INTERNATIONAL

BUSINESS






INTERNATIONAL

BUSINESS

THEORY AND PRACTICE

2vo EDITION

RIAD A. AJAMI
University of North Carolina at Greensboro

KAREL COOL
INSEAD, Fontainebleau, France

G. JASON GODDARD

Wachovia Corporation

DARA KHAMBATA

American University

M.E.Sharpe

Armonk, New York
London, England



Copyright © 2006 by M.E. Sharpe, Inc.

All rights reserved. No part of this book may be reproduced in any form
without written permission from the publisher, M.E. Sharpe, Inc.,
80 Business Park Drive, Armonk, New York 10504.

Library of Congress Cataloging-in-Publication Data
Ajami, Riad A.

International business : theory and practice / by Riad A. Ajami, . . . [et al.].—2nd ed.
p. cm.

Includes bibliographical references and index.

ISBN 13: 978-0-7656-1780-4 (cloth : alk. paper)

ISBN 10: 0-7656-1780-3 (cloth : alk. paper)
1. International trade. I. Title.

HF1379.A6835 2006
658'.049—dc22 2005037167

Printed in the United States of America

The paper used in this publication meets the minimum requirements of
American National Standard for Information Sciences
Permanence of Paper for Printed Library Materials,

ANSI Z 39.48-1984.

BM(c) 10 9 8 7 6 5 4 3 2 1



Dedicated to:

ALI R. CHARLES AJAMI

ANNE-MARIE KOOL

LEILA GODDARD

FARIDA KHAMBATA






Brief Contents

PREFACE Xxvii

PART I. SCOPE OF INTERNATIONAL BUSINESS AND THE

MULTINATIONAL CORPORATION 1

1. An Introduction to International Business and Multinational Corporations 3

2. The Nature of International Business 22
PART II. INSTITUTIONAL FRAMEWORK AND ECONOMIC THEORIES 45
3. Theories of Trade and Economic Development 47

4. International Monetary System and the Balance of Payments 68

5. Foreign Exchange Markets 103

6. Supranational Organizations and International Institutions 130
PART III. ENVIRONMENTAL CONSTRAINTS IN INTERNATIONAL BUSINESS 153
7. Analyzing National Economies 155

8. International Law 181

9. Sociocultural Factors 202

10. Foreign Investment: Researching Risk 221
PART IV. FUNCTIONAL OPERATIONS IN INTERNATIONAL BUSINESS 239
11. International Marketing 241

12. International Finance 265

13. International Accounting 288

14. International Taxation 306

15. International Staffing and Labor Issues 323

16. Managing Operations and Technology 349

vii



viii Brief Contents

PART V. SOCIALAND ETHICAL ISSUES AND THE FUTURE OF
INTERNATIONAL BUSINESS

17. Ethical Concerns: Multinationals and the Earth’s Environment
18. Future Issues in International Business

PART VI. CASE STUDIES

Case Study 1. The Global Tire Industry and Michelin in 2004

Case Study 2. The European Non-Life Insurance Industry and AXA in 2001

Case Study 3. The Battle of the Smart Cards in the Netherlands in 2002

Case Study 4. Bang & Olufsen and the Electronics Entertainment Industry in 2003
Case Study 5. ABX

Case Study 6. Arcelor and the Global Steel Industry

GLOSSARY
INDEX

ABOUT THE AUTHORS

377

379
394

405
407
426
447
462
478
484
509
527

547



Detailed Contents

PRIEFACE ... ettt e et e e e et e e e e eaae e e e et e e saeaeeeeesaaeesasateesesaneesennnes Xxvii

PART I. SCOPE OF INTERNATIONAL BUSINESS AND THE

MULTINATIONAL CORPORATION........coiiiiiiiinineteieeseeetses e 1

1. An Introduction to International Business and Multinational Corporations....................... 3
Current Scope and Historical ANECEARNLS .........ceverieriiriieieierieeiieieie ettt 3
What Is International BUSINESS? .......ccueoueiriririeiiininieteeeiesetet ettt ettt 4
Brief History of International BUSINESS.........cccoueoiiiriinienieiriieeieieseeeei et 5
The Multinational COrPOTALION..........c.erueieuiririerieieieetertetetete sttt te et s beneeneenesbeseeseneas 6
Definition of a Multinational COrporation ..........c..c.eeveeeeirerierieinenenreneeteeesreseeeeesreseeeenens 6
Multinational Corporations Come Of AZE........cecuevueruiruieiierienieeieienie e eteie ettt see e eaeeens 7

A Look at Present-Day Multinationals .............ccceeererierierienieeieienieseeeeiese et seeeneeens 8
Operating Advantages and Disadvantages of Multinationals .............cccceeeerinenennienenenenne. 11
Recent Trends in WOrld TIade .......c.cceeeeieiiiiiicieieieseeeeeee ettt 15
EXpanding VOIUIME ........ccooiriiriiiiiiiiiciecceteesect ettt ettt 15
Increased COMPETITION ......cceiuirierierieetietete ettt ettt ettt et e steste st e e tesbeeaeensensesseennensenes 16
INCreasing COMPIEXILY ......ccvreeierierieetieieterte et ete e te et te e ste e e bestesseesaesessesseensesesseennensenes 17
TTAAE TN SEIVICES. .. .eveeenieiietiiee ettt ettt ettt ettt e et se e ene 18
The Field of International Business StUAIES .........cc.coeruieierieriiriieieiesieeeeeesiese e eseese e eveeaenens 18
DiSCUSSION QUESTIONS ....veeuvieiieiieiieiieeitesttesttesttesstesteesseesstassaessaesssesssesssesssesssesssesssesssesssesssessennes 18
INOLES ittt ettt ettt ettt b ettt b bttt et e bttt bbbt et b e bttt e bt e st et enea 19
B33 10) L1074 21 o) 1 TSROSO 19
Case Study 1.1. Transworld Minerals, INC. ........cceoiiiiniriiie e 20
2. The Nature of International Business................cccocoiririiiieinineneiceeeeee e 22
Domestic Versus International BUSINESS..........coerveriiirinierieininectenereeeee st 22
Methods of Going INterNatioNal...........cceeeverierieieieieseeieiere ettt te e sseessensens 23
EXPOTTINE .ttt b et et e bt e b ettt et et 23
LICOIMSIIE ...ttt ettt ettt b e sttt et et et n et e b et ne et e e et enene 25
FranChiSINg......coueviuiiiinieiiiree ettt ettt 25



X Detailed Contents

Management Contracts
Contract Manufacturing
Direct Investment
Strategic Alliances
Wholly Owned Subsidiaries
Globalized Operations
Portfolio Investments
Recent Trade Patterns and Changes in Global Trade
Product Groups
Patterns of Direct Investment
Government Involvement in Trade Restrictions and Incentives
Protectionism
Tariffs
World Trade Organization
Regional Trade Groups and Cartels
Cartels
Nontariff Barriers to Merchandise Trade
Quotas
Nontariff Price Barriers
Government Restriction of Exports
Summary
Discussion Questions
Notes
Bibliography
Case Study 2.1. Electronics International, Ltd.

PART II. INSTITUTIONAL FRAMEWORK AND ECONOMIC THEORIES

3. Theories of Trade and Economic Development
Introduction to International Trade Theories
Mercantilism
Classical Theory
Comparative Advantage
Weaknesses of Early Theories
More Recent Theories
Factor Endowment Theory
The Leontief Paradox
Criticisms
Modern Theories
International Product Life Cycle Theory
Other Modern Investment Theories

26
26
26
27
28
28
28
30
32
32
33
34
34
35
35
36
36
37
37
38
38
39
39
40
41

45

47
47
48
48
49
50
50
50
51
51
52
52
53



Detailed Contents

Theories of Economic Development
Rostow’s Stages of Economic Growth
The Big Push: Balanced Versus Unbalanced Growth
Hirschman’s Strategy of Unbalance
Galbraith’s Equilibrium of Poverty
Amartya Sen’s Development as Freedom
The Global Continuum: Where Nations Fall Today
The Political Continuum
The Economic Continuum
Integrating the Continua
Patterns of World Development
Background: The Role of Gross National Income
The Developed Countries
Emerging Economies
The Third World
The Subterranean Economies
Summary
Discussion Questions
Notes
Bibliography

International Monetary System and the Balance of Payments
International Monetary Terminology
Hard Currencies
Soft Currencies
Convertibility
Exchange Rate
Appreciation
Depreciation
A Brief History of the International Monetary System
The Gold Standard
The Gold Specie Standard
The Gold Bullion Standard
The Interwar Years (1918-1939)
The Bretton Woods System (1944—-1973)
The International Monetary Fund
Aims
Membership
Structure
Forms of IMF Assistance
Extended Fund Facility

Xi

54
54
56
56
56
57
58
58
59
60
61
61
61
62
62
63
65
66
66
67

68
68
69
69
69
70
70
70
70
70
71
71
72
73
74
74
74
74
75
75



Xii Detailed Contents

Compensatory Financing Facility
Supplementary Financing Facility and Enlarged Access Policy
Structural Adjustment Facilities
IMF Conditionality
Special Drawing Rights
Using Special Drawing Rights
Valuation of SDRs
Difficulties in the Bretton Woods System
The Floating-Rate Era: 1973 to the Present
Pure Floating Rates
Managed, or Dirty, Floating Rates
Pegging
Crawling Pegs
Basket of Currencies
Fixed Rates
European Monetary System
Difficulties in the Floating-Rate Era
Fluctuations in the U.S. Dollar: The Plaza and Louvre Accords
European Monetary Union
Maastricht Treaty
Denmark’s Challenge to Monetary Union
Asian Financial Crisis
Issues for Reform
International Exchange-Rate Stability
Target Zones
International Liquidity
A More Equitable International Monetary System
Summary
Discussion Questions
Notes
Bibliography
Appendix 4.1. Balance of Payments
Preliminary Definitions
Problems in BOP
Appendix 4.1. Discussion Questions
Appendix 4.1. Notes
Appendix Bibliography
Case Study 4.1. Structural Adjustments in Masawa

5. Foreign Exchange Markets
Background

75
76
76
76
77
77
78
79
80
81
81
81
81
81
82
82
82
83
84
84
85
86
87
87
88
88
89
89
90
91
91
92
92
96
98
98
98
100

103
103



Detailed Contents

The Structure of the Foreign Exchange Markets
Market Participants
Location of Foreign Exchange Markets
Japan
Singapore and Hong Kong
Bahrain
European Markets
U.S. Markets
Market Volumes
Uses of the Foreign Exchange Market
Types of Exposure in Foreign Exchange Markets
Transaction Exposure
Economic Exposure
Translation Exposure
Tax Exposure
Types of Foreign Exchange Markets
The Spot Market
The Forward Market
Foreign Exchange Rates
Bid and Offer Rates
Cross Rates
Premiums and Discounts
Devaluation and Revaluation of Exchange Rates
Triangular Arbitrage
Covered Interest Arbitrage
Currency Futures Markets
Differences Between Futures and Forward Markets
Foreign Currency Options
Option Terminology
Forecasting Foreign Exchange Rates
Problems in Forecasting Foreign Exchange Rates
Fundamental Forecasting
Technical Forecasting
Assessing Market Sentiments
Forecasting Strategy
Summary
Discussion Questions
Notes
Bibliography
Case Study 5.1. Global Bank Corporation
Case Study 5.2. Chemtech, Inc.

Xii

104
105
107
108
108
108
108
109
109
109
110
110
110
111
111
111
111
112
113
114
114
114
117
118
119
120
121
121
122
122
123
123
123
124
124
124
125
125
125
126
128



XiV

6.

PART III.

7.

Detailed Contents

Supranational Organizations and International Institutions
Background
General Agreement on Tariffs and Trade

World Trade Organization

Agreement on Trade-Related Aspects of Intellectual Property Rights

The Doha Agenda

United Nations Conference on Trade and Development

Regional Trade Groupings

Forms of Regional Integration

Free Trade Area

Customs Union

Common Market

Economic Union

Political Union

Association of South East Asian Nations
Asia-Pacific Economic Cooperation Forum

Financial Organizations

International Monetary Fund

World Bank

Inter-American Development Bank
Asian Development Bank

African Development Bank

European Investment Bank

Japan Bank for International Cooperation

European Bank for Reconstruction and Development
Summary

Discussion Questions
Notes

Bibliography

Analyzing National Economies
The Purpose and Methodology of Country Analysis
Preliminary Economic Indicators

Size of the Economy

Income Levels

Income Distribution

Personal Consumption
Growth and Stability Patterns
Population

ENVIRONMENTAL CONSTRAINTS IN INTERNATIONAL BUSINESS

130
130
130
132
133
134
134
135
135
136
136
137
138
139
139
141
141
141
141
146
147
147
148
149
149
149
150
150
151

153

155
155
156
156
156
157
158
158
159



Detailed Contents

Sector Analysis
Inflationary Trends
External Financial Position: Extent of Debt
Exchange-Rate Levels and Policies
Banking and Financial Markets
Comparison of Similar Economies
Tax Systems
Fiscal and Monetary Policy Situations
Economic Planning: Ideology and Practices
Competition
Market Demand Forecasting
Purposes
Data Collection and Sources
Primary Research
Areas of Research
Trade Activities
Input-Output Tables
Historical Trends
Country Comparisons: Analysis by Analogy
Regression Analysis
Income Elasticity
Methods of Estimating Market Size and Share
Market Buildup
Chain Ratio
Analogy with Known Data
Designing Initial Market Strategy
Summary
Discussion Questions
Notes
Bibliography
Appendix 7.1. A Step-by-Step Approach to Market Research
Appendix 7.1. Note
Case Study 7.1. The Republic of Mazuwa

International Law

Public and Private Law

Different Legal Systems

International Treaties Framework

Legal Concepts Relating to International Business
Sovereignty
Sovereign Immunity

XV

160
160
161
162
162
163
163
164
165
165
165
165
166
167
167
168
168
169
169
170
170
171
171
171
172
172
173
174
174
174
175
176
177

181
181
182
182
183
183
183



XVi

Detailed Contents

Act of State
Extraterritoriality
Areas of Concern to Multinational Corporations
U.S. Trade Laws
Countervailing Duty
Antidumping Laws
Antitrust Laws
Foreign Corrupt Practices
Tax Treaties
Intellectual and Industrial Property Rights
Trademarks and Trade Names
Patent Laws and Accords
Copyrights
Operational Concerns of Multinational Corporations
Which Nationality?
Local Laws
Resolving Business Conflicts
Contracts
Resolving Disputes
Local Courts, Local Remedies
The Principle of Comity
Litigation
International Arbitration
International Center for the Settlement of Investment Disputes
Summary
Discussion Questions
Notes
Bibliography
Case Study 8.1. CompuSoft Systems, Inc.

Sociocultural Factors
Sociocultural Factors and International Business
Society, Culture, and Sociocultural Forces
Elements of Culture
Attitudes and Beliefs
Attitudes Toward Time
Attitudes Toward Work and Leisure
Attitudes Toward Achievement
Attitudes Toward Change
Attitudes Toward Jobs
Does Religion Affect Commerce?

183
184
184
184
185
185
186
186
187
188
189
189
190
191
191
191
192
192
193
194
194
194
195
196
197
198
198
198
199

202
202
203
203
203
204
205
205
206
206
207



10.

Aesthetics
Material Culture
Literacy Rate
Education Mix
Brain Drain
Communication and Language
Groups: Families and Friends
Gift Giving and Bribery
Other Theories of Culture
Cultural Cluster Approach
Edward Hall’s Low-Context, High-Context Approach
Geert Hofstede’s Five Dimensions of Culture
Management of Cultural Change
Summary
Discussion Questions
Notes
Bibliography
Case Study 9.1. Delis Foods Corporation

Foreign Investment: Researching Risk
Why Invest Abroad?

Bigger Markets

Host-Nation Demands

Economies of Scale

Competitive Motives

Technology and Quality Control

Raw Materials

Forward Integration

Technology Acquisition
Assessing Political Risk

Inherent Causes of Political Risk

Circumstantial Causes of Political Risk
Types of Host-Nation Control

Limits on Repatriation of Profits

Curbing Transfer Pricing

Price Controls

Ownership Restrictions

Joint Ventures

Personnel Restrictions

Import Content

Discrimination in Government Business

Detailed Contents

XVii

207
207
208
208
209
209
210
211
212
212
212
213
215
215
216
216
216
218

221
221
221
222
222
222
223
223
223
223
224
224
226
228
228
228
229
229
229
229
229
230



XViii Detailed Contents

Labor Controls
Assessing the Risk
Assessing Country Risk
Assessing Investment Risk
Managing Risk
Rejecting Investment
Long-Term Agreements
Lobbying
Legal Action
Home-Country Pressure
Joint Ventures and Increased Shareholding
Promoting Host Goals
Risk Insurance
Contingency Planning
Summary
Discussion Questions
Note
Bibliography
Case Study 10.1. Amalgamated Polymers, Inc.

PART IV. FUNCTIONAL OPERATIONS IN INTERNATIONAL BUSINESS

11. International Marketing
What Must Be Done: The International Marketer’s Dilemma
To Centralize or Decentralize: The First Key Decisions
Product Decisions
Product-Positioning Decisions
Product Strategies
Promotion Decisions
Promotional Tools
Personal Selling
Sales Promotions
Publicity and Public Relations
Pricing Decisions
Pricing Methods
Placement Decisions: Distribution of Products
The Importance of Placement
Factors Involved in Distribution Decisions
Summary
Discussion Questions
Notes

230
230
230
231
231
231
231
231
232
232
232
232
233
233
233
234
234
234
236

239

241
241
242
244
244
246
247
248
248
249
249
250
250
253
253
254
255
257
257



12.

13.

Bibliography
Appendix 11.1. A Checklist for Export Marketing
Case Study 11.1. Euromanagg, Inc.

International Finance
Financing International Business
Working Capital Management
Intracompany Pooling
Hedging Against Inflation
Managing Blocked Funds
Transfer Pricing
Capital Budgeting and Financial Structure of an MNC
Exchange Control Restrictions on Remittances
Political Risks
Tax Considerations
Sources of Funds
Currency of Borrowing Investments
Different Inflation Rates
Letters of Credit in International Trade
International Capital Markets
The Emergence of International Capital Markets
National Financial Markets
Euromarkets
National Stock Markets
Emerging Markets
Summary
Discussion Questions
Bibliography
Case Study 12.1. Scrinton Technologies

International Accounting

What Is Accounting?

Differences in Accounting Practices Among Countries
Factors Affecting Accounting Systems
What Types of Differences Emerge?
Differences in Valuation
The Impact of Accounting Differences
Differences in Disclosure
Segmentation of Accounting
Social Reporting

Policy Formation and Harmonization

Detailed Contents

XiX

257
259
262

265
265
265
268
269
269
271
271
271
272
272
272
273
273
273
274
275
276
277
279
282
283
283
284
285

288
288
289
289
290
290
291
291
292
294
294



XX

14.

Detailed Contents

Determining Policy
Policy Making in the United States
Policy Making in Other Countries
Harmonization
Regional Harmonization Efforts
Special Accounting Problems
Differences in Currency Exchange Rates
Consolidation Problems
Inflation
Transfer Pricing and Costing
Other International Accounting Issues
Accounting for Expropriation
Planning and Control
Auditing
Summary
Discussion Questions
Notes
Bibliography

International Taxation

Why Taxes?

Types of Taxes
Income Taxes
Transaction Taxes
Value-Added Taxes
Excise Taxes
Extraction Taxes
Tariffs (Border Taxes)

Tax Compliance and Tax Enforcement

International Taxation
Taxes: MNCs

Taxes: U.S.-Controlled Foreign Corporations

Double Taxation
Tax Treaties
Foreign Tax Credits for U.S. Corporations

Special Issues and Problems in International Taxation

Tax Havens
Transfer Pricing
Unitary Taxes
Tax Incentives for International Business
Foreign Sales Corporations

294
295
295
295
296
296
296
299
301
302
303
303
303
303
304
304
304
305

306
306
307
307
308
308
309
309
310
310
310
310
311
312
312
312
314
314
315
316
316
316



15.

Domestic International Sales Corporations
U.S. Possessions Corporations
Influence of U.S. Tax Law on Corporate Operations
Taxation of Individual Foreign Source Income
Expenses of U.S. Expatriates

Summary

Discussion Questions

Notes

Bibliography

Case Study 14.1. Skytrack Instrumentation

International Staffing and Labor Issues
Organizing a Multinational Corporation
Functional Structure
Regional Structure
Product Structure
Matrix Structure
International Staffing
Recruitment
Selection
Training
Motivation
Managerial Staffing
Value to Firm
Branch Manager versus Home Office: Who Is in Charge?
Branch Managers: Whom Should Firms Choose?
Choosing Branch Managers: Selection Criteria
Labor Pool
Corporate Policies
Desired Local Image
Local Employee Incentives
Existing Methods of Selection
Potential for Culture Shock
Training Branch Managers
Alternative Models
Business Council for International Understanding
Compensating Branch Managers
Wages
Taxes
Repatriating Branch Managers
Reverse Culture Shock

Detailed Contents

XXi

317
317
318
318
319
319
320
320
320
321

323
323
323
324
324
324
324
324
325
325
325
326
326
326
327
328
328
328
328
329
329
329
329
329
330
330
330
331
331
331



XXl Detailed Contents

Ethical Issues 332
Female Managers Overseas 332
Overseas Assignments as Dumping Grounds 332

International Labor Issues 333
Managing an International Workforce 333
Wages and Benefits 333
Job Security and Layoffs 334
Labor Productivity 335
Technology 336
Labor Unions 336
MNC Tactics 338
Countertactics by Labor 339
International Unions 339
Codetermination 340

Summary 340

Discussion Questions 341

Notes 341

Bibliography 341

Case Study 15.1. Remagen Brothers Ltd. 343

Case Study 15.2. Air America 346

16. Managing Operations and Technology 349

Operations, Technology, and International Competition 349

International Production and Operations 350
Worldwide Standardization 350
Supply 350
Control 350
Strategic Control 351

Designing the Local Operations System 353
Plant Location 354
Plant Layout 354
Materials Handling 354
Staffing 354

Production and Operations Management 355
Productive Activities 355
Supportive Activities 356
Just-in-Time System 356

International Technology 357
Definition of Technology 357
Technology Development 358

Technology Transfer 358



Detailed Contents XXiii

Choice of Production Technology 360
Pricing Technology Transfers 362
Protecting Technology 363
Management Information Systems 364
MIS in an MNC 364
Corporate Reports 364
International Data Processing: Integration Issues 366
Should International Firms Go Global? 368
Summary 369
Discussion Questions 370
Notes 370
Bibliography 370
Case Study 16.1. Milford Processes, Inc. 372
Case Study 16.2. International Credit Bank 374

PART V. SOCIAL AND ETHICAL ISSUES AND THE FUTURE OF

INTERNATIONAL BUSINESS 377

17. Ethical Concerns: Multinationals and the Earth’s Environment 379
Emerging Environmental Concerns 379
Social Responsibility of Business 380
Major Environmental Issues 380
Greenhouse Gases 380
Depletion of the Ozone Layer 381
Deforestation 381
Hazardous Waste 381
Pollution 383
Kyoto Protocol 383
MNC Responses 384
Establishing In-House Environmental Ethics 384
Relocation of Production 385
Modification of Technology 385
Raw Material Use 385
Energy Use 385
Environmental Restoration 386
Pollution Disclosure 386
In-House Environmental Training 387
MNC Opportunities 388
New Consumer Products 388
New Technologies 388

New Industrial Products 388



XXIV

18.

Detailed Contents

Substitute Products
New Energy Sources
Environmental Consulting
The Environment Is Center Stage
Summary
Discussion Questions
Bibliography
Case Study 17.1. Alapco Chemicals Ltd.

Future Issues in International Business

Why Study the Future?

Future Trends Affecting International Business
European Union Integration
The Rise of India and China
Protectionism and Trade Agreements
Depreciation of the U.S. Dollar
Energy Policy
Global Resource Depletion
Environmental Degradation
International Terrorism
The Doha Agenda
Migration
Accounting Standards
Technology Explosion: The Information Era
The Internet

Impact of Trends on MNCs
The Megacorporation
Geocentric Staffing
Multicultural Management
Managerial Technocrats
Overseas Manufacturing Facilities
Financial Integration
Rising Labor Unrest

The Permanence of Change

Summary

Discussion Questions

Notes

Bibliography

388
388
389
389
389
389
390
391

394
394
394
394
395
396
396
397
397
397
399
399
400
400
400
401
401
401
401
402
402
402
403
403
403
404
404
404
404



Detailed Contents

PART VI. CASE STUDIES

Case Study 1. The Global Tire Industry and Michelin in 2004

Case Study 2. The European Non-Life Insurance Industry and AXA in 2001

Case Study 3. The Battle of the Smart Cards in the Netherlands in 2002

Case Study 4. Bang & Olufsen and the Electronics Entertainment Industry in 2003
Case Study 5. ABX

Case Study 6. Arcelor and the Global Steel Industry

GLOSSARY
INDEX

ABOUT THE AUTHORS

XXV

405

407
426
447
462
478
484

509

527

547






Preface

International business and multinational corporate
activities have grown significantly during the past
two decades. The rapid and continuous growth of
cross-border economic linkages have contributed
to the importance of the study of international busi-
ness. Furthermore, the mandates by the international
Assembly of the Collegiate Schools of Business
(ACSB) regarding the globalization of the business
curricula added to the relevance and importance of
international business teaching. The objective of
this text is to present an overview of international
business teaching as a balance between interna-
tional business environments and the functional area
knowledge of international finance, international
accounting, and international management.

The textbook is divided into five parts. Part 1
deals with the scope of international business and
the multinational corporation. Part 2 presents the
institutional framework of economic theories and
global strategies. It includes discussion of both
classical theories of economic development by
such noted scholars as Adam Smith and David
Ricardo, as well as modern theories by economists
such as Albert Hirschman, John Kenneth Galbraith,
and Amartya Sen. This section of the book also
includes the functioning of the international mon-
etary system and the foreign exchange markets, as
well as a discussion of supranational organizations
such as the World Trade Organization, the Interna-
tional Monetary Fund, and the World Bank. Part 3

evaluates the environmental constraints in interna-
tional business, as they are applied to international
business operations. In particular, it focuses on ana-
lyzing national economies, market demand forecast-
ing, international law, intellectual property rights,
sociocultural factors in international business, as
well as the researching of risk in foreign investment.
Part 4 deals with the functional operations aspect
of multinational corporate activities with particular
focus on international finance, accounting, taxation,
marketing, international staffing and labor issues,
as well as the management of technology and
operations. Part 5 covers social and ethical issues
as well as the future of international business. The
first chapter in Part 5 discusses emerging environ-
mental concerns, the responses to those concerns
by multinational firms, and the social responsibility
of business in the modern world. The last chapter
provides a thought-provoking discussion concerning
future trends affecting international business and the
impacts of those trends on the multinational firm.
The book concludes with a section of case studies
that provide a distinctly European focus. The case
studies present real-world examples of business
problems facing multinational firms and include
cases on Michelin, AXA, Bang & Olufsen, Arcelor,
ABX, as well as a technological case on Smart Cards
in the Netherlands.

The distinctive features of this book are the
chapters focusing on economic development,

XXVil



XXViil Preface

and analyzing national economies, as well as the
chapter on the environment and ethics. The book
also contains an analysis of issues of importance in
today’s global economy, such as outsourcing, and
the continued importance of world energy markets.
Moreover, the richness of the case studies and the
cross-regional geographic focus presents a bridge
between globalization, corporate strategies, and
environmental and social concerns.

Many colleagues have given the authors invalu-
able assistance in the preparation of this book. Our
deep appreciation goes to the many who are too
numerous to mention individually by name from
the Bryan School of Business and Economics at
the University of North Carolina at Greensboro,
INSEAD, and the American University in Wash-
ington, DC. Our deep appreciation also goes to
the following colleagues: Kamel Abdallah of the
American University, Beirut; Gail Arch, Curry
College; James T. Goode, Osaka International
University, Japan; Hanne Norreklit, Aarhus School
of Business, Denmark; C. Bulent Aybar, Southern
New Hampshire University; Frederic Herlin, Cen-
ter for Creative Leadership, Brussels, Austria, and

Greensboro; Mary Lynn Briddell, Executive in
Residence at the Center for Global Business Educa-
tion and Research, University of North Carolina at
Greensboro. The authors are grateful for the case
study submitted by Frederic Herlin, as well as for
the case study jointly submitted by Frédéric Le Roy,
M’hamed Merdji, Said Yami, and Franck Seguy. The
authors are further grateful for the guidance of Allen
Mandelbaum, W.R. Kenan Endowed Professor of
English and Humanities, Wake Forest University
and Professore per chiara fama di Storia della Critica
Letteraria Universita di Torino, Italy.

