licensor receives a royalty fee from the licensee. 

Advantages 

In the typical international licensing deal, the licensee puts up most of the capital necessary to get the overseas operation going. Licensing is very attractive for firms lacking the capital to develop operations overseas. In addition, licensing can be attractive when a firm is unwilling to commit substantial financial resources to an unfamiliar or politically volatile foreign market. Licensing is also often used when a firm wishes to participate in a foreign market but is prohibited from doing so by barriers to investment. 

Disadvantages 

Licensing has three serious drawbacks. First, it does not give a firm the tight control over manufacturing, marketing, and strategy that is required for realizing experience curve and location economies . Licensing typically involves each licensee setting up its own production operations. 

Second, competing in a global market may require a firm to coordinate strategic moves across countries by using profits earned in one country to support competitive attacks in another . Technological know-how constitutes the basis of many multinational firms' competitive advantage. Most firms wish to maintain control over how their know-how is used, and a firm can quickly lose control over its technology by licensing it. Many firms have made the mistake of thinking they could maintain control over their know-how within the framework of a licensing agreement. 

Another way of reducing the risk associated with licensing is to follow the Fuji-Xerox model and link an agreement to license know-how with the formation of a joint venture in which the licensor and licensee take an important equity stake. Such an approach aligns the interests of licensor and licensee, since both have a stake in ensuring that the venture is successful. 
Franchising 

Franchising is basically a specialized form of licensing in which the franchiser not only sells intangible property to the  franchisee, but also insists that the franchisee agree to abide by strict rules as to how it does business. 

Advantages 

The advantages of franchising as an entry mode are very similar to those of licensing. The firm is relieved of many of the costs and risks of opening a foreign market on its own. Instead, the franchisee typically assumes those costs and risks. This creates a  good incentive for the franchisee to build profitable operation as quickly as possible. 
Disadvantages 

The disadvantages are less pronounced than in the case of licensing. Since franchising is often used by service companies, there is no reason to consider the need for coordination of manufacturing to achieve experience curve and location economies. But franchising may inhibit the firm's ability to take profits out of one country to support competitive attacks in another. 

A more significant disadvantage of franchising is quality control. The foundation of franchising arrangements is that the firm's brand name conveys a message to consumers about the quality of the firm's product. One way around this disadvantage is to set up a subsidiary in each country in which the firm expands. The subsidiary might be wholly owned by the company or a joint venture with a foreign company. The subsidiary assumes the rights and obligations to establish franchises throughout the particular country or region. 

Joint Ventures 

A joint venture entails establishing a firm that is jointly owned by two or more otherwise independent firms. 

Advantages 

Joint ventures have a number of advantages. First, a firm benefits from a local partner's knowledge of the host country's competitive conditions, culture, language, political systems, and business systems. Second, when  the development costs and risks of opening a foreign market are high, a firm might gain by sharing these costs and/or risks with a local partner. Third, in many countries, political considerations make joint ventures the only feasible entry mode. 

Disadvantages 

Despite these advantages, there are two major disadvantages with joint ventures. First, as with licensing, a firm that enters into a joint venture risks giving control of its technology to its partner. A second disadvantage is that a joint venture does not give a firm the tight control over subsidiaries that it might need to realize experience curve or location economies. Nor does it give a firm the tight control over a foreign subsidiary that it might need for engaging in coordinated global attacks against its rivals. 

A third disadvantage with joint ventures is that the shared ownership arrangement can lead to conflicts and battles for control between the investing firms if their goals and objectives change or if they take different views as to what the strategy should be. 
Wholly Owned Subsidiaries 

Advantages 

There are three clear advantages of wholly owned subsidiaries. First, when a firm's competitive advantage is based on technological competence, a wholly owned subsidiary will often be the preferred entry mode, because it reduces the risk of losing control over that competence. Second, a wholly owned subsidiary gives a firm the tight control over operations in different countries that is necessary for engaging in global strategic coordination .Third, a wholly owned subsidiary may be required if a firm is trying to realize location and experience curve economies .The various operations must be prepared to accept centrally determined decisions as to how they will produce, how much they will produce, and how their output will be priced for transfer to the next operation. 

Disadvantages 

Establishing a wholly owned subsidiary is generally the most costly method of serving a foreign market. Firms doing this must bear the full costs and risks of setting up overseas operations. The risks associated with learning to do business in a new culture are less if the firm acquires an established host-country enterprise. However, acquisitions raise additional problems, including those associated with trying to marry divergent corporate cultures. 

Selecting an Entry Mode 

Core Competencies and Entry Mode 

The optimal entry mode  for these firms depends to some degree on the nature of their core competencies. A distinction can be drawn between firms whose core competency is in technological know-how and those whose core competency is in management know-how. 

Technological Know-How 

This rule should not be viewed as hard and fast, however. One exception is when a licensing or joint venture arrangement can be structured so as to reduce the risks of a firm's technological know-how being expropriated by licensees or joint venture partners. We will see how this might be achieved later in the chapter when we examine the structuring of strategic alliances. Another exception exists when a firm perceives its technological advantage to be only transitory, when it expects rapid imitation of its core technology by competitors. In such cases, the firm might want to license its technology as rapidly as possible to foreign firms to gain global acceptance for its technology before the imitation occurs.
 Management Know-How 

The competitive advantage of many service firms is based on management know-how. For such firms, the risk of losing control over their management skills to franchisees or joint venture partners is not that great. These firms' valuable asset is their brand name, and brand names are generally well protected by international laws pertaining to trademarks. Given this, many of the issues arising in the case of technological know-how are of less concern here. 

Pressures for Cost Reductions and Entry Mode 

The greater the pressures for cost reductions are, the more likely a firm will want to pursue some combination of exporting and wholly owned subsidiaries. By manufacturing in those locations where factor conditions are optimal and then exporting to the rest of the world, a firm may be able to realize substantial location and experience curve economies. 
Strategic Alliances 

Strategic alliances refer to cooperative agreements between potential or actual competitors. 
The Advantages of Strategic Alliances 

First, as noted earlier in the chapter, strategic alliances may facilitate entry into a foreign market. Second  an alliance is a way to bring together complementary skills and assets that neither company could easily develop on its own. Third , it can make sense to form an alliance that will help the firm establish technological standards for the industry that will benefit the firm. The issue was important because Sony had developed a competing "mini compact disk" technology that it hoped to establish as the new technical standard. Since the two technologies did very similar things, there was at most only room for one new standard. Philips saw its alliance with Matsushita as a tactic for winning the race. 

The Disadvantages of Strategic Alliances 

The advantages we have discussed can be very significant. Despite this, some commentators have criticized strategic alliances on the grounds that they give competitors a low-cost route to new technology and markets. 

Making Alliances Work 

Partner Selection 

First, a good partner helps the firm achieve its strategic goals, whether they are market access, sharing the costs and risks of new-product development, or gaining access to critical core competencies. Second, a good partner shares the firm's vision for the purpose of the alliance. Third, a good partner is unlikely to try to opportunistically exploit the alliance for its own ends; that is, to expropriate the firm's technological know-how while giving away little in return. 

To increase the probability of selecting a good partner, the firm should: 

1. Collect as much pertinent, publicly available information on potential allies as possible. 

2. Collect data from informed third parties. These include firms that have had alliances with the potential partners, investment bankers who have had dealings with them, and former employees. 

3. Get to know the potential partner as well as possible before committing to an alliance. 

Alliance Structure 

Having selected a partner, the alliance should be structured so that the firm's risks of giving too much away to the partner are reduced to an acceptable level. First, alliances can be designed to make it difficult to transfer technology not meant to be transferred. The design, development, manufacture, and service of a product manufactured by an alliance can be structured so as to wall off sensitive technologies to prevent their leakage to the other participant. Second, contractual safeguards can be written into an alliance agreement to guard against the risk of opportunism by a partner. Third, both parties to an alliance can agree in advance to swap skills and technologies that the other covets, thereby ensuring a chance for equitable gain. Fourth, the risk of opportunism by an alliance partner can be reduced if the firm extracts a significant credible commitment from its partner in advance. 

Managing the Alliance 

Once a partner has been selected and an appropriate alliance structure has been agreed on, the task facing the firm is to maximize its benefits from the alliance. As in all international business deals, an important factor is sensitivity to cultural differences. Many differences in management style are attributable to cultural differences, and managers need to make allowances for these in dealing with their partner. 

Building Trust 

Managing an alliance successfully seems to require building interpersonal relationships between the firms' managers. 
Learning from Partners 

To maximize the learning benefits of an alliance, a firm must try to learn from its partner and then apply the knowledge within its own organization. It has been suggested that all operating employees should be well briefed on the partner's strengths and weaknesses and should understand how acquiring particular skills will bolster their firm's competitive position. 

Chapter Fifteen 

Exporting, Importing, and Countertrade 

Introduction 

In this chapter, we are more concerned with the "nuts and bolts" of exporting .We take the choice of strategy as a given and look instead at how to export. 

As we can see from the opening case, exporting is not an activity just for large multinational enterprises; many small firms such as Artais have benefited significantly from the moneymaking opportunities of exporting. Evidence suggests that the volume of export activity in the world economy, by firms of all sizes, is likely to increase in the near future. 

Nevertheless, exporting remains a challenge for many firms. While large multinational enterprises have long been conversant with the steps that must be taken to export successfully, smaller enterprises can find the process intimidating. The firm wishing to export must identify foreign market opportunities, avoid a host of unanticipated problems that are often associated with doing business in a foreign market, familiarize itself with the mechanics of export and import financing, learn where it can get financing and export credit insurance, and learn how it should deal with foreign exchange risk. 
The Promise and Pitfalls of Exporting 

The great promise of exporting is that huge revenue and profit opportunities are to be found in foreign markets for most firms in most industries. Despite the obvious opportunities associated with exporting, studies have shown that while many large firms tends to be proactive about seeking opportunities for profitable exporting, systematically scanning foreign markets to see where the opportunities lie for leveraging their technology, products, and marketing skills in foreign countries, many medium sized and small firms are very reactive. 

To make matters worse, many neophyte exporters have run into significant problems when first trying to do business abroad and this has soured them on future exporting ventures. Common pitfalls include poor market analysis, a poor understanding of competitive conditions in the foreign market, a failure to customize the product offering to the needs of foreign customers, lack of an effective distribution program, and a poorly executed promotional campaign in the foreign market. 

Improving Export Performance 
An International Comparison 

One big impediment to exporting is the simple lack of knowledge of the opportunities available. Often there are many markets for a firm's product, but because they are in countries separated from the firm's home base by culture, language, distance, and time, the firm does not know of them. The way to overcome ignorance is to collect information. In Germany, one of the world's most successful exporting nations, trade associations, government agencies, and commercial banks gather information, helping small firms identify export opportunities. The sogo shosha have offices all over the world, and they proactively, continuously seek export opportunities for their affiliated companies large and small. The great advantage of German and Japanese firms is that they can draw on the large reservoirs of experience, skills, information, and other resources of their respective exportoriented institutions. 

Information Sources 

Despite institutional disadvantages, US firms can increase their awareness of export opportunities. The most comprehensive source of information is the US Department of Commerce and its district offices all over the country. Within that department are two organizations dedicated to providing businesses with intelligence and assistance for attacking foreign markets: the International Trade Administration and the United States and Foreign Commercial Service Agency. 