The authors are also indebted to the University
of North Carolina at Greensboro’s Bryan School
of Business and the support staff of the Center
for Global Business Education and Research, in
particular Rodney Ouzts and the research assistant
team, including Maria Chavez, Sylvan Allen, and
Josh Exoo.

Finally, the authors are grateful for the careful
editing provided by Edward G. Clarke, who pa-
tiently read each chapter during the draft phase, and
offered sound advice on improving both the content
and the format of the chapters that follow.



PART I

SCOPE OF INTERNATIONAL
BUSINESS AND THE
MULTINATIONAL
CORPORATION






CHAPTER 1

An Introduction to

International Business and
Multinational Corporations

“The first thing to understand is that you do not understand.”

CHAPTER OBIJECTIVES
This chapter will:

Spren Kierkegaard

e Present the historical context of international business and establish
the role of multinational corporations in the current business

environment.

e Describe the various operating advantages and disadvantages facing

the multinational corporation.

The quote by the Danish philosopher Kierkegaard
was intended for a philosophical interpretation, but
it could just as easily apply to international busi-
ness. There are countless examples of businesses
that failed in their international expansion efforts
because they did not heed the basic tenet ingrained
in these words. It is critical for both students and
business professionals to understand that the suc-
cessful entry into foreign markets comes only
with the realization that circumstances in foreign
markets are not necessarily the same as those in
the domestic market. This first chapter will provide

examples of some companies that have been suc-
cessful by learning how to profitably compete in
today’s global marketplace. But first, the subject
of international business must be discussed in its
historical context.

CURRENT SCOPE AND
HISTORICAL ANTECEDENTS

In the world of business in the twenty-first century,
vast business interrelationships span the globe. Far
more than ever before, products, capital, and person-
nel are becoming intertwined, as business entities
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increasingly consider their market areas as being
global rather than simply domestic or even foreign.
More and more companies, some of which have
annual sales levels larger than the gross national
products (GNP) of some countries, consider every
corner of the globe a feasible source of raw materials
and labor or a new market possibility.

As business has expanded across national bor-
ders, banks and financial institutions have followed
it to meet its need for capital for investment and
operations around the world. Financial markets have
also become intricately linked, and movements and
changes in the U.S. stock market have a direct im-
pact on equity markets in other parts of the world.

Today, only a naive businessperson would believe
that an enterprise can grow and prosper entirely
within the confines of its domestic market borders.
Domestic business must at least be aware of inter-
national sources of competition, because they are
an ever-present and growing threat as international
business relationships become increasingly intricate
and complex. The source of these changes in the
dynamics of world markets and economies is the
international business activity being pursued around
the globe.

WHAT Is
INTERNATIONAL BUSINESS?

In its purest definition, international business is de-
scribed as any business activity that crosses national
boundaries. The entities involved in business can
be private, governmental, or a mixture of the two.
International business can be broken down into
four types: foreign trade, trade in services, portfolio
investments, and direct investments.

In foreign trade, visible physical goods or
commodities move between countries as exports
or imports. Exports consist of merchandise that
leaves a country. Imports are those items brought
across national borders into a country. Exporting

and importing comprise the most fundamental, and
usually the largest, international business activity in
most countries.

In addition to tangible goods, countries also
trade in services, such as insurance, banking, ho-
tels, consulting, and travel and transportation. The
international firm is paid for services it renders in
another country. The earnings can be in the form
of fees or royalties. Fees are generated through the
satisfaction of specific performance requirements
and can be earned through long- or short-term con-
tractual agreements, such as management or consult-
ing contracts. Royalties accrue from the use of one
company’s process, name, trademark, or patent by
someone else.

One example of a fee situation is the turnkey
operation, in which a foreign government or enter-
prise hires the expertise appropriate to starting a new
concern, plant, or operation. The turnkey managers
come into a foreign environment and get an opera-
tion up and running by designing the plant, setting
up equipment, and training personnel to run the
business. The foreign firm can then merely take over
the reins of management and continue operating
the facility. Alternatively, a firm can earn royalties
from abroad by licensing the use of its technology,
processes, or information to another firm or by sell-
ing its franchise in overseas markets.

Portfolio investments are financial investments
made in foreign countries. The investor purchases
debt or equity in the expectation of nothing more
than a financial return on the investment. Resources
such as equipment, time, or personnel are not con-
tributed to the overseas venture. Direct investments
are differentiated by much greater levels of control
over the project or enterprise by the investor. The
level of control can vary from full control, when a
firm owns a foreign subsidiary entirely, to partial
control, as in arrangements such as joint ventures
with other domestic or foreign firms or a foreign
government. The methods of conducting interna-
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Figure 1.1 World FDI Inflows, 1988-2003
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tional business are discussed more thoroughly in
subsequent chapters. As illustrated in Figure 1.1,
the level of foreign direct investment (FDI) peaked
in 2000 at $1.388 trillion, although the worldwide
economic slowdown since 2000 has somewhat
slowed FDI growth.! Additionally, the European
Union has become a leading destination for FDI
over the past few years, while FDI into the United
States fell by 12 percent in 2003.2 The downward
trend for FDI into the United States was reversed in
2004, with FDI increasing by 2.50 percent

BRIEF HISTORY OF INTERNATIONAL
BUSINESS

International business is not new, having been
practiced around the world for thousands of years,
although its forms, methods, and importance are
constantly evolving. In ancient times, the Phoeni-
cians, Mesopotamians, and Greeks traded along
routes established in the Mediterranean. Com-

merce continued to grow throughout history as
sophisticated business techniques emerged, facili-
tating the flow of goods, resources, and funds be-
tween countries. Some of these business methods
included the establishment of credit for exchange,
banking, and pooling of resources in joint-stock
ventures. This growth was further stimulated by
colonization activities, which provided the mari-
time nations with rich resources of raw materials
as well as enormous potential markets in the new
worlds.

The Industrial Revolution further encouraged
the growth of international business by providing
methods of production for mass markets and more
efficient methods of utilizing raw materials. As
industrialization increased, greater and greater de-
mand was created for supplies, raw materials, labor,
and transportation. The flow and mobility of capital
also increased as expanded production provided
surplus income, which was, in turn, reinvested in
further production domestically or in the colonies.
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The technological developments and inventions
resulting from the Industrial Revolution acceler-
ated and smoothed the flow of goods, services, and
capital between countries.

By the 1880s the Industrial Revolution was in full
swing in Europe and the United States, and produc-
tion grew to unprecedented levels, abetted by sci-
entific inventions, the development of new sources
of energy, efficiencies achieved in production, and
improvements in transportation, such as domestic
and international railroad systems. Growth contin-
ued in an upward spiral as mass production met and
surpassed domestic demand, pushing manufacturers
to seek enlarged, foreign markets for their products.
It led ultimately to the emergence of the multina-
tional corporation (MNC) as a new organizational
entity in the international business world.

THE MULTINATIONAL CORPORATION

During its early stages, international business was
conducted in the form of enterprises that were
owned singly or in partnerships. As the size of or-
ganizations grew with industrialization and compa-
nies’ needs for capital increased, corporations began
to displace privately held firms. These corporations
had the distinct advantage of being entities with a
separate legal identity, consequently limiting the li-
ability of the principals or owners. At the same time,
by issuing shares of stock, the corporation could tap
an enormous pool of excess funds held by potential
individual investors.

With the emergence of the multinational enter-
prise in the late 1800s and early part of the twentieth
century, the corporation underwent yet another
modification.’ Some early multinational enterprises
sought resources and supplies abroad, such as oil in
Mexico (Standard Oil), precious minerals in South
Africa (Amalgamated Copper, International Nickel,
Kennecott), fruit in the Caribbean (United Fruit),
and rubber in Sumatra (U.S. Rubber). Other firms
entered the international business arena in a search

for markets to absorb their excess domestic pro-
duction or to obtain economies of scale in produc-
tion. Some of these early market seekers from the
United States were Singer, National Cash Register
Company, International Harvester (now Navistar
International), and Remington, which sought to use
their advantages of superior metal production skills
against European producers.

These early entrants were quickly followed by
companies with other areas of expertise, such as
Cable Telephone (now Chequamegon Communi-
cations), Eastman Kodak, and Westinghouse. All
these early U.S. multinational firms marketed their
products primarily in the neighboring countries of
Canada and Mexico and in European markets.

DEFINITION OF A MULTINATIONAL
CORPORATION

There is no formal definition of a multinational
corporation, although various definitions have been
proposed using different criteria. Some believe that
a multinational firm is one that is structured so that
business is conducted or ownership is held across a
number of countries, or one that is organized into
global product divisions. Others look to specific ratios
of foreign business activities or assets to total firm ac-
tivities or assets. Under these criteria, a multinational
firm is one in which a certain percentage of the earn-
ings, assets, sales, or personnel of a firm come from or
are deployed in foreign locations. A third definition is
based on the perspective of the corporation, that is, its
behavior and its thinking. This definition holds that if
the management of a corporation has the perception
and the attitude that the parameters of its sphere of
operations and markets are multinational, then the
firm is indeed a multinational corporation.

In his study of the topic, Howard Perlmutter looks
at this attitude held by the decision makers of an
organization and differentiates among ethnocentric,
polycentric, and geocentric organizational types.*
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Ethnocentric organizations are those that are focused
in a home or domestic environment and therefore
exclude MNCs. Polycentric organizations have
investments, operations, or markets in several coun-
tries but do not integrate the management of these
international functions. Geocentric organizations are
integrated and have a world perspective regarding the
breadth and reach of possible organizational opera-
tions. Some students of international business (and
sticklers for linguistic accuracy) dispute the use of the
terms “global” or “world” corporation in reference
to MINCs. They argue that a truly global corporation
or enterprise looks to every market in the world as
a potential market and allocates resources without
regard for the location of its home country. Under this
definition, for example, an international corporation
with subsidiaries and markets in Europe and South
America would not be considered a global enterprise.
As the globalization of international markets has con-
tinued, more firms have realized that the key to their
future success depends on increasing their business
activities in other parts of the world (including China,
India, and Southeast Asian nations).

The existence of different definitions for multina-
tional corporations is not surprising. There are many
different types of multinational corporations, and
most definitions characterize only a particular type.
Because there are so many possible ways in which a
corporation can be organized and can transact busi-
ness across national borders, it is indeed very dif-
ficult for any one definition to adequately describe
all forms of multinational corporations.

Another problem in standardizing the definition
of a multinational corporation is the gradual evolu-
tion of purely domestic companies to multinational
status. In this process, the point cannot be clearly
demarcated when a company becomes a multina-
tional. Such demarcations, if at all possible, also
cannot explain or describe adequately the wide
differences that corporations may have in the extent
to which they have gone international.

The United Nations does not use the terms
“multinational corporations” or “multinational
enterprises.” Instead, it calls these organizations
“transnational corporations,” but this term is not
used widely. This text will use the term “multina-
tional corporation” to identify a firm that conducts
international business from a multitude of locations
in different countries.

MUuLTINATIONAL CORPORATIONS
CoME oF AGE

The multinational corporation began to flourish in
the decade following World War 11, primarily in the
United States. It was spurred by reconstruction ef-
forts in Europe and an inflow of U.S. dollars geared
to take advantage of new opportunities, as countries
of the ravaged continent attempted to rebuild their
economies. U.S. corporations, having prospered
through wartime demand, channeled investments
into other countries, notably in Europe and Canada.
During the period from 1950 to 1970, the book value
of U.S. direct foreign investments skyrocketed from
$11.8 billion to $78.1 billion.®

As the European economy strengthened during this
period, the motives of U.S. companies doing business
there switched from an aggressive market- and profit-
seeking stance to a defensive position of protecting
European market share and shielding domestic and
U.S. markets from encroachments by increasingly
strong European competitors. In the 1960s, U.S.
firms also began to take advantage of the availability
of new capital and debt markets: the Eurodollar and
Eurobond markets emerging in that part of the world.
During this period, the orientation of U.S. MNCs also
began to change, from seeking raw materials and being
involved in the extractive industries to focusing more
on overseas manufacturing industries.

By the 1970s the United States had lost its nearly
complete dominance of multinational industry, par-
tially because of the reemergence of strong European
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Table 1.1

Top Twenty Multinational Corporations, 2005
(US $ billions)

Company Revenue
1. ExxonMobil $328
2. Wal-Mart Stores 312
3. Royal Dutch/Shell Group 306
4. BP 249
5. General Motors 192
6. Chevron 185
7. Ford Motor 178
8. DaimlerChrysler 177
9. Toyota Motor 173
10. ConocoPhillips 162
11. General Electric 150
12. Total 145
13. ING Group 137
14. Allianz Worldwide 124
15. Citigroup 120
16. AXA Group 115
17. Volkswagen Group 113
18. American International Group 107
19. Nippon Telegraph and Telephone 101
20. Carrefour 99

Source: “Forbes Global 200,” Forbes, April 17, 2006.

concerns, but also due to Japan and the other emerg-
ing giants of the East. As presented in Table 1.1, as of
2005, only 9 of the top 20 multinational companies
were from the United States. The rest of the top 20
companies were from Europe and Japan.®

Until 2005, Wal-Mart was the world’s largest
company from a revenue perspective. This mass
retailer has stores in the United States, Argentina,
Brazil, Canada, Germany, Korea, Mexico, Puerto
Rico, and the United Kingdom. The fact that Wal-
Mart is one of the largest companies in the world
without yet completely penetrating the European
market shows just how successful this company
has been in North America. ExxonMobil surpassed
Wal-Mart in total revenues in 2005. This was largely

attributed to the increase in oil and gas prices dur-
ing the year. As an interesting side note, of the top
20 companies in the world, 11 of them are in either
the oil or the automobile industry. BP, ExxonMobil,
Royal Dutch/Shell Group, Total, ChevronTexaco,
and ConocoPhillips are all in the oil industry, while
General Motors, Ford Motor, DaimlerChrysler,
Toyota Motor, and Volkswagen are in the auto-
mobile industry. Financial services and insurance
companies are also well represented in the top 20,
with Citigroup, Allianz, ING Group, AXA, and
American International Group appearing there.

A Look AT PRESENT-DAY
MULTINATIONALS

To understand the complexities of the operations
pursued by multinational firms, it is helpful to
look at the structure and operations of actual mul-
tinational business organizations. In this way, the
student of international business can envision the
enormity and complexity of operations for a global
bank, a multinational manufacturing company, and
an international conglomerate: Citigroup, Sony,
and Nestlé.

Citigroup (United States)

Citigroup is a prime example of a truly global cor-
poration. Indeed, the company calls itself a global
financial services company and attempts to provide
a full range of banking services in all parts of the
world. In 2003, Citigroup derived 64 percent of its
revenues from North America, and global business
accounted for 32 percent of its revenue (with 10
percent coming from Asia). This revenue was diver-
sified in the following manner: consumer banking
(55 percent), corporate and investment banking (31
percent), global investment management (10 per-
cent), and private client services via Smith Barney
(4 percent). Citigroup was the largest bank in the
world in terms of market capitalization in 2004,
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with a market value of nearly $8 billion.” The bank
achieved revenue levels of $94.71 billion in 2003, as
well as net profits of $17.85 billion. By year-end of
2003, Citigroup held total assets of $1.264 trillion,
employed 275,000 people, and managed 200 mil-
lion customer accounts in more than 100 countries
on six continents.®

The Citigroup’s Global Consumer Group ac-
quired the Sears and Home Depot credit card port-
folios in 2003, making it the leading private label
provider in the United States. Citigroup also became
the first international bank in Russia to offer credit
cards to consumers. In 2004, Citigroup acquired
Washington Mutual’s consumer finance business,
which helped to increase the bank’s position as
the leading community-based lender in the United
States. In 2003, Citigold Wealth Management pro-
grams were launched in the Czech Republic, Egypt,
France, Hungary, Poland, Russia, Turkey, and the
United Arab Emirates. Citigroup also launched the
Banamex Tricolor card, which makes it easier and
more affordable for people in Mexico to receive
funds from their friends and relatives in the United
States.

Citigroup’s Global Corporate and Investment
Banking Group advised on four of the world’s
eight largest merger and acquisition transactions
in 2003. The group also settled more than one mil-
lion transactions in international trade related to the
movement of goods. All of this shows that Citigroup
is an organization with a global approach that has
been very successful by finding ways to cater to
various markets throughout the world.

In recent years, the company’s advertising cam-
paign centered on the slogan “Live richly,” and this
was communicated in English, Chinese, Spanish,
and many other languages throughout the world.

Sony Corporation (Japan)

Sony Corporation, based in Tokyo, Japan, is a ma-
jor world manufacturer of televisions, DVD play-

ers, gaming systems, and semiconductors. While
Sony’s reach is not as wide as Citicorp’s in terms
of international scope, product line, or diversity,
the company’s success since its incorporation in
1946 is still remarkable. Since the 1940s, Sony has
constantly continued its growth and development
in the electronics and telecommunications fields,
producing in Japan in 1950 the first tape recorder
and magnetic tape. This accomplishment was fol-
lowed by the production of transistors in 1954, the
technology of which was applied to radios, televi-
sions, and tape recorders. This period was followed
by a growth period in the 1960s, culminating with
the production of the Trinitron color television tube
in 1968. Advances followed in video equipment
that led to the introduction of the Betamax in 1975
and the subsequent introduction of the Walkman
personal cassette tape player and radio.

Sony’s enormous growth was evidenced in a
quintupling of sales in the decade from 1972 to
1981. By 2003, Sony’s revenues had reached $47
billion (an increase from $5 billion in 1985), and
total assets had reached $87.41 billion. Today, 62
percent of Sony’s revenues come from its electron-
ics segment. This segment includes digital cameras,
DVD players, and various television and home audio
systems. Ten percent of Sony’s revenues come from
the video-game segment. This primarily includes
the Sony PlayStation 2 (PS2) video-game consoles
and software. In 2003, Sony surpassed 70 million
units sold for the PS2 product. Sony also achieves
revenue from the music segment (7 percent of total
revenues), the picture segment (10 percent of total
revenues), and the financial services segment (7
percent of total revenues).’

Sony’s financial success lies in its enormous
research and development (R & D) strengths, its
international revenue diversity, and its ability to
find successful partnerships and methods of increas-
ing the breadth of its sales to a given consumer.
Sony’s R & D strategy is based on creating an
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environment of freedom and open-mindedness in
which its researchers and developers can use their
imaginations freely, while also efficiently focusing
management resources in strategic fields. Over the
next few years, Sony is focusing its R & D efforts
on semiconductors, displays, and home servers.
The company will concentrate on the CCD semi-
conductor, a product that Sony currently holds the
number one world market share in producing, and
on semiconductor lasers.

While it is not as globally diverse as Citigroup,
30 percent of Sony’s revenues come from Japan,
while 28 percent of its revenues come from the
United States. European sales account for 24 percent
of total revenues, with the remainder coming from
sales elsewhere in the world. In terms of production
facilities, Sony has the majority of them in Asia
but does have a presence in both Europe and North
America as well.

To continue to succeed in today’s global mar-
ketplace, Sony has set as a goal the successful
implementation of “Transformation 60,” a program
scheduled for completion in 2006 (Sony’s sixtieth
anniversary). The objective was to position Sony as
a global company, but to ensure that this diversity
provided the company with the ability to with-
stand dramatic shifts in the world economy. The
company instituted fixed cost cuts via downsizing
of non-value-added areas of its company, and also
promoted the idea of “convergence” and central-
ization of management resources within the Sony
group. Such convergence initiatives again relied on
the company’s core strength in R & D. The plan was
to use the role of the television as the centerpiece of
the living room to sell other products that could link
with the television. Other future plans include using
the benefits of a successful joint venture with Sony
Ericsson Mobile Communications AB to converge
mobile electronic devices and audio-video func-
tions (similar to what has already been done with
cell phones).

Nestlé SA (Switzerland)

Nestlé is the world’s leading food processor and,
like Citigroup, is a truly global corporation. Based
in Vevey, Switzerland, the company operates 511
factories in 86 countries around the world.

Nestlé originated in Switzerland with the founding
by chemist Henri Nestlé of a condensed-milk fac-
tory in the mid-1800s and a factory to manufacture
a milk-based baby food product. In the early 1900s,
these two factories merged and rapidly expanded
their operations and manufacturing facilities to all of
Europe, the United States, and Latin America.

In the 1930s, the firm’s fortunes were abetted by
its move into the instant-drink market with one of
its major products, Nescafé instant coffee, which
was introduced in 1938. Since then, the company
has continued to grow because of its strategies
of diversification, market expansion, and product
development. At present, Nestlé’s product line
includes instant drinks, dairy products, culinary
products such as bouillon, soups, spices, and dehy-
drated sauces, chocolate and candy, frozen foods
and ice cream, infant and dietetic products, and lig-
uid drinks. In addition, the company manufactures
pharmaceutical products, such as instruments and
medicines, owns and runs restaurants and hotels in
the United States and Europe, and has a minority
share in L’ Oréal, a producer of cosmetics, perfumes,
and beauty products.!’

In 2003, Nestlé achieved annual revenues
of $65.46 billion. Thirty-three percent of these
revenues were in Europe, 31 percent were in the
Americas, and 16 percent were in Asia and Africa.
Beverages accounted for 27 percent of the revenue
worldwide, followed by milk products and nutrition
(26 percent), prepared dishes (18 percent), chocolate
and biscuits (12 percent), pet care (11 percent),
and pharmaceuticals (6 percent). Six worldwide
brands, Nestlé, Nescafé, Nestea, Maggi, Buitoni,
and Purina, account for approximately 70 percent
of the company’s sales.
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Of Nestlé’s 511 factories, 170 of them are lo-
cated in North and South America. These plants
produce such familiar products as Ovaltine, Nes-
café, Stouffer’s frozen foods, Poland Spring bottled
water, Libby’s vegetables and other canned foods,
Beech-Nut baby food, and Taster’s Choice coffee. In
addition, the company produces dairy products, such
as cheeses, chocolates, candies, cookies, and their
own cans for fruit and vegetable packing. Nestlé
also produces Friskies and Alpo pet foods.

Nestlé’s desire to produce healthy, nutritious
products is shown in its current advertising slogan,
“Good food, good life.” The company is seeking
to transform itself from the world’s leading food
company to the world’s leading food, beverage,
nutrition, health, and wellness company. Many of its
R & D efforts are currently focusing on producing
more healthy and nutritious products. The company
has tried to strengthen its credibility in the medical
community by producing quality products in its
pharmaceutical product line.

An example of the company’s emphasis on
health is its continued focus on the bottled water
market. In July 2004, Nestlé announced a bottled
water joint venture with Coca-Cola in Indonesia.
Indonesia is the second largest bottled water market
in Asia (after China), and the seventh largest bottled
water market in the world. This joint venture will
increase Nestlé’s global bottled water presence.
The company is present in 130 countries across
the world and has a portfolio of 77 brands. This has
led Nestlé to the number one position in the world
bottled water market."

OPERATING ADVANTAGES

AND DISADVANTAGES OF
MULTINATIONALS

MNCs have certain unique advantages and disad-

vantages in their operations that make them quite
different from purely domestically oriented com-

panies. The international success of the MNCs is
primarily because of their ability to overcome the
disadvantages and capitalize on the advantages. The
advantages, as well as the disadvantages, depend
to a large extent on the nature of individual cor-
porations themselves and on each of their types of
businesses. Studies of MNCs, however, show that a
pattern of common characteristics exists across the
broad spectrum of different corporations operating
around the globe.

Advantages Gained by MNCs
Superior Technical Know-how

Perhaps the most important advantage that MNCs
enjoy is patented technical know-how, which en-
ables them to compete internationally. Most large
MNCs have access to higher or advanced levels of
technology, which was either developed or acquired
by the corporation. Such technology is patented
and held quite closely. It can be in the areas of
production, management, Services, or processes.
Widespread application of such technology gives
the MNC a strong competitive advantage in the
international market, because it results in the pro-
duction of efficient, hi-tech, low-priced products and
services that command a large international market
following. The Banamex Tricolor card technology
developed by Citigroup is an example of how an
MNC can obtain a competitive advantage by devel-
oping, patenting, and then exploiting an advanced
technology.'? Further examples include IBM and
Microsoft in computers, Boeing in aviation, and
DuPont in chemicals.

Large Size and Economies of Scale

Most MNCs tend to be large. Some of them, such
as Wal-Mart and ExxonMobil, have sales that are
larger than the gross national products of many
countries. The large size confers the advantage of
significant economies of scale to MNCs. The high
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volume of production lowers per-unit fixed costs
for the company’s products, which are reflected in
lower final costs. Competitors who produce smaller
volumes of goods must price them higher to recover
higher fixed costs. This situation is especially true
in such capital-intensive industries as steel, petro-
chemicals, and automobiles, in which fixed costs
form a substantial proportion of total costs. Thus,
an MNC such as Nippon Steel of Japan can sell its
products at prices much lower than those of com-
panies with smaller plants.

Lower Input Costs Due to Large Size

The large production levels of multinationals ne-
cessitate the purchase of inputs in commensurately
large volumes. Bulk purchases of inputs enable
MNCs to bargain for lower input costs, and they
are able to obtain substantial volume discounts.
The lowered input costs imply less expensive and,
therefore, more competitive finished products.
Nestlé, which buys huge quantities of coffee on
the market, can command much lower prices than
smaller buyers can. Wal-Mart is able to sell its
products at low prices relative to its competition
due to both its bulk purchasing and its effective
inventory control. By understanding which products
are selling effectively, Wal-Mart combines low-cost
purchasing with the effective movement of inven-
tory to achieve competitive advantage in the retail
consumer products market.

Ability to Access Raw Materials Overseas

Many MNCs lower input and production costs by
accessing raw materials in foreign countries. In
many of these cases, MNCs supply the technology
to extract or refine the raw materials, or both. In ad-
dition to lowering costs, such access can give MNCs
monopolistic control over the raw materials because
they often supply technology only in exchange for
such monopolistic control. This control gives them

the opportunity to manipulate the supply of the raw
materials, or even to deny access, to the competitors
for this raw material.

Ability to Shift Production Overseas

The ability to shift production overseas is another
advantage enjoyed by MNCs. To increase their
international competitiveness, MNCs relocate their
production facilities overseas, thereby taking ad-
vantage of lower costs for labor, raw materials, and
other inputs, and, often, utilizing incentives offered
by host countries. MNCs exploit the reduced costs
achieved at these locations by exporting lower-cost
goods to foreign markets. Several major MNCs have
set up factories in such low-cost locations as China,
India, and Mexico, to name only a few. This advan-
tage is unique to MNCs, and it gives them a distinct
edge over purely domestic corporations.'?

Scale Economies in Shipment,
Distribution, and Promotion

Scale economies allow MNCs to achieve lower costs
in shipment expenses. The large volumes of freight
they ship permit them to negotiate lower rates with
the shippers. Some of the very large corporations,
especially the oil giants, have operations that are
large enough to justify the purchase of their own
ships, which is an even more effective way to re-
duce costs.

Distribution and promotion costs are also lower
for MNC:s because of their high volumes of produc-
tion. The distributors in different countries charge
lower commissions to move the products because
they are able to make substantial profits on their high
volumes. A similar lowering of costs accrues with
promotional expenses. MNCs have large advertis-
ing budgets and are valuable clients for advertising
agencies and the media. Consequently, they are able
to obtain cheaper rates. More important, MNCs are
often able to standardize a promotional message
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and use it in different countries (for example, the
Marlboro cigarette advertisements or several Coca-
Cola promotions that have been released in different
countries using standardized messages).

Brand Image and Goodwill Advantages

Many of the MNCs possess product lines that have
established a good reputation for quality, perfor-
mance, value, and service. This reputation spreads
abroad through exports and promotion, which adds
to an MNC'’s arsenal of potent weapons in the form
of brand image or goodwill, which it is able to use
to differentiate its own products from others in its
genre. MINCs are able to leverage this goodwill or
brand image by standardizing their product lines
in different countries and achieving economies of
scale. For example, Sony PlayStations do not have
any special modifications for different countries
(except for voltage) and the home-based plant
churns out standardized products for the world
market. Similarly, Levi Strauss is able to market
its standard denim jeans around the globe even
though clothing fashions vary widely within differ-
ent cultures. Moreover, goodwill and brand names
allow the company to charge premium prices for
its products (e.g., Sony), because the customers are
convinced that the products are good values even at
premium prices.

Access to Low-Cost Financing

As a result of their size, MNCs require large
amounts of financing, and generally they are
excellent credit risks. Therefore, they are the fa-
vored customers of financial institutions, which
lend to them at their best rates. The lower cost of
financing for the MNCs adds to their competitive
strength. MNCs also have the advantage of access
to different financial markets, which allows them
to borrow from the source offering the best deal;
the funds are then transferred internally to required

locations. This access enables MNCs to avoid some
countries’ credit rationing and to obtain financing at
costs lower than those available to their domestic-
oriented competitors.

Financial Flexibility

MNCs also have an advantage in being able to
manipulate their profits and shift them to lower-tax
locations. This greater financial leverage can be
used to artificially lower prices to enter new markets
or to increase market shares in existing ones. The
manipulation of profits to save taxes is generally
accomplished through transfer pricing, in which
the overseas subsidiaries are charged artificially
higher prices for products supplied to them by the
parent company. MNCs also utilize several financial
mechanisms with the objectives of shifting profits
and manipulating taxes.

Information Advantages

Multinationals have a global market view and are
able to collect, process, analyze, and exploit their
in-depth knowledge of worldwide markets. They
use this knowledge to create new openings for
their existing products or to create new products for
potential market niches. Their special knowledge is
used to diversify and expand the market coverage
of their products and to design strategies to counter
the marketing efforts of their competitors. Moreover,
excess production can be sold off, as the company
can quickly find new markets through its global
search-and-marketing mechanism.

The information-gathering abilities of MNCs
are an advantage not only in marketing but also
in all other aspects of their operations. An MNC
is able to gather commercial intelligence, forecast
government controls, and assess political and
other risks through its information network. The
network also provides valuable information about
changing market and economic conditions, demo-
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graphics, social and cultural changes, and many
other variables that affect the business of MNCs
in different countries. Access to this information
provides MNCs with the opportunity to position
themselves appropriately to respond to contingen-
cies and exploit opportunities.

Managerial Experience and Expertise

Because MNCs function simultaneously in a large
number of very different countries, they are able to
assimilate a wealth of valuable managerial experi-
ence. This experience provides insights into dealing
with different business situations and problems
around the globe. MNCs also acquire expertise in
different ways of approaching business problems
and can effectively apply this knowledge to multiple
locations. For example, a multinational located in
Japan can acquire in-depth knowledge of Japanese
management methods and apply them successfully
elsewhere. MNCs also develop expertise in multi-
country operations management as their executives
gather experience working in different countries on
their way to senior management positions.

Diversification of Risks.

The simultaneous presence of MNCs in different
countries allows them to more effectively bear the risk
of cyclic economic declines. Generally these cycles are
not the same among different countries. Thus, losses in
one country can be offset by gains in other countries.
Simultaneous operations also provide considerable
flexibility to MNC operations, which enables them to
diversify the political, economic, and other risks that
they face in different countries. Thus, if an MNC is
not able to keep up production levels in one country, it
can still retain its market share by serving the market
with products from a factory located in a different
country. In another instance, if raw material supplies
are stopped from one source, the global presence of the
MNC assures supplies from alternative sources. In the

oil market, for example, if a Russian pipeline is shut
down unexpectedly, nations such as Saudi Arabia have
the necessary spare capacity to temporarily increase
the supply of oil on the world markets in an effort to
stabilize prices over the short term.

Disadvantages Faced by MNCs
Business Risks

MNCs have to bear several serious risks that are not
borne by companies whose operations are purely
domestic in nature. Since MNCs conduct business
outside the borders of their own countries, they deal
with the currencies of other countries, which renders
them vulnerable to fluctuations in exchange rates.
Violent movements in exchange rates can wipe out
the entire profit of a particular business activity.
Over the long run, MNCs often have to live with
this risk because it is extremely difficult to eliminate
it. Over the short run, however, there are market
mechanisms such as currency swaps and forward
contracts that allow an MNC to minimize the move-
ment of exchange rates for a particular business
transaction. Companies that engage in these forms
of financial contracts understand that they are not in
the currency-risk business and that it makes sense
to minimize this risk when at all possible.

Host-Country Regulations

Operating in different countries subjects MNCs to
amyriad of host-country regulations that vary from
country to country and, in most cases, are quite dif-
ferent from those of the home country. The MNC
has the difficult task of familiarizing itself with
these regulations and modifying its operations to
ensure that it does not overstep them. Regulations
are often changed, and such changes can have
adverse implications for MNCs. For example, a
country may ban the import of a certain raw mate-
rial or restrict the availability of bank credit. Such
constraints can have serious effects on an MNC'’s
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production levels. In many developing countries,
national controls are quite pervasive and almost
every facet of private business activity is subject
to government approval. The MNCs of developed
countries are not used to such controls, and their
methods of doing business are not geared to work
in this type of environment.

Different Legal Systems

MNCs must operate under the different legal sys-
tems of different countries. In some countries the
legislative and judicial processes are extremely cum-
bersome and contain many nuances that are not eas-
ily understood by non-natives. Some legislation can
also prohibit the type of business activity the MNC
would regard as normal in its home country.

Political Risks

Host countries are sovereign entities and their ac-
tions normally do not admit any appeals. There
is little that an MNC can do if a host country is
determined to take actions that are inimical to its
interests. This political risk, as it is known, increases
in countries whose governments are unstable and
tends to change frequently.

Operational Difficulties

Multinationals work in a wide variety of busi-
ness environments, which creates substantial
operational difficulties. Unwritten business
practices and market conventions often prevail
in host countries. MNCs that lack familiarity
with such conventions find it difficult to con-
duct business in accordance with them. Often
the normal methods of operation of an MNC
can be quite contrary to a country’s business
practices. A typical example is informal credit.
In many countries retailers agree to stock goods
of a manufacturing company only if they are
offered a market-determined period of credit

that is not covered by a written document. The
accounting and sales policies of an MNC may
not permit such arrangements. On the other
hand, doing business in that country may not be
at all possible without such arrangements. The
multinational must therefore adjust its business
practices or lose business entirely.

Cultural Differences

Cultural differences often lead to major prob-
lems for MNCs. Many find that their expatriate
executives are not able to turn in optimal per-
formances because they are not able to adjust
to the local culture, both personally as well as
professionally. On the other hand, local manag-
ers of MNCs often have difficulties in dealing
with the home office of an MNC because of
culturally based communication problems. In-
ability to understand and respond appropriately
to local cultures has often led MINC products to
fail. Misunderstanding of local cultures, work
ethics, and social norms often leads to problems
between MNCs and their local customers, their
business associates, government officials, and
even their own employees.

Many of the problems and challenges of
conducting international business center around
overcoming disadvantages and capitalizing on
advantages that arise when corporations go in-
ternational. These problems and challenges are
discussed in detail in subsequent chapters.

RECENT TRENDS IN
WORLD TRADE

ExPANDING VOLUME

The sheer volume of trade among nations has grown
enormously since World War II. In 1948 the volume
of world trade was only $51 billion. It rose to $331.72
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Figure 1.2 Growth in World Trade Volume
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billion in 1970 and to $11.06 trillion in 2004 (see
Figure 1.2). The international trade arena continues
to be dominated by the industrialized countries,
which account for as much as 73.5 percent of world
trade.'* Major changes have occurred in trading pat-
terns within the industrialized countries, however. For
example, China increased exports by an average of
19 percent from 1990 to 1995 and saw an increase
of 35 percent in 2003. China now accounts for 6
percent of the world’s exports, a statistic that is sure
to increase over time. On the other hand, the U.S.
share of world exports declined from 13.7 percent in
1970 to 10 percent in 2003. These trends have very
important implications for international business. It
is clear that the world trading environment is now
truly international, in the sense that it is no longer
dominated by any one country. There has, in fact,
been a reversal of roles for some countries, most
significantly the United States, which incurred huge
trade deficits in the 1980s and has moved from being
the world’s largest creditor to being the world’s larg-
est debtor. There are many reasons for this dramatic
change. During the 1990s, the U.S. budget did return
to a surplus position, only to fall back into deficits
in the past few years. The trade deficits that began in
the 1980s still persist, though.

The United States faces intense competition in its
home market as well as in foreign markets from sev-
eral countries, especially China, India, Germany, and
Japan. Apart from these challenges, new competition
has surfaced in the form of the newly industrializing
economies of the Pacific Rim, popularly known as
the four tigers. These countries, Hong Kong, South
Korea, Taiwan, and Singapore have been rapidly
increasing their share of world trade. In 2003, these
nations increased their exports by 11 percent and
now account for 6.2 percent of world trade volume.
As Figure 1.3 illustrates, the developing countries
of Asia and the transition economies of central and
eastern Europe have begun to experience large gains
in trade volume over the past few years.

INCREASED COMPETITION

Competition on the international trade front is likely
to intensify. The emergence of the European Union
in 1992, the further strengthening of Asian exporting
capabilities, and the continuing increase in Chinese
exports are likely to put further pressures on the
United States. To respond to these pressures, the
United States will have to take a more active and
positive approach to international business. The
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Figure 1.3 Real Merchandise Trade Growth by Region, 2004 (annual percentage change)
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realization that we live in an integrated world must
become more deeply rooted. Increased attention to
international business is therefore not only likely
but also necessary.

INCREASING COMPLEXITY

The nature of international business also continues
to grow more complex. As more and more nations
industrialize, they offer both opportunities as well as
threats in the field of international business. Many
developing countries, such as Mexico, China, and
India, have large corporations that are now compet-
ing for export markets as well as FDI opportunities
in other countries. Most of the ex—socialistic bloc
countries are selectively opening their economies for
trade with the rest of the world. There is also increas-
ing emphasis on boosting the trade participation of
the heavily indebted countries of Latin America and
sub-Saharan Africa, as that is seen to be an important
solution to their current debt crises. Many developing

countries, disappointed by the performance of com-
modities trade, which had been their mainstay, are
shifting their emphasis to the production and export
of manufactured goods. This shift opens new oppor-
tunities for relocating production facilities, thereby
establishing international manufacturing and trading
arrangements. As these economies mature, they are
better able to offer infrastructural facilities that pro-
vide electricity, transportation, communications, and
labor and that can support large-scale manufacturing
facilities. Low labor costs and government incentives
are attracting overseas investments on a large scale to
such countries. While FDI grew during the 1980s and
1990s in support of such activities, global inflows of
FDI declined in 2003 for the third consecutive year.
This was again due to a fall in FDI flows to developed
countries. Worldwide, 111 countries saw a rise in
flows, and 82 a decline. In the United States, FDI fell
by 53 percent, to $30 billion, the lowest level in the
past 12 years. In 2004, FDI flows improved slightly
worldwide.
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FDI into the United States rose by 69 percent
in 2004 due to an increase in cross-border mergers
and acquisitions, improved economic growth, and
improved corporate profitability. One trend that did
not reverse was the movement to services. In 1990,
FDI services inflows accounted for 49 percent of the
total FDI; in 2002, services accounted for 60 percent
of inward FDI flows."

TRADE IN SERVICES

The revolution in communications ushered in by
the use of satellite-based computer networks has
enabled almost instantaneous transmission of in-
formation from any part of the world. This devel-
opment has resulted in an enormous expansion of
the services industry—banking, travel and tourism,
and consulting—all of which have expanded rapidly
across the world, integrating trade in services more
than ever into a global business framework.

THE FIELD OF INTERNATIONAL
BUSINESS STUDIES

The large volumes of trade, the existence of huge
multinational business entities, and the rapidly
changing international business environment merely
emphasize the fundamental interrelationships of
business firms, governments, economies, and mar-
kets in the world today. Thus, the study of inter-
national business and the knowledge of the forces
operating in the world have direct implications for
everyone in the modern world: from consumers
who are presented with an increasing array of for-
eign product choices, to political leaders who find
more and more that political concerns are directly
tied to economic and international trade concerns,
and, naturally, to business managers, who face
increasing competition from not only domestic but
also foreign producers of goods and services, who,
despite many disadvantages, have many factors
working in their favor.

The study of international business also provides
the modern business manager with a greater aware-
ness of wider business opportunities than those
available within local borders, which, in strategic
management terms, means that the parameters of the
manager’s external environment, as well as the pos-
sible configuration of that external environment, have
expanded for the modern and progressive firm.

The study of international business, however,
does not merely expand the parameters of the ex-
ternal environment of the modern business firm. It
stimulates a more basic, attitudinal change in doing
business in this larger environment. The business
manager is exposed to the problems that inward-
looking attitudes—ethnocentrism and parochialism
—can and do create for international business. The
business manager is encouraged to become aware
of these constraints and to overcome them by seek-
ing practical solutions in the real world. Promotion
of the awareness that people and cultures do differ
around the globe and that these differences are
sometimes crucial to the conduct of international
business is very important. It is the starting point for
developing attitudinal changes that move business
managers to flexibility and adaptability in dealing
with the varied situations that arise in the conduct
of international business.

These developments over the past 50 years, a time
of unparalleled growth and activity, provide a fasci-
nating area of study for the student of international
business. The trend is likely to continue upward,
with increases in the flow of goods, capital, invest-
ments, and labor across national borders, and the
growth of truly global industries and corporations.

DIScUSSION QUESTIONS

1. Why has international business become so
important in today’s environment?

2. What are some of the reasons that corpo-
rations choose to develop international
operations?
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3. What differentiates the modern multinational
corporation from the import-export firm?

4. What factors make international business
more complex than domestic business?

5. Obtain the annual report of a large multi-
national corporation and identify the scope
of its international operations and the coun-
tries in which it currently operates.

6. What are some of the conflicts that may
occur between a multinational corpora-
tion and the local government hosting the
multinational?

7. How canincreases in world trade affect the
small businessperson in your hometown?

8. How can studying international business
increase your understanding of the world
around you?
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Case Stupy 1.1
TRANSWORLD MINERALS, INC.

John Wright fully reclined his first-class seat and
pulled a sleeping mask over his eyes; he wanted
to relax, he told the stewardess, and would not
have dinner for the next two or three hours.
Wright was anything but relaxed, however. A
senior vice president in charge of international
investment planning with Transworld Minerals,
Inc., a large multinational corporation based in
Dallas, Texas, he was returning from a business
trip to Salaysia, a small, mineral-rich country
in Asia. His company was considering a major
investment there in a new coal-mining project,
using Transworld’s recently developed advanced
technology that highly automated all operations.
Wright had just finished a preliminary evaluation
of the prospects.

On the face of it, it looked like a great invest-
ment that would generate substantial revenues
in the long run. Salaysia had enormous deposits
of coal in the northeastern parts of the country,
located principally in the Nebong Province. Most
of these deposits had been recently discovered
as the result of sustained geological exploration
undertaken by Salaysia with the help of a large
exploration firm from Australia. Most of the
deposits were of high-quality anthracite coal,
which was in considerable demand in steel manu-
facturing plants in China, Japan, and other, newly
industrializing economies of Southeast Asia.

The government seemed encouraging, pri-
marily because it did not have the technology to
exploit these reserves and was badly in need of
additional export revenues to meet the deficits
in its balance of payments, which meant, how-
ever, that much of the project would have to be
financed by Transworld.

Transworld had substantial financial resourc-
es. Its net working capital had been expanding
steadily over the past five years, and it had been
on schedule in repayment of all its loans from
leading international banks in four countries:
the United States, the United Kingdom, Japan,
and China (via Hong Kong). It had an excellent
credit standing, and two years ago, it had floated
a successful bond issue in the UK market that
raised £150 million to finance a major project in
Zambia. It had good working relationships with
banks in Singapore and Hong Kong, two leading
financial centers in the region. Wright also had
had discussions with the local branches of three
multinational banks in Salaysia, and they ap-
peared to be interested, at least on a preliminary
consideration basis.

Transworld was the world leader in advanced
coal-mining technology: Its latest processes
resulted in high-speed extraction, that is, the
stacking and loading of coal from depths that
were not accessible to most of the existing mining
techniques. Because the technology was highly
automated, there were substantial economies
resulting from saved labor costs. Most of the
operations would be optimized by Transworld
by using its sophisticated, computer-based opti-
mization models, which would generate the best
possible sequencing, timing, and coordination of
different operations; these methods would be at
least 20 percent more efficient than the technol-
ogy currently in use in Salaysia.

The company had substantial marketing
strength. It ran coal-mining operations in sev-
eral countries in Asia and Africa and had other

continued
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Case 1.1 (continued)

mineral extraction operations in Latin America.
Most of the products were sold to industrial con-
sumers in Japan, Italy, and France. Transworld
had strong business relationships with major
shipping lines and considerable strength at the
bargaining table while negotiating pricing for
shipping its products.

The world market for coal was expected to
remain strong, and Transworld could reasonably
expect to make at least an average level of profit
on the exports of Salaysian coal.

There were a few problems. Salaysia’s local
coal-mining company was exerting substantial
pressure on the home government to allow it to
run the new project. It argued that it could access a
similar level of technology by entering into a joint
venture with Intermetals, an Australian mining
company from which it could obtain the technical
know-how, while the local implementation of the
entire project would be in its hands. This venture
would mean that Salaysia would be buying only
the technical know-how from Australia, and the
entire mining, extraction, processing, shipping,
and marketing operations would be carried out
by the Salaysian Coal Mining Company. The
company had access to relatively dated machinery
and extraction processes, but it had considerable

financial strength and good relations with the labor
force. Although it was relatively unknown abroad,
the company was a major force in Salaysia’s do-
mestic mining industry. The management of the
Salaysian Coal Mining Company also had good
relations with the current minister of industries
and was attempting to convince him that placing
the entire project into the hands of multinational
Transworld would be detrimental to the national
interest and that it could lead to foreign domination
of the domestic coal-mining industry.

The Industries Ministry was weighing the two
alternatives and had called for additional details
before the proposals could be submitted to the
Industrial Approvals Board of the Salaysian
government for a final decision.

DiscussioN QUESTIONS

1. What additional incentives should
Wright suggest to improve the attrac-
tiveness of Transworld’s proposal to the
Industries Ministry?

2. What strategy should Transworld
adopt to offset the political advantage
enjoyed by the Salaysian Coal Mining
Company?




CHAPTER 2

The Nature of International Business

“The individual serves the industrial system not by supplying it with
savings and the resulting capital; he serves it by consuming its products.”

CHAPTER OBIJECTIVES
This chapter will:

John Kenneth Galbraith

e Explain the difference between the domestic and international

contexts of business.

¢ Introduce the various entry methods a corporation may use to

establish international business.

¢ Relate the changes in world trade patterns in terms of countries,

products, and direct investment

¢ Discuss the role of central governments in establishing trade policy and
providing environments that support or restrict international trade.

DomMEsTIC VERSUS
INTERNATIONAL BUSINESS

The student of business is certainly familiar with
the nature of doing business in a domestic market
economy. A firm needs to identify its potential
market, locate adequate and available sources of
supplies of raw materials and labor, raise initial
amounts of capital, hire personnel, develop a
marketing plan, establish channels of distribu-
tion, and identify retail outlets. As an overlay
upon this comprehensive system, the firm must
also establish management controls and feedback

22

systems, as well as accounting, finance, and per-
sonnel functions.

Not only must novice international business-
people contend with establishing an international
component to add to domestic operations, but they
must also contend with the fact that international
business activities are conducted in environments
and arenas that differ from their own in all aspects:
economies, cultures, government, and political sys-
tems. The differences range along a continuum. For
example, economies can range from being market
oriented to being centrally planned, and political
systems from democracies to autocracies. As an



example, the African nation of Zimbabwe, under
the rule of Robert Mugabe, would be considered a
centrally planned, autocratic government. Countries
are widely divergent in cultural parameters such as
ethnic varieties, religious beliefs, social habits,
and customs. The difficulties these differences
generate are exacerbated by problems of distance,
which complicate the firm’s ability to communicate
clearly, transmit data and documents, and even
find compatible business hours, because of office
locations in different time zones. A U.S. firm with
a subsidiary operation in the Far East faces a 15-hour
time difference: The company’s U.S. standard hours
of 9 A.m. to 5 p.m. would be the equivalent of mid-
night to 8 A.M. in its Far East office.

Business activities require vast investments of
time, energy, and personnel on the domestic level.
Adding an international component merely intensi-
fies the number of steps necessary and the length
and breadth of the firm’s reach of effort and activity.
Imagine establishing international components for
all business functions as separate and discrete units.
The prospective commitment is staggering and is
generally avoided by many domestic businesses.

It is more likely that domestic firms enter for-
eign markets in a progressive way, beginning with
exporting, which involves the least amount of
resources and risk, before moving to a full-scale
commitment in the form of establishing wholly
owned overseas subsidiaries. A concern must take
many factors into consideration before deciding
whether or not to move overseas. It must evaluate
its own resources—personnel, assets, experience in
overseas markets—and the suitability of its products
or organization for transplantation overseas. It is
also crucial that a firm decide on the minimum and
optimum levels of return it wishes to receive, as well
as the amount of risk it is willing to bear. A firm
must also evaluate the level of control necessary to
manage an overseas operation. These factors must
be reviewed in light of the competition expected in
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markets abroad and the potential business oppor-
tunities that are to be created by the international
operation.

All these factors must be weighted in terms of
the overall short-term and long-term strategic goals
and objectives of the firm. For example, a firm may
have a long-term goal to build a production facility
abroad to serve a foreign market within ten years.
Consequently, it would be unwise for the firm to
enter into a short-term licensing agreement in that
overseas market that would monopolize the use of
its rights for a long period of time.

METHODS OF GOING
INTERNATIONAL

EXPORTING

Exporting requires the least amount of involvement
by a firm in terms of resources needed and allocated
to serving an overseas market. Basically, the com-
pany uses existing domestic capacity for production,
distribution, and administration and designates a
certain portion of its home production to a market
abroad. It makes the goods locally and sends them
by air, ship, rail, truck, or even pipeline across its
nation’s borders into another country’s market.
Entrance into an export market frequently begins
casually, with the placement of an order by a cus-
tomer overseas. At other times, an enterprise sees a
market opportunity and actively decides to take its
products or services abroad. A firm can be either a
direct or an indirect exporter. As a direct exporter,
it sees to all phases of the sale and transmittal of
the merchandise. In indirect exporting, the exporter
hires the expertise of someone else to facilitate the
exchange. This intermediary is, of course, happy
to oblige for a fee. There are several types of inter-
mediaries: manufacturers’ export agents, who sell
the company’s product overseas; manufacturers’
representatives, who sell the products of a number of
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exporting firms in overseas markets; export commis-
sion agents, who act as buyers for overseas markets;
export commission agents, who act as buyers for
overseas customers; and export merchants, who buy
and sell on their own for a variety of markets.

Sales contacts within the foreign market are made
through personal meetings, letters, cables, telephone
calls, or international trade fairs. Some of these trade
expositions take unusual forms; for example, in an
attempt to promote the sale of U.S. products in Japa-
nese markets, the Japanese government established a
traveling trade show on a train. In the initial stages, the
objective of the exporter is to develop an awareness
of outstanding features of the firm’s products, such
as competitiveness against local products, innovation,
durability, or reasonable prices.

The mechanics of exporting require obtaining
appropriate permission from domestic governments
(for example, for food products, and for some tech-
nology and products considered crucial for national
security); securing reliable transportation and transit
insurance; and fulfilling requirements imposed by
the importing nation, such as payment of appropri-
ate duties, declarations, and inspections. Prior to
the completion of the transaction, payment terms
must be negotiated. The parties must establish the
terms of the sale and whether the buyer will be ex-
tended credit, must open a letter of credit, will pay
in advance, or will pay cash on delivery. In addition,
the participants in the sale must determine which
currency will be used in the exchange. The currency
used is especially crucial in light of fluctuations in
exchange rates between countries. Sometimes the
facilitation of an international transaction is dif-
ficult if the two currencies involved (of the buyer
and the seller) are not actively traded on the world
markets. One method of completing the transaction
is to use the U.S. dollar as an intermediary cur-
rency (the buyer converts his or her home currency
into dollars and pays the seller in dollars; then the
seller converts the dollars received into his or her

domestic currency). In this way the U.S. dollar has
become a very important currency in international
business today.

Advantages of Exporting

The prime advantage of exporting is that it involves
very little risk and low allocation of resources for
the exporter, who is able to use domestic production
toward foreign markets and thus increase sales and
reduce inventories. The exporter is not involved in
the problems inherent in the foreign operating envi-
ronment; the most that could be lost is the value of
the exported products or an opportunity if the ven-
ture fails to establish the identity or characteristics
of the product in the foreign market.

Exporting also provides an easy way to identify
market potential and establish recognition of a
name brand. If the enterprise proves unprofitable,
the company can simply stop the practice with no
diminution of operations in other spheres and no
long-term losses of capital investments.

Disadvantages of Exporting

Exporting can be more expensive than other
methods of overseas involvement on a per-unit
basis because of not understanding the differences
of the local market relative to the home market of
the firm, and the costs of fees, commissions, ex-
port duties, taxes, and transportation. In addition,
exporting could lead to less-than-optimal market
penetration because of inappropriate packaging or
promotion. Exported goods could also be lacking
features appropriate to specific overseas markets.
Relying on exporting alone, a firm may have trouble
maintaining market share and contacts over long
distances. Additional market share could be lost if
local competition copies the products or services
offered by the exporter. The exporting firm also
could face restrictions against its products from the
host country.



While some of these problems can be addressed
by establishing direct exporting capability through
the establishment of a sales company within the
foreign market to handle the technical aspects of
export trading and keep abreast of market develop-
ments, demand, and competition, many firms choose
instead to expand their operations in foreign spheres
to include other forms of investments.

LICENSING

Through licensing, a firm (licensor) grants a foreign
entity (licensee) some type of intangible rights,
which could be the rights to a process, a patent, a
program, a trademark, a copyright, or expertise. In
essence, the licensee is buying the assets of another
firm in the form of know-how or R & D. The licensor
can grant these rights exclusively to one licensee or
nonexclusively to several licensees.

Advantages of Licensing

Licensing provides advantages to both parties. The
licensor receives profits in addition to those gener-
ated from operations in domestic markets. These
profits may be additional revenues from a single pro-
cess or method used at home that the manufacturer
is unable to utilize abroad. The method or process
could have the beneficial effect of extending the
life cycle of the firm’s product beyond that which
it would experience in local markets.

Additional revenues could also represent a return
on a product or process that is ancillary to the stra-
tegic core of the firm in its domestic market; that is,
the firm could have developed a method of produc-
tion that is marketable as a separate product under
a licensing agreement. In addition, by licensing,
the firm often realizes increased sales by providing
replacement parts abroad. Also, it protects itself
against piracy by having an agent (the licensed user)
who watches for copyright or patent infringement.

The licensee benefits from acquiring the rights to
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a process and acquires state-of-the-art technology
while avoiding the R & D costs.

Disadvantages of Licensing

The prime disadvantage of licensing to the licensor
is that it limits future profit opportunities associ-
ated with the property by tying up its rights for an
extended period of time. Additionally, by licensing
these rights to another, the firm loses control over
the quality of its products and processes, the use or
misuse of the assets, and even the protection of its
corporate reputation.

To protect against such problems, the licensing
agreement should clearly delineate the appropri-
ate uses of the process, method, or name, as well
as the allowable market and reexport parameters
for the licensee. The contract should also stipulate
contingencies and recourse, should the licensor or
licensee fail to comply with its terms.

FRANCHISING

Franchising is similar to licensing, except that in
addition to granting the franchisee permission to
use a name, process, method, or trademark, the
firm assists the franchisee with the operations of
the franchise or supplies raw materials, or both.
The franchisor generally also has a larger degree
of control over the quality of the product than it
does under licensing agreements. Payment under
franchising agreements is similar to the payment
scheme in licensing agreements in that the franchi-
see pays an initial fee and a proportion of its sales
or revenues to the franchising firm.

The prime examples of U.S. franchising com-
panies are service industries and restaurants, par-
ticularly fast-food concerns, soft-drink bottlers,
and home and auto maintenance companies (for
example, McDonald’s, KFC, Holiday Inn, Hilton,
and Disney in Japan).! Keep in mind that only
companies with models that have been successful
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in the domestic market should consider franchising
internationally. If the franchisor has not had success
in the domestic market, it would not be wise to con-
sider an international franchising program.