These agencies provide the potential exporter with a "best prospects" list, which gives the names and addresses of potential distributors in foreign markets along with businesses they are in, the products they handle, and their contact person. The Department of Commerce also organizes trade events that help potential exporters make foreign contacts and explore export opportunities. The department organizes exhibitions at international trade fairs, which are held regularly in major  cities worldwide. 

A number of private organizations are also beginning to gear up to provide more assistance to would-be exporters. Commercial banks and major accounting firms are more willing to assist small firms in starting export operations than they were a decade ago. 
Utilizing Export Management Companies 

One way for first-time exporters to identify the opportunities associated with exporting and to avoid many of the associated pitfalls is to hire an export management company (EMC). EMCs are export specialists who act as the export marketing department or international department for their client firms. EMCs normally accept two types of export assignments. They start up exporting operations for a firm with the understanding that the firm will take over operations after they are well established. In another type, start-up services are performed with the understanding that the EMC will have continuing responsibility for selling the firm's products. In theory, the advantage of EMCs is that they are experienced specialists who can help the neophyte exporter identify opportunities and avoid common pitfalls. 

Exporting Strategy 

In addition to using EMCs, a firm can reduce the risks associated with exporting if it is careful about its choice of exporting strategy. A few guidelines can help firms improve their odds of success. The probability of exporting successfully can be increased dramatically by taking a handful of simple strategic steps. First, particularly for the novice exporter, it helps to hire an EMC or at least an experienced export consultant to help with the identification of opportunities and navigate through the web of paperwork and regulations so often involved in exporting. Second, it often makes sense to initially focus on one market, or a handful of markets. The idea is to learn about what is required to succeed  in those markets, before moving on to other markets. Third, as with 3M, it often makes sense to enter a foreign market on a small scale to reduce the costs of any subsequent failure. Fourth, the exporter needs to recognize the time and managerial commitment involved in building export sales and should hire additional personnel to oversee this activity. Fifth, in many countries, it is important to devote a lot of attention to building strong and enduring relationships with local distributors and customers . Local people are likely to have a much greater sense of how to do business in a given country than a manager from an exporting firm who has previously never set foot in that country. 

Finally, it is important for the exporter to keep the option of local production in mind. Once exports build up to a sufficient volume to justify cost-efficient local production, the exporting firm should consider establishing production facilities in the foreign market. 

Export and Import Financing 

Letter of Credit 

A letter of credit L/C, stands at the center of international commercial transactions. Issued by a bank at the request of an importer, the letter of credit states that the bank will pay a specified sum of money to a beneficiary, normally the exporter, on presentation of particular, specified documents. 

Let us assume the Bank of Paris is satisfied with the French importer's creditworthiness and agrees to issue a letter of credit. The letter states that the Bank of Paris will pay the US exporter for the merchandise as long as it is shipped in accordance with specified instructions and conditions. After the exporter has shipped the merchandise, he draws a draft against the Bank of Paris in accordance with the terms of the letter of   credit, attaches the required documents, and presents the draft to his own bank, the Bank of New York, for payment. 

Also, an exporter may find that having a letter of credit will facilitate obtaining preexport financing. This loan may not have to be repaid until the exporter has received his payment for the merchandise. As for the French importer, the great advantage of the letter of credit arrangement is that she does not have to pay out funds for the merchandise until the documents have arrived and unless all conditions stated in the letter of credit have been satisfied. 

Draft 

A draft, sometimes referred to as a bill of exchange, is the instrument normally used in international commerce to effect payment. A draft is simply an order written by an exporter instructing an importer, or an importer's agent, to pay a specified amount of money at a specified time. International practice is to use drafts to settle trade transactions. This differs from domestic practice in which a seller usually ships merchandise on an open account, followed by a commercial invoice that specifies the amount due and the terms of payment. In domestic transactions, the buyer can often obtain possession of the merchandise without signing a formal document acknowledging his or her obligation to pay. In contrast, due to the lack of trust in international transactions, payment or a formal promise to pay is required before the buyer can obtain the merchandise. 

Drafts fall into two categories, sight drafts and time drafts. A sight draft is payable on presentation to the drawee. A time draft allows for a delay in payment--normally 30, 60, 90, or 120 days. It is presented to the drawee, who signifies acceptance of it by writing or stamping a notice of acceptance on its face. Time drafts are negotiable instruments; that is, once the draft is stamped with an acceptance, the maker can sell the draft to an investor at a discount from its face value 

Bill of Lading 

The third key document for financing international trade is the bill of lading. The bill of lading is issued to the exporter by the common carrier transporting the merchandise. It serves three purposes: it is a receipt, a contract, and a document of title. As a receipt, the bill of lading indicates that the carrier has received the merchandise described on the face of the document. The bill of lading can also function as collateral against which funds may be advanced to the exporter by its local bank before or during shipment and before final payment by the importer. 

A Typical International Trade Transaction 

The steps are enumerated here. 

1. The French importer places an order with the US exporter and asks the American if he would be willing to ship under a letter of credit. 

2. The US exporter agrees to ship under a letter of credit and specifies relevant information such as prices and delivery terms. 

3. The French importer applies to the Bank of Paris for a letter of credit to be issued in favor of the US exporter for the merchandise the importer wishes to buy. 

4. The Bank of Paris issues a letter of credit in the French importer's favor and sends it to the US exporter's bank, the Bank of New York. 

5. The Bank of New York advises the US exporter of the opening of a letter of credit in his favor. 

6. The US exporter ships the goods to the French importer on a common carrier. An official of the carrier gives the exporter a bill of lading. 

7. The US exporter presents a 90day time draft drawn on the Bank of Paris in accordance with its letter of credit and the bill of lading to the Bank of New York. The US exporter endorses the bill of lading so title to the goods is transferred to the Bank of New York. 

Export Assistance 

Export-Import Bank 

The Export - Import Bank, often referred to as Eximbank, is an independent agency of the US government. Its mission is to provide financing aid that will facilitate exports, imports, and the exchange of commodities between the United States and other countries. Eximbank pursues this mission with various loan and loanguarantee programs. 

Eximbank guarantees repayment of medium and longterm loans US commercial banks make to foreign borrowers for purchasing US exports. The Eximbank guarantee makes the commercial banks more willing to lend cash to foreign enterprises.

Eximbank also has a direct lending operation under which it lends dollars to foreign borrowers for use in purchasing US exports
Export Credit Insurance 

For reasons outlined earlier, exporters clearly prefer to get letters of credit from importers. However, at times an exporter who insists on a letter of credit is likely to lose an order to one who does not require a letter of credit. The lack of a letter of credit exposes the exporter to the risk that the foreign importer will default on payment. The exporter can insure against this possibility by buying export credit insurance. If the customer defaults, the insurance firm will cover a major portion of the loss. 

Countertrade 

· Countertrade is an alternative means of structuring an international sale when conventional means of payment are difficult, costly, or nonexistent. Nonconvertibility implies that the exporter may not be able to be paid in his or her home currency; and few exporters would desire payment in a currency that is not convertible. Countertrade is often the solution. Countertrade denotes a whole range of barterlike agreements; its principle is to trade goods and services for other goods and services when they cannot be traded for money. 

The Growth of Countertrade 

Given the importance of countertrade as a means of financing world trade, prospective exporters will have to engage in this technique from time to time to gain access to international markets. The governments of developing nations sometimes insist on a certain amount of countertrade.
 Types of Countertrade 

Barter 

First, if goods are not exchanged simultaneously, one party ends up financing the other for a period. Second, firms engaged in barter run the risk of having to accept goods they do not want, cannot use, or have difficulty reselling at a reasonable price. 

Counterpurchase 

Counterpurchase is a reciprocal buying agreement. It occurs when a firm agrees to purchase a certain amount of materials back from a country to which a sale is made. 
Offset 

Offset is similar to counterpurchase insofar as one party agrees to purchase goods and services with a specified percentage of the proceeds from the original sale. The difference is that this party can fulfill the obligation with any firm in the country to which the sale is being made. From an exporter's perspective, this is more attractive than a straight counterpurchase agreement because it gives the exporter greater flexibility to choose the goods that it wishes to purchase. 

Switch Trading 

Switch trading refers to the use of a specialized thirdparty trading house in a countertrade arrangement. When a firm enters a counterpurchase or offset agreement with a country, it often ends up with what are called counterpurchase credits, which can be used to purchase goods from that country. Switch trading occurs when a third-party trading house buys the firm's counterpurchase credits and sells them to another firm that can better use them. 

Compensation or Buybacks 

A buyback occurs when a firm builds a plant in a country--or supplies technology, equipment, training, or other services to the country--and agrees to take a certain percentage of the plant's output as partial payment for the contract. 
The Pros and Cons of Countertrade 

The main attraction of countertrade is that it can give a firm a way to finance an export deal when other means are not available. Given the problems that many developing nations have in raising the foreign exchange necessary to pay for imports, countertrade may be the only option available when doing business in these countries. Even when countertrade is not the only option for structuring an export transaction, many countries prefer countertrade to cash deals. But the drawbacks of countertrade agreements are substantial. Other things being equal, all firms would prefer to be paid in hard currency. Countertrade contracts may involve the exchange of unusable or poor - quality goods that the firm cannot dispose of profitably. 

Given these drawbacks, countertrade is most attractive to large, diverse multinational enterprises that can use their worldwide network of contacts to dispose of goods acquired in countertrading. The masters of countertrade are Japan's giant trading firms, the sogo shosha, who use their vast networks of affiliated companies to profitably dispose of goods acquired through countertrade agreements.
Chapter Sixteen 

Global Manufacturing and Materials Management 

Introduction 

In this chapter, we look at the problems that Li & Fung and many other enterprises are facing and at the various solutions. We will be concerned with answering three central questions: 

· Where in the world should productive activities be located? 

· How much production should be performed in-house and how much should be out-sourced to foreign suppliers? 

· What is the best way to coordinate a globally dispersed supply chain? 

We will examine each of the three questions posed above in turn. 
Strategy, Manufacturing, and Materials Management 

We used the term production to denote both service and manufacturing activities, since one can produce a service or produce a physical product. We defined materials management as "the activity that controls the transmission of physical materials through the value chain, from procurement through production and into distribution." Materials management includes logistics, which refers to the procurement and physical transmission of material through the supply chain, from suppliers to customers. Manufacturing and materials management are closely linked, since a firm's ability to perform its manufacturing function efficiently depends on a continuous supply of highquality material inputs, for which materials management is responsible. 

The manufacturing and materials management functions of an international firm have a number of important strategic objectives. Productivity increases because time is not wasted manufacturing poor-quality products that cannot be sold. This saving leads to a direct reduction in unit costs. 

· Increased product quality means lower rework and scrap costs. 

· Greater product quality means lower warranty and rework costs. 

The main management technique that companies are utilizing to boost their product quality is total quality management (TQM). TQM is a management philosophy that takes as its central focus the need to improve the quality of a company's products and services. 

In addition to the objectives of lowering costs and improving quality, two other objectives have particular importance in international businesses. First, manufacturing and materials management must be able to accommodate demands for local responsiveness. Second, manufacturing and materials management must be able to respond quickly to shifts in customer demand. In recent years time - based competition has grown more important. 

Where to Manufacture 

Country Factors 

We reviewed country - specific factors in some detail earlier in the book and we will not dwell on them here. Political economy, culture, and relative factor costs differ from country to country. 

Another country factor is expected future movements in its exchange rate. Adverse changes in exchange rates can quickly alter a country's attractiveness as a manufacturing base. Currency appreciation can transform a lowcost location into a high - cost location. 