Advantages and
Disadvantages of Franchising

The advantages accruing to the franchisor are
increased revenues and expansion of its brand-
name identification and market reach. The greatest
disadvantage, as with licensing, is coping with the
problems of assuring quality control and operating
standards. Franchise contracts should be written
carefully and provide recourse for the franchising
firm, should the franchisee not comply with the
terms of the agreement. Other difficulties with fran-
chises come with their need to make slight adjust-
ments or adaptations in the standardized product or
service. For example, some ingredients in restaurant
franchises may need to be adapted to suit the tastes
of the local clientele, which may differ from those
of the original customers.

MANAGEMENT CONTRACTS

Management contracts are contracts under which
a firm basically rents its expertise or know-how to
a government or company in the form of personnel
who enter the foreign environment and run the con-
cern. This method of involvement in foreign markets
is often used with a new facility, after expropriation
of a concern by a national government, or when an
operation is in trouble.

Management contracts are frequently used in
concert with turnkey operations. Under these agree-
ments, firms provide the service of overseeing all
details in the startup of facilities, including design,
construction, and operation. These projects are usu-
ally large in scale, for example, production plants or
utility constructions. The problem faced in turnkey
operations is often the time length of the contract,

which yields long payout schedules and carries
greater risk in currency markets. Other problems
can arise in the form of an increase in potential
competition as overseas capacity is increased by the
new facilities. Turnkey operations also face all the
problems of operating in remote locations.

CONTRACT MANUFACTURING

Contract manufacturing is another method firms
use to enter the foreign arena. In this case, an MNC
contracts with a local firm to provide manufactur-
ing services. This arrangement is akin to vertical
integration, except that instead of establishing its
own production locations, the MNC subcontracts
the production, which it can do in one of two
ways. In one scenario, the MNC enters into a full
production contract with a local plant producing
goods to be sold under the name of the original
manufacturer. In a second scenario, the MNC enters
into contracts with another firm to provide partial
manufacturing services, such as assembly work or
parts production.

Contract manufacturing has the advantage of
expanding the supply or production expertise of
the contracting firm at minimum cost. Essentially,
the MNC can diversify vertically without a full-scale
commitment of resources and personnel. By the
same token, the firm also forgoes some degree of
control over the production supply timetable when
it contracts with a local firm to provide specific
services. These problems are, however, no more
substantial than those that accompany standard
raw material supplier contracts.

DIRECT INVESTMENT

When a company invests directly within foreign
shores, it is making a very real commitment of
its capital, personnel, and assets beyond domestic
borders. While this commitment of resources in-
creases the profit potential of an MNC dramatically



by providing greater control over costs and opera-
tions of the foreign firm, it is also accompanied by
an increase in the risks involved in operating in a
foreign country and environment.

As with other forms of international activity,
direct investment runs a continuum from joint ven-
tures, in which risk is shared (as are returns), to
wholly owned subsidiaries, in which MNCs have
the opportunity to reap the rewards but must also
shoulder the lion’s share of the risk. Multinationals
decide to make direct investments for two main
reasons. The first is to gain access to enlarged
markets. The second is to take advantage of cost
differentials in overseas markets that arise from
closer production resources, available economies
of scale, and prospects for developing operating
efficiencies. Both reasons lead to the enjoyment of
enhanced profitability. Alternatively, a firm enters
a foreign market for defensive reasons, to counter
strategic moves by its competitors or to follow a
market leader into new markets.

STRATEGIC ALLIANCES

Strategic alliances (or joint ventures) are business
arrangements in which two or more firms or enti-
ties join together to establish some sort of opera-
tion (recall our discussion in Chapter 1 concerning
Sony’s cellular phone joint venture with Ericsson).
Strategic alliances may be formed by two MNCs,
an MNC and a government, or an MNC and local
businesspersons. If there are more than two partici-
pants in the deal, the relationship can also be called
a consortium operation.

Each party to these ventures contributes capital,
equity, or assets. Ownership of the joint venture need
not be a 50-50 arrangement and, indeed, percentage
of ownership ranges according to the proportionate
amounts contributed by each party to the enter-
prise. Some countries stipulate the relative amount
of ownership allowable to foreign firms in joint
ventures. Vietnam is an example of a country that
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has historically had foreign ownership limits with
regard to joint ventures. The recently signed United
States—Vietnam Bilateral Trade Agreement allows
the 50 percent U.S. ownership of joint ventures
in Vietnam to continue for three years. After five
years, this requirement is lessened in the majority of
industries, and U.S. companies will be able to own
51 percent of a joint venture in Vietnam. In some
industries, such as hotels, restaurants, and travel
agencies, the United States will have no equity-limit
restrictions after five years.”

Advantages of Strategic Alliances

Strategic alliances provide many advantages for both
local and international participants. By entering a
local market with a local partner, an MNC finds an
opportunity to increase its growth and access to new
markets while avoiding excessive tariffs and taxes
associated with importing products. At the same time,
joining forces with local businesses often neutralizes
local existing and potential competition and protects
the firm against the risk of expropriation, because
local nationals have a stake in the success of the
operations of the firm. It is also frequently easier to
raise capital in local markets when host-country na-
tionals are involved in the operation. In some cases,
host governments provide tax benefits as incentives
to increase the participation of foreign firms in joint
enterprises with local businesspersons.

Disadvantages of Strategic Alliances

The involvement of local ownership can also lead
to major disadvantages for overseas partners in
strategic alliances. Some of the problems that can
be experienced by MNC partners are limits on profit
repatriation to the parent office; successful opera-
tions becoming an inviting target for nationalization
or expropriation by the host government; and prob-
lems of control and decision making. For example,
different partners might have different objectives for
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the joint ventures. An MNC might have a goal of
achieving profitability on a shorter timetable than
its local partner, who might be more concerned
about long-term profitability and maintaining local
employment levels. It is necessary, therefore, that
firms establish guidelines regarding the objectives,
control, and decision-making structures of joint
ventures before entering into agreements.

Joint ventures tend to be relatively lower-risk
operations because the risks are shared by individual
partners. Nevertheless, not having full control of
the operation remains a predominant problem for
the overseas participants in these ventures. A firm
can achieve full control over operations, decision
making, and profits only when it establishes its own
wholly owned subsidiary on foreign soil.

WHoLLY OWNED SUBSIDIARIES

By establishing its own foreign arm, a firm retains
total control over marketing, pricing, and produc-
tion decisions and maintains greater security over
its technological assets. In return, it is entitled to
100 percent of the profits generated by the enter-
prise. Although it faces no problems with minority
shareholders, the firm bears the entire risk involved
in operating the facility. These risks are the same as
those customarily encountered in domestic opera-
tions, but with an additional layer of special risks
associated with international operations, such as ex-
propriation, limits on profits being repatriated, and
local operating laws and regulations, including the
requirement to employ local labor and management
personnel. In these cases, the MNCs do not have the
benefit of local shareholders to run interference for
them with local governments.

In establishing a subsidiary, a firm must choose
either of two routes: acquire an ongoing operation
or start from scratch and build its own plant. Buy-
ing a firm (also known as the brownfield strategy)
has the advantage of avoiding startup costs of
capital and a time lag. It is a faster process that is
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often easier to capitalize at local levels and gen-
erally cheaper than building. Buying also has the
advantages of not adding to a country’s existing
capacity levels and of improving goodwill with
host-country nationals.

A company may decide to build a new plant (also
known as the greenfield strategy) if no suitable facili-
ties exist for acquisition or if it has special require-
ments for design or equipment. Although building a
plant may avoid acquiring the problems of an existing
physical plant, the firm may face difficulties in obtain-
ing adequate financing from local capital markets and
may generate ill will among local citizenry.?

GLOBALIZED OPERATIONS

Some theorists believe that consumers around the
world are becoming increasingly alike in their
goals and requirements for products and product
attributes.* As a result, the world is moving toward
becoming a global market in which products would
be standardized across all cultures, which would
enable corporations to manufacture and sell low-
cost reliable products around the world. Such firms
would be characterized by globalized operations, as
distinct from multinational operations. A firm that
has globalized operations would be able to take
advantage of business opportunities occurring any-
where in the world and would not be constrained to
specific sectors. Indeed, some firms have been able
to achieve substantial globalization of operations as
their products cross national borders, without being
adapted to individual country preferences. Prime
examples include Levi Strauss, PepsiCo, Coca-Cola,
and several other companies ranging from consumer
goods to fast food.

PORTFOLIO INVESTMENTS

Portfolio investments do not require the physical
presence of a firm’s personnel or products on foreign
shores. These investments can be made in the form
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of marketable securities in foreign markets, such
as notes, bonds, commercial paper, certificates of
deposit, and noncontrolling shares of stock. They
can also be investments in foreign bank accounts or
as foreign loans. Investors make decisions to acquire
securities or invest money abroad for several rea-
sons: primarily to diversify their portfolios among
markets and locations, to achieve higher rates of
return, to avoid political risks by taking their invest-
ments out of the country, or to speculate in foreign
exchange markets.

Portfolio investments can be made either by
individuals or through special investment funds.
These investment funds pool local resources for
investment in overseas stock and financial markets.
Many mutual fund companies, such as Fidelity and
Vanguard, have funds with an international focus.
These funds invest in companies in a specific region
of the world for investors in the United States. This
allows both individuals as well as institutional inves-
tors to diversify their investments geographically.
The Vanguard Global Equity Fund, for example,
invests in a total of 553 companies worldwide and
has current assets of $3.5 billion. Figure 2.1 shows

how this fund is geographically disbursed in terms
of its portfolio of investments.’

Over the last few years, some emerging economies
have reformed the rules and regulations to encourage
foreign investment.® Most developed countries allow
free access to their stock markets to overseas inves-
tors. Other developing economies allow less access
to their stock markets. Overall, the countries of the
developing world range from being less restrictive
than they have been in the past, to providing an open
market system for foreign investors.

There are several factors that determine the de-
gree to which a particular country will be able to
attract portfolio investments. Political stability and
economic growth are the most basic factors. The
size, liquidity, and stability of stock markets, the
level of government taxes, and the nature of govern-
ment regulation are also important determinants.
The degree of restrictions on repatriation of income
and capital invested are other major variables that
affect the attractiveness of a country to overseas
portfolio investors. Most international portfolio
investment is concentrated in the industrialized
countries, and the United States, Japan, France, the
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Figure 2.2 Growth in World Trade
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United Kingdom, Switzerland, the Netherlands,
and Canada receive substantial amounts of portfolio
investments in their markets. Some emerging stock
markets, such as those in China, India, Malaysia,
Indonesia, and Taiwan, have been able to attract
significant amounts of foreign portfolio invest-
ment. In 2003, the United States received portfolio
investments of $544.5 billion. The European Union
received $342.7 billion, and the United Kingdom
alone received $149.3 billion. In contrast, the emerg-
ing markets and developing countries of the world
received portfolio investments of $62 billion, which
was the highest such total since 1996.

One of the reasons that the majority of portfolio
investments are received in the developed world is
due to the soundness of the financial system. During
the first quarter of 2004, the United States’ banking
sector had only 1.1 percent of its total loans classi-
fied as nonperforming (past due or in collection or
liquidation status). Comparatively, Argentina and
Ukraine had 28 percent of their total bank loans in
nonperforming status. Portfolio investment fell in
these countries accordingly.?
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Source: World Trade Organization (WTO), “Statistical Database,” 2004, http://www.wto.org.
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RECENT TRADE PATTERNS AND
CHANGES IN GLOBAL TRADE

As the world has become more industrialized and
as markets have become global entities, trade has
increased proportionately and grown tremendously
in both volume and dollar terms. Concomitantly,
patterns in trade have also changed, as new nations
enter the world-trading arena. In 1948 world trade
totaled $51.4 billion. This figure rose to $331 bil-
lion in 1970, increased to $2.627 trillion in 1986,
and reached $11.06 trillion in 2004.° This increase
in world trade volume can be best illustrated by
Figure 2.2.

Most of the world’s trade is carried out among
the industrialized countries. This group of countries,
comprising western Europe, North America, and
Japan, currently accounts for 65.2 percent of exports
sent to other countries and receives 68 percent of
all imports.'® In comparison, developing countries
account for only 28.2 percent of exports and take in
25.6 percent of imports. These figures include the
volumes attributed to members of the Organization
of the Petroleum Exporting Countries (OPEC),"
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Table 2.1

OPEC’s Share of the World Market, 2003
(in percent)

Crude Qil Natural Gas
Reserves 78 49
Production 40 16

Source: Organization of the Petroleum Exporting Coun-
tries (OPEC), OPEC Annual Statistical Bulletin, 2004 (Vi-
enna: OPEC, 2005).

which account for 5.1 percent of world exports and
2.8 percent of imports. Table 2.1 itemizes OPEC’s
importance in the global economy.

OPEC’s participation in world trade declined in
the second half of the 1980s because prices and de-
mand for oil had fallen since the early 1970s. Given
the recent upswing in the demand for oil (due to the
expansion of the Chinese economy and the contin-
ued demand of the United States) and the price per
barrel of oil, OPEC retains a major proportion of
the share of developing countries’ exports in world
trade. Without the contribution of OPEC, the share
of the remaining developing countries’ exports in
world trade is only 24.7 percent.'

This pattern of trade is changing, however, as the
fortunes of nations change in different trading regions.
While high-income, developed countries continue to
hold the lion’s share of world trade, greater portions
of activity are being taken over by new entrants into
the world market. The most notable, historically, is
Japan, which completely reversed its fortunes, pros-
pects, and future since its reconstruction and growth
after World War II. In 1950 Japan had merchandise
exports of $820 million and imports of $974 million;
by 1970 these levels had risen to exports of $19.318
billion and imports of $8.881 billion. By 2003 Japan
was exporting $542 billion worth of products and
services in world markets and importing products
and services valued at $493 billion."

Japan is being joined by other countries that

Table 2.2
World’s Leading Exporters

% of Total World Exports

Country (goods and services)
1 European Union 17.16
2 United States 13.59
3 Germany 9.11
4 United Kingdom 6.63
5 Japan 6.11
6 France 5.23
7 China 413
8 ltaly 3.95
9 Canada 3.55
10 Netherlands 3.35

Source: The Economist Pocket World in Figures, 2005
Edition (London: Economist, 2005), 34.

are nipping at the heels of the wealthy, industrial-
ized nations and rapidly increasing their levels of
industrialization, production, and exports. Some
of Japan’s increased exports were imported by the
rapidly developing Chinese economy. The value
of Chinese exports of goods and services in 2003
was $483 billion, while its imports had a value
of $467 billion. Given China’s strong projected
gross domestic product (GDP) growth over the
next decade, this trend is sure to continue. Other
challengers to Japan include the so-called four
tigers, or newly industrialized countries (NICs):
South Korea, Taiwan, Singapore, and Hong Kong.
Trade activity by these nations is slowly moving
the focus of international trade patterns away from
traditional routes of north-north activity, between
developed countries, to those of increased trade
between north and south, that is, between developed
and developing nations. Similarly, the growth in
trade by less-developed countries is increasing, as
economic development and increases in standards of
living provide citizens of those nations with higher
incomes and surplus resources to spend on goods
other than basic necessities.
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These trends in the trade patterns of the twenti-
eth century indicate a reduction of U.S. and Euro-
pean dominance in the world trade arena. On the
other hand, the Asian and Middle Eastern countries
are increasing their participation in world trade
because of their rapid industrialization and the
importance of petroleum and petroleum products.
U.S. trade with these countries has also been in-
creasing significantly, marking a departure from its
traditional trading pattern that relied to a very large
extent on trade with European trading partners.
Furthermore, changes in the international political
climate, especially the thawing of relations with
countries with centrally planned economies as they
move toward market economies, has led to marked
increases in U.S. trade with Russia and the former
Soviet bloc countries and the People’s Republic
of China. Rapid and far-reaching technological
developments have also affected trade patterns,
because raw material monopolies have been shat-
tered by hi-tech substitutes, such as synthetic prod-
ucts. Countries that were major exporters of such
raw materials have had to look for other products
to export, and export market shares have shifted
dramatically in these commodities, for example,
rubber and metals.

Propuct GRrouUPS

In world trade, the major product categories of
goods are manufactured goods, machinery, and
fuels, which account for 80 percent of all world
commodity trade. The remaining 20 percent of com-
modity types are crude commodities, agricultural
products, and chemicals. Until 1972, manufactured
goods continued to increase in relative importance
in world trade. After that, they began to decline in
importance because of the increase in oil prices and
the worldwide recession that followed. The devel-
oped countries account for the largest proportion
of goods traded in world markets. The European
Union emerged as the world’s leading exporter, but

the United States was the largest single-country
exporter. The United States is the world’s leading
exporter of services as well.

Less-developed countries have increased their
relative shares of world trade. Non-Middle Eastern
Asian countries slightly increased their exports dur-
ing the period 1980 to 2003 (to roughly 9 percent
of world commodity exports), as compared to an
overall decline in total Middle East exports over
the same period. The regions of Africa and Central
and South America stayed relatively constant over
the past two decades, with each accounting for less
than 3 percent of the world’s commodity exports.
China’s portion of world commodity exports rose by
35 percent from 2002 to 2003, and China’s exports
now account for 6 percent of world commodity
exports, while its imports rose in the same period
by 40 percent and now account for 5.5 percent of
world totals.

PATTERNS OF DIRECT INVESTMENT

As trading patterns in merchandise continue to
change, so do the patterns of countries invest-
ing in resources abroad. Many believe that direct
investment activity is a natural adjunct to trading
activities in different locations; that is, investment
funds follow trade activity. Direct investment can be
measured according to the source country of funds
or ownership. Generally, foreign direct investment
of capital is differentiated from portfolio invest-
ments according to levels of managerial involvement
and control by owners. Some countries distinguish
effective control according to a level of percentage
ownership. The United States, for example, in the
past has used a level of 10 percent as a criterion.
World FDI levels were $648.1.6 billion by the
end of 2004. This figure is misleading, however,
because it reflects the book value of the invest-
ments, which is the value at which they were
acquired, and is a historical figure that does not
account for appreciation in value over time or for
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inflation. According to recent studies, the bulk of
world direct investment is within the industrial-
ized countries of the world. The United States,
France, and the United Kingdom together ac-
count for about 43 percent of the world total
FDI."* Fewer than 20 countries hold more than 95
percent of direct overseas investments. Foreign
direct investments are generally made according
to two patterns: geographically between countries
that are in close proximity to each other, and
along traditional lines, such as those based on
the strength of historical or political alliances or
those made by countries in their former colonies.
While FDI into the United States has been trend-
ing downward over the past few years, as was
discussed in Chapter 1, this tendency was due
primarily to a worldwide recession and histori-
cally low interest-rate levels in the United States
(see Figure 2.3). Also, with the arrival of China
and India on the world stage, there are now many
other destinations for FDI. While the portion of
the U.S. share is decreasing, the amount of FDI
worldwide is increasing.

Investments, in general, are made by very large
firms and have seen their highest growth in the
areas of manufacturing, petroleum, and industries
that require high levels of capital assets. The invest-
ments are made primarily in industrial countries

with the lowest level of risk and the largest possible
markets.

GOVERNMENT INVOLVEMENT
IN TRADE RESTRICTIONS AND
INCENTIVES

All governments attempt to restrict or support interna-
tional trade or transfers of resources. This intervention
can take the form of controlling the flow of trade and
transfer of goods, controlling the transfer of capital
flows, or controlling the movement of personnel and
technology. Rationales for intervention vary but fall
into several patterns, all of which are based on the
notion that the governmental actions will promote
the best interests of the nation.

Governments may be motivated by economic
goals, such as increasing revenues or the supply of
hard currency in the country. They also may have
economic or monetary considerations in equalizing
balances of trade or keeping inflation to a minimum.
They may cite national objectives, such as maintain-
ing self-sufficiency, economic independence, and na-
tional security. There may be specific concerns in the
country regarding the welfare of the populace, such as
health and safety considerations or full employment
goals. Political objectives also play a major role in
governmental establishment of trade policy.
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PROTECTIONISM

Protectionism refers to government intervention
in trade markets to protect specific industries in its
economy. Impetus for protecting industries comes
from special-interest groups within different sectors
of the economy who plead their case for protecting
domestic capacity and production facilities. Many
believe that calls for protectionism should be inter-
preted as a need for the country to make structural
changes in its industrial base, in order to increase
its competitiveness in foreign markets, rather than
have government intervention support inefficient
industries.

One rationale promulgated for protecting indus-
try is to ensure full employment. This argument
holds that the substitution of imports for domestic
products causes jobs to be lost at home and that pro-
tecting industries is necessary for a strong domestic
employment base.

A second rationale is that of protecting infant
industries, which is especially pertinent in less-
developed and developing countries. The infant-
industry argument holds that newly established
industries cannot compete effectively at first against
established giants from industrialized nations. Con-
sequently, the industry is protected (theoretically)
until such time as it can grow to achieve economies
of scale and operational efficiencies matching
those of its major competitors. Under this scenario,
difficulties occur when the time comes to with-
draw such protection, which by then has become
institutionalized and is vociferously defended by
industry participants. This argument was first made
by Alexander Hamilton, the first U.S. secretary of
the treasury, in 1792. Hamilton wanted to protect
the fledgling industries of the new nation from Eu-
ropean competition (he also advocated the idea of
not recognizing foreign patents and copyrights for
similar competitive reasons).

A third rationale for protecting specific industries
is that the industrialization objectives of a country
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justify a promotion of specific sectors of the econ-
omy in order to diversify the economic structure.
Thus, protection and incentives are given to those
industries that are expected to grow quickly, bring
in investment dollars, and yield higher marginal
returns. For this reason, many developing countries
attempt to promote the growth of industries that
provide high-value-added materials and emphasize
the use of locally available agricultural or primary
raw materials.

The ultimate rationale for protectionism is more
accurately based in emotionalism than in sound eco-
nomic arguments, and its cost is high. Protectionism
leads to higher prices for consumers for imported
products and components. It may lead to retaliation
by importing countries, which may reduce the home
country’s exports abroad and employment in local
markets. Protectionism also may increase opportu-
nity costs by allocating the resources of a country
inappropriately and at the expense of other sectors
of the industrial base.

The methods of governmental intervention in
markets take several different forms. The primary
and most direct method is through the application
of tariffs to exports or imports. A less direct method
is the application of nontariff barriers.

TARIFFS

Tariffs or duties are a basic method of governmen-
tal intervention in trade and may be used either to
protect industries by raising the price of imports,
to bring import prices even with domestic prices,
or to generate revenues. Tariffs may be placed on
goods leaving the country, as export duties, or on
goods entering the country, as import duties. They
are the most typical controls on imports. Tariffs are
assessed in three different ways:

1. Advalorem duties are assessed on the value
of the goods and are levied as a percentage
of that value.



2. Specific duties are assessed according to a
physical unit of measurement, such as on a
per-ton, per-bushel, or per-meter rate, and
are stipulated at a specific monetary value.

3. Compound tariffs are a combination of ad
valorem and specific duties.

Determining Tariffs

Tariffs have an advantage as a tool for government
intervention in international markets because they
can be varied and applied on a selective basis ac-
cording to commodity or country of origin. Some
countries can be assessed higher duties on their
imports than others. These duties are prescribed ac-
cording to tariff schedules. Single-column schedules
are those in which the duties on products and com-
modities are the same for everyone. Multicolumn
schedules list tariffs rates for different products and
different countries according to trade agreements
between the importing and exporting countries.
Some countries that are treated separately are
those that have most-favored-nation (MFN) status
accorded to them. These countries have entered into
agreements under which all the signatories are ac-
corded the same preferential tariff status. Countries
enter into these agreements to facilitate entry of their
own exports and for political and other economic
reasons. There are many groups of trading partners
in the world, the largest and most important of which
began as the General Agreement on Tariffs and Trade
(GATT), which was established soon after World
War II with an original membership of 19 countries.
GATT was replaced by the World Trade Organiza-
tion (WTO) in 1995, which was expanded to include
discussions on services (in addition to merchandise
exports); it now includes 149 member nations.

WOoRLD TRADE ORGANIZATION

The purpose of the WTO is to establish an umbrella
under which its signatory members can meet to es-
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tablish reciprocal reductions in tariffs and the liber-
alization of trade in a mutual and nondiscriminatory
manner. A major objective of the body is to extend
tariff accords and MEN status to all members. Under
the WTO, methods and rules of trade liberalization
are established with provisions for monitoring trade
activity, enforcement, and the settling of disputes.
WTO rules allow for certain exceptions to reduce
trade barriers, such as allowing countries to continue
to provide support for domestic agriculture and for
developing countries to protect infant industries.

Reductions in trade barriers are achieved through
the meeting of the signatories in negotiating ses-
sions, or trade rounds. These meetings are held
periodically to discuss the further lowering of
barriers to trade. In recent rounds, WTO members
have attempted to deal with nontariff problems and
other current issues, such as trade in agriculture and
services, technology transfer, and nonmonetary bar-
riers put up by countries to discourage free trade.
Doha Agenda, which began in 2001, is a trade round,
focusing on integrating the developing countries
into the world economy, and on opening market
access between these countries and the developed
world. (For a more detailed discussion of the WTO,
see Chapter 6.)

REGIONAL TRADE GROUPS AND
CARTELS

Trade groups organized along regional or political
lines are less pervasive and influential. Two major
regional trading groups are the European Union
(EU), which is composed of 25 European countries,
and the North American Free Trade Agreement
(NAFTA), which includes the United States, Canada,
and Mexico.

Traditionally, trade groups have also been orga-
nized according to specific commodity types and
agreements that allow for monitoring or control-
ling the supply of those commodities, or both. Ten
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such basic commodities have been identified by the
United Nations: coffee, cocoa, tea, sugar, cotton,
rubber, jute, sisal, copper, and tin. Some of these
commodities are traded on open and free markets,
and their prices fluctuate to a great degree. Sales of
some of the other commodities on this list, such as
sugar, rubber, tin, cocoa, and coffee, have historical-
ly come under the aegis of international commodity
agreements that promote use of import and export
quotas and a system of buffer stocks. In today’s
marketplace, prices are subject to market pressure,
so these types of groups are less meaningful than
they have been in the past. Other trade groups are
organized among producers, consumers, or both.

Generally, under these agreements prices are al-
lowed to move up and down within a certain range,
but if the price moves above or below that range,
an outside collective agency is authorized to buy or
sell the commodity to support its price. Similarly, a
commodity agreement may provide for quotas on
exports from individual supply countries to limit
supplies of the commodities on world markets, thus
shoring up prices.

CARTELS

Another form of a commodity agreement group
is the cartel, in which a group of commodity-
producing countries join forces to bargain as a single
entity in world markets. A cartel can be formed only
when there is a relatively small group of producers
who hold an oligopoly position; that is, they control
the bulk of the commodity supply. The most notable
cartel in recent years has been the Organization of
the Petroleum Exporting Countries (OPEC), which
is composed primarily of Middle Eastern countries,
such as Saudi Arabia, Qatar, Iraq, Libya, Algeria,
Kuwait, the United Arab Emirates, and Iran, as well
as other oil-producing countries in the world, such
as Venezuela, Indonesia, and Nigeria.

In the early 1970s, OPEC was able to raise the
price of crude oil fourfold, from $3.64 per barrel to
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$11.65 per barrel, within a single year. It was able
to do so because it had a great deal of leverage in
the world marketplace; its members controlled more
than half of the world production of oil in 1973.
World demand for oil was very high, and the top
oil-consuming countries were not able to meet the
demand with domestic supplies.'® There were few
suitable energy substitutes being utilized around
the world. The cartel was also successful because
its members adhered to their production and pricing
agreements.

Frequently, cartels fail because members violate
their agreements by dropping prices or raising pro-
duction and forcing the other members back into a
competitive position. Although this did not occur
with OPEC, the cartel’s hold on world markets
began to slip in the mid-1970s as a worldwide reces-
sion, conservation, and the use of energy substitutes
reduced the demand for oil. In addition, non-OPEC
producers increased their production to take advan-
tage of price escalations in world markets. Political
turmoil, the emergence of the Chinese economy, and
an insatiable demand for oil by the United States has
recently led to an increase in the price of oil to more
than $50 per barrel. In 2003, world oil demand was
78.7 millions barrels per day, and world oil supply
was 79.3 million barrels per day. North America
(led by the United States) accounted for 31 percent
of the total demand, but only 18 percent of world
oil supply.'¢

NONTARIFF BARRIERS TO
MERCHANDISE TRADE

Nontariff barriers have become a controversial topic
in trade activity over the past decade. They are a
matter of concern because they are not traditional
methods of discouraging imports through the appli-
cation of duties. Instead, they work to slow the flow
of goods into a country by increasing the physical
and administrative difficulties involved in importing.



Nontariff barriers can take a number of forms that
provide effective restraints on trade:

* Government discrimination against foreign
suppliers in bidding procedures

* Highly involved and rigorous customs and
country-entry procedures

* Excessively severe inspection and standards
requirements

* Detailed safety specifications and domestic
testing requirements

* Required percentages of domestic material
content

Some nations regulate the importation of certain
products that they deem harmful to their citizens.
Canada, for example, has strict entry requirements
for individuals and companies that are bringing
tobacco products into the country. Other countries
attempt to control the amount of a certain product
being imported to a country by returning entire
shipments of goods just because one sample failed
to meet the accepted standards. In the aftermath of
the Canadian mad cow disease scare in May 2003,
Japanese officials discussed the possibility of re-
quiring that all imported Canadian beef products be
inspected, rather than requiring the sampling of just
a certain number, which was the typical procedure.
Instead of incurring the cost of such inspections,
the government of Japan decided to ban future ship-
ments of Canadian beef until the problems surround-
ing this issue in Canada could be resolved.

Some countries have restrictions on services,
such as those that prohibit transportation carriers
from serving specific destinations, or those that
allow only advertising featuring models of that
country’s nationality.

Quoras

The most widely used method of restricting quantity,
volume, or value-based imports is the imposition of
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quotas on imports into a country. These quotas may
be unilateral according to commodity and stipulate
that only a certain aggregate amount of the import
from any source may enter a country. Alternatively,
they can be selective on a country or regional basis.
A type of quota is an embargo, which prohibits all
trade between countries. Another type, encountered
only in recent trade history, is the voluntary entry re-
striction, in which foreign countries agree to restrict
their exports to a country, but are actually forced
into compliance through the use of direct or subtle
political pressure by major trading partners.

While the imposition of quotas may impede the
flow of imports into a country, it does little to help that
country find a level of readjustment; that is, it does
nothing in the way of leading to lowered domestic
prices. It often leads to higher import prices.

NONTARIFF PRICE BARRIERS

Nontariff and competitive barriers can also be
implemented as adjustments in prices. For example,
some countries use subsidies to enhance the com-
petitiveness of their exports in international markets.
In arecent WTO dispute, the United States insisted
that Canada had subsidized its softwood lumber
industry, a charge that Canada denied. The subsi-
dized industry would have then been able to sell its
product in the United States at a much-reduced cost,
thereby gaining a competitive advantage. The WTO
decided in favor of Canada in July 2004, although
the result was disputed by the United States. Some
subsidized services, such as export promotion, are
permissible according to trade conventions. Others,
such as special tax incentives or government provi-
sions of fundamental research, are being contested
by trading nations as violations of free trade.

The imposition of quotas also causes serious
administrative problems for the authorities of both
the importing and exporting countries. Once quotas
are imposed, the amount of goods to be sent from
the exporting country is not determined by market
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demand but by an arbitrary ceiling. The quantity of
goods allowed to be exported under the quota ceil-
ings is often much lower than the normal export lev-
els, which implies that all exporters of the affected
country cannot export at their previous levels. The
new levels have to be determined by the authorities,
which for large and widespread export industries is
an expensive and cumbersome process. Problems
arise for the importing country because the imported
quantities under the quota rules are not adequate to
meet market demand, and the government has to
take over the role of the market in allocating the
available goods imported under quota rules. Apart
from the expense and delays of the administrative
process that is required to accomplish nonmarket
distribution of imported goods, there is also the dan-
ger of creating inequities, because it is often difficult
to verify genuine needs and claims by the citizens
who are demanding access to imported products that
are being rationed by the government.

Some countries raise the effective costs of export-
ing by assessing special fees for importing, requir-
ing customs deposits, or establishing minimum
sales prices in foreign markets, thereby making it
less profitable for exporters to send goods to their
markets. Similarly, the manipulation of exchange
rates can affect the position of a country’s goods in
overseas markets, because undervaluing a country’s
currency exchange rate will make that country’s
goods more competitive abroad.

Another type of nontariff price barrier is erected
by valuing imports at customs under the ad valorem
method of assessing tariffs. Countries can vary
their valuation criteria and value goods at their own
country’s retail prices rather than at the wholesale
or invoice prices being paid by the importer.

In determining the appropriate pricing levels for
tariffs in the event of disputes, one would first use the
invoice price, then the price of identical goods, then
the price of similar goods. A particular problem arises
when goods are entering a market-based economy

from a centrally planned or nonmarket economy
where there is no established pricing structure or valu-
ation procedure. A recent example of this problem has
involved the Chinese furniture industry. Many U.S.
manufacturers have accused China of dumping'” its
furniture in the U.S. market in an effort to unfairly
gain market share. A similar case occurred when
nonmarket economies tried to bring chemical fertil-
izers into the United States at below-market prices,
which was achieved by undervaluing the costs of
crucial inputs such as natural gas.

(GOVERNMENT RESTRICTION OF
EXPORTS

In addition to controlling or taxing national imports,
governments often have laws and regulations that
limit certain types of exports generally or to specific
countries. Governments apply these limits to main-
tain domestic supply and price levels of goods, to
keep world prices high, or to meet national defense,
political, or environmental goals. In the United
States, under the Export Administration Act of 1969
and its amendments of 1979, U.S. export licenses
could be limited because of foreign policy objectives,
for the protection of the economy from a drain of
limited or scarce resources, or for military use by the
recipient nations. Licenses are required for the export
of items on the U.S. controlled-commodity list and
for the export of any product to communist countries.
The administration of these licenses is overseen by
the U.S. Department of Commerce in tandem with
the Departments of State and Defense.

SUMMARY

International business requires the same basic func-
tional and operational activities as domestic business.
As international business crosses borders, however,
it encounters different economies, cultures, legal
systems, governments, and languages, which must be
integrated into business policies and practices. Entry



into international business varies along a continuum,
beginning with the simplest form, exporting, through
other entry methods, which include licensing, fran-
chising, contract manufacturing, direct investment,
joint ventures, wholly owned subsidiaries, globalized
operations, and portfolio investments.

Recent changes in global trade patterns reveal a
reduction in the dominance of the United States and
Europe, while Asian (especially Japan and the four
tigers) and Middle Eastern countries are increasing
their levels of output. Direct investment, 43 percent
of which is held by the United States, France, and
the United Kingdom, is generally located in the
industrialized countries, where risks are lowest and
potential returns are high.

The governments of host countries play an im-
portant role in either restricting or supporting inter-
national trade. Often, international trade policies are
determined to achieve economic or monetary goals;
maintain national security; improve health, safety,
and employment levels; or support specific political
objectives. Protectionism, tariffs, nontariff barriers,
and government restrictions on exports are direct and
indirect methods of restricting international trade.

DiscussioN QUESTIONS

1. Which factors should a firm consider before it
decides to conduct business internationally?

2. Which method of going international would
you use if you were

* An automobile manufacturer?

* A software developer?

* An oil exploration-production
company?

e An electrical power plant builder ?

* A farmer with a large surplus of wheat?

* A restaurant operator with a new
barbecued ribs recipe?

What were your reasons?
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3. When might a corporation “go internation-
al” using a joint-venture approach rather
than a wholly owned subsidiary approach?
Give an example.

4. What type of business transaction generally
uses a turnkey operation approach?

5. Identify the top five leading exporting
countries.

6. Who are the four tigers?

7. Which country is the leading provider of
services in the world?

8. Give a recent example in which China
has invested directly in the United
States.

9. How might multinational direct invest-
ment help or hurt the country receiving the
investment?

10. Discuss the methods governments use to
protect their domestic business environ-
ments.
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CasE Stupy 2.1

ELECTRONICS INTERNATIONAL, LLTD.

Electronics International, Ltd., is a large con-
sumer electronics manufacturer based in South-
ampton, England. Its product line consists of
CD players, DVD players, home entertainment
systems, and so on. Annual sales in 2004 were
$186 million, 44 percent of which came from
overseas sales. Most of the company’s exports
went to developing countries in Asia and Africa,
with a small percentage of its products going to
Turkey and Greece. Its most important export
market is Zempa, a relatively prosperous de-
veloping country in the western part of Africa.
Exports to Zempa total nearly 26 percent of all
export revenues and have been showing an up-
ward trend for the past six years.

Total sales to Zempa in 2005 were $120
million, up from $40 million in 1998 and $110
million in 2004. The company controlled ap-
proximately 20 percent of the audio products
market in Zempa, with the rest being taken up
by other competitors, all of whom were over-
seas corporations. Zempa has no audio products
manufacturing industry, and all domestic require-
ments were met through imports. Electronics
International was the third largest player in the
Zempa market, with the top two slots being oc-
cupied by a German company and a Japanese
company. Electronics International’s products
were well established and enjoyed considerable
customer loyalty.

Recently, some problems have emerged.
The government of Zempa has become
increasingly concerned about the relatively
backward state of its manufacturing industry
and wants to rapidly industrialize the econo-

my by attracting overseas investment in key
sectors. One of the important priorities for
the Zempa government in this connection is
the consumer electronics industry. As a part
of its policy to develop the local economy by
stimulating domestic manufacturing activity,
the Zempa government inquired with each of
the major exporters of consumer electronics
products about setting up domestic produc-
tion facilities in Zempa. The managing di-
rector of Electronics International received
a letter from the Zempa government, invit-
ing the company to set up a manufacturing
facility in Zempa, and promising consider-
able official assistance should the company
decide to do so.

Electronics International was asked to evaluate
this offer and to reply within three months. The
Zempa government said that the other leading
suppliers were also considering setting up local
manufacturing establishments in Zempa.

The idea of setting up a manufacturing op-
eration in Zempa did not appeal initially to the
managing director of Electronics International.
The company was doing well as an exporter
and sales had been increasing each year. There
had been no difficulties in shipping its prod-
ucts, and most of the goods were transported
by sea and costs were acceptable. True, there
were some problems with the local customs
authorities, but they were not insurmountable.
The distributors were good, reliable people
who were pushing sales hard and were meeting
their contractual obligations to the company

continued
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Case 2.1 (continued)

without any major problems. The government’s
regulations regarding remittance of payments for
imports and exports were tedious and at times a
little frustrating, but with the help of the compa-
ny’s local agents, most of the issues regarding
repatriation of exchange proceeds were resolved
in reasonable time. Therefore, why should the
company think of setting up manufacturing
operations in Zempa? The infrastructure for
industry in Zempa was relatively undeveloped.
The electricity supply was especially unreliable.
There was little trained manpower, and the pro-
duction of electronic products requires workers
who are adept at carrying out delicate assembly
tasks. The managing director was about to dictate
a letter thanking the government for the invitation
to set up a factory and conveying the company’s
decision to stay on only as an exporter, when he
decided to consult Bill McLowan, the strategic
planning director at Electronics International.
A couple of days later, McLowan presented a
seven-page executive memo that differed from
the thoughts of the managing director. Five main
points were raised in the memo:

1. Zempa is a valuable market for
Electronics International, and as the
economy of the country develops,
the market size is likely to continue to
grow rapidly. What is therefore needed
is not only an increase in sales volume
but also an increase in market share.
The memo pointed out that although
the sales of Electronics International’s
products had risen steadily over the
past six years, its market share had
stagnated while those of its main
competitors had increased.

2. The Zempa government not only

had invited Electronics International
to set up manufacturing facilities,
but also had solicited investments
from its two major competitors. If
both competitors accepted the invi-
tation and set up local manufactur-
ing operations, they could outprice
Electronics International from the
Zempa market because costs of local
production were bound to be lower,
given the lower wage rates and other
input costs.

. Zempa was under increasing domes-

tic and external economic pressure.
There was considerable inflation, pri-
marily because of a substantial feder-
al budget deficit (the government had
not been able to raise required levels
of revenues). Although the external
balance position had been comfort-
able in the past five years because of
firm commodity prices (commodities
were the main exports of Zempa,
generating 95 percent of export rev-
enues), indicators of a weakening
were already apparent. In the event
of a balance of payments crisis, the
government was likely to limit im-
ports, and one of the first items to
be put on the banned list would be
consumer electronics, because they
would be deemed nonessential in
the face of competing demands from
such imports as defense equipment.

. Although there were some impedi-

ments to the establishment of manu-
continued
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Case 2.1 (continued)

facturing operations, at this stage the
government had assured the company
of all assistance. If the company went
in now and the other competitors did
not, it would gain considerable lever-
age with the home government, which
could be used to attack the dominance
of the competition.

. There were certain risks—the lo-

cal currency might depreciate, and
the lack of training of local workers
and the state of local infrastructural
facilities might impair the efficiency
of the plant. Other constraints might
be imposed later on the manufactur-
ing operation. Given the emerging
scenario, however, these risks were
worth taking, and the company should
at least in principle accept the invita-

tion from the government of Zempa
and prepare for further negotiations.

McLowan’s memo seemed to open a new
line of thought, but it did not convince the
managing director. He asked his secretary
to organize a meeting of the international
investment committee to discuss the issues of
exporting and direct investment in Zempa.

DiscussioN QUESTIONS

1. What strategy should Electronics
International adopt in this situation?
Should the company continue export-
ing or make a direct investment?

2. Are there any other alternatives open
for Electronics International?
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CHAPTER 3

Theories of Trade and
Economic Development

CHAPTER OBIJECTIVES
This chapter will:

explain international trade.

Present the major trade and economic theories that attempt to

Describe the continuum of political economic development within

the global community of nations and identify the first, second, and

third worlds.

economy.

INTRODUCTION TO
INTERNATIONAL TRADE
THEORIES

Theories of international trade attempt to provide
explanations for trade motives, underlying trade
patterns, and the ultimate benefits that come from
trade. An understanding of these basic factors
enables individuals, private interests, and govern-
ments to better determine how to act for their own
benefit within the trading systems. The major ques-
tions to be answered through such an examination
of trade are the following:

* Why does trade occur? Is it because of price
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Discuss current economic development theory.
Define the problems facing less-developed countries.
Briefly discuss the recent dynamic changes occurring in the global

differentials, supply differentials, or differ-
ences in individual tastes?

What is traded, and what are the prices or terms
agreed on in these trading actions?

Do trade flows relate to a country’s specific
economic and social characteristics?

What are the gains from trade, and who realizes
these gains?

What are the effects of restrictions put on trad-
ing activity?

The theories discussed in this chapter answer some
of these questions. Although no theory by itself
offers all the answers, the different theories do
contribute significantly to our understanding.
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Theories of trade have evolved over time, begin-
ning with the emergence of strong nation-states and
the organization of systematic exchanges of goods
among these nations. The theories are associated
with discrete time periods, and the earliest of these
periods was that of mercantilism.

MERCANTILISM

Mercantilism became popular in the late seventeenth
and early eighteenth centuries in western Europe
and was based on the notion that governments (not
individuals, who were deemed untrustworthy) should
become involved in the transfer of goods between na-
tions in order to increase the wealth of each national
entity. Wealth was defined, however, as an accumula-
tion of precious metals, especially gold.

Consequently, the aims of the governments were
to facilitate and support all exports while limiting
imports; these goals were accomplished through the
conduct of trade by government monopolies and
intervention in the market through the subsidization
of domestic exporting industries and the allocation
of trading rights. Additionally, nations imposed du-
ties or quotas on imports to limit their volume. Dur-
ing this period, colonies were acquired to provide
sources of raw materials or precious metals. Trade
opportunities with the colonies were exploited, and
local manufacturing was repressed in those offshore
locations. The colonies were often required to buy
their goods from the colonizing countries.

The concept of mercantilism incorporates three
fallacies. The first is the incorrect belief that gold
or precious metals have intrinsic value, when ac-
tually they cannot be used for either production
or consumption. Thus, nations subscribing to the
mercantilism notion exchanged the products of
their manufacturing or agricultural capacity for
this nonproductive wealth. The second fallacy is
that the theory of mercantilism ignores the concept
of production efficiency through specialization.
Instead of emphasizing cost-effective production

of goods, mercantilism emphasizes sheer volumes
of exports and imports and equates the amassing
of wealth with the acquisition of power. The third
fallacy of mercantilism concerns the overall goal of
the system. If the goal was to maximize wealth from
the sale of exports, and if every participating nation
had the same aim, the system itself did not promote
trade, since all nations cannot maximize exports
(and thus gold accumulation) simultaneously.'
Neomercantilism corrected the first fallacy by
looking at the overall favorable or unfavorable bal-
ance of trade in all commodities; that is, nations
attempted to have a positive balance of trade in all
goods produced so that all exports exceeded imports.
The term “balance of trade” continues in popular use
today as nations attempt to correct their trade deficit
positions by increasing exports or reducing imports
so that the outflow of goods balances the inflow.
The second fallacy, a disregard for the concept of
efficient production, was addressed in subsequent theo-
ries, notably the classical theory of trade, which rests
on the doctrine of comparative advantage. Subsequent
theories also attempted to address the third fallacy.

CrassicAL THEORY

What is now called the classical theory of trade
superseded the theory of mercantilism at the be-
ginning of the nineteenth century and coincided
with three economic and political revolutions: the
Industrial Revolution, the American Revolution,
and the French Revolution. This theory was based
in the economic theory of free trade and enterprise
that was evolving at the time. In 1776, in The Wealth
of Nations, Adam Smith rejected as foolish the
concept of gold being synonymous with wealth.?
Instead, Smith insisted that nations benefited the
most when they acquired through trade those goods
they could not produce efficiently and produced
only those goods that they could manufacture with
maximum efficiency. The crux of the argument was
that costs of production should dictate what should



be produced by each nation or trading partner.

Under this concept of absolute advantage, anation
would produce only those goods that made the best
use of its available natural and acquired resources and
its climatic advantages. Some examples of acquired
resources are available pools of appropriately trained
and skilled labor, capital resources, technological
advances, or even a tradition of entrepreneurship.

The use of such absolute advantage is the simplest
explanation of trading behavior. For example, take two
trading nations, Greece and Sweden, which both have
the capacity to produce olives and martini glasses. In
Greece 500 crates of green olives require 100 units of
resources (i.e., workers) to produce, from cultivation
and harvesting to processing and packaging. Because
of the lack of manufacturing facilities and machinery
in that country, however, 100 crates of martini glasses
(an equivalent value to 500 crates of olives) take 500
resource units to produce because each glass must
be handblown. This contrasts with the situation in
Sweden, where the production of 100 crates of martini
glasses can easily be mechanized and uses only 300
resource units. Because of Sweden’s northern climate,
however, olives can be grown only in greenhouses
under human-made environmental conditions, a very
expensive process that requires 600 units to produce
500 crates. Comparison of these figures leads to a
clear conclusion as to how trade should be conducted
to provide the citizens of Greece and Sweden with the
perfect cocktail. Olives should be grown in Greece and
traded for glasses produced in Swedish glass factories,
because of the number of resource units required for
each country to produce olives and glasses:

Country Olives Martini Glasses
(500 crates) (100 crates)

Greece 100 units 500 units

Sweden 600 units 300 units

If Sweden concentrates on the production of
martini glasses and Greece on the production of
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products at 100 resource units per 500 crates
of olives and 300 resource units per 100 crates
of martini glasses, for a total of 400 resource
units.

The conclusion reached, of course, was that
each country should produce the good that it could
manufacture at minimum cost. What if, however,
a country could produce both or several goods or
commodities at costs lower than the other country’s?
Do both nations still have impetus to trade?

COMPARATIVE ADVANTAGE

This question was considered by David Ricardo,
who developed the important concept of compara-
tive advantage in considering a nation’s relative
production efficiencies as they apply to international
trade.® In Ricardo’s view, the exporting country
should look at the relative efficiencies of production
for both commodities and make only those goods it
could produce most efficiently.

Suppose, for example, in our illustration that
Greece developed an efficient manufacturing ca-
pacity so that martini glasses could be produced
by machine rather than being handblown. In fact,
since the development of the productive capacity
and capital plants were newer than those in Sweden,
Greece could produce 100 crates of martini glasses
using only 200 resource units as opposed to the 300
units required by Sweden. Thus, Greece’s compara-
tive costs would fall below those of Sweden for both
products and its comparative advantage vis-a-vis
those products would be higher. Therefore, the re-
source units required to produce olives and glasses
would now be:

Country Olives Martini Glasses
(500 crates) (100 crates)

Greece 100 units 200 units

Sweden 600 units 300 units
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Logically, Greece should be the producer of both
olives and martini glasses, and Sweden’s capital and
labor used in making these happy-hour supplies
should be directed to Greece, so that maximum pro-
duction efficiencies are achieved. Neither capital nor
labor is entirely mobile, however, so each country
should specialize: Greece in olives at 100 resource
units per 500 crates, and Sweden in glass produc-
tion at 300 resource units per 100 crates. Greece is
still better oft at maximizing its efficiencies in olive
production. By doing so, it produces twice as many
goods for export with the same amount of resources
than if it allocated production to glassmaking, even
at the new, more efficient production level.

While Sweden’s production costs for glasses are
still higher than those of Greece at 300 units per 500
crates, the resources of Sweden are better allocated to
this production than to expensive olive growing. In this
way, Sweden minimizes its inefficiencies and Greece
maximizes its efficiencies. The point is that a country
should produce not all the goods it can more cheaply,
but only those it can make cheapest. Such trading activ-
ity leads to maximum resource efficiency.

The concepts of absolute advantage and com-
parative advantage were used in a subsequent theory
development by John Stuart Mill, who looked at the
question of determining the value of export goods
and developed the concept of terms of trade.* Under
this concept, export value is determined according to
how much of a domestic commodity each country
must exchange to obtain an equivalent amount of an
imported commodity. Thus, the value of the product to
be obtained in the exchange was stated in terms of the
amount of products produced domestically that would
be given up in exchange. For example, Sweden’s terms
with Greece would be exporting 100 crates of glasses
in return for an equivalent of 500 crates of olives.

WEAKNESSES OF EARLY THEORIES

While the work of Smith, Ricardo, and Mill went
far in describing the flow of trade between nations,

classical theory was not without its flaws. In our
example of Greece and Sweden, the theory incor-
rectly assumed:

* The existence of perfect knowledge regarding
international markets and opportunities

 Full mobility of labor and production factors
throughout each country

* Full labor employment within each country

The theory also assumed that each country had as
its objective full production efficiency. It neglected
such other motives as traditional employment and
production history, self-sufficiency, and political
objectives.

In addition, the theory is overly simplistic in that
it deals with only two commodities and two coun-
tries. In reality, given the full range of production by
many countries and the interplay of many motives
and factors, the trade situation is actually an ongo-
ing dynamic process in which there is interaction
of forces and products.

The largest area of weakness in classical theory
is that while we considered all resource units used
in production, the only costs considered by classical
economists were those associated with labor. The
theorists did not account for other resources used
in the production of commodities or manufactured
goods for export, such as transportation costs, the
use of land, and capital. This failing was addressed
by subsequent trade theorists, who, in modern
theory, include all factors of production in looking
at theories of comparative advantage.

MORE RECENT THEORIES

FactorR ENDOWMENT THEORY

The Eli Heckscher and Bertil Ohlin theory of fac-
tor endowment addressed the question of the basis
of cost differentials in the production of trading
nations. Heckscher and Ohlin posited that each



country allocates its production according to the
relative proportions of all its production factor
endowments: land, labor, and capital on a basic
level, and, on a more complex level, such factors as
management and technological skills, specialized
production facilities, and established distribution
networks.

Thus, the range of products made or grown for
export would depend on the relative availability
of different factors in each country. For example,
agricultural production or cattle grazing would
be emphasized in such countries as Canada and
Australia, which are generously endowed with
land. Conversely, in small-land-mass countries with
high populations, export products would center
on labor-intensive articles. Similarly, rich nations
might center their export base on capital-intensive
production.

In this way, countries would be expected to
produce goods that require large amounts of the
factors they hold in relative abundance. Because
of the availability and low costs of these factors,
each country should also be able to sell its products
on foreign markets at less than international price
levels. Although this theory holds in general, it does
not explain export production that arises from taste
differences rather than factor differentials. Some
of these situations can be seen in sales of luxury
imported goods, such as Italian leather products,
deluxe automobiles, and French wine, which are
valued for their quality, prestige, or panache. Like
classical theory, the Heckscher-Ohlin theory does
not account for transportation costs in its compu-
tation, nor does it account for differences among
nations in the availability of technology.

Economist Paul Samuelson extended the factor
endowment theory to look at the effect of trade
on national welfare and the prices of production
factors. Samuelson posited that the effect of free
trade among nations would be to increase overall
welfare by equalizing the prices not only of the
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goods exchanged in trade but also of all involved
factors. Thus, according to his theory, the returns
generated by use of the factors would be the same
in all countries.’

THE LEONTIEF PARADOX

An exception to the Heckscher-Ohlin theory was
examined by W.W. Leontief in the 1950s. Leontief
found that U.S. exports were less capital-intensive
than imports, although the presumption according
to the Heckscher-Ohlin theory would have been
that the United States had capital-intensive rather
than labor-intensive export goods, because capital
endowments at that time were proportionately
higher than labor in the United States. The reason,
as outlined by Leontief, was that these factor en-
dowments are not homogeneous, and they differ
along parameters other than relative abundance.®
Labor pools, for example, can range from being
unskilled to being highly skilled. Similarly, produc-
tion methods can be more technically sophisticated
or advanced in different locations within a nation.
Thus, it made sense at the time that U.S. exported
products were made through the efforts of highly
skilled labor and imported products were produced
through the efforts of less-skilled workers in other
countries.

Thus, Leontief attempted to answer his own
paradox by stating that since U.S. workers were
more efficient, U.S. imports appeared to be more
capital-intensive than U.S. exports. It could also
have been due to not expanding the research into
other factors of production (to include land, human
capital, and technology) or due to protection of
labor-intensive industries.

CRITICISMS

Although these more recent theories seem to go
far in explaining why nations trade, they have
nonetheless come under criticism as being only
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partial explanations for the exchange of goods and
services between nations. Some of these criticisms
are as follows:

¢ The theories assume that nations trade, when
in reality trade between nations is initiated and
conducted by individuals or individual firms
within those nations.

* Traditional theory also assumes perfect com-
petition and perfect information among trading
partners.

* The theories are limited in looking at the transfer
either of goods or of direct investments. No theo-
ries explain the comprehensive dynamic flow of
trade in goods, services, and financial flows.

* The theories do not recognize the importance
of technology and expertise in the areas of
marketing and management.

Consequently, some scholars have looked separately
at the reasons that firms enter into trade or foreign
investment. One of these theories is the international
product life cycle, which looks at the path a prod-
uct takes as it departs domestic shores and enters
foreign markets.

MODERN THEORIES

INTERNATIONAL PrODUCT LIFE
CycLE THEORY

The international product life cycle theory puts
forth a different explanation for the fundamental
motivations for trade between and among nations.” It
relies primarily on the traditional marketing theory
regarding the development, progress, and life span
of products in markets. This theory looks at the
potential export possibilities of a product in four
discrete stages in its life cycle. In the first stage,
innovation, a new product is manufactured in the
domestic arena of the innovating country and sold
primarily in that domestic market. Any overseas

sales are generally achieved through exports to other
markets, often those of industrial countries. In this
stage, the company generally has little competition
in its markets abroad.

In the second stage, the growth of the product,
sales tend to increase. Unfortunately, so does
competition as other firms enter the arena and the
product becomes increasingly standardized. At
this point, the firm begins some production abroad
to maximize the service of foreign markets and to
meet the activity of the competition.

As the product enters the third stage, maturity,
exports from the home country decrease because of
increased production in overseas locations. Foreign
manufacturing facilities are put in place to counter
increasing competition and to maximize profits
from higher sales levels in foreign markets. At
this point, price becomes a crucial determinant of
competitiveness. Consequently, minimizing costs
becomes an important objective of the manufac-
turing firm. Production also frequently shifts from
being within foreign industrial markets to less
costly less-developed countries (LDCs) to take
advantage of cheaper production factors, especially
low labor costs. At this point the innovator coun-
try may even decide to discontinue all domestic
production, produce only in third world countries,
and reexport the product back to the home country
and to other markets.

In the final stage of the product life cycle, the
product enters a period of decline. This decline is
often because new competitors have achieved levels
of production high enough to effect scale economies
that are equivalent to those of the original manufac-
turing country.

The international product life cycle theory has
been found to hold primarily for such products as
consumer durables, synthetic fabrics, and elec-
tronic equipment, that is, those products that have
long lives in terms of the time span from innovation
to eventual high consumer demand. The theory



does not hold for products with a rapid time span
of innovation, development, and obsolescence.
The international product life cycle theory holds
less often these days because of the growth of multi-
national global enterprises that often introduce prod-
ucts simultaneously in several markets of the world.
Similarly, multinational firms no longer necessarily
first introduce a product at home. Instead, they might
launch an innovation from a foreign source in the
domestic markets to test production methods and
the market itself, without incurring the high initial
production costs of the domestic environment.