Technological Factors 

The technology we are concerned with in this subsection is manufacturing technology--the technology that performs specific manufacturing activities. The type of technology a firm uses in its manufacturing can be pivotal in location decisions. 
Fixed Costs 

But a relatively low level of fixed costs can make it economical to perform a particular activity in several locations at once. One advantage of this is that the firm can better accommodate demands for local responsiveness. Manufacturing in multiple locations may also help the firm avoid becoming too dependent on one location. Being too dependent on one location is particularly risky in a world of floating exchange rates. 

Minimum Efficient Scale 

The concept of economies of scale tells us that as plant output expands, unit costs decrease. The reasons include the greater utilization of capital equipment and the productivity gains that come with specialization of employees within the plant.7 However, beyond a certain level of output, few additional scale economies are available. 

The implications of this concept are as follows: The larger the minimum efficient scale of a plant, the greater the argument for centralizing production in a single location or a limited number of locations. Alternatively, when the minimum efficient scale of production is relatively low, it may be economical to manufacture a product at several locations. As in the case of low fixed costs, the advantages are allowing the firm to accommodate demands for local responsiveness or to hedge against currency risk by manufacturing the same product in several locations.

Flexible Manufacturing (Lean Production) 

Central to the concept of economies of scale is the idea that the best way to achieve high efficiency, and hence low unit costs, is through the mass production of a standardized output. The trade-off implicit in this idea is one between unit costs and product variety. Producing greater product variety from a factory implies shorter production runs, which in turn implies an inability to realize economies of scale. Increasing product variety makes it difficult for a company to increase its manufacturing efficiency and thus reduce its unit costs. This view of manufacturing efficiency has been challenged by the recent rise of flexible manufacturing technologies. The term flexible manufacturing technology--or lean production as it is often called--covers a range of manufacturing technologies that are designed to reduce setup times for complex equipment, increase utilization of individual machines through better scheduling, and improve quality control at all stages of the manufacturing process. Flexible manufacturing technologies allow a company to produce a wider variety of end products at a unit cost that at one time could be achieved only through the mass production of a standardized output. The term mass customization has been coined to describe this ability. Mass customization implies that a firm may be able to customize its product range to suit the needs of different customer groups without bearing a cost penalty. Research suggests that the adoption of flexible manufacturing technologies may increase efficiency and lower unit costs relative to what can be achieved by the mass production of a standardized output.10 

Flexible manufacturing technologies vary in their sophistication and complexity. 

Flexible machine cells are another common flexible manufacturing technology. A flexible machine cell is a grouping of various types of machinery, a common materials handler, and a centralized cell controller .Each cell normally contains four to six machines capable of performing a variety of operations. The typical cell is dedicated to the production of a family of parts or products. 

Improved capacity utilization and reductions in work in progress and waste are major efficiency benefits of flexible machine cells. Improved capacity utilization arises from the reduction in setup times and from the computer-controlled coordination of production flow between machines, which eliminates bottlenecks. The efficiency benefits of installing flexible manufacturing technology can be dramatic. 

Product Factors 

Two product features affect location decisions. The first is the product's value-to-weight ratio because of its influence on transportation costs. Many electronic components and pharmaceuticals have high value-to-weight ratios; they are expensive and they do not weigh very much. The opposite holds for products with low value-to-weight ratios. Refined sugar, certain bulk chemicals, paints, and petroleum products all have low value-to-weight ratios; they are relatively inexpensive products that weigh a lot. Accordingly, when they are shipped long distances, transportation costs account for a large percentage of total costs. 

The other product feature that can influence location decisions is whether the product serves universal needs, needs that are the same all over the world. Examples include many industrial products .

Locating Manufacturing Facilities 

As can be seen, concentration of manufacturing makes most sense when: 

· Differences between countries in factor costs, political economy, and culture have a substantial impact on the costs of manufacturing in various countries. 

· Trade barriers are low. 

· Important exchange rates are expected to remain relatively stable. 

· The production technology has high fixed costs, a high minimum efficient scale, or a flexible manufacturing technology exists. 

· The product's value-to-weight ratio is high. 

· The product serves universal needs. 

Alternatively, decentralization of manufacturing is appropriate when: 

· Differences between countries in factor costs, political economy, and culture do not have a substantial impact on the costs of manufacturing in various countries. 

· Trade barriers are high. 

· Volatility in important exchange rates is expected. 

· The production technology has low fixed costs, low minimum efficient scale, and flexible manufacturing technology is not available. 

· The product's value-to-weight ratio is low. 

· The product does not serve universal needs .
The Strategic Role of Foreign Factories 

Initially, many foreign factories are established where labor costs are low. Their strategic role typically is to produce labor-intensive products at as low a cost as possible. They located their factories in countries such as Malaysia, Thailand, and Singapore precisely because each of these countries offered an attractive combination of low labor costs, adequate infrastructure, and a favorable tax and trade regime. 

First, pressure from the center to improve a factory's cost structure and/or customize a product to the demands of consumers in a particular nation can start a chain of events that ultimately leads to development of additional capabilities at that factory. 

A second source of improvement in the capabilities of a foreign factory can be the increasing abundance of advanced factors of production in the nation in which the factory is located.Their communications and transportation infrastructures and the education level of the population have improved. 

For the manager of an international business, the important point to remember is that foreign factories can improve their capabilities over time, and this can be of immense strategic benefit to the firm. Rather than viewing foreign factories simply as sweatshops where unskilled labor churns out low-cost goods, managers need to view them as potential centers of excellence and to encourage and foster attempts by their local managers to upgrade the capabilities of their factories and, thereby, enhance their strategic standing within the corporation. 

Make-or-Buy Decisions 

International businesses frequently face sourcing decisions, decisions about whether they should make or buy the component parts that go into their final product. 

The Advantages of Make 

Lower Costs 

It may pay a firm to continue manufacturing a product or component part in-house if the firm is more efficient at that production activity than any other enterprise. Boeing, for example, recently undertook a very detailed review of its make-or-buy decisions with regard to commercial jet aircraft . Its rationale was that Boeing has a core competence in the production of wings, and it is more efficient at this activity than any other comparable enterprise in the world. 

Facilitating Specialized Investments 

A variation of that concept explains why firms might want to make their own components rather than buy  them. The argument is that when one firm must invest in specialized assets to supply another, mutual dependency is created. In such circumstances, each party fears the other will abuse the relationship by seeking more favorable terms. 

Let us first examine this situation from the perspective of an independent supplier who has been asked by Ford to make this investment. The supplier might reason that once it has made the investment, it will become dependent on Ford for business since Ford is the only possible customer for the output of this equipment. The supplier perceives this as putting Ford in a strong bargaining position and worries that once the specialized investment has been made, Ford might use this to squeeze down prices for the carburetors. Given this risk, the supplier declines to make the investment in specialized equipment. 

In general, we can predict that when substantial investments in specialized assets are required to manufacture a component, the firm will prefer to make the component internally rather than contract it out to a supplier. A growing amount of empirical evidence supports this prediction. 

Proprietary Product Technology Protection 

Proprietary product technology is technology unique to a firm. If it enables the firm to produce a product containing superior features, proprietary technology can give the firm a competitive advantage. The firm would not want this technology to fall into the hands of competitors. If the firm contracts out the manufacture of components containing proprietary technology, it runs the risk that those suppliers will expropriate the technology for their own use or that they will sell it to the firm's competitors. 
The Advantages of Buy 

Strategic Flexibility 

The great advantage of buying component parts from independent suppliers is that the firm can maintain its flexibility, switching orders between suppliers as circumstances dictate. This is particularly important internationally, where changes in exchange rates and trade barriers can alter the attractiveness of supply sources. Sourcing component parts from independent suppliers can also be advantageous when the optimal location for manufacturing a product is beset by political risks. Under such circumstances, foreign direct investment to establish a component manufacturing operation in that country would expose the firm to political risks. 

However, maintaining strategic flexibility has its downside. 
Lower Costs 

First, the greater the number of subunits in an organization, the greater are the problems of coordinating and controlling those units. Coordinating and controlling subunits requires top management to process large amounts of information about subunit activities. The greater the number of subunits, the more information top management must process and the harder it is to do well. Second, the firm that vertically integrates into component part manufacture may find that because its internal suppliers have a captive customer in the firm, they lack an incentive to reduce costs. The fact that they do not have to compete for orders with other suppliers may result in high operating costs. Third, leading on from the previous point, vertically integrated firms have to determine appropriate prices for goods transferred to subunits within the firm. 

Offsets 

Another reason for outsourcing some manufacturing to independent suppliers based in other countries is that it may help the firm capture more orders from that country. As noted in the Management Focus on Boeing, the practice of offsets is common in the commercial aerospace industry. 
Trade-offs 

Trade-offs are involved in make-or-buy decisions. The benefits of manufacturing components in-house seem to be greatest when highly specialized assets are involved, when vertical integration is necessary for protecting proprietary technology, or when the firm is simply more efficient than external suppliers at performing a particular activity. 

When these conditions are not present, the risk of strategic inflexibility and organizational problems suggest that it may be better to contract out component part manufacturing to independent suppliers. 
Coordinating a Global Manufacturing System 

Materials management, which encompasses logistics, embraces the activities necessary to get materials to a manufacturing facility, through the manufacturing process, and out through a distribution system to the end user. 

Materials management is a major undertaking in a firm with a globally dispersed manufacturing system and global markets. Consider the example of Bose Corporation, which is presented in the accompanying Management Focus. 
The Power of Just-in-Time 

The basic philosophy behind just-in-time (JIT) systems is to economize on inventory holding costs by having materials arrive at a manufacturing plant just in time to enter the production process and not before. The major cost saving comes from speeding up inventory turnover; this reduces inventory holding costs, such as warehousing and storage costs. 

In addition to the cost benefits, JIT systems can also help firms improve product quality. 

The Role of Organization 

As the number and dispersion of domestic and foreign markets and sources grow, the number and complexity of organizational linkages increase correspondingly. In a multinational enterprise, the challenge of managing the costs associated with purchases, currency exchange, inbound and outbound transportation, production,  inventory, communication, expediting, tariffs and duties, and overall administration is massive. A major requirement seems to be to legitimize materials management by separating it out as a function and giving it equal weight, in organizational terms, with other more traditional functions such as manufacturing, marketing, and R&D. According to materials management specialists, purchasing, production, and distribution are not separate activities but three aspects of one basic task: controlling the flow of materials and products from sources of supply through manufacturing and distribution into the hands of customers. 

Having established the legitimacy of materials management, the next dilemma is determining the best structure in a multinational enterprise. In practice, authority is either centralized or decentralized.23 Under a centralized solution, most materials  management decisions are made at the corporate level, which can ensure efficiency and adherence to overall corporate objectives. This is the case at Bose Corporation, for example. In large, complex organizations with many manufacturing plants, however, a centralized materials management function may become overloaded and unable to perform its task effectively. In such cases, a decentralized solution is needed. 

A decentralized solution delegates most materials management decisions to the level of individual manufacturing plants within the firm, although corporate headquarters retains responsibility for overseeing the function. The great advantage of decentralizing is that it allows plant-level materials management groups to develop the knowledge and skills needed for interacting with foreign suppliers that are important to their particular plant. This can lead to better decision making. The  disadvantage is that a lack of coordination between plants can result in less than optimal global sourcing. It can also lead to duplication of materials management efforts. These disadvantages can be attenuated, however, by information systems that enable headquarters to coordinate the various plant-level materials management groups. 