OTHER MODERN
INVESTMENT THEORIES

Other theorists explain firms’ overseas investing
as a response to the availability of opportunities
not shared by their competitors; that is, these firms
take advantage of imperfections in markets and
enter foreign spheres of production only when their
competitive advantages outweigh the costs of go-
ing overseas. These advantages may be production,
brand awareness, product identification, economies
of scale, or access to favorable capital markets.
These firms may make horizontal investments, pro-
ducing the same goods abroad as they do at home,
or they may make vertical investments, in order to
take advantage of sources of supplies or inputs.
Going a step further, some theorists believe that
firms within an oligopoly enter foreign markets
merely as a competitive response to the actions of an
industry leader and to equalize relative advantages.
Oligopolies are those market situations in which
there are few sellers of a product that is usually mass
merchandized. Two examples are the automobile and
steel industries. In these situations no firm can profit
by cutting prices because competitors quickly re-
spond in kind. Consequently, prices for oligopolistic
products are practically identical and are set through
industry agreement (either openly or tacitly).
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Thus, firms within an oligopoly must be keenly
aware of the actions, market reach, and activities of
their competitors. Unless their response to competi-
tors’ actions is to follow the leader, they will yield
precious competitive advantages to rival firms.
Therefore, it follows that when a market leader in
an oligopoly establishes a foreign production facility
abroad, its competitors rush to follow suit.

So the impetus for a firm to go abroad may
come from a wish to expand for internal reasons:
to use existing competitive advantages in addi-
tional spheres of operations, to take advantage of
technology, or to use raw materials available in
other locations. Alternately, the motive might arise
from external forces, such as competitive actions,
customer requests, or government incentives. The
final determinant however, is based in a cost-benefit
analysis. The firm will move abroad if it can use
its own particular advantages to provide benefits
that outweigh the costs of exporting or production
abroad and provide a profit.

Michael Porter of Harvard authored The National
Competitive Advantage Theory. It discusses many
of the elements already addressed in this chapter.
Porter believes that successful international trade
comes from the interaction of four country- and
firm-specific elements:

* Factor conditions

* Demand conditions

Related and supporting industries
 Firm strategy, structure, and rivalry

Factor conditions include land, labor, and capital.
Porter also includes education of the workforce and
the quality of a country’s infrastructure as important
factor conditions. Demand conditions relate to the
need for strong domestic consumption to spur the
innovation of products and services. As mentioned
previously, successful international expansion re-
quires having a successful product in the domestic
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market (that has been sufficiently challenged at
home). A successful domestic industry will stimu-
late local supplier activity. Having numerous local
suppliers will tend to lower prices, raise quality, and
increase the usage of technology. Thus, the rivalry
of domestic industries will help improve the quality
of the product or service, which will improve the
company’s performance. Successful companies will
then attempt to expand their products or services
internationally. Porter’s last dimension is company
strategy. As mentioned in Chapter 1, a firm can
choose to have an ethnocentric, geocentric, or
polycentric strategy. Additionally, there should be
some consistency in strategy at home and abroad;
this feature is discussed in subsequent chapters.

THEORIES OF ECONOMIC
DEVELOPMENT

Beyond merely examining what types of eco-
nomic systems exist in the world, those involved
in international business must place notions about
methods of allocating resources within a country in
a theoretical framework. How do basically agrarian
national economies become producers of sophisti-
cated manufactured goods? How does economic
development come about?

Classical economic theory, put forth by econo-
mists Thomas Malthus, David Ricardo, John Stuart
Mill, and Adam Smith in the late 1700s and early
1800s, held little hope for a nation to sustain its
economic growth. This dismal forecast was be-
cause of the substantial weakness in the theory (as
evidenced by subsequent historical events), which
assumed that no developments would be achieved
in technology or production methods. Instead,
these economists, Malthus foremost among them,
predicted that the finite availability of land would
limit any nation’s development and that the natural
equilibrium in labor wages would hover at sub-
sistence levels because of the interaction of labor

supply, agricultural production, and wage systems.
For example, these theorists believed that if labor
supplies were low, wages would rise and would
motivate workers to increase their number. Increases
in the size of the population and labor pool would
then put stress on finite supplies of food, increase
the costs of nourishment, and ultimately lead to de-
creases in wages because of increased competition
for such employment.

In anutshell, classical theory holds that expanding
the labor pool leads to declines in the accumulation
of capital per worker, lower worker productivity,
and lower income per person, eventually causing
stagnation or economic decline. Naturally, this
theory was proven incorrect by numerous scientific
and technological discoveries, which provided for
greater efficiencies in production and greater returns
on inputs of land, capital, and labor. It was also
knocked awry by the growing acceptance of birth
control as a means of limiting population size.

Rostow’s STaces oF EcoNomic
GROWTH

A more recent and applicable theory of economic
development was provided in the 1960s by Walter
W. Rostow, who attempted to outline the various
stages of a nation’s economic growth and based
his theory on the notion that shifts in economic
development coincided with abrupt changes within
the nations themselves.® He identified five different
economic stages for a country: traditional society,
preconditions for takeoff, takeoff, the drive to ma-
turity, and the age of mass consumption.

Stage 1: Traditional Society

Rostow saw traditional society as a static economy,
which he likened to the pre-1700s attitudes toward
change and technology experienced by the world’s
current economically developed countries. He believed
that the turning point for these countries came with



the work of Sir Isaac Newton, when people began to
believe that the world was subject to a set of physical
laws but was malleable within these laws. In other
words, people could effect change within the system
of descriptive laws as developed by Newton.

Stage 2: Preconditions for Takeoff

Rostow identified the preconditions for economic
takeoff as growth or radical changes in three spe-
cific, nonindustrial sectors that provided the basis
for economic development:

1. Increased investment in transportation,
which enlarged prospective markets and
increased product specialization capacity

2. Agricultural developments, which pro-
vided for the feeding and nourishing of
larger, primarily urban, populations

3. An expansion of imports into the country

These preconditioning changes were to be experi-
enced in concert with an increasing national empha-
sis on education and entrepreneurship.

Stage 3: Takeoff

The takeoff stage of growth occurs, according to
Rostow, over a period of 20 to 30 years and is
marked by major transformations that stimulate
the economy. These transformations could include
widespread technological developments, the effec-
tive functioning of an efficient distribution system,
and even political revolutions. During this period,
barriers to growth are eliminated within the country
and, indeed, the concept of economic growth as a
national objective becomes the norm. To achieve
the takeoff, however, Rostow believes that three
conditions must be met:

1. Net investment as a percentage of net na-
tional product must increase sharply.
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2. Atleast one substantial manufacturing sec-
tor must grow rapidly. This rapid growth
and larger output trickles down as growth
in ancillary and supplier industries.

3. A supportive framework for growth must
emerge on political, social, and institutional
fronts. For example, banks, capital markets,
and tax systems should develop, and entre-
preneurship should be considered a norm.

Stage 4: The Drive to Maturity

Within Rostow’s scheme, the drive to maturity is the
stage during which growth becomes self-sustaining
and widely expected within the country. During this
period, Rostow believes that the labor pool becomes
more skilled and more urban and that technology
reaches heights of advancement.

Stage 5: The Age of Mass
Consumption

The last stage of development, as Rostow sees it, is
an age of mass consumption, when there is a shift to
consumer durables in all sectors and when the popu-
lace achieves a high standard of living, as evidenced
through the ownership of such sophisticated goods
as automobiles, televisions, and appliances.

Since its introduction in the 1960s, Rostow’s
framework has been criticized as being overly ambi-
tious in attempting to describe the economic paths
of many nations. Also, history has not proved the
framework to be true. For example, many LDCs
exhibit dualism; that is, state-of-the-art technology
is used in certain industries and primitive production
methods are retained in others. Similarly, empirical
data has shown that there is no 20- to 30-year growth
period. Such countries as the United Kingdom,
Germany, Sweden, and Japan are more character-
ized by slow, steady growth patterns than by abrupt
takeoff periods.
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THE BiG PusH: BALANCED VERSUS
UNBALANCED GROWTH

While Rostow was attempting to place economic
development within a sequential framework, the
debate during the 1950s and 1960s centered on
whether development efforts should center on spe-
cific economic sectors within countries or should be
made in all major sectors of the economy: manu-
facturing, agriculture, and service.

Economist Ragnar Nurske advocated that devel-
opment efforts should consist of a synchronized use
of capital to develop wide ranges of industries in
nations. He believed that only a concerted overall
effort would propel developing nations beyond the
vicious circle of poverty, in which the limited supply
of capital is caused by low savings rates.

The advocates of channeling capital to all sectors
in a balanced approach also support the big-push
thesis and believe that these investments cannot be
made gradually. They must be made all at once for
the positive impetus to be sufficient to overcome
significant barriers to development, such as the lack
of an adequate infrastructure.

The theory of balanced development has been criti-
cized because it ignores the economic notion of overall
benefits accruing from specialization in development
and production. It has also been criticized for being
unrealistic; that is, if a country had enough resources to
invest in all sectors of the economy at once, it would, in
fact, not be underdeveloped. The theory also assumes
that all nations would be starting from the same zero
point, when in reality, their economies may have some
historical strengths or investment capacity. The theory
has been discredited, to a very significant extent, by
the actual progress of LDCs in the 1960s and 1970s.
These countries experienced a great deal of growth
without any attempts to synchronize simultaneous
investments in all sectors, as recommended by pro-
ponents of balanced-growth theory, but most remain
comparatively underdeveloped.

HIRSCHMAN’S STRATEGY OF
UNBALANCE

Some theorists have advocated a strategy of selec-
tive investment as the engine of growth in develop-
ing countries. Albert O. Hirschman promulgated the
idea of making unbalanced investments in economic
sectors to complement the imbalances that already
exist within the economy of a nation. Hirschman
argued that the LDCs do not have access to adequate
resources to mount a balanced, big-push investment
strategy. Investments should be made instead in
strategically selected economic areas, in order to
provide growth in other sectors through backward
and forward linkages. Backward linkages spur new
investments in input industries, while forward link-
ages do so in those sectors that buy the output of
the selected industry. Thus, in Hirschman’s scheme,
careful analysis must be made of the situation in
each country as to what investment constitutes the
best means to reach an ultimate balance among all
investment sectors.

GALBRAITH’S EQUILIBRIUM OF
PoOVERTY

Many of the theories discussed thus far have
illuminated how a developing country can im-
prove its overall standing in the world economy
via increasing income levels and exports. While
these are commendable aims by themselves, the
theories discussed so far have not detailed how
a country can create a climate for such growth.
Examples of newly industrialized countries such
as Singapore and South Korea have been cited
as a useful framework for countries throughout
the world. While these economies have been
very successful, they have also had the levels of
political stability and entrepreneurship incentives
necessary to create economic expansion. John
Kenneth Galbraith was one of the first economists



to discuss the mind-set of individuals in develop-
ing countries, in a term he coined as the “equi-
librium of poverty.” Rather than theorizing on
how to improve a developing country’s economy
as if assuming there was a historical precedence
in the country for success, or assuming that all
that was needed was new technologies in a poor
country, Galbraith considered what would happen
if neither of these options was available. If there
is not an escape from poverty, and there has not
been such an escape for generations, many people
will simply not be motivated to change their situa-
tion. Thus contentment settles in. Galbraith stated
that to break the contentment there needed to be
education as well as traumas (famines, droughts,
etc.) that caused the desire for change. Globaliza-
tion itself often contributes to showing people in
developing countries a better way of life (via radio
and television ads). Galbraith then offered the
following framework necessary to successfully
industrialize a poor economy:

* Adequate security against expropriation of prop-
erty, physical threats, or very high taxation

* Reliable infrastructure system of roads, ports,
electrical power supplies, and communications

* Adequate supply of capital from private invest-
ment and public borrowers and an intelligent
system for passing on loans

* State-supported industries initially, as they
have more means in developing countries than
do individual firms

* Training and specialized education in order
to obtain a workforce capable of doing the
required tasks of employment

AMARTYA SEN’S DEVELOPMENT
AS FREEDOM

Amartya Sen, recipient of the 1998 Nobel Prize in
Economics, further improved the framework for
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development that Galbraith and others had started.
Amartya Sen asked the question, Is the measure
of GDP growth the best way to compare the living
standards of the world’s people? Sen considers the
measurement of GDP to be an aggregate measure
of the wealth produced within a country, but it
does not necessarily account for quality-of-life
issues. Sen gained Nobel distinction for his work
in welfare economics. He has also questioned the
viability of the concept of the “poverty line” and
has offered a similar line of reasoning for why this
measure, as well as GDP, is unsuitable for develop-
ing countries.'” The concepts of the poverty line
and GDP do not consider the amount of political
participation and dissent allowed within a given
country. These factors are essential characteris-
tics of freedom and thus of a society’s ability to
improve its quality of life. Sen would rather frame
the argument in terms of an individual’s “capabili-
ties,” which are influenced by such things as being
adequately nourished, being in good health, and
avoiding escapable morbidity and premature mor-
tality, as well as other quality-of-life issues such as
being happy, having self-respect, and taking part
in the community as a whole.

With these thoughts in mind, Sen has offered a
framework for development as follows:

Political freedoms

* Economic facilities

* Social opportunities

* Transparency guarantees
* Protective security

Sen views political freedoms as the opportuni-
ties for individuals to determine who should govern
and on what principles. Political freedoms also
encompass individuals’ ability to scrutinize and
criticize authorities, have freedom of political
expression, and enjoy an uncensored press. Eco-
nomic facilities consist of opportunities to utilize
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economic resources for the purpose of consump-
tion, production, or exchange, including the access
to credit for large and small companies. Social
opportunities consist of arrangements that society
makes for education and health care, which allow
for an improved ability to live better lives. Factors
such as illiteracy, high fertility rates, and morbidity
are diminished via these freedoms. Sen’s frame-
work for development also contains transparency
guarantees, which involve the need for openness
and the freedom to deal with one another under
guarantees of trust. Transparency guarantees help
to prevent corruption, financial irresponsibility,
and underhanded dealings. While Sen’s framework
applies mainly to developing countries, developed
nations could also improve in this area given the
recent corporate scandals that have been in the
news in the United States, Canada, and Europe.
The final area of Sen’s development framework
is that of protective security, a social safety net
for preventing the affected population from being
reduced to abject poverty and misery. Elements of
protective security include unemployment benefits,
statutory income supplements to the indigent, and
emergency public employment to generate income
for the destitute (this is similar to the New Deal
program for public employment implemented dur-
ing the Great Depression).

The key to Sen’s philosophy is that these free-
doms are required prior to development. While it
would appear that having a fully functioning health-
care system in a developing country is unrealistic,
many health-related services are labor-intensive, so
fewer resources would be required to provide these
basic services in low-wage countries. Sen argues that
guaranteed health care and education can achieve
remarkable improvements in life span and quality
of life. Literacy and numeracy help the participation
of the masses in the process of economic expansion.
This participation, in turn, improves the productive
capabilities of the nation as a whole.

THE GLOBAL CONTINUUM:
WHERE NATIONS FALL TODAY

All trading nations of the world fall within the de-
scriptive continuum of political structures, forms of
economic organization, and levels of development.
The existence of these three descriptive parameters
provides for enormous variation in categorizing the
world’s trading nations.

THE PoLiticaL CONTINUUM

Political systems constitute the methods in which
societies organize in order to function smoothly, and
such orientation provides one such classification
continuum. Certainly the student of international
business is cognizant of the two extremes of politi-
cal organization in the global political arena of the
2000s. At one extreme, there exist societies in which
all members have significant power in the decision-
making process surrounding the activities, policies,
and objectives of their government. These systems
are often pluralistic (incorporating a number of
different views), use the concept of majority rule in
deciding major issues, and often employ a system
of representative democracy, where officials are
elected to represent their regional constituencies.
These nations generally afford all of their citizens
some degree of liberty and equality.

Atthe other end of the political spectrum is the to-
talitarian state, which is identified by a singular lack
of decision-making power among the country’s indi-
vidual citizens. In such a political system, decisions
regarding policies, objectives, and the direction of
the nation are controlled by a select few individu-
als who generally operate under the auspices of the
government. In these states, the activities and liber-
ties of citizens are often restricted.

All nations in the world fall somewhere along
this continuum and take various forms within its
parameters, from being highly democratized to
being nearly entirely totalitarian. Most individuals



would recognize that in the past, the two world pow-
ers, the United States and the former Soviet Union,
represented the two extremes in the modern politi-
cal world. Some modern-day examples of central-
planning-oriented economies are Cuba and North
Korea. Some nations, Afghanistan, for example, are
in the process of attempting to move toward democ-
racy after many years of tyranny. Other countries,
such as the People’s Republic of China, are finding
new ways of blending a central-planning structure
with market-based reforms.

THE Economic CONTINUUM

The political orientation of a country can also be
placed within the scope of its economic structure,
which, similarly, runs along a continuum. Eco-
nomic orientations vary according to two separate
dimensions: the degree of private versus public
(state) ownership of property; and the level of
governmental (versus individual) control over the
nation’s resources.

At one extreme is capitalism, which relies on
the forces of the marketplace in the allocation of
resources. In this free-enterprise system, the market,
in the form of consumer sovereignty, defines the
relationships among prices for goods and services,
quantities produced domestically, and overall supply
and demand. For example, if supplies of a product
are low and public demand is high, the product’s
price will rise as consumers compete to acquire
this scarce resource. Similarly, if there is little or no
demand for products, manufacturers will have no
motivation to produce them.

In free-market economies, the creation of profit
is generally considered to be the operational motive
of business, and profitability tends to be the test
of success. Capitalist economies also promote the
ownership of private property by individuals and
theoretically attempt to limit public (state) owner-
ship of property.

In modern free-market countries, however, gov-
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ernments still intervene at some level and own some
property. They set legal and regulatory requirements
to provide for the general safety and welfare of the
populace and levy taxes in order to provide services,
such as national defense or a network of highways.
They own resource reserves, land, national parks,
and large amounts of capital assets. Indeed, govern-
ments often provide the largest single market for
manufacturers in many capitalist countries.

The appropriate level of government involvement
in the play of market forces continues to be the
subject of much debate among economists, politi-
cians, and political parties in many countries. This
debate is perhaps best exemplified by the policies
putin place by President Ronald Reagan and Prime
Minister Margaret Thatcher of the United Kingdom
during the 1980s, when significant efforts were
made to reduce the role of the central government
and promote deregulation of many industries.

Atthe other end of the economic spectrum are the
centrally planned, or nonmarket, economies. Within
this economic form, the government decides what
is to be produced, when and where it will be made,
and to whom it will be sold. The state controls the
sources and means of production, the raw materials,
and the distribution systems. In addition, the state
frequently owns many of the basic and integral
industries of the country, which are run in the form
of state monopolies and include large-scale power-
generating facilities, manufacturing industries, and
entire transportation systems. In addition to these
production and manufacturing monopolies, all trade
with the outside world is financed and conducted
by a state trading monopoly.

This centrally planned type of economic structure
is based on the belief that a single central agency can
coordinate economic activity to provide harmony in
the interrelationship of all sectors of the economy.
Before 1989, the world’s centrally planned, or non-
market, economies were most strongly represented
by the members of the former COMECON, or former
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communist nations of the world, which included the
Soviet Union, Poland, Romania, the former Czecho-
slovakia, the People’s Republic of China, Cuba, and
Vietnam, among others. COMECON was disbanded
in 1991, and the majority of the former members have
become more oriented toward a free-market system
(with the notable exception of Cuba).

The nonmarket form of economic organization
is not without its problems. The most significant
of these are the difficulties arising from attempts to
coordinate all factors of production. Frequently, gov-
ernments attempt to reach their objective of harmoni-
ous economic activity by developing complex and
extensive goals in the form of long-term (five-year
or longer) plans for the nation. They attempt to affect
production and outcome by setting manufacturing
quotas, but these quotas can lead to high costs. For
example, production may be geared toward reaching
quota levels, not toward achieving efficiencies, which
can result in high production costs.

In addition, nonmarket economies also experi-
ence problems farther down the line, especially with
the procurement of raw materials for production.
They often encounter either insufficient supplies
of raw materials or mismatches of the timing of
supply deliveries and the need for the supplies.
Another problem is insufficient long-term plan-
ning, especially at the level of the local production
facility. Manufacturing operators have incentives
to reach only their production goals for the season
or the year; future, long-term production capacity
or technological developments are less relevant.
Nonmarket economies also face the problem of
determining appropriate prices for goods and ser-
vices produced within their borders. These valuation
problems stem from the absence of external criteria
of worth, as supplied through consumer demand for
products or through prices paid for input resources
and raw materials. Thus, in these economies prices
are set primarily according to the amount of labor
involved in their production and are often as much

a product of politics and ideology as of actual pro-
duction costs.

Between these two extremes are mixed economic
systems, which combine features of both market
and nonmarket systems. These nations combine
public and private ownership in varying amounts.
Their intention is to provide economic security for
the country as a whole, by having some amount of
public resource ownership or government involve-
ment in decision making, or both. In these systems,
public involvement often takes the form of state
ownership of utilities or energy sources. The welfare
state and heavy involvement of government in the
economic planning of the nation are also basic fea-
tures of mixed economies. An example of this kind
of system exists in modern-day Canada, where the
government (public sector) administers a national
health-care system for all its citizens, while the
benefits of a free-market system (private sector) are
seen in many other industries that are represented
on the Toronto Stock Exchange or in the private
sector in general.

To a lesser extent, Japan is also a mixed economy.
While there is less government ownership of resources,
the state, through its Ministry of International Trade
and Industry and Ministry of Finance, is intimately
involved in business decisions regarding investments,
disinvestments, production, and markets. The govern-
ment is also intricately involved in conducting basic
R & D and deciding long-term and short-term future
direction. The government does this by organizing
major companies into research consortia, which join
together to conduct applied research on new technol-
ogy. When that research bears fruit, in the form of
marketable applications, the consortium disbands and
each company takes the technology back to its own
labs to use in product development.

INTEGRATING THE CONTINUA

The two ranges of political and economic organi-
zation of nations can be put together in a general



framework. Overall, democratic societies tend to be
oriented toward a free-market, capitalist perspective.
Supply and demand in production are determined to
a degree by consumers in the marketplace; sources
of supply and the means of production are owned by
private interests or individuals. In contrast, totalitar-
ian societies are characterized by government allo-
cation of resources and state ownership of the means
of production. As you will recall from Chapter 1,
Zimbabwe is an example of a totalitarian economy.
The results of this sort of governmental structure
have not been good, as is exhibited by Zimbabwe’s
drop in GDP for each of the last four years."!

It appears, however, that as nations of the world be-
come more and more interdependent, the boundaries
begin to blur between political and economic descrip-
tions. More and more governments are moving toward
a mixture of both public and private ownership of
property and allocation of resources. This convergence
can perhaps be accounted for by the increasingly ap-
parent knowledge that none of the existing systems
provides equitably for all segments of society.

The place each country holds in both the eco-
nomic and political continua is an important consid-
eration for foreign firms when they are considering
with whom to do business. The decision maker
must take into account, for example, whether the
political structures of the home and host countries
are complementary, whether the tendency is toward
private or public ownership of resource allocation
and production, and to what degree the state controls
the daily operations of business firms.

PATTERNS OF WORLD
DEVELOPMENT

BAckGROUND: THE ROLE OF
GRrOoss NATIONAL INCOME

Traditionally, countries of the world have been
divided into three separate categories, known as
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the first, second, and third worlds. Their assigned
categorizations are based on specific economic
criteria, such as the gross national income (GNI)
per capita.'> GNI per capita is a benchmark used
in determining levels of development, because
it represents a measure of production relative to
population that can be compared across nations.
GNI is determined by totaling the dollar value
of the goods and services a country produced in
one year, for example, and dividing that number
by the country’s population, thereby providing a
measure of the country’s economic activity level as
a per-person value. In addition to GNI per capita,
development-level determinations include assess-
ments of annual export levels, relative growth over
time, energy consumption per capita, and the rela-
tive percentage of agriculture in total production
and employment.

In addition, development levels are ascertained
according to social criteria, such as life expectan-
cies, infant mortality levels, the availability of
health and educational facilities, literacy rates,
demographic and population trends, and standards
of housing and nutrition. This is where Amartya
Sen’s human-capabilities focus comes into play, as
previously discussed.

THE DEVELOPED COUNTRIES

The industrialized, or developed, countries are
commonly referred to as the first world (or the high-
income countries). These nations generally have
economies that are based in industrial manufactur-
ing and are the wealthiest in the world in terms of
incomes and standards of living. The industrialized
countries are largely in the Northern Hemisphere.
They are the United States and Canada in North
America and the nations of western Europe. Beyond
these two geographic areas, only New Zealand,
Australia, Japan, and perhaps the Republic of South
Africa represent the east, or the Southern Hemi-
sphere, in this group.
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Table 3.1

GNI per Capita, 2003

Income Level Us$

High income 29,450
Middle income 6,000
Low income 2,190
World average 8,180

Source: World Bank, “GNI per Capita—Purchasing Power
Parity,” World Development Indicators, September 2004.
http://web.worldbank.org

In the developed countries, the average GNI per
capita is $29,450." This compares to other areas of
the world as shown in Table 3.1.

In addition to high production capacity per
person, each of these countries has levels of adult
literacy reported in the ninetieth percentile, large
values of exported products, low infant-mortality
figures, and low citizen-per-physician ratios.

EMERGING ECONOMIES

The so-called, emerging economies, or second
world, consist of countries such as China, Turkey,
much of the Middle East, Indonesia, South America,
and central European nations. Based on the countries
just mentioned, there is a wide variety of cultural and
economic factors at play within this segment. Some
countries, such as China, have moved up the world
economic standings rather quickly, while others,
such as many South American nations, have seen
stagnant economic growth levels over the past 20
years due in large part to economic overregulation
by the government.!* As you can see from Table
3.1, there is also a large gap in terms of GNI per
capita between the high-income and middle-income
nations. Literacy rates for these nations are reported
to be about 90 percent.

THE THIRD WORLD

The third world is generally considered to include
developing, less-developed, and underdeveloped
countries. More recently, this enormous majority
of countries has been recategorized, according to
income, as low-income countries. These categori-
zations, determined by the World Bank, designate
countries with per capita GNI of less than $765
as low income and countries with per capita GNI
greater than $765 but less than $3,045 as lower-
middle income."

The poorest nations of the world are generally
found on the continents of Asia and Africa and in
parts of Central America. Their poverty is evidenced
by inadequate diets, primitive housing, limited
schooling, and minimal medical facilities. The com-
mon features of most LDCs are low per capita GNI
and the division into two very disparate classes: a
very rich upper class and a very poor lower class.
There is hardly any middle class between them.
The richer elements have more access to, and are
affected by, the Westernization of ideas and values,
whereas the lower classes, with less education and
awareness of externalities, tend to cling to traditional
values, which leads to inherent conflicts between
the two. As Figures 3.1 and 3.2 indicate, there is a
wide disparity between where the world’s people
live and where the majority of the world’s income
is produced.

LDCs have widely varying political systems,
which run the gamut from communist countries,
such as North Korea, to democracies, such as India
and Costa Rica, and autocratic regimes, such as
Zimbabwe. They also have a number of problems
in common, which essentially center on the dif-
ficulties of achieving greater industrialization in
light of increasing levels of population growth and
limited resources.

A major problem in LDCs is that their popula-
tions are growing rapidly, as compared to the rate of
growth per year in the industrialized countries. This



Figure 3.1 World GDP, 2003

Source: World Bank, “Classification of Economies,” 2004,
http://www.worldbank.org/data/countryclass.

growth forces LDCs to continue allocating scarce
resources for providing the basic necessities of food,
clothing, and shelter for their populace. As a result,
few resources remain within these countries for in-
creasing development, income levels, education, and
training. Consequently, these nations are frequently
faced with unemployment, underemployment, and
a relatively unproductive labor force.

Similarly, most LDC economies are dependent on
agriculture, which often suffers from low productiv-
ity but employs the major portion of the workforce.
This dependency is often coupled with limited or
scarce natural resources, as well as severely limited
capital bases to fund ongoing development efforts.
Thus, exports are often limited, basic, low-valued-
added products that are vulnerable to the violent
fluctuations of world commodity prices. This prob-
lem is exacerbated by the agricultural protectionism
that persists in much of the developed world.

Thus, the situation in LDCs is a continuous
vicious cycle. As populations increase, economic
activity continues to focus on limited and low-
profit agricultural and natural resource production.
Because of low savings rates, insufficient capital
is available. More improvements in the labor pool
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Figure 3.2 World Population, 2003

Source: World Bank, “Classification of Economies,” 2004,
http://www.worldbank.org/data/countryclass.

and diversification of the export base are extremely
difficult. Added to these problems, LDCs frequently
have underdeveloped banking systems, high levels
of bureaucratic graft, political instability, serious
international debt problems, severe hard-currency
needs, and high levels of inflation.

THE SUBTERRANEAN ECONOMIES

While the United Nations and the World Bank
consistently use the identification of gross national
income per person to evaluate the relative wealth
of a nation vis-a-vis its neighbors and trading part-
ners, this figure may not be fully representative of
the actual production of a nation, because in many
countries, even the United States, there exists an
underground economy in which transactions do not
enter official records and are not, therefore, shown
in the overall figures of the nation’s GNI. Unoffi-
cial sales and purchases of goods and services are
commonly known as black-market transactions, and
they make the official GNI figure somewhat lower
than it actually is.

Alternately, goods can be traded in barter
systems, in which no money changes hands but
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Figure 3.3 How Much Dead Capital?
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an economic exchange has been made, or trans-
fers are made between currencies in exchange
rates that differ from officially cited rates. These
systems also lead to a distortion of aggregate
economic data and tax evasion by the participants.
They are ubiquitous in third world nations and are
called shadow, second, or submerged economies,
or black work, as the underground economy is
called in France.

In a recent book by Peruvian economist Her-
nando DeSoto, one of the causes for the lack of
economic growth in the third world is the amount
of “dead capital” in the system.'® Dead capital
refers to the lack of a legal system of private land-
ownership in much of the third world. DeSoto has
found that there is a large underground economy
in many lower-income countries, but that these
poor citizens cannot transfer real property as an
asset, or use it as collateral for bank financing.

Thus, many small companies are unable to obtain
the necessary working capital required to finance
business development efforts. This system of legal
apartheid must be ended before many third world
nations are able to successfully improve their
economies. Figure 3.3 illustrates the percentage
of dead capital in some select low-income coun-
tries. The percentages represent the amount of
real estate that is not individually owned and is
thus unable to be borrowed against for the growth
of any prospective small-business owners in the
third world.

How Much Dead Capital?

In his book, DeSoto states that the only solution to
this problem is to do what was done in the United
States in the nineteenth century: simplify the meth-
ods for obtaining legally owned land, and legalize
the claims of those in possession of land now.



Parallel Tracks: The Continued
Diversity of the World Economy

Since the 1960s, the world has seen dramatic
changes in the patterns of world trade and, indeed,
in the relative importance of groups of trading
nations and historical trade leaders. The past 20
years or more have seen a shift in trading patterns
away from the industrialized countries and toward
greater involvement of the LDCs and the rising
stars in the world, the four tigers of Asia: South
Korea, Hong Kong, Taiwan, and Singapore. Even
more recently, the world economy has seen the
rise of India and China as well. In every category,
except perhaps agriculture, where the benefits of
the latest in technological development and the
use of high-yield fertilizer products are being
realized, the developed countries of the world
have lost market share primarily to LDCs and to
the newly industrialized countries. The Chinese
market share is especially remarkable in this
scheme, as it shows increases in technology-
intensive manufacturing and the transportation
trade, while labor-intensive clothing and textile
products and land-intensive agricultural produc-
tion have also increased.

The Chinese economy has grown annually at 8
percent, while the Indian economy has been growing
at an average of more than 6 percent over the last
decade. This is very high as compared with countries
such as the United States, which has seen growth
over the same period at less than 4 percent.

The trend of increasing competition to the pre-
eminence of the United States is likely to continue
in the foreseeable future. With the increasing glo-
balization of the world economy, there will continue
to be an increasing number of participants in the
world economy. As the developing markets continue
to liberalize their trade policies and economies,
their participation in world trade is expected to
continue the upward trend that it has shown since
the 1980s.
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SUMMARY

International trade theories attempt to explain mo-
tives for trade, underlying trade patterns, and the
ultimate benefits of trade. The western European
notion of mercantilism theorized that nations, not in-
dividuals, should be involved in the transfer of goods
between countries in order to increase the wealth of
home countries, specifically through the accumula-
tion of gold. The classical theories of absolute and
comparative advantage looked at cost efficiencies
of production as motivators of trade. Weaknesses in
their basic assumptions led to the development of
the factor endowment theory, which explains trade
among nations on the basis of factors, or inputs, used
in production, such as land, labor, capital, technol-
ogy, facilities, and distribution networks.

Recent theorists have found that individuals,
rather than nations, initiate and conduct trade. Fur-
ther, traditional theories ignore the importance of
technology and marketing and management skills.
The international life cycle theory offers different
motivations for trade based on the four stages of a
product: innovation, growth, maturity, and decline.
Other modern theories explain foreign investment
as a natural competitive response through which
firms seek to optimize market opportunities offer-
ing production advantages, economies of scale, and
favorable capital markets, or as firms reacting to the
investment decisions of competitors by following
the leader.

Economic development theories attempt to
explain the transition from an underdeveloped
economy to a developed, manufacturing-oriented
economy. Classical economic theory limited a
nation’s development and economic growth to its
supply of land and labor and discounted any effects
of technological improvements that might create
greater efficiencies. Rostow’s theory of economic
growth attempted to relate economic development
to changes within society and identified five stages
of development: traditional society, preconditions
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for takeof, takeoff, the drive to maturity, and the age
of mass consumption. The big-push theories argued
that only synchronized uses of capital to develop
wide ranges of industries in combination with an
overall popular effort would propel developing
nations into more developed stages. Alternatively,
Hirschman’s strategy of unbalance advocated selec-
tive investment in developing countries to create
backward and forward linkages. Economists such as
John Kenneth Galbraith and Amartya Sen have also
contributed to the understanding of developmental
economics, and Sen has come up with a framework
for development that is useful for governments de-
ciding on policies in the developing world.

Political and economic systems run along a con-
tinuum that has democratic, free-market economies
on one extreme and totalitarian, centrally planned
economies on the other.

Nations have been divided into three categories:
the first, second, and third worlds; these distinctions
are based principally on gross national income per
capita criteria. A fourth world, or shadow world
exists where many transactions are not included
in official GNI figures, leading to a significant
understatement of real national wealth. Other so-
cial criteria influence categorization, such as life
expectancy, infant mortality levels, literacy rates,
and health and education standards.

Trading patterns have shifted away from indus-
trialized countries toward less-developed and newly
industrialized countries. Increasing competition
from countries such as China and India are chal-
lenging the preeminence of the United States.

DiscussioN QUESTIONS

1. What were the fallacies of the theory of
mercantilism?

2. Briefly describe the differences between
the theories of absolute and comparative
advantage. What were the shortcomings
of these theories?

3. Discuss the various stages of the interna-
tional product life cycle. Give an example
of a product that was introduced to various
countries under this theory.

4. Discuss the differences between a free-
market economy and a centrally planned
economy. What type of economy exists
in Japan?

5. Select a country from the first world and a
country from the third world and compare
the two in respect to:

e GNI per capita

* Annual export levels

* Life expectancy

e Literacy rates

* Energy consumption levels
e GNI growth rates

What do you find similar? What do you find
different?

6. What problems or concerns may exist when
GNI per capita is used as an indicator to
evaluate national economies and potential
business opportunities? What other factors
could be used?

NOTES

1. Galbraith, Economics in Perspective.

2. The Wealth of Nations has been reprinted by various
publishers. For the specific references in this chapter, the
Modern Library edition was used.

3. Ricardo, Principals of Political Economy and
Taxation.

4. Mill, Principals of Political Economy, 1845.

5. Samuelson, “International Trade and the Equalization
of Factor Prices”; Samuelson, “International Factor Price
Equalization, Once Again.”

6. Leontief, “Domestic Production and Foreign Trade.”

7. Vernon, “International Investment and International
Trade in the Product Life Cycle.”

8. Rostow, Stages of Economic Growth.

9. Galbraith, Nature of Mass Poverty.

10. This discussion is taken primarily from three Amartya
Sen books: Poverty and Famines (1981), Inequality Re-
examined (1992), and Development as Freedom (1999).



11. CIA World Fact Book.

12. The World Bank changed the term “gross domestic
product” (GDP) to “gross national income” (GNI), as
the new term reflects goods and services as well as in-
vestment income. The text uses the terms GNI and GDP
interchangeably.

13. This is calculated in purchasing power parity (PPP),
and is from the World Bank, World Development Indicators,
September 2004.

14. For more on this point, refer to DeSoto, The Mystery
of Capital.

15. World Bank, “Classification of Economies.”

16. DeSoto, The Mystery of Capital.
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CHAPTER 4

International Monetary System and the

Balance of Payments

CHAPTER OBIJECTIVES
This chapter will:

monetary system.

Define the important terms and concepts of the international

Provide a brief history of the development of the monetary system, from the

gold standard to the establishment of the International Monetary Fund.

Monetary Fund.

drawing right.

Introduce the objectives, roles, and structure of the International
Describe the origins, uses, and valuation methodology of the special

Explain the problems affecting the Bretton Woods system that resulted

in development of the managed, or dirty, float.

The U.S. dollar has fallen relative to the euro (and
relative to the currency of many other countries) re-
cently, which has helped improve the relative pricing
of U.S. exports abroad. It has also made foreign im-
ports into the United States relatively more expensive.
Thus, in terms of purchasing power, having a weaker
currency (as will be described in this chapter) helps
domestic manufacturers at home and abroad.

INTERNATIONAL M ONETARY
TERMINOLOGY

To conduct international business or international
trade, a well-organized and internationally accepted

68

Identify areas of reform facing the international monetary system.

system must exist to settle the financial transactions
that arise out of trade payments. Moreover, this sys-
tem has to be in step with the nature of the financial
transactions that occur in international business and
trade and must be flexible enough to accommodate
the constant changes in the patterns, directions,
volumes, and nature of the financial flows. This
mechanism is broadly termed the international mon-
etary system, or IMS. Although international trade
dates back thousands of years, the use of money as
amedium of settlement is relatively recent. Initially,
barter was the primary trading mechanism. It was
replaced by more formalized systems that relied
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on the use of gold as the basis for the settling of
international transactions.

The settlement of transactions can be relatively
easy when trade is carried on domestically, within
the borders of individual countries, because the
currency of the country is acceptable to all involved
parties. Once more than one currency is involved,
however, a need arises to develop an internationally
acceptable basis to settle transactions.

HARD CURRENCIES

The first requirement for setting up an IMS is to
arrive at an international agreement establishing
the basis on which to settle transactions. Arriving
at this basis is not easy, because it involves valuing
the currency of one country against the currency
of one or more other countries. Thus, if a currency
forms the basis of the settlement, then it has to be
accepted by everyone involved.

Currencies of certain countries have a fairly wide
acceptance for the settlement of international obli-
gations and are used as a medium in international
transactions. These currencies are known as hard
currencies. The U.S. dollar, British pound, Japanese
yen, and euro are examples of hard currencies. Hard
currencies can be used by two countries in settling
their transactions even if that particular currency
is not the home currency of either country. For
example, trade transactions between Canada and
Mexico can be settled in U.S. dollars, a currency
acceptable to both countries even though it is not the
home currency of either country. Another important
feature of hard currencies is that there is usually a
free and active market for them. In other words, if
necessary, these currencies can be easily acquired
and disposed of internationally in large quantities.
There are also usually very few restrictions on the
transfer of such currencies in and out of their home
countries. Hard currencies, therefore, are an im-
portant basis on which to construct an international
monetary system.

SofFT CURRENCIES

Soft currencies, on the other hand, are not widely
accepted as a medium for settling international fi-
nancial transactions. Usually there is no free market
or foreign exchange for them. Thus, they are not
easy to acquire, and disposal is even more difficult.
Many soft currencies are subject to restrictions by
monetary or governmental authorities on their trans-
fer in and out of their countries. Examples of soft
currencies are the Zimbabwe dollar, North Korean
won, and Cuban peso.

CONVERTIBILITY

Linked to the notion of hard and soft currencies is
the concept of convertibility, whereby one currency
can be freely converted into another currency. Some
countries impose restrictions on currencies so that
they cannot be freely converted into the currencies
of other countries. These restrictions usually exist in
countries that have centrally controlled economies
and where transactions outside the country can be
made only with official approval. Convertibility
implies the availability of a free and active market
for a currency. While a currency may be unrestricted
in terms of governmental regulations for conversion
into other currencies, there may not be adequate
demand for that currency by persons outside the
country. Such currencies are also said to be lacking
in convertibility. Therefore, hard currencies possess
the characteristic of convertibility, while soft cur-
rencies do not.

When full convertibility of a currency is restrict-
ed, a black market often arises that operates outside
the control of the government. Essentially, the
black market is a free market that parallels the of-
ficial market and provides full conversion into the
local currency, but at a substantial premium over
the official rate. The black market in developing
countries often operates around parks, international
hotels, or transportation stations. As an example
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of an inconvertible currency, the Zimbabwe dollar
has an official exchange rate, but the actual rate
in the market place is much higher relative to the
foreign currency.

EXCHANGE RATE

When the currency of any one country is used as a
medium of settlement for an international transac-
tion, its value has to be fixed vis-a-vis the currency
of the other country, either directly or in terms of
a third currency. This fixing of a price or value of
one currency in terms of another currency is known
as the determination of the exchange rate. The ex-
change rate essentially indicates how many units
of one currency can be exchanged for one unit of
the other currency or vice versa. Exchange rates
are not usually fixed permanently. The values of a
currency may change upward or downward because
of a variety of factors. The frequency with which
the currency values change also depends on the type
of exchange-rate arrangement of a currency. More
fundamentally, however, it has to be understood
that the movement of the value of a currency can
be either up or down.

APPRECIATION

When the value of a currency is revised or changes
upward, it is said to have appreciated.! Appre-
ciation of a currency implies that it has become
more expensive in terms of other currencies (that
is, more units of other currencies will be needed
to purchase the same amount of this currency, or
fewer units of the appreciated currency will buy
the same amount of the other currency). For ex-
ample, the exchange rate of the pound sterling and
the U.S. dollar is £1 = US$2. If, for example, the
pound sterling appreciates by 50 percent, then £1
will be equal to US$3. More U.S. dollars can be
purchased by the same amount of currency (that
is, £1). Alternatively, in this example, before ap-

preciation US$2 could buy £1. After appreciation,
US$3 will be needed to buy the same amount of
the foreign currency, that is, £1.

DEPRECIATION

When the price of a currency is changed downward,
it is said to have undergone depreciation. A cur-
rency, upon depreciation, becomes less expensive in
terms of another currency. Fewer units of the other
currency can be purchased with the same amount
of the currency after its devaluation. Alternatively,
more units of the depreciated currency are needed to
purchase the same amount of foreign currency.

For example, at the current exchange rate, US$1
buys DKr6. After a hypothetical depreciation of
the dollar, US$1 becomes equal to DKr4. In ef-
fect, after depreciation, US$1 now can buy only
DKr4. Alternatively, it would take US$1.50 to buy
DKir6 instead of only US$1, as was the case before
depreciation.

A BRIEF HISTORY OF THE
INTERNATIONAL M ONETARY
SYSTEM

The first form of an international monetary system
emerged toward the latter half of the nineteenth
century. In 1865 four European countries founded
the Latin Monetary Union. Its monetary system
rested on the use of bimetallic currencies that had
international acceptability within member countries
of the union. Bimetallism (using gold and silver)
was the basis on which the values of the different
currencies were determined.

THE GOLD STANDARD

The gold standard, which replaced the bimetallic
standard as a system with wide international ac-
ceptance, lasted from its introduction in 1880 until
the outbreak of World War I in 1914. The central
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feature of the gold standard was that exchange rates
of different countries were fixed, and the parities,
or values, were set in relation to gold.

Thus, gold served as the common basis for the
determination of individual currency values. Each
country adhering to the gold standard specified that
one unit of its currency would be equal to a certain
amount of gold. Thus, if country A’s currency
equaled two units of gold and country B’s currency
equaled four units of gold, the exchange rate of
country A’s currency against country B’s currency
would be one to two.

THE GOLD SPECIE STANDARD

The gold specie standard was a pure gold standard.
The primary role of gold was as an internationally
accepted means of settlement through an arrange-
ment of corresponding debits and credits between
different nations. At the same time, gold was in the
form of coins, the primary means of settling domes-
tic transactions. Therefore, the gold specie standard
required that gold should be available through the
monetary authorities in unlimited quantities at fixed
prices. There could be no restraints on the import
or export of gold, and anyone could have coins
struck at the mint if he or she possessed the requisite
amount of gold. In effect, this system meant that the
face value of gold coins was the same as their exact
intrinsic value. The amount of coins, and therefore
currency, that a country could issue would be limited
to the amount of gold in the possession of a country
or its citizens.

THE GoLD BULLION STANDARD

Under the gold bullion standard, the direct link
between gold and actual currency that a country
could issue was eliminated. Currency could be in
the form of either gold or paper, but the issuing
authority of the currency would give a standing
guarantee to redeem the currency it had issued in

gold on demand at the announced price, which
would be fixed. Gold was thus backing the issue,
but the requirement to maintain exact proportions
between the amount of gold in a country’s posses-
sion and the amount of currency was eliminated,
because the authority could reasonably expect that
not all the paper currency that it had issued would
come up for redemption at the same time. There was,
however, a clear need to maintain a link between the
amount of a currency in use and the amount of gold
available in the depository of the issuing authority,
because a certain proportion of gold backup had
to be maintained to honor the estimated requested
redemption.

The gold bullion standard was widely adopted in
the late nineteenth century. Under the gold bullion
standard, international transactions could be settled
fairly easily, because each country had defined the
value of its currency in terms of gold. Thus, a person
with U.S. dollars could trade in those dollars for gold
with the U.S. authorities and obtain British pounds
in England with the gold.

On a country level, the gold standard proved an
effective mechanism to settle overall international
transactions. A country with a balance of payments
deficit faced a situation in which it had to lose some
of its gold to pay its debts to the country with the
surplus. This led to a reduction in money supply
(that was partially backed by gold) and a reduction
in prices, which increased the country’s export com-
petitiveness and made imports costly. As a result,
the balance of payments tended to move away from
the deficit toward an equilibrium position because
of increasing exports and declining imports. The
effect was the opposite on the country with the
surplus, which moved away from its surplus posi-
tion to a position of overall balance of payments
equilibrium.

A flaw of the gold standard was that it tended to
exacerbate economic conditions between successful
countries and those not so successful. For example,
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if Britain purchased goods from France, then gold
would leave Britain and go to France under the gold
standard. The continual outflow of gold led to fewer
reserves, an increase of interest rates, a contraction
of loans, a weakening of prices, and eventually
cutbacks in output and employment. In France,
the continual influx of gold would raise reserves,
which would lead to more loans, higher prices,
and higher employment. If these flows continued,
depression would occur in Britain, and speculation
in France.?

Exchange rates were fixed under the gold stan-
dard and could not fluctuate beyond upper and lower
limits, known as the upper and lower gold points.
This slight fluctuation was possible because of the
costs involved in the physical movement of equili-
brating gold flows from the deficit to the surplus
country. If exchange rates went beyond the gold
points, the physical transfer of gold would become
more remunerative and push the price back within
the gold points.

The gold standard worked fairly well during
the period from 1880 to 1914. The supply of gold
was reasonably steady, and the world economy
continued to grow steadily, free from any major
international financial crisis. The British Empire
was at its zenith, and London was the center of
international trade and finance. The central role
played by the United Kingdom in general and the
Bank of England in particular inspired confidence
in the system, which became widely accepted.

The outbreak of World War I, however, radi-
cally changed the scenario for the gold standard.
Pressures on the United Kingdom’s finances
because of war expenditures and the resultant
gold outflows shook popular confidence in the
system. During the war years, no universal system
prevailed, most major currencies were in effect
floating freely, and the war effort was financed
by the creation of large amounts of money that
was not backed by gold.

THE INTERWAR YEARS (1918-1939)

At the end of World War I, the IMS was in a state
of disarray. Most currencies had undergone wide
fluctuations, and the economies of several European
countries were severely damaged by the war. Several
attempts were made, primarily motivated by Great
Britain, to return to the gold standard in the years
immediately following the end of World War I. For
Great Britain, perhaps, this was an attempt to restore
its preeminent prewar position in the international
monetary arena. Great Britain therefore announced a
prewar exchange parity linked to gold. This was not
a realistic exchange rate, however, and it was actu-
ally grossly overvalued, given the external balance
situation at that time. As a result, Great Britain was
forced to redeem substantial amounts of its currency
in gold, which led to further outflows of gold and
increased pressure on the UK monetary situation.
While Great Britain tried to maintain a strong
currency, redeemable in gold, several other coun-
tries, eager to improve their international competi-
tive position, began a rush of currency devaluations
without any formal agreement with other countries
on what a desirable and internationally acceptable
value of their currencies should be vis-a-vis other
currencies. Apart from the fact that most economies
were damaged by war, different countries witnessed
different rates of inflation, which upset their inter-
national competitive positions at their current level
of exchange rates. In an effort to become more
competitive, most countries ended up creating a
devaluation race, with no formal boundaries or
agreed-on set of rules. The position was clearly one
of a nonsystem, in which the values of the curren-
cies were determined by the arbitrary decisions of
national authorities and the play of market forces.
The difficulties caused by the Great Depression,
the problems Germany faced in financing its war
reparations, the collapse of the Austrian banking
system, and the introduction of exchange controls
(restrictions on convertibility of currencies) were
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symptomatic of the chaos that afflicted the inter-
national monetary framework in the 1930s. The
United States, having become the world’s leading
economic power as well as the major creditor, added
to the general monetary difficulties by continuing
to maintain a relatively undervalued exchange rate,
despite having huge balance of payments surpluses.?
Moreover, by acquiring substantial quantities of
gold, which it financed by its balance of payment
surpluses, the United States exerted further pressure
on the economically beleaguered nations of Europe.
Some countries, such as Great Britain and France,
established strict exchange controls to ensure the
availability of foreign exchange to meet essential
imports. Currency blocs were also formed (for ex-
ample, the Dollar Area Bloc and the Sterling Area
Bloc). In each currency bloc, there were several
member countries that had no exchange controls,
but all collectively exercised exchange controls with
countries outside the bloc.

THE BRETTON WOODS SYSTEM
(1944-1973)

During World War 1II there was a general and in-
creasing recognition of the futility of the arbitrary
and antagonistic exchange-rate and monetary poli-
cies that had been followed by the major industrial-
ized countries during the 1920s and 1930s.

It was realized that these policies had been
largely counterproductive and had resulted in lower
trade and employment levels in most countries. It
was also found that these nonformal arrangements
had led to a worldwide misallocation of resources
that had retarded the efficiency of their utilization.
As a result, in 1943 the United States and Great
Britain took the initiative toward creating a stable
and internationally acceptable monetary system.
At the United Nations Monetary and Financial
Conference at Bretton Woods, New Hampshire, in
1944, delegates of 44 countries, after considerable

negotiations, agreed to create a new international
monetary arrangement.

The Bretton Woods Agreement adopted a gold
exchange standard, primarily along the proposals
made by the U.S. delegation, which was led by
Harry Dexter White. The gold exchange standard
got its basic logic from the gold standard because
it sought to bring gold back into a position of in-
ternational monetary preeminence and, at the same
time, to revive the system of fixed exchange rates.
The new system recognized the difficulties inherent
in completely rigid exchange rates and made some
provisions for flexibility.

Under the Bretton Woods system, participants
agreed to stipulate a par value for their respective
currencies, either directly in terms of gold or indi-
rectly by linking the currency’s par value to the gold
content of the U.S. dollar. The exchange rates could
fluctuate to the extent of 1 percent of the par value
on either side. The par values themselves could
not be changed except with the concurrence of the
International Monetary Fund (IMF), an institution
set up by the Bretton Woods Agreement.* Usually,
the fund would not object to changes of up to 10
percent in par values.

Thus, the U.S. dollar had a central role in the
arrangement. The U.S. government guaranteed that
it would be ready to buy or sell unlimited quantities
of gold at US$35 per ounce in redemptions of the
dollar. To maintain its par value in terms of the U.S.
dollar, each participant in the system agreed to buy
or sell its currency in requisite amounts against the
U.S. dollar.

The dollar’s convertibility into gold gave it the
primary position in the system because member
countries could hold either dollars or gold as their
reserves. Many preferred to hold U.S. dollars, which
had the advantage of interest income accruing on
the reserves, which was not true of reserves held
in the form of gold. Moreover, many central banks
used the dollar as their intervention currency (that
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is, the currency they bought or sold to maintain the
values of their own currencies within the par-value
limits prescribed by the Bretton Woods arrange-
ments). The dollar, being the reserve currency, also
became the predominant currency for settlement of
international trade and financial transactions.

THE INTERNATIONAL
MONETARY FUND

A1MS

The Bretton Woods Conference created the Interna-
tional Monetary Fund to administer the exchange-
rate arrangements and to secure orderly monetary
conditions. More specifically, the five aims of the
IMEF, as laid out in its articles, are to achieve the
following:

1. Promote international cooperation through
consultation and collaboration by mem-
ber countries on international monetary
issues

2. Facilitate the expansion and balanced
growth of international trade

3. Promote exchange-rate stability and orderly
exchange-rate arrangements

4. Foster a multilateral system of international
payments and seek elimination of exchange
restrictions that hinder the growth of world
trade

5. Try to reduce both the duration and the
magnitude of imbalances in international
payments by making its resources available
(with adequate safeguards)

The IMF was asked to deal with three of these
goals as a first priority. It was to administer the
exchange-rate arrangements agreed on by the mem-
ber countries, to provide member countries with
financial resources to correct temporary payments

imbalances, and to provide a forum in which the
members could consult and collaborate on interna-
tional monetary issues of common concern.

MEMBERSHIP

Initially the IMF had 44 member countries and now
has 184. Growth in membership was particularly
rapid in the 1960s, as newly independent nations of
Asia and Africa became members. Most countries of
the world are now members of the IMF. Isolationist
nations such as North Korea and Cuba are examples
of countries that have not yet joined the membership
roll of this organization.

Membership in the fund is based on subscription
to its resources in the form of a quota. A member’s
quota, being equal to its subscription to the fund,
determines the member’s voting power, as well as,
to a considerable extent, its access to the fund’s re-
sources. Members’ quotas are periodically adjusted
to reflect changes in the underlying criteria that
were used to establish them initially. Quota sizes
are determined by a set formula that takes into ac-
count several factors, such as national income, gold
and dollar balances, average imports, variability of
exports, and so on. The method of computation has
undergone several refinements and changes since
its inception. There is now a greater emphasis on
trade and trade variability as criteria for determin-
ing a country’s quotas rather than on such criteria
as GDP.

STRUCTURE

The highest decision-making body of the IMF is the
board of governors, which consists of one governor
appointed by each member of the fund. Generally,
they are the ministers of finance or governors of
central banks of the member countries. Day-to-day
operations are overseen by the executive board,
which consists of executive directors appointed by
the countries with the largest quotas; in addition,
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groups of countries with smaller quotas jointly elect
one executive director each. In 2006 there were 24
executive directors, 5 appointed by the largest quota
holders® and 19 elected by the other members in
groups of different countries.

The United States has the largest quota. Other large
quota holders are Germany, France, Japan, the United
Kingdom, and Saudi Arabia. Because major decisions
require an 85 percent majority, the United States has
an effective veto power over major decisions.

Operation of the fund is headed by a managing
director, who is elected by the executive board for
an initial term of five years. The managing director
reports to the board of governors and participates in
the deliberations of major committees of the fund.
Traditionally, the managing director has been from
one of the European member countries of the fund.

ForMs oF IMF ASSISTANCE

The IMF offers assistance to its member countries
by making financial resources available to them
through a wide range of sources. The primary
purpose of IMF loans is to correct balance of pay-
ments imbalances.® The basic facility, known as a
credit tranche drawing, permits a member country
to borrow from the fund, in four tranches, or stages,
funds equaling its total subscription to the fund or
its quota. Each tranche constitutes 25 percent of the
member country’s quota. Loans under this facility
are short-term and are repayable in eight quarterly
installments, the last of which has to be within five
years of the drawing. Credit tranche drawings were
the most utilized facility during the initial years of
the fund. Since 1980, funds borrowed through other
special facilities have exceeded those made under
the basic credit tranche facility.