The Role of Information Technology 

As we saw in the Management Focus on Bose Corporation, information systems play a crucial role in modern materials management. By tracking component parts as they make their way across the globe toward an assembly plant, information systems enable a firm to optimize its production scheduling according to when components are expected to arrive. By locating component parts in the supply chain precisely, good information systems allow the firm to accelerate production when needed by pulling key components out of the regular supply chain and having them flown to the manufacturing plant. 

Chapter Seventeen 

Global Marketing and R&D 

The Globalization of Markets? 

In a now-famous Harvard Business Review article, Theodore Levitt wrote lyrically about the globalization of world markets. Levitt's arguments have become something of a lightning rod in the debate about the extent of globalization. The rise of global media such as MTV , and the ability of such media to help shape a global culture, would seem to lend weight to Levitt's argument. If Levitt is correct, his argument has major implications for the marketing strategies pursued by international business. However, the current consensus  among academics seems to be that Levitt overstates his case. Although Levitt may have a point when it comes to many basic industrial products, such as steel, bulk chemicals, and semiconductor chips, globalization seems to be the exception rather than the rule in many consumer goods markets and industrial markets. 

Market Segmentation 

Market segmentation refers to identifying distinct groups of consumers whose purchasing behavior differs from others in important ways. Markets can be segmented in numerous ways: by geography, demography , social-cultural factors, and psychological factors. Because different segments exhibit different patterns of purchasing behavior, firms often adjust their marketing mix from segment to segment. When managers in an international business consider market segmentation in foreign countries, they need to be cognizant of two main issues--the differences between countries in the structure of market segments, and the existence of segments that transcend national borders. The structure of market segments may differ significantly from country to country. An important market segment in a foreign country may have no parallel in the firm's home country, and vice versa. 

Product Attributes 

Cultural Differences 

Countries differ along a whole range of dimensions, including social structure, language, religion, and education. The most important aspect of cultural differences is probably the impact of tradition. Tradition is particularly important in foodstuffs and beverages. Tastes and preferences are becoming more cosmopolitan. Coffee is gaining ground against tea in Japan and Great Britain, while American-style frozen dinners have become popular in Europe (with some fine-tuning to local tastes). Taking advantage of these trends, Nestle has found that it can market its instant coffee, spaghetti bolognese, and Lean Cuisine frozen dinners in essentially the same manner in both North America and Western Europe. However, there is no market for Lean Cuisine dinners in most of the rest of the world, and there may never be. 
Economic Differences 

Consumer behavior is influenced by the level of economic development of a country. Firms based in highly developed countries such as the United States tend to build a lot of extra performance attributes into their products. These extra attributes are not usually demanded by consumers in less developed nations, where the preference is for more basic products. 

Product and Technical Standards 

Even with the forces that are creating some convergence of consumer tastes and preferences among advanced, industrialized nations. Differing government-mandated product standards can rule out mass production and marketing of a standardized product. Several special parts must be built into backhoe-loaders that will be sold in Germany: a separate brake attached to the rear axle, a special locking mechanism on the backhoe operating valve, specially positioned valves in the steering system, and a lock on the bucket for traveling. 

Differences in technical standards also constrain the globalization of markets. Some of these differences result from idiosyncratic decisions made long ago, rather than from government actions, but their long-term effects are nonetheless profound. 
Distribution Strategy 

A Typical Distribution System 

The three main differences between distribution systems are retail concentration, channel length, and channel exclusivity. 

Differences between Countries 

Retail Concentration 

In some countries, the retail system is very concentrated, but it is fragmented in others. In a concentrated system, a few retailers supply most of the market. A fragmented system is one in which there are many retailers, no one of which has a major share of the market. This has facilitated system concentration. Japan's much greater population density together with the large number of urban centers that grew up before the automobile have yielded a more fragmented retail system of many small stores that serve local neighborhoods and to which people frequently walk. 

Channel Length 

Channel length refers to the number of intermediaries between the producer  and the consumer. If the producer sells directly to the consumer, the channel is very short. If the producer sells through an import agent, a wholesaler, and a retailer, a long channel exists. The choice of a short or long channel is primarily a strategic decision for the producing firm. However, some countries have longer distribution channels than others. The most important determinant of channel  length is the degree to which the retail system is fragmented. Fragmented retail systems tend to promote the growth of wholesalers to serve retailers, which lengthens channels. 

Channel Exclusivity 

An exclusive distribution channel is one that is difficult for outsiders to access. For example, it is often difficult for a new firm to get access to shelf space in US supermarkets. This occurs because retailers tend to prefer to carry the products of long-established manufacturers of foodstuffs with national reputations rather than gamble on the products of unknown firms. The exclusivity of a distribution system varies between countries. First, after a decade of lackluster economic performance, Japan is changing. In their search for profits, retailers are far more willing than they have been historically to violate the old norms of exclusivity. Second, P&G has been in Japan long enough and has a broad enough portfolio of consumer products to give it considerable leverage with distributors, enabling it to push new products out through the distribution channel. 

Choosing a Distribution Strategy 

A choice of distribution strategy determines which channel the firm will use to reach potential consumers. The optimal strategy is determined by the relative costs and benefits of each alternative. The relative costs and benefits of each alternative vary from country to country, depending on the three factors we have just discussed: retail concentration, channel length, and channel exclusivity. 

Because each intermediary in a channel adds its own markup to the products, there is generally a critical link between channel length, the final selling price, and the firm's profit margin. The longer a channel, the greater is the aggregate markup, and the higher the price that consumers are charged for the final product. 

If such an arrangement is not possible, the firm might want to consider other, less traditional alternatives to gaining market access. Frustrated by channel exclusivity in Japan, some foreign manufacturers of consumer goods have attempted to sell directly to Japanese consumers using direct mail and catalogs. REI, a retailer of outdoor clothing and equipment based in the northwestern United States, had trouble persuading Japanese wholesalers and retailers to carry its products. So instead it began a direct-mail campaign in Japan that is proving very successful. 

Communication Strategy 

Barriers to International Communications 

International communication occurs whenever a firm uses a marketing message to sell its products in another country. 

Cultural Barriers 

Cultural barriers can make it difficult to communicate messages across cultures. We discussed some sources and consequences of cultural differences between nations in Chapter 3 and in the previous section of this chapter. Due to cultural differences, a message that means one thing in one country may mean something quite different in another. The best way for a firm to overcome cultural barriers is to develop cross-cultural literacy .In addition, it should use local input, such as a local advertising agency, in developing its marketing message. If the firm uses direct selling rather than advertising to communicate its message, it should develop a local sales force whenever possible. Cultural differences limit a firm's ability to use the same marketing message the world over. What works well in one country may be offensive in another. 

Source Effects 

Source effects occur when the receiver of the message evaluates the message based on the status or image of the sender. Source effects can be damaging for an international business when potential consumers in a target country have a bias against foreign firms. 

Source effects are not always negative. French wine, Italian clothes, and German luxury cars benefit from nearly universal positive source effects. In such cases, it may pay a firm to emphasize its foreign origins. 
Noise Levels 

Noise tends to reduce the probability of effective communication. Noise refers to the amount of other messages competing for a potential consumer's attention, and this too varies across countries. 
Push versus Pull Strategies 

The main decision with regard to communications strategy is the choice between a push strategy and a pull strategy. A push strategy emphasizes personal selling rather than mass media advertising in the promotional mix. Although very effective as a  promotional tool, personal selling requires intensive use of a sales force and is relatively costly. A pull strategy depends more on mass media advertising to communicate the marketing message to potential consumers. 

Factors that determine the relative attractiveness of push and pull strategies include product type relative to consumer sophistication, channel length, and media availability. 

Product Type and Consumer Sophistication 

A pull strategy is generally favored by firms in consumer goods industries that are trying to sell to a large segment of the market. For such firms, mass communication has cost advantages, and direct selling is rarely used. But a push strategy is favored by firms that sell industrial products or other complex products. Direct selling allows the firm to educate potential consumers about the features of the product. 
Channel Length 

The longer the distribution channel, the more intermediaries there are that must be persuaded to carry the product for it to reach the consumer. This can lead to inertia in the channel, which can make entry very difficult. Using direct selling to push a product through many layers of a distribution channel can be very expensive. In such circumstances, a firm may try to pull its product through the channels by using mass advertising to create consumer demand--once demand is created, intermediaries will feel obliged to carry the product. 

Media Availability 

The rise of cable television in the United States has facilitated extremely focused advertising. With a few exceptions such as Canada and Japan, this level of media sophistication is not found outside the United States. Even many advanced nations have far fewer electronic media available for advertising. 

Media availability is limited by law in some cases. Few countries allow advertisements for tobacco and alcohol products on television and radio, though they are usually permitted in print media. 
The Push-Pull Mix 

The optimal mix between push and pull strategies depends on product type and consumer sophistication, channel length, and media sophistication. Push strategies tend to be emphasized: 

· For industrial products and/or complex new products. 

· When distribution channels are short. 

· When few print or electronic media are available. 

Pull strategies tend to be emphasized: 

· For consumer goods. 

· When distribution channels are long. 

· When sufficient print and electronic media are available to carry the marketing message. 

Global Advertising 

In recent years, largely inspired by the work of visionaries such as Theodore Levitt, there has been much discussion about the pros and cons of standardizing advertising worldwide. One of the most successful standardized campaigns has been Philip Morris's promotion of Marlboro cigarettes. 
For Standardized Advertising 

The support for global advertising is threefold. First, it has significant economic advantages. Standardized advertising lowers the costs of value creation by spreading the fixed costs of developing the advertisements over many countries. Second, there is the concern that creative talent is scarce and so one large effort to develop a campaign will produce better results than 40 or 50 smaller efforts. A third justification for a standardized approach is that many brand names are global. 

Against Standardized Advertising 

There are two main arguments against globally standardized advertising. First, as we have seen repeatedly in this chapter and in Chapter 3, cultural differences between nations are such that a message that works in one nation can fail miserably in another. Second, advertising regulations may block implementation of standardized advertising. The scheme advertised the offer of "bonus points" every time American  Express cardholders used their cards. According to the advertisements, these "bonus points" could be used toward air travel with three airlines and hotel accommodations. 

Dealing with Country Differences 

Some firms are experimenting with capturing some benefits of global standardization while recognizing differences in countries' cultural and legal environments. A firm may select some features to include in all its advertising campaigns and localize other features. By doing so, it may be able to save on some costs and build international brand recognition and yet customize its advertisements to different cultures. 

Pricing Strategy 

Price Discrimination 

Price discrimination involves charging whatever the market will bear; in a competitive market, prices may have to be lower than in a market where the firm has a monopoly. Price discrimination can help a company maximize its profits. It makes economic sense to charge different prices in different countries. First, the firm must be able to keep its national markets separate. The second necessary condition for profitable price discrimination is different price elasticities of demand in different countries. The price elasticity of demand is a measure of the responsiveness of demand for a product to changes in price. 

The Determinants of Demand Elasticity 

The elasticity of demand for a product in a given country is determined by a number of factors, of which income level and competitive conditions are the two most important. Price elasticity tends to be greater in countries with low income levels. Consumers with limited incomes tend to be very price conscious; they have less to spend, so they look much more closely at price. In general, the more competitors there are, the greater consumers' bargaining power will be and the more likely consumers will be to buy from the firm that charges the lowest price. 

Profit Maximizing under Price Discrimination 

For those readers with some grasp of economic logic, we can offer a more formal presentation of the above argument. The US market is not competitive, so there the firm faces an inelastic demand curve (DU) and marginal revenue curve (MRU). Also shown in the figure are the firm's total demand curve (DJ+U), total marginal revenue curve (MRJ+U), and marginal cost curve (MC). The total demand curve is simply the summation of the demand facing the firm in Japan and the United States, as is the total marginal revenue curve. 

Strategic Pricing  

Predatory Pricing 

Predatory pricing is the use of price as a competitive weapon to drive weaker competitors out of a national market. Once the competitors have left the market, the firm can raise prices and enjoy high profits. For such a pricing strategy to work, the firm must normally have a profitable position in another national market, which it can use to subsidize aggressive pricing in the market it is trying to monopolize. 
Multipoint Pricing Strategy 

Multi-point pricing becomes an issue when two or more international businesses compete against each other in two or more national markets. Multipoint pricing refers to the fact a firm's pricing strategy in one market may have an impact on its rivals' pricing strategy in another market. Aggressive pricing in one market may elicit a competitive response from a rival in another market. This strategic response recognized the interdependence between Kodak and Fuji and the fact that they compete against each other in many different nations. Fuji responded to Kodak's counterattack by pulling back from its aggressive stance in the United States. 

Pricing decisions around the world need to be centrally monitored. It is tempting to delegate full responsibility for pricing decisions to the managers of various national subsidiaries, thereby reaping the benefits of decentralization. 

Regulatory Influences on Prices 

Antidumping Regulations 

Both predatory pricing and experience curve pricing can run afoul of antidumping regulations. Dumping occurs whenever a firm sells a product for a price that is less than the cost of producing it. Most regulations, however, define dumping more vaguely. 

Antidumping rules set a floor under export prices and limit firms' ability to pursue strategic pricing. The rather vague terminology used in most antidumping actions suggests that a firm's ability to engage in price discrimination also may be challenged under antidumping legislation. 

Competition Policy 

Most industrialized nations have regulations designed to promote competition and to restrict monopoly practices. These regulations can be used to limit the prices a firm can charge in a given country. 
Configuring the Marketing Mix 

There are many reasons a firm might vary aspects of its marketing mix from country to country to take into account local differences in culture, economic conditions, competitive conditions, product and technical standards, distribution systems, government regulations, and the like. Such differences may require variation in product attributes, distribution strategy, communications strategy, and pricing strategy. The cumulative effect of these factors makes it rare for a firm to adopt the same marketing mix worldwide. 

However, there are often significant opportunities for standardization along one or more elements of the marketing mix. Firms may find that it is possible and desirable to standardize their global advertising message and/or core product attributes to realize substantial cost economies. They may find it desirable to customize their distribution and pricing strategy to take advantage of local differences. In reality, the "customization versus standardization" debate is not an all or nothing issue; it frequently makes sense to standardize some aspects of the marketing mix, and customize others, depending on conditions in various national marketplaces.

New Product Development 

Firms that successfully develop and market new products can earn enormous returns. Intel, which has consistently managed to lead in the development of innovative microprocessors to run personal computers; and Cisco Systems, which developed the routers that sit at the hubs of internet connections, directing the flow of digital traffic. In today's world, competition is as much about technological innovation as anything else. The pace of technological change has accelerated since the Industrial Revolution in the 18th century, and it continues to do so today. The result has been a dramatic shortening of product life cycles. Technological innovation is both creative and destructive. An innovation can make established products obsolete overnight. But an innovation can also make a host of new products possible. Witness recent changes in the electronics industry. 

This "creative destruction" unleashed by technological change makes it critical that a firm stay on the leading edge of technology, lest it lose out to a competitor's innovations. As we explain in the next subsection, this not only creates a need for the firm to invest in R&D, but it also requires the firm to establish R&D activities at those locations where expertise is concentratedThe Location of R&D 

By and large, ideas for new products are stimulated by the interactions of scientific research, demand conditions, and competitive conditions. Other things being equal, the rate of new product development seems to be greater in countries where: 

· More money is spent on basic and applied research and development. 

· Underlying demand is strong. 

· Consumers are affluent. 

· Competition is intense.23 

Basic and applied research and development discovers new technologies and then commercializes them. Strong demand and affluent consumers create a potential market for new products. Intense competition between firms stimulates innovation as the firms try to beat their competitors and reap potentially enormous first-mover advantages that result from successful innovation. 

Integrating R&D, Marketing, and Production 

Although a firm that is successful at developing new products may earn enormous returns, new-product development is very risky with a high failure rate. One study of product development in 16 companies in the chemical, drug, petroleum, and electronics industries suggested that only about 20 percent of R&D projects result in commercially successful products or processes. The reasons for such high failure rates are various and include development of a technology for which there is only limited demand, failure to adequately commercialize promising technology, and inability to manufacture a new product cost effectively. Firms can avoid such mistakes by insisting on tight cross-functional coordination and integration between three core functions involved in the development of new products: R&D, marketing, and production. Tight cross-functional integration between R&D, production, and marketing can help a company to ensure that 

1. Product development projects are driven by customer needs. 

2. New products are designed for ease of manufacture. 

3. Development costs are kept in check. 

4. Time to market is minimized. 

Cross-Functional Teams. 
First, the team should be led by a "heavyweight" project manager who has high status within the organization and who has the power and authority required to get the financial and human resources the team needs to succeed. The "heavyweight" leader should be dedicated primarily. Second, the team should be composed of at least one member from each key function. The team members should have a number of attributes, including an ability to contribute functional expertise, high standing within their function, a willingness to share responsibility for team results, and an ability to put functional and national advocacy aside. Third, the team members should be physically co-located if possible to create a sense of camaraderie and to facilitate communication. This presents problems if the team members are drawn from facilities in different nations. 

Implications for the International Business 
The need to integrate R&D and marketing to adequately commercialize new technologies poses special problems in the international business, since commercialization may require different versions of a new product to be produced for different countries. 

While there is no one best model for allocating product development responsibilities to various centers, one solution adopted by many international businesses involves establishing a global network of R&D centers. Within this model, fundamental research is undertaken at basic research centers around the globe. These centers are normally located in regions or cities where valuable scientific knowledge is being created and where there is a pool of skilled research talent . These technologies are picked up by R&D units attached to global product divisions and are used to generate new products to serve the global marketplace. At this level, emphasis is placed on commercialization of the technology and design for manufacturing. If further customization is needed so the product appeals to the tastes and preferences of consumers in individual markets, such redesign work will be done by an R&D group based in a subsidiary in that country or at a regional center that customizes products for several countries in the region. 

Chapter Eighteen 

Global Human Resource Management 

Introduction 

Human resource management refers to the activities an organization carries out to use its human resource effectively. These activities include determining the firm's human resource strategy, staffing, performance evaluation, management development, compensation, and labor relations. 

The strategic role of HRM is complex enough in a purely domestic firm, but it is more complex in an international business, where staffing, management development, performance evaluation, and compensation activities are complicated by profound differences between countries in labor markets, culture, legal systems, economic systems, and the like .
The Strategic Role of International HRM 

We examined four strategies pursued by international businesses--the multidomestic, the international, the global, and the transnational. Multidomestic firms try to create value by emphasizing local responsiveness; international firms, by transferring core competencies overseas; global firms, by realizing experience curve  and location economies; and transnational firms, by doing all these things simultaneously. Success also requires HRM policies to be congruent with the firm's strategy and with its formal and informal structure and controls. The opening case alluded to the relationship between strategy, structure, and HRM. Through its employee selection, management development, performance appraisal, and compensation policies, the HRM function can help develop these things. 

Staffing Policy 

Staffing policy is concerned with the selection of employees for particular jobs. At one level, this involves selecting individuals who have the skills required to do particular jobs. 

The need for integration is substantially lower in a multidomestic firm. There is less performance ambiguity and not the same need for cultural controls. In theory, this means the HRM function can pay less attention to building a unified corporate culture. In multidomestic firms, the culture can be allowed to vary from national  operation to national operation. 
Types of Staffing Policy 

The Ethnocentric Approach 

An ethnocentric staffing policy is one in which all key management positions are filled by parent-country nationals. First, the firm may believe the host country lacks qualified individuals to fill senior management positions. Second, the firm may see an ethnocentric staffing policy as the best way to maintain a unified corporate culture. Third, if the firm is trying to create value by transferring core competencies to a foreign operation, as firms pursuing an international strategy are, it may believe that the best way to do this is to transfer parent - country nationals who have knowledge of that competency to the foreign operation.. 

The Polycentric Approach 

A polycentric staffing policy requires host-country nationals to be recruited to manage subsidiaries, while parent-country nationals occupy key positions at corporate headquarters. In many respects, a polycentric approach is a response to the shortcomings of an ethnocentric approach. One advantage of adopting a polycentric approach is that the firm is less likely to suffer from cultural myopia. Host-country managers are unlikely to make the mistakes arising from cultural misunderstandings that expatriate managers are vulnerable to. A second advantage is that a polycentric approach may be less expensive to implement, reducing the costs of value creation. Expatriate managers can be very expensive to maintain. 

A polycentric approach also has its drawbacks. Host-country nationals have limited opportunities to gain experience outside their own country and thus cannot progress beyond senior positions in their own subsidiary..8 

The Geocentric Approach 

A geocentric staffing policy seeks the best people for key jobs throughout the organization, regardless of nationality. There are a number of advantages to this policy. First, it enables the firm to make the best use of its human resources. Second, and perhaps more important, a geocentric policy enables the firm to build a cadre of international executives who feel at home working in a number of cultures. Creation of such a cadre may be a critical first step toward building a strong unifying corporate culture and an informal management network, both of which are required for global and transnational strategies (see Table 18.1).9 Firms pursuing a geocentric staffing policy may be better able to create value from the pursuit of experience curve and location economies and from the multidirectional transfer of core competencies than firms pursuing other staffing policies. In addition, the multinational composition of the management team that results from geocentric staffing tends to reduce cultural myopia and to enhance local responsiveness. 

Expatriate Failure Rates 

Expatriate failure represents a failure of the firm's selection policies to identify individuals who will not thrive abroad. The costs of expatriate failure are high. One estimate is that the average cost per failure to the parent firm can be as high as three times the expatriate's annual domestic salary plus the cost of relocation .Tung asked her sample of multinational managers to indicate reasons for expatriate failure. For US multinationals, the reasons, in order of importance, were 

1. Inability of spouse to adjust. 

2. Manager's inability to adjust. 

3. Other family problems. 

4. Manager's personal or emotional maturity. 

5. Inability to cope with larger overseas responsibilities. 

Managers of European firms gave only one reason consistently to explain expatriate failure: the inability of the manager's spouse to adjust to a new environment. For the Japanese firms, the reasons for failure were 

1. Inability to cope with larger overseas responsibilities. 

2. Difficulties with new environment. 

3. Personal or emotional problems. 

4. Lack of technical competence. 

5. Inability of spouse to adjust. 

Expatriate Selection 

1. Self-orientation. The attributes of this dimension strengthen the expatriate's self-esteem, self-confidence, and mental well-being. Expatriates with high self-esteem, self-confidence, and mental well-being were more likely to succeed in foreign postings. 
2. Others-orientation. The attributes of this dimension enhance the expatriate's ability to interact effectively with host-country nationals. The more effectively the expatriate interacts with host-country nationals, the more likely he or she is to succeed. Two factors seem to be particularly important here: relationship development and willingness to communicate. Relationship development refers to the ability to develop long-lasting friendships with host-country nationals. 

3. Perceptual ability. This is the ability to understand why people of other countries behave the way they do; that is, the ability to empathize. This dimension seems critical for managing host-country nationals. Expatriate managers who lack this ability tend to treat foreign nationals as if they were home-country nationals. 
4. Cultural toughness. This dimension refers to the fact that how well an expatriate adjusts to a particular posting tends to be related to the country of assignment. Some countries are much tougher postings than others because their cultures are more unfamiliar and uncomfortable. 

Training and Management Development 

Training for Expatriate Managers 

Cultural Training 

Cultural training seeks to foster an appreciation for the host country's culture. The belief is that understanding a host country's culture will help the manager empathize with the culture, which will enhance her effectiveness in dealing with host-country nationals. It has been suggested that expatriates should receive training in the host country's culture, history, politics, economy, religion, and social and business practices.
 Language Training 

English is the language of world business; it is quite possible to conduct business all over the world using only English. 
Practical Training 

Practical training is aimed at helping the expatriate manager and family ease themselves into day-to-day life in the host country. The sooner a routine is established, the better are the prospects that the expatriate and her family will adapt successfully. 
Repatriation of Expatriates 

A largely overlooked but critically important issue in the training and development of expatriate managers is to prepare them for reentry into their home country organization. Repatriation should be seen as the final link in an integrated, circular process that connects good selection and cross-cultural training of expatriate managers with completion of their term abroad and reintegration into their national organization. 

Often when they return home after a stint abroad--where they have typically been autonomous, well-compensated, and celebrated as a big fish in a little pond--they face an organization that doesn't know what they have done for the last few years, doesn't know how to use their new knowledge, and doesn't particularly care. In the worst cases, reentering employees have to scrounge for jobs, or firms will create standby positions that don't use the expatriate's skills and capabilities and fail to make the most of the business investment the firm has made in that individual. 

Management Development and Strategy 

Management development programs are designed to increase the overall skill levels of managers through a mix of ongoing management education and rotations of managers through a number of jobs within the firm to give them varied experiences. They are attempts to improve the overall productivity and quality of the firm's management resources. 

International businesses increasingly are using management development as a strategic tool. This is particularly true in firms pursuing a transnational strategy, as increasing numbers are. Such firms need a strong unifying corporate culture and informal management networks to assist in coordination and control. 

Management development programs help build a unifying corporate culture by socializing new managers into the norms and value systems of the firm. In-house company training programs and intense interaction during off-site training can foster esprit de corps--shared experiences, informal networks, perhaps a company language or jargon--as well as develop technical competencies. These training events often include songs, picnics, and sporting events that promote feelings of togetherness.

Performance Appraisal 

Performance Appraisal Problems 

Unintentional bias makes it difficult to evaluate the performance of expatriate managers objectively. In most cases, two groups evaluate the performance of expatriate managers, host-nation managers and home-office managers, and both are subject to bias. The host-nation managers may be biased by their own cultural frame of reference and expectations. Home-country managers' appraisals may be biased by distance and by their own lack of experience working abroad. Home-office management is often not aware of what is going on in a foreign operation. 

Due to such biases, many expatriate managers believe that headquarters management evaluates them unfairly and does not fully appreciate the value of their skills and experience. This could be one reason many expatriates believe a foreign posting does not benefit their careers. 

Guidelines for Performance Appraisal 

Several things can reduce bias in the performance appraisal process. First, most expatriates appear to believe more weight should be given to an on-site manager's appraisal than to an off-site manager's appraisal. Due to proximity, an on-site manager is more likely to evaluate the soft variables that are important aspects of an expatriate's performance. The evaluation may be especially valid when the on-site manager is of the same nationality as the expatriate, since cultural bias should be alleviated. Finally, when the policy is for foreign on-site managers to write performance evaluations, home-office managers should be consulted before an on-site manager completes a formal termination evaluation
  Compensation 

National Differences in Compensation 

Substantial differences exist in the compensation of executives at the same level in various countries. These differences in compensation raise a perplexing question for an international business: Should the firm pay executives in different countries according to the prevailing standards in each country, or should it equalize pay on a global basis? The problem does not arise in firms pursuing ethnocentric or polycentric staffing policies. 

Expatriate Pay 

Base Salary 

An expatriate's base salary is normally in the same range as the base salary for a similar position in the home country. The base salary is normally paid in either the home-country currency or in the local currency. 

Foreign Service Premium 

A foreign service premium is extra pay the expatriate receives for working outside his or her country of origin. It is offered as an inducement to accept foreign postings. It compensates the expatriate for having to live in an unfamiliar country isolated from family and friends, having to deal with a new culture and language, and having to adapt new work habits and practices. 
Allowances 

Four types of allowances are often included in an expatriate's compensation package: hardship allowances, housing allowances, cost-of-living allowances, and education allowances. A hardship allowance is paid when the expatriate is being sent to a difficult location, usually defined as one where such basic amenities as health care, schools, and retail stores are grossly deficient by the standards of the expatriate's home country. A housing allowance is normally given to ensure that the expatriate can afford the same quality of housing in the foreign country as at home. In locations where housing is very expensive .

Taxation 

Unless a host country has a reciprocal tax treaty with the expatriate's home country, the expatriate may have to pay income tax to both the home- and host-country governments. When a reciprocal tax treaty is not in force, the firm typically pays the expatriate's income tax in the host country. In addition, firms normally make up the difference when a higher income tax rate in a host country reduces an expatriate's take-home pay. 

Benefits 

Many firms also ensure that their expatriates receive the same level of medical and pension benefits abroad that they received at home. This can be very costly for the firm, since many benefits that are tax deductible for the firm in the home country may not be deductible out of the country. 

International Labor Relations 

The HRM function of an international business is typically responsible for international labor relations. From a strategic perspective, the key issue in international labor relations is the degree to which organized labor can limit the choices of an international business. 

The Concerns of Organized Labor 

Labor unions generally try to get better pay, greater job security, and better working conditions for their members through collective bargaining with management. Unions' bargaining power is derived largely from their ability to threaten to disrupt production, either by a strike or some other form of work protest. This threat is credible, however, only insofar as management has no alternative but to employ union labor. 

A principal concern of domestic unions about multinational firms is that the company can counter their bargaining power with the power to move production to another country. 

The Strategy of Organized Labor 

Organized labor has responded to the increased bargaining power of multinational corporations by taking three actions: 
(1) trying to establish international labor organizations.

 (2) lobbying for national legislation to restrict multinationals.

 (3) trying to achieve international regulations on multinationals through such organizations as the United Nations. However, the ITSs have had virtually no real success. Although national unions may want to cooperate, they also compete with each other to attract investment from international businesses, and hence jobs for their members. 

A further impediment to cooperation has been the wide variation in union structure. Trade unions developed independently in each country. As a result, the structure and ideology of unions tend to vary significantly from country to country, as does the nature of collective bargaining. 

Approaches to Labor Relations 

International businesses differ markedly in their approaches to international labor relations. The main difference is the degree to which labor relations activities are centralized or decentralized. Historically, most international businesses have decentralized international labor relations activities to their foreign subsidiaries because labor laws, union power, and the nature of collective bargaining varied so much from country to country. It made sense to decentralize the labor relations function to local managers. The belief was that there was no way central management could effectively handle the complexity of simultaneously managing labor relations in a number of different environments. 

Chapter Nineteen 

Accounting 
in the International Business 

Country Differences in Accounting Standards 

Accounting is shaped by the environment in which it operates. Just as different countries have different political systems, economic systems, and cultures, they also have different accounting systems. In each country, the accounting system has evolved in response to the demands for accounting information. 

Despite attempts to harmonize standards by developing internationally acceptable accounting conventions , a myriad of differences between national accounting systems still remain. 

Although many factors can influence the development of a country's accounting system, there appear to be five main variables: 

1. The relationship between business and the providers of capital. 

2. Political and economic ties with other countries. 

3. The level of inflation. 

4. The level of a country's economic development. 

5. The prevailing culture in a country.
Relationship between Business and Providers of Capital 

The three main external sources of capital for business enterprises are individual investors, banks, and government. In most advanced countries, all three sources are important. In the United States, for example, business firms can raise capital by selling shares and bonds to individual investors through the stock market and the bond market. They can also borrow capital from banks and, in rather limited cases, from the government. The  importance of each source of capital varies from country to country. 

In countries such as Switzerland, Germany, and Japan, a few large banks satisfy most of the capital needs of business enterprises. Individual investors play a relatively minor role. In these countries, the role of the banks is so important that a bank's officers often have seats on the boards of firms to which it lends capital. In such circumstances, the information needs of the capital providers are satisfied in a relatively straightforward way--through personal contacts, direct visits, and information provided at board meetings. Consequently, although firms still prepare financial reports, because government regulations in these countries mandate some public disclosure of a firm's financial position, the reports tend to contain less information than those of British or US firms. Because banks are the major providers of capital, financial accounting practices are oriented toward protecting a bank's investment. Thus, assets are valued conservatively and liabilities are overvalued  to provide a cushion for the bank in the event of default. 

Political and Economic Ties with Other Countries 

Similarities in the accounting systems of countries are sometimes due to the countries' close political and/or economic ties. Similarly, the European Union has been attempting to harmonize accounting practices in its member countries. The accounting systems of EU members such as Great Britain, Germany, and France are quite different now, but they may all converge on some norm eventually. 

Inflation Accounting 

In many countries, including Germany, Japan, and the United States, accounting is based on the historic cost principle. This principle assumes the currency unit used to report financial results is not losing its value due to inflation. Firms record sales, purchases, and the like at the original transaction price and make no adjustments in the amounts later. The appropriateness of this principle varies inversely with the level of inflation in a country.Called current cost accounting, it adjusts all items in a financial statement--assets, liabilities, costs, and revenues--to factor out the effects of inflation. The method uses a general price index to convert historic figures into current values. 

Level of Development 

Developed nations tend to have large, complex organizations, whose accounting problems are far more difficult than those of small organizations. Developed nations also tend to have sophisticated capital markets in which business organizations raise funds from investors and banks. These providers of capital require that the organizations they invest in and lend to provide comprehensive reports of their financial activities. The work forces of developed nations tend to be highly educated and skilled and can perform complex accounting functions. 
Culture 

A number of academic accountants have argued that the culture of a country has an important impact upon the nature of its accounting system. Using the cultural typologies developed by Hofstede, researchers have found that the extent to which a culture is characterized by uncertainty avoidance seems to have an impact on accounting systems. Uncertainty avoidance refers to the extent to which cultures socialize their members to accept ambiguous situations and tolerate uncertainty. 

Accounting Clusters 

Few countries have identical accounting systems. Notable similarities between nations do exist, however, and three groups of countries with similar standards are identified in Map 19.1. One group might be called the British-American-Dutch group. Great Britain, the United States, and the Netherlands are the trendsetters in this group. All these countries have large, well-developed stock and bond markets where firms raise capital from investors. A second group might be called the Europe-Japan group. Firms in these countries have very close ties to banks, which supply a large proportion of their capital needs. third group might be the South American group. The countries in this group have all experienced persistent and rapid inflation. 

National and International Standards 

Consequences of the Lack of Comparability 

An unfortunate result of national differences in accounting and auditing standards is the general lack of comparability of financial reports from one country to another. For example: 

· Research and development costs must be written off in the year they are incurred in the United States, but in Spain they may be deferred as an asset and need not be amortized as long as benefits that will cover them are expected to arise in the future. 

· German accountants treat depreciation as a liability, whereas British companies deduct it from assets. 

Transnational financing occurs when a firm based in one country enters another country's capital market to raise capital from the sale of stocks or bonds. Transnational investment occurs when an investor based in one country enters the capital market of another nation to invest in the stocks or bonds of a firm based in that country. 

The rapid expansion of transnational financing and investment in recent years has been accompanied by a corresponding growth in transnational financial reporting. The lack of comparability between accounting standards in different nations can lead to confusion. 

In addition to the problems this lack of comparability gives investors, it can give the firm major headaches. The firm has to explain to its investors why its financial position looks so different in the two accountings. Also, an international business may find it difficult to assess the financial positions of important foreign customers, suppliers, and competitors. 

International Standards 

Substantial efforts have been made in recent years to harmonize accounting standards across countries. The International Accounting Standards Committee (IASC) is a major proponent of standardization. Other areas of interest to the accounting profession worldwide, including auditing, ethical, educational, and public-sector standards, are handled by the International Federation of Accountants (IFAC), which has the same membership. 

Another hindrance to the development of international accounting standards is that compliance is voluntary; the IASC has no power to enforce its standards.

Despite this, support for the IASC and recognition of its standards is growing. Increasingly, the IASC is regarded as an effective voice for defining acceptable worldwide accounting principles. Japan, for example, began requiring financial statements to be prepared on a consolidated basis after the IASC issued its initial standards on the topic.
The impact of the IASC standards has probably been least noticeable in the United States because most of the standards issued by the IASC have been consistent with opinions already articulated by the US Financial Accounting Standards Board (FASB). Another body that promises to have substantial influence on the harmonization of accounting standards, at least within Europe, is the European Union (EU). In  accordance with its plans for closer economic and political union, the EU is attempting to harmonize the accounting principles of its 15 member countries. The EU does this by issuing directives that the member states are obligated to incorporate into their own national laws. Because EU directives have the power of law, we might assume the EU has a better chance of achieving harmonization than the IASC does, but the EU is experiencing implementation difficulties. These difficulties arise from the wide variation in accounting practices among EU member countries. 

Multinational Consolidation and Currency Translation 

Consolidated Financial Statements 

Many firms find it advantageous to organize as a set of separate legal entities. Multinationals are often required by the countries in which they do business to set up a separate company. However, although the subsidiaries may be separate legal entities, they are not separate economic entities. Economically, all the companies in a corporate group are interdependent. 
Preparing consolidated financial statements is becoming the norm for multinational firms. Investors realize that without consolidated financial statements, a multinational firm could conceal losses in an unconsolidated subsidiary, thereby hiding the economic status of the entire group. 
Currency Translation 

The Current Rate Method 

Under the current rate method, the exchange rate at the balance sheet date is used to translate the financial statements of a foreign subsidiary into the home currency of the multinational firm. Although this may seem logical, it is incompatible with the historic cost principle, which, as we saw earlier, is a generally accepted accounting principle in many countries. 

The Temporal Method 

One way to avoid this problem is to use the temporal method to translate the accounts of a foreign subsidiary. The temporal method translates assets valued in a foreign currency into the home-country currency using the exchange rate that exists when the assets are purchased. Because the various assets of a foreign subsidiary will in all probability be acquired at different times and because exchange rates seldom remain stable for long, different exchange rates will probably have to be used to translate those foreign assets into the multinational's home currency. 

Although the balance sheet balances in yen, it does not balance when the temporal method is used to translate the yen-denominated balance sheet figures back into dollars. 

Current US Practice 

US-based multinational firms must follow the requirements of Statement 52, According to Statement 52, the local currency of a self-sustaining foreign subsidiary is to be its functional currency. The balance sheet for such subsidiaries is translated into the home currency using the exchange rate in effect at the end of the firm's financial year, whereas the income statement is translated using the average exchange rate for the firm's financial year. But the functional currency of an integral subsidiary is to be US dollars. The financial statements of such subsidiaries are translated at various historic rates using the temporal method, and the dangling debit or credit increases or decreases consolidated earnings for the period. 

Accounting Aspects of Control Systems 

In the typical firm, the control process is annual and involves three main steps: 

1. Head office and subunit management jointly determine subunit goals for the coming year. 

2. Throughout the year, the head office monitors subunit performance against the agreed goals. 

3. If a subunit fails to achieve its goals, the head office intervenes in the subunit to learn why the shortfall occurred, taking corrective action when appropriate. 

The accounting function plays a critical role in this process. Most of the goals for subunits are expressed in financial terms and are embodied in the subunit's budget for the coming year. The budget is the main instrument of financial control. The budget is typically prepared by the subunit, but it must be approved by headquarters management. During the approval process, headquarters and subunit managements debate the goals that should be incorporated in the budget. 

Exchange Rate Changes and Control Systems 

The Lessard - Lorange Model 

Lessard and Lorange point out three exchange rates that can be used to translate foreign currencies into the corporate currency in setting budgets and in the subsequent tracking of performance: 

· The initial rate, the spot exchange rate when the budget is adopted. 

· The projected rate, the spot exchange rate forecast for the end of the budget period (i.e., the forward rate). 

· The ending rate, the spot exchange rate when the budget and performance are being compared. 

These three exchange rates imply nine possible combinations . Lessard and Lorange ruled out four of the nine combinations as illogical and unreasonable. 

With three of these five combinations-II, PP, and EE-the same exchange rate is used for translating both budget figures and performance figures into the corporate currency. All three combinations have the advantage that a change in the exchange rate during the year does not distort the control process. This is not true for the other two combinations, IE and PE. The projected rate in such cases will typically be the forward exchange rate as determined by the foreign exchange market  or some company-generated forecast of future spot rates, which Lessard and Lorange refer to as the internal forward rate. The internal forward rate may differ from the forward rate quoted by the foreign exchange market if the firm wishes to bias its business in favor of, or against, the particular foreign currency. 

Transfer Pricing and Control Systems 

Two of these strategies, the global strategy and the transnational strategy, give rise to a globally dispersed web of productive activities. Firms pursuing these strategies disperse each value creation activity to its optimal location in the world. The volume of intrafirm transactions in such firms is very high. 

The choice of transfer price can critically affect the performance of two subsidiaries that exchange goods or services. 

International businesses often manipulate transfer prices to minimize their worldwide tax liability, minimize import duties, and avoid government restrictions on capital flows. 
Separation of Subsidiary and Manager Performance 

Many accountants, however, argue that although it is legitimate to compare subsidiaries against each other on the basis of return on investment (ROI) or other indicators of profitability, it may not be appropriate to use these for comparing and evaluating the managers of different subsidiaries. Accordingly, it has been suggested that the evaluation of a subsidiary should be kept separate from the evaluation of its manager.16 The manager's evaluation should consider how hostile or benign the country's environment is for that business. 

Chapter Twenty 

Financial Management in the International Business 

Introduction 
Included within the scope of financial management are three sets of related decisions: 

· Investment decisions, decisions about what activities to finance. 

· Financing decisions, decisions about how to finance those activities. 

· Money management decisions, decisions about how to manage the firm's financial resources most efficiently. 

In an international business, investment, financing, and money management decisions are complicated by the fact that countries have different currencies, different tax regimes, different regulations concerning the flow of capital across their borders, different norms regarding the financing of business activities, different levels of economic and political risk, and so on. Good financial management can be an important source of competitive advantage. 

Investment Decisions 

A decision to invest in activities in a given country must consider many economic, political, cultural, and strategic variables.. 

Capital Budgeting 

Capital budgeting quantifies the benefits, costs, and risks of an investment. This enables top managers to compare, in a reasonably objective fashion, different investment alternatives within and across countries so they can make informed choices about where the firm should invest its scarce financial resources. Capital budgeting for a foreign project uses the same theoretical framework that domestic capital budgeting uses. Once the cash flows have been estimated, they must be discounted to determine their net present value using an appropriate discount rate. The most commonly used discount rate is either the firm's cost of capital or some other required rate of return. 

Among the factors complicating the process for an international business are these: 

1. A distinction must be made between cash flows to the project and cash flows to the parent company. 

2. Political and economic risks, including foreign exchange risk, can significantly change the value of a foreign investment. 

3. The connection between cash flows to the parent and the source of financing must be recognized. 

Project and Parent Cash Flows 

A theoretical argument exists for analyzing any foreign project from the perspective of the parent company because cash flows to the project are not necessarily the same thing as cash flows to the parent company. The project may not be able to remit all its cash flows to the parent for a number of reasons. When evaluating a foreign investment opportunity, the parent should be interested in the cash flows it will receive--as opposed to those the project generates--because those are the basis for dividends to stockholders, investments elsewhere in the world, repayment of worldwide corporate debt, and so on. 

But the problem of blocked earnings is not as serious as it once was. The worldwide move toward greater acceptance of free market economics has reduced the number of countries in which governments are likely to prohibit the affiliates of foreign multinationals from remitting cash flows to their parent companies. 

Adjusting for Political and Economical Risk 

Political Risk 

We defined it as the likelihood that political forces will cause drastic changes in a country's business environment that hurt the profit and other goals of a business enterprise. Political risk tends to be greater in countries experiencing social unrest or disorder and countries where the underlying nature of the society makes the likelihood of social unrest high. When political risk is high, there is a high probability that a change will occur in the country's political environment that will endanger foreign firms there.

In extreme cases, political change may result in the expropriation of foreign firms' assets. In less extreme cases, political changes may result in increased tax rates, the imposition of exchange controls that limit or block a subsidiary's ability to remit earnings to its parent company, the imposition of price controls, and government interference in existing contracts. 

Economic Risk 
We defined it as the likelihood that economic mismanagement will cause drastic changes in a country's business environment that hurt the profit and other goals of a business enterprise. This can be a serious problem for a foreign firm with assets in that country because the value of the cash flows it receives from those assets will fall as the country's currency depreciates on the foreign exchange market. The likelihood of this occurring decreases the attractiveness of foreign investment in that country. 

Risk and Capital Budgeting 

In analyzing a foreign investment opportunity, the additional risk that stems from its location can be handled in at least two ways. The first method is to treat all risk as a single problem by increasing the discount rate applicable to foreign projects in countries where political and economic risks are perceived as high. 
Financing Decisions 

Source of Financing 

If the firm is going to seek external financing for a project, it will want to borrow funds from the lowest-cost source of capital available. The cost of capital is typically lower in the global capital market, by virtue of its size and liquidity, than in many domestic capital markets, particularly those that are small and relatively illiquid. However, host-country government restrictions may rule out this option. The governments of many countries require, or at least prefer, foreign multinationals to finance projects in their country by local debt financing or local sales of equity. In addition to the impact of host-government policies on the cost of capital and financing decisions, the firm may wish to consider local debt financing for investments in countries where the local currency is expected to depreciate on the foreign exchange market. The amount of local currency required to meet interest payments and retire principal on local debt obligations is not affected when a country's currency depreciates. 

Financial Structure 

There is a quite striking difference in the financial structures of firms based in different countries. By financial structure we mean the mix of debt and equity used to finance a business. It is not clear why the financial structure of firms should vary so much across countries. One possible explanation is that different tax regimes determine the relative attractiveness of debt and equity in a country. 

The interesting question for the international business is whether it should conform to local capital structure norms. One advantage claimed for conforming to host-country debt norms is that management can more easily evaluate its return on equity relative to local competitors in the same industry. However, this seems a weak rationale for what is an important decision. Another point often made is that conforming to higher host-country debt norms can improve the image of foreign affiliates that have been operating with too little debt and thus appear insensitive to local monetary policy. 

Global Money Management: the Efficiency Objective 

Minimizing Cash Blanances 

For any given period, a firm must hold certain cash balances. This is necessary for serving any accounts and notes payable during that period and as a contingency against unexpected demands on cash. In contrast, the firm could earn a higher rate of interest if it could invest its cash resources in longer-term financial instruments.
Reducing Transaction Costs 

Transaction costs are the cost of exchange. Every time a firm changes cash from one currency into another currency it must bear a transaction cost--the commission fee it pays to foreign exchange dealers for performing the transaction. Most banks also charge a transfer fee for moving cash from one location to another; this is another transaction cost. The commission and transfer fees arising from intrafirm transactions can be substantial.

Global Money Management: the Tax Objective 

Many nations follow the worldwide principle that they have the right to tax income earned outside their boundaries by entities based in their country. Double taxation occurs when the income of a foreign subsidiary is taxed both by the host-country government and by the parent company's home government. A tax credit allows an entity to reduce the taxes paid to the home government by the amount of taxes paid to the foreign government. A tax treaty between two countries is an agreement specifying what items of income will be taxed by the authorities of the country where the income is earned. A deferral principle specifies that parent companies are not taxed on foreign source income until they actually receive a dividend. For the international business with activities in many countries, the various tax regimes and the tax treaties have important implications for how the firm should structure its internal payments system among the foreign subsidiaries and the parent company. A tax haven is a country with an exceptionally low, or even no, income tax. International businesses avoid or defer income taxes by establishing a wholly owned, nonoperating subsidiary in the tax haven. The tax haven subsidiary owns the common stock of the operating foreign subsidiaries. This allows all transfers of funds from foreign operating subsidiaries to the parent company to be funneled through the tax haven subsidiary. 

Moving Money Across Borders: 
Attaining Efficiencies and Reducing Taxes 
Dividend Remittances 

Payment of dividends is probably the most common method by which firms transfer funds from foreign subsidiaries to the parent company. The dividend policy typically varies with each subsidiary depending on such factors as tax regulations, foreign exchange risk, the age of the subsidiary, and the extent of local equity participation. With regard to foreign exchange risk, firms sometimes require foreign subsidiaries based in "high-risk" countries to speed up the transfer of funds to the parent through accelerated dividend payments. This moves corporate funds out of a country whose currency is expected to depreciate significantly. 

Royalty Payments and Fees 

Royalties represent the remuneration paid to the owners of technology, patents, or trade names for the use of that technology or the right to manufacture or sell products under those patents or trade names. It is common for a parent company to charge its foreign subsidiaries royalties for the technology, patents, or trade names it has transferred to them. Royalties may be levied as a fixed monetary amount per unit of the product the subsidiary sells or as a percentage of a subsidiary's gross revenues. 

A fee is compensation for professional services or expertise supplied to a foreign subsidiary by the parent company or another subsidiary. Royalties and fees have certain tax advantages over dividends, particularly when the corporate tax rate is higher in the host country than in the parent's home country. Royalties and fees are often tax deductible locally  so arranging for payment in royalties and fees will reduce the foreign subsidiary's tax liability. If the foreign subsidiary compensates the parent company by dividend payments, local income taxes must be paid before the dividend distribution, and withholding taxes must be paid on the dividend itself. 

Transfer Prices 

In any international business, there are normally a large number of transfers of goods and services between the parent company and foreign subsidiaries and between foreign subsidiaries. This is particularly likely in firms pursuing global and transnational strategies because these firms are likely to have dispersed their value creation activities to various "optimal" locations around the globe . As noted in Chapter 19, the price at which goods and services are transferred between entities within the firm is referred to as the transfer price. Transfer prices can be used to position funds within an international business. 

Benefits of Manipulating Transfer Prices 

At least four gains can be derived by manipulating transfer prices. 

1. The firm can reduce its tax liabilities by using transfer prices to shift earnings from a high-tax country to a low-tax one. 

2. The firm can use transfer prices to move funds out of a country where a significant currency devaluation is expected, thereby reducing its exposure to foreign exchange risk. 

3. The firm can use transfer prices to move funds from a subsidiary to the parent company  when financial transfers in the form of dividends are restricted or blocked by host-country government policies. 

4. The firm can use transfer prices to reduce the import duties it must pay when an ad valorem tariff is in force--a tariff assessed as a percentage of value. 
Problems with Transfer Pricing 

Significant problems are associated with pursuing a transfer pricing policy. Few governments like it. When transfer prices are used to reduce a firm's tax liabilities or import duties, most governments feel they are being cheated of their legitimate income. Similarly, when transfer prices are manipulated to circumvent government restrictions on capital flows, governments perceive this as breaking the spirit--if not the letter--of the law. A number of governments limit international businesses' ability to manipulate transfer prices in the manner described. Transfer pricing is inconsistent with a policy of treating each subsidiary in the firm as a profit center. When transfer prices are manipulated by the firm and deviate significantly from the arm's-length price, the subsidiary's performance may depend as much on transfer prices as it does on other pertinent factors, such as management effort. A subsidiary told to charge a high transfer price for a good supplied to another subsidiary will appear to be doing better than it actually is, while the subsidiary purchasing the good will appear to be doing worse..

Fronting Loans 

A fronting loan is a loan between a parent and its subsidiary channeled through a financial intermediary, usually a large international bank. In a direct intrafirm loan, the parent company lends cash directly to the foreign subsidiary, and the subsidiary repays it later. From the bank's point of view, the loan is risk free because it has 100 percent collateral in the form of the parent's deposit. The bank "fronts" for the parent, hence the name. The bank makes a profit by paying the parent company a slightly lower interest rate on its deposit than it charges the foreign subsidiary on the borrowed funds. 

Under this arrangement, interest payments net of income tax will be as follows: 

1. The foreign operating subsidiary pays $90,000 interest to the London bank. Deducting these interest payments from its taxable income results in a net after-tax cost of $45,000 to the foreign operating subsidiary. 

2. The London bank receives the $90,000. It retains $10,000 for its services and pays $80,000 interest on the deposit to the Bermuda subsidiary. 

3. The Bermuda subsidiary receives $80,000 interest on its deposit tax free. 

Techniques For Global Money Management 

Centralized Depositories 

Every business needs to hold some cash balances for servicing accounts that must be paid and for insuring against unanticipated negative variation from its projected cash flows. The critical issue for an international business is whether each foreign  subsidiary should hold its own cash balances or whether cash balances should be held at a centralized depository. First, by pooling cash reserves centrally, the firm can deposit larger amounts. Cash balances are typically deposited in liquid accounts, such as overnight money market accounts. Because interest rates on such deposits normally increase with the size of the deposit, by pooling cash centrally. Second, if the centralized depository is located in a major financial center , it should have access to information about good short-term investment opportunities that the typical foreign subsidiary would lack. Third, by pooling its cash reserves, the firm can reduce the total size of the cash pool it must hold in highly liquid accounts, which enables the firm to invest a larger amount of cash reserves in longer-term, less liquid financial instruments that earn a higher interest rate. 

Multilateral Netting 
Multilateral netting allows a multinational firm to reduce the transaction costs that arise when many transactions occur between its subsidiaries. These transaction costs are the commissions paid to foreign exchange dealers for foreign exchange transactions and the fees charged by banks for transferring cash between locations. The volume of such transactions is likely to be particularly high in a firm that has a globally dispersed web of interdependent value creation activities. Netting reduces transaction costs by reducing the number of transactions. 

Multilateral netting is an extension of bilateral netting. Under multilateral netting, this simple concept is extended to the transactions between multiple subsidiaries within an international business. 

Managing Foreign Exchange Risk 

Types Of Foreign Exchange Exposre 

When we speak of foreign exchange exposure, we are referring to the risk that future changes in a country's exchange rate will hurt the firm. 
Transaction Exposure 

Transaction exposure is typically defined as the extent to which the income from individual transactions is affected by fluctuations in foreign exchange values. Such exposure includes obligations for the purchase or sale of goods and services at previously agreed prices and the borrowing or lending of funds in foreign currencies. 
Translation Exposure 

Translation exposure is the impact of currency exchange rate changes on the reported consolidated results and balance sheet of a company. Translation exposure is basically concerned with the present measurement of past events. The resulting accounting gains or losses are said to be unrealized--they are "paper" gains and losses--but they are still important. 

Economic Exposure 

Economic exposure is the extent to which a firm's future international earning power is affected by changes in exchange rates. Economic exposure is concerned with the long-run effect of changes in exchange rates on future prices, sales, and costs. This is distinct from transaction exposure, which is concerned with the effect of exchange rate changes on individual transactions, most of which are short-term affairs that will be executed within a few weeks or months. 
Tactics and Strategies for Reducing Foreign exchange Risk, 

Reducing Transaction and Translation Exposure 

A number of tactics can help firms minimize their transaction and translation exposure. These tactics primarily protect short-term cash flows from adverse changes in exchange rates. In addition to buying forward and using swaps, firms can minimize their foreign exchange exposure through leading and lagging payables and receivables--that is, collecting and paying early or late depending on expected exchange rate movements. A lead strategy involves attempting to collect foreign currency receivables early when a foreign currency is expected to depreciate and paying foreign currency payables before they are due when a currency is expected to appreciate. A lag strategy involves delaying collection of foreign currency receivables if that currency is expected to appreciate and delaying payables if the currency is expected to depreciate. Leading and lagging involves accelerating payments from weak-currency to strong-currency countries and delaying inflows from strong-currency to weak-currency countries. 

We have explained that: 

· Transfer prices can be manipulated to move funds out of a country whose currency is expected to depreciate. 

· Local debt financing can provide a hedge against foreign exchange risk. 

· It may make sense to accelerate dividend payments from subsidiaries based in countries with weak currencies. 

· Capital budgeting techniques can be adjusted to deflect the negative impact of adverse exchange rate movements on the current net value of a foreign investment. 

Reducing Economic Exposure 

Reducing economic exposure requires strategic choices that go beyond the realm of financial management. The key to reducing economic exposure is to distribute the firm's productive assets to various locations so the firm's long-term financial well- being is not severely affected by adverse changes in exchange rates. 
Developing Policies for Managing Foreign Exchange Exposure 

The firm needs to develop a mechanism for ensuring it maintains an appropriate mix of tactics and strategies for minimizing its foreign exchange exposure. Although there is no universal agreement as to the components of this mechanism, a number of common themes stand out. First, central control of exposure is needed to protect resources efficiently and ensure that each subunit adopts the correct mix of tactics and strategies. Many companies have set up in-house foreign exchange centers. Second, firms should distinguish between, on one hand, transaction and translation exposure and, on the other, economic exposure. Third, the need to forecast future exchange rate movements cannot be overstated, though. Fourth, firms need to establish good reporting systems so the central finance function can regularly monitor the firm's exposure positions. 

Finally, on the basis of the information it receives from exchange rate forecasts and its own regular reporting systems, the firm should produce monthly foreign exchange exposure reports. These reports should identify how cash flows and balance sheet elements might be affected by forecasted changes in exchange rates. 

END

International Business is truly a comprehensive and global introduction to the subject. Written in scholarly yet accessible writing style, this text is highly applicable to the issues and problems facing corporate decision makers in international business.
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