ExTeENDED FUND FACILITY

The extended fund facility was established in
1974 to provide member countries with financial

resources for periods long enough to allow them to
take corrective measures with respect to their bal-
ance of payments difficulties. The basic rationale of
this facility is to allow the countries time to correct
structural and policy distortions in their economies
without having to bear the shocks of too rapid a
transition. Moreover, the resources provided under
the facility help the member countries tide over
temporary balance of payments deficits that may
occur in the course of corrective action. Assistance
is provided on the basis of specific corrective pro-
grams proposed by the borrowing countries. These
programs are usually spread over a period of three
years. Borrowing up to 140 percent of the quota is
permitted under the facility, subject to the upper
limit of 165 percent of the quota not being exceeded
when the borrowers’ outstanding amounts in the
credit tranche facility are also taken into account.
Repayments are to be made on a longer schedule
than in the credit tranche facility; the first install-
ment begins after 4%2 years, and the last is made 10
years after the funds are borrowed. Some countries
that have benefited from this financing are Ukraine,
Columbia, Pakistan, and Argentina.

COMPENSATORY
FINANCING FAcILITY

The compensatory financing facility was established
in 1963 to provide financial assistance primarily to
less-developed countries that were faced with bal-
ance of payments difficulties because of temporary
export shortfalls that occurred because of factors be-
yond their control. Later, coverage of the facility was
broadened to provide assistance to member coun-
tries facing balance of payments difficulties because
of an increase in the cost of cereal imports. Since
the facility is designed to finance the imbalances
arising out of shortfalls in exports or because of an
increase in the cost of cereal imports, computation
of allowable drawings under this facility is based
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on the estimated shortfall in exports or increased
import costs as measured against the median export
performance and cereal import costs of the country.
Repayments are normally made within three to five
years after the funds are borrowed.

SUPPLEMENTARY FINANCING
FaciLiTy AND ENLARGED
AccEgss PoLicy

The supplementary financing facility was created in
1979 to meet the needs of member countries whose
imbalances in their balance of payments could not
be financed from their normal quota allocations.
Funds for this facility are raised by funds borrowed
from countries with surpluses.

Under the enlarged access policy, the IMF was
able to continue to finance payments imbalances of
certain member countries, in excess of normal quota
allocations. Access to the resources of the fund
under the enlarged access policy was extended to a
cumulative total of up to 300 percent of a member’s
quota, depending on the difficulty of the balance of
payments situation and the nature of the efforts be-
ing made to remedy the situation by the borrower.
In exceptional cases the IMF can allow a member
to borrow even in excess of these limits. The repay-
ment schedule is spread over a long period, with the
last repayment installment due seven years after the
borrowing date.

STRUCTURAL
ADJUSTMENT FACILITIES

Structural adjustment facilities and enhanced
structural adjustment facilities are relatively new
facilities established by the IMF and are designed
to provide financial assistance to member countries
that are undertaking specific programs of structural
adjustment within their economies.

Structural adjustment programs are essentially

a set of policy measures designed to improve the
overall efficiency and productive capacity of the
economy, as well as to remove existing distortions
or other operational deficiencies. Repayments
under the facilities are spread over a longer term
than are those of other facilities, and the bor-
rower has to agree to a specific policy-change
program, which it must treat as its own and not
as one imposed by the IMF. Several countries of
Africa, Asia, and Latin America will benefit from
these new facilities.

IMF CONDITIONALITY

Conditionality is the technical term used to denote
the policies that member countries who receive
financial assistance from the IMF are expected
to follow within their own economies in order to
remedy their balance of payments problems. The
basic rationale provided by the IMF for requiring
conditionality to accompany its lending is the need
to address the root causes of the problems and
generate in the borrower the capacity to meet its
own balance of payments shortfalls and to be able
to repay the fund loans. Conditionality is, of course,
different for different countries, because the reasons
for balance of payments problems differ in varying
situations.

There are, however, four conditions that are found
in nearly all IMF lending programs:

1. The achievement of a realistic exchange
rate that would improve the external com-
petitiveness of the economy; this most often
means a substantial devaluation of the cur-
rency for many countries

2. The elimination of subsidies and controls
within the domestic economy in order
to achieve a more efficient allocation
of resources and to remove the impedi-
ments to enhancing the productivity of the
economy
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3. Reductions of tariff, trade, and exchange
restrictions, thereby creating a relatively
more open external sector

4. A reduction of public sector and govern-
ment spending, which is intended to elimi-
nate excess demand and its impact on the
balance of payments

As the balance of payments problems have be-
come increasingly difficult in terms of both their
magnitude and their complexity, the conditionality
of the IMF has tended to allow a longer time frame
in which borrower countries can make the necessary
policy adjustments. Moreover, IMF conditional-
ity has tended to change from focusing almost
exclusively on demand-side measures to focusing
on policies that are aimed at stabilizing the supply
conditions in borrowers’ economies. Some of the
policies that IMF conditionality requires in the area
of supply-side stabilization are increases in real
interest rates, economic pricing of public services,
and tax reforms intended to expand manufacturing
output and employment.

While providing financial assistance to member
countries, the IMF receives from the borrowers
specific policy programs that are to be followed
during the period the member country is in receipt of
assistance. These programs include specific targets
for certain economic benchmarks, such as bank
credit, budgetary deficits, external borrowings, and
so on. The programs also contain official commit-
ments not to increase restrictions on exchange rates.
The IMF uses these targets as well as assurances as
basic criteria to assess the performance of borrower
countries. The performance of the borrowers in
terms of their criteria is taken into account by the
IMF while releasing further tranches of assistance.
This practice allows the IMF to monitor and to
some extent influence the policies of the countries
utilizing its resources. Detailed guidelines have been
laid down by the executive board of the IMF, under

which the performance criteria are used to phase
and control the financial assistance of the IMF to
member countries.

In some cases there has been considerable
resentment against the imposition of conditional-
ity, both on grounds of its not being appropriate
for the conditions prevalent in several borrower
countries and on grounds that it is an infringement
of a country’s sovereign right to determine its
economic policy. In some countries IMF condi-
tionality has been blamed for causing consider-
able problems for the poorest sections of society
and for taking a heavy social toll by its economic
prescriptions. These fears, as well as some even
less-founded ones, were the impetus for IMF
protests at annual meetings in Seattle in 1999 and
again in Washington, D.C., in 2002. Counterar-
guments hold that the IMF is often a scapegoat
for economic ills that originated well before its
establishment. Moreover, some politicians in the
borrowing countries have found it convenient to
pass on to the IMF the blame and responsibility
for tough economic measures.

IMF conditionality, although basically remain-
ing the same, has thus tended to be modified to take
into account the realities in the borrowing countries
and now stresses the role of the borrower countries
in taking the primary responsibility for carrying out
adjustment programs as a part of their own official
policy and not as an outside prescription.

SPECIAL DRAWING RIGHTS
UsING SpEcIAL DRAWING RIGHTS

Special drawing rights (SDRs) were created as a
reserve asset by the IMF in 1970. SDRs are es-
sentially book entries that represent the right of
the country holding them to access resources of
equivalent value. SDRs owe their origin to the
crisis in the IMS that began to emerge during the
1960s, when the volume of trade expanded much
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faster than the production of gold. Under the Bret-
ton Woods arrangements, countries could hold
reserves in the form of either gold or U.S. dollars.
Reserves of U.S. dollars with other countries
resulted in the United States’ having to run ever-
larger balance of payments deficits. It was feared
that a serious liquidity crisis could result if the
United States was not able to sustain and manage
large deficits, or if the deficits themselves increased
to a point at which they threatened the stability of
the external balance of the United States. SDRs
were therefore created as an additional reserve
asset to complement existing reserves of U.S.
dollars and gold.

Apart from being an international reserve asset,
SDRs are the unit of accounting for all transac-
tions between the IMF and its member countries.
In addition, SDRs are used to settle international
transactions between central banks of IMF member
countries. SDRs are not, however, a privately used
or traded international currency for commercial or
other purposes. Certain international organizations,
such as the Asian Development Bank, the Arab
Monetary Fund, and the World Bank, have been
permitted to hold SDRs.

SDRs are allocated to member countries by the
IMF board of governors. Allocations of SDRs are
made on the same basis as ordinary quotas to the
funds of member countries. Holdings of SDRs con-
stitute a part of the countries’ international reserves in
addition to gold, foreign exchange, and reserve assets
with the IME. Holding an SDR gives the bearer the
option to acquire foreign exchange from the monetary
authorities of another IMF member. In fact, the IMF
intends the SDR to become the principal reserve asset
of the international monetary system.

VaLuaTioN oF SDRs

Originally, the value of the SDR was fixed in terms
of gold, with 1 SDR being equivalent to 0.888671
grams of gold or 35 SDRs being equal to 1 troy

ounce of gold. In 1974, this basis of SDR valuation
was replaced by a system that utilized a weighted
average of 16 currencies, called a basket. Under
this arrangement, which lasted from 1974 to 1980,
the value of the SDR was determined on a daily
basis. The currencies in this basket were those
of IMF member countries whose shares in world
exports of goods and services exceeded 1 percent
each during the years from 1967 to 1972. While
this arrangement lasted, there were some changes
made in the basket composition that were meant
to reflect the changing proportions of world trade
being handled by different countries whose curren-
cies were in the basket and by those whose share
increased over time, even though their currencies
were not in the basket.

Despite the changes made to reflect the chang-
ing positions of the shares of different countries
in the world’s exports of goods and services, this
arrangement continued to suffer from certain prob-
lems. For one, many of the currencies in the basket
were not actively traded internationally, at least in
the forward market, which made actual weighting
extremely difficult. To remedy this situation and
to simplify the calculation procedure, a new SDR
basket was introduced in 2000 that comprised the
currencies of the countries and areas that had the
largest share in world exports of goods and services.
The currency composition of the new SDR basket
was as follows:

U.S. dollar 45%
Euro 29%
Japanese yen 15%
Pound sterling 11%

The value of the SDR is determined by the
prevailing market value of the currencies adjusted
according to their basket weights. Since the in-
troduction of the euro in 2000, this currency has
replaced that of the German mark and French franc
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in the basket. Overall, since the 1980 valuation,
the respective shares of the U.S. dollar and the
Japanese yen have increased at the expense of the
others in the basket.

Although SDRs are meant as reserve assets and
are to be used only to settle official transactions
between the IMF and its members and between the
members themselves, there have been commercial
uses of SDRs. The commercial utility of SDRs
derives from the relatively stable nature that comes
from their basket composition, which evens out
the wide fluctuations that are the bane of all major
international currencies. As a result, many interna-
tional borrowers have denominated their bonds and
other borrowing instruments in SDRs. SDRs have
also been used to denominate trade invoicing, even
though settlement is ultimately made in one of the
traditional currencies. Other users of SDRs in the
past have included the International Air Transport
Association for fixing international airfares, and the
Republic of Egypt for denominating tolls for transit
through the Suez Canal.

A major controversy surrounding SDRs is their
use as a mechanism to create aid financing to meet
the requirements of LDCs. LDCs hold that SDRs
should be linked not to quotas but to the actual needs
of IMF member countries. Several industrialized
countries, however, including the United States, feel
that this instrument is primarily meant for creating
international reserves and liquidity, and its use as
an aid-financing mechanism would distort the origi-
nal intentions and result in excess liquidity in the
international economy. It has also been argued that
aid would be extremely difficult to monitor from
the utilization point of view if it were channeled
through the SDR mechanism.

Although it is intended to be a major reserve as-
set, the SDR comprises much less than 10 percent
of the world’s international resources. A greater role
for the SDR, however, would be in the interest of
both developed and developing countries.
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DIFFICULTIES IN THE BRETTON
Woo0Ds SYSTEM

Because the U.S. dollar was a key international
reserve currency under the Bretton Woods system,
the deficit in the U.S. balance of payments was
essential if the liquidity requirements of the IMS
were to be fully met. If the U.S. dollar deficits grew
larger and larger, however, the holders of dollars
would tend to lose confidence in the currency as a
reserve and in the capacity of the United States to
honor its obligations. The economist Robert Triffin
noted this problem in relying too heavily on the U.S.
dollar. The Triffin paradox states that the more that
foreigners relied on the U.S. dollar to expand trade,
the less confidence they had in the United States’
being able to honor its commitment of redeeming
dollars for gold.

Signs of a future crisis became apparent in the
late 1950s, when the United States started running
extremely large balance of payments deficits. U.S.
expansion and investment overseas, aid under the
Marshall Plan, and a strong economic recovery
by Europe were some of the factors that went into
making the U.S. trade account into one of almost
constant deficit. By the 1960s it was clear that
many European and other countries were growing
increasingly uncomfortable with their holdings of
U.S. dollars as reserves, and many of them wanted
to redeem them for gold at the officially announced
price. Moreover, given the central role of the U.S.
dollar in the system, it could not be devalued to im-
prove the competitive position of the United States
versus other countries.

The crisis of confidence was reflected in a run
on gold, which pushed its market price well above
the announced official price of US$35 per ounce.
The central banks of various countries did manage
to stabilize the price of gold, at least at the official
level, by forming a gold pool and undertaking
open-market operations. As a result, however, the
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gold market was split in two: the official and the
unofficial, with U.S. authorities ready to redeem in
gold U.S. dollars received only from official sources.
Moreover, the U.S. government exerted pressure on
European and other holders of dollar reserves not
to press for redemptions into gold.

Another inherent defect in the system was that
it passed on the effects of U.S. domestic monetary
policies to other countries. If the United States
followed expansionary policies, other countries
were forced to follow a reverse policy to maintain
exchange parity. Moreover, the U.S. rates of infla-
tion continued to be higher than those of European
countries. Further, the inability to neutralize the
inflationary effects of U.S. dollar holdings irked
many countries, which felt that they were losing
control over their domestic monetary policies. Due
to this problem, the German mark and Dutch guil-
der had to be revalued, and in 1968 the pound was
substantially devalued.

By 1970 U.S. gold reserves had fallen to US$11
billion, while short-term official holdings of U.S.
dollars were more than double this amount. The
crisis came to a head in 1970, with a decline in
U.S. interest rates that sparked a massive outflow
of capital from the United States to Europe. The
pressure on the value of the U.S. dollar continued
unabated despite central bank support from many
European countries. As aresult, in May 1971, Swit-
zerland and Austria revalued their currencies, and
Germany and the Netherlands allowed the prices of
their currencies to be determined by the market. A
continued flight from the U.S. dollar strengthened
doubts about the ability of the U.S. dollar to main-
tain convertibility into gold.

These doubts were confirmed on August 15,
1971, when President Richard Nixon announced the
suspension of the convertibility of the U.S. dollar
into gold. With the abandonment of dollar convert-
ibility into gold, the underlying basis of the fixed
exchange-rate arrangements of the Bretton Woods

system collapsed, and many other countries stopped
fixing their exchange rates according to official
parities, allowing them to be determined instead
by the market.

An attempt was made to return to fixed pari-
ties in 1971, through the Smithsonian Agreement,
under which the United States raised the official
price of gold to US$38 per ounce, marking a 7.9
percent devaluation of the dollar. The bands within
which currencies could fluctuate against each other
were widened to a range of 2.25 percent on each
side of the fixed rate, but the dollar was not made
convertible into gold. Moreover, the movement of
capital across countries continued to put pressure on
exchange-rate parities. Faced with either heavy out-
flows or heavy inflows of foreign currencies, several
countries were forced to abandon the freshly fixed
parities and allow their currencies to float freely on
the international markets. Despite raising the price
of gold for a second time, to US$42.20 per ounce,
the United States was not able to stem the outflow
of dollars, and it became extremely difficult for
European countries to maintain the value of their
currencies against the U.S. dollar. By the end of the
first quarter of 1973, most of the European countries
had withdrawn from their participation in the sys-
tem of parities established under the Smithsonian
Agreement.

THE FLOATING-RATE ERA:
1973 1O THE PRESENT

The transition to a system of floating exchange rates
was not the result of any formal agreement, such
as the one that had created the system of fixed ex-
change rates. It occurred primarily because the ear-
lier system broke down and there was no agreed-on
formal arrangement to replace it. In fact, at this stage
there was no universal agreement on an appropriate
exchange-rate arrangement. Universal agreement
continues to elude the international monetary com-
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munity, and a variety of exchange-rate arrangements
are followed by different groups of countries. The
most important types of exchange-rate arrangements
are different types of floating rates, pegging, crawl-
ing pegs, basket of currencies, and fixed rates.

PURE FLOATING RATES

Under the pure-floating-rate arrangement, the ex-
change rate of a country’s currency is determined
entirely by such market considerations as demand
and supply. The government or the monetary au-
thorities make no efforts to either fix or manipulate
the exchange rate. Although many industrialized
countries officially state that they follow a policy of
floating for their exchange rates, most of them do
intervene to influence the direction of the movement
of their exchange rates.

MANAGED, OR DIRTY,
FLOATING RATES

An important feature of the managed-float system
is the necessity for the central bank or the monetary
authorities to maintain a certain level of foreign
exchange reserves. Foreign exchange reserves are
needed because the authorities are required to buy
or sell foreign currencies in the market to influence
exchange-rate movements. On the other hand, un-
der a free-floating-rate arrangement, these reserves
are not necessary, because the exchange market is
cleared by a free play of the forces of supply and
demand, which fix a particular exchange rate that is
the equilibrium rate at any given point of time.

PEGGING

Under a pegging arrangement, a country links the
value of its currency to that of another currency,
usually that of its major trading partner. Pegging to
a particular currency implies that the value of the
pegged currency moves along with the currency to

which it is pegged and does not really fluctuate. It
does fluctuate, however, against all other currencies
to the same extent as the currency to which it is
pegged (for example, the currency of the Republic
of Gabon, the CFA franc, has been pegged to the
euro since 1999).7

CRAWLING PEGs

Under a crawling-peg arrangement, a country makes
small periodic changes in the value of its currency
with the intent to move it to a particular value over
a period of time. The system, however, can be taken
advantage of by currency speculators, who can
make substantial profits by buying or selling the
currency just before its revaluation or devaluation.
The advantage of this system is that it enables a
country to spread its exchange-rate adjustment over
alonger period than pegging does, thereby avoiding
the shocks that can be caused to the economy by
sudden and steep revaluations or devaluations.

BASKET oF CURRENCIES

Many countries, particularly LDCs, are increasingly
fixing the rates of their currencies in terms of a bas-
ket of currencies. The arrangement is similar to that
used for valuation of SDRs. The basic advantage of
the system is that it imparts a degree of stability to
the currency of a country as the movements in cur-
rencies that comprise the basket counterbalance one
another. The selection of the currencies that are to
be included in the basket is generally determined by
their importance in financing the trade of a particular
country. In most currency baskets, different curren-
cies are assigned different weights, in accordance
with their relative importance to the country. Thus,
a basket of currencies for a country may comprise
different currencies with different weights. The
actual method of computation of the exchange rate
from the basket is relatively similar worldwide but
may have individual variations. Some countries,



82 Institutional Framework and Economic Theories

although fixing their exchange rate in terms of a
basket of currencies, may choose to conduct most of
their official transactions in one or two currencies,
which are known as the intervention currencies.

Fixep RATES

Under a fixed-rate arrangement, a country an-
nounces a specific exchange rate for its currency and
maintains this rate by agreeing to buy or sell foreign
exchange in unlimited quantities at this rate. At pres-
ent, however, there are hardly any countries that still
follow a completely rigid system of exchange rates.
Some of the countries of the former socialist bloc
do have fixed exchange rates that are announced
from time to time and that are used for all official
transactions, particularly with countries with which
they have bilateral trade arrangements.

EUROPEAN MONETARY SYSTEM

Several European countries that were members
of the European Economic Community (EEC),
concerned by the collapse of the Bretton Woods
arrangements, decided in 1979 to enter into an
exchange-rate arrangement that would regulate
movements in their currencies with respect to one
another. The currencies of these countries, with
respect to the U.S. dollar, were to float jointly.
Limits for variations of currencies within the
member-country group were fixed at a 2.5 percent
range, while as a group, the currencies would vary
within a range of 4.5 percent against the U.S. dollar.
These arrangements were also a part of the general
scheme to achieve significant economic and mon-
etary integration among the member countries of
the EEC. One way of achieving greater monetary
integration was to reduce the level of fluctuation
from their parity values of currencies of different
countries within the EEC. The lower range of 2.5
percent prescribed for intracommunity fluctuation
was termed the snake, while the broader range of

4.5 percent fluctuation as a group against the U.S.
dollar was called the tunnel.

International monetary cooperation was, how-
ever, not so easy to come by in practice, because
different member countries were subject to their
own individual constraints and found that keeping
up with the limits imposed by the “snake” arrange-
ments did not serve their best economic interests. As
a result, France, Great Britain, and Italy withdrew
their participation from this arrangement within two
years of its inception.

Violent fluctuations in exchange rates in the in-
ternational markets and renewed interest in achiev-
ing greater economic and monetary integration
within the members of the EEC prompted efforts
to reconsider the establishment of a system of fixed
parities, with a limited amount of flexibility, for the
exchange rates of member countries. In pursuit of
these objectives, the European Monetary System
(EMS) was established by nine member countries of
the EEC in 1979. In some ways, it was a successor
to the erstwhile “snake” arrangement and reflected
the experience gained with that system. This system
was later replaced with the European Monetary
Union (EMU) in 1992,

DIFFICULTIES IN THE
FLOATING-RATE ERA

Exchange rates in the floating-rate era have been
marked by violent fluctuations that have been
prompted by a variety of factors. There were pe-
riodic crises in the international monetary system,
which were reflected in the extreme fluctuations of
exchange rates.

The first major crisis to affect the IMS after the
breakdown of the Bretton Woods arrangements
was the oil crisis that began in 1973, when OPEC
placed an embargo on its members’ oil exports,
which by 1974 resulted in a fourfold increase in oil
prices. For some nations, such as the United States
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and Japan, this meant a sudden and substantial
increase in the volume of their import payments,
which put pressure on their balance of payments.
The industrialized countries were able to meet this
crisis by adjusting their economies to a lower level
of oil consumption and more aggressive export
policies that increased foreign exchange earnings.
The oil-exporting countries, on the other hand,
accumulated substantial balance of payments sur-
pluses, which were denominated in U.S. dollars. In
1974 the United States lifted capital controls on the
international movements of dollars, making them
freely transferable across the globe. As long as the
dollar remained the primary currency for holding
and recycling the dollars held by OPEC countries
(also known as petrodollars), the value of the dollar
continued to be strong, despite a virtually continu-
ous trade deficit.

The continuous trade deficits, however, and
policies that encouraged capital outflows, caused
confidence in the dollar to weaken, leading to a
sharp fall in its price in 1978. Further, this decline
of confidence in the dollar was exacerbated by the
difficulties the United States faced in Iran because
of its revolution, as well as the problems created
by the second oil crisis, of 1979, when the OPEC
countries indulged in yet another round of dramatic
price increases. The attractiveness of the dollar was
enhanced yet again, very quickly, as U.S. authori-
ties decided on a monetary policy that would result
in higher U.S. interest rates, which in turn would
attract overseas demand for the dollar and raise the
exchange rate.

The changed monetary policy also helped to
maintain international confidence in the U.S. dol-
lar in the face of the second oil shock as well as
the unsettled conditions in Iran, especially in light
of the general freeze on Iranian assets held in the
United States. A major factor in this new confidence
was the expectation that inflation would remain
at a lower level in the United States than in other

countries. Therefore, investments made in the
United States seemed attractive. To invest in the
United States meant that the overseas investors had
to acquire U.S. dollars, which increased the demand
and strengthened the exchange rate of the currency.
Although the United States ran huge balance of
payments deficits from 1981 to 1985, the dollar’s
value continued to appreciate. Apart from the high
interest rates and low inflation, U.S. investments
were attractive because of the strong performance
of the U.S. economy, which continued to enjoy a
virtually uninterrupted expansion. Moreover, the
United States seemed to be the safest haven for
investors, as political crises affected many parts of
the world and threatened to spread to many more.
Other factors that strengthened the U.S. dollar in
this period were the decline in the price of oil, the
reinvestment of funds by major commercial banks in
the U.S. market, and speculative actions of investors
in the foreign exchange markets, who kept pushing
the value of the dollar even higher by making specu-
lative purchases and increasing demand.

Fructuations N THE U.S.
DoLLAR: THE PLAZA AND
LOUVRE ACCORDS

Continued appreciation of the dollar had by early
1985 caused enough economic problems for the
United States to precipitate active government ac-
tion to arrest this trend. The high price of the dollar
had made U.S. exports expensive and imports cheap,
which led to a decline in the former and a steep
rise in the latter, creating a huge deficit in the U.S.
trade account. Moreover, most of this deficit was
financed not by internal resources but by external
borrowings. As aresult, the United States decided to
follow policies that would reduce the attractiveness
of overseas investments in dollar assets and improve
the budgetary and trade deficit position. The most
important of these policies were an attempt to reduce
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U.S. interest rates, a reduction of the budget deficit,
and coordinated action to bring down the value of
the dollar, an action to be taken by the monetary
authorities of the major industrialized countries.

The third policy was initiated in September 1985,
when finance ministers of the United States, Japan,
France, the then West Germany, and the United
Kingdom, as well as their central bank governors,
met at the Plaza Hotel in New York City and reached
an agreement on coordinated action to be taken to
bring down the value of the U.S. dollar. The agree-
ment, known as the Plaza Accord, prompted a
dramatic decline in the already depreciating dollar,
which continued to fall steadily over the next year
and a half. By the end of the first quarter of 1987,
the value of the dollar had fallen so much that it was
considered too weak. Therefore, in 1987 the group
of six industrialized countries (the United States, the
United Kingdom, West Germany, France, Canada,
and Italy) agreed during their annual summit, held
that year in Paris, to arrest the decline in the value
of the dollar. The agreement, known as the Louvre
Accord, did not have such a dramatic and immediate
impact in achieving its objective as the Plaza Ac-
cord, because the dollar continued to decline for a
while. By 1988, however, the dollar had recovered
some of its strength.

The Plaza Accord was successful primarily be-
cause it was in a relatively better position to achieve
its objectives, with the dollar already on a downward
path. On the other hand, the Louvre Accord had a
much more difficult agenda: to reverse the trend in the
international foreign exchange markets. Moreover,
the Louvre Accord required a relatively consistent
and long-term policy-coordination effort that was
not so likely to come to pass, given the individual
economic imperatives and policies of signatories.

EUROPEAN MONETARY UNION

In keeping with the goal of achieving greater mon-
etary integration in Europe, the European Monetary

Union came into effect in 1992. This agreement
was part of the general agreement concerning the
European Union, which also came into effect that
year. The European Union originally consisted of
15 member nations; its membership was expanded
by an additional 10 countries in May 2004, as is
shown in Table 4.1.

The primary focus of the European Union was to
create one marketplace throughout the continent of
Europe to compete with that of the United States.
The European Union was created as an economic
union with the primary aim of full integration of the
aforementioned national economies into one united
Europe. The European Union eliminated internal
trade barriers among member nations, adopted
common external trade policies, abolished restric-
tions on the mobility of the factors of production,
and began to coordinate economic activities, such
as monetary, fiscal, taxation, and social welfare
programs, in an attempt to blend the nations into a
single economic entity.

On January 1, 2002, the euro was launched in
the 12 member states that opted into the EMU. Of
the original 15 EU member states, all but 3 adopted
the euro as the single currency.® Denmark, Sweden,
and the United Kingdom opted to either not join
or delay joining the EMU. Establishment of the
new currency was not an isolated event, however.
The European Union had to change thousands of
national laws, product standards, and regulations
to ensure that they were harmonized throughout
the member nations. These changes were neces-
sary to create a unified system that would permit
the free flow of goods, services, labor, capital, and
technology in Europe.

MAASTRICHT TREATY

The Maastricht Treaty went into effect in Novem-
ber 1993. Its purpose was to lay the framework
for the economic and political integration of the
European Union. The treaty, named for the city in
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Table 4.1

European Union Membership

The EU 15 2004 EU Additions
Austria Italy Cyprus Lithuania
Belgium Luxembourg Czech Republic Malta
Denmark Netherlands Estonia Poland
Finland Portugal Hungary Slovakia
France Spain Latvia Slovenia
Germany Sweden
Greece United Kingdom
Ireland

the Netherlands where it was signed into law, rests
on three pillars:

* A common foreign and defense policy

* Cooperation on police, judicial, and public
safety matters

* New provisions to create an economic and
monetary union among the member states

The final bullet point is the focus of the discus-
sion here, and it consists of the creation of certain
convergence criteria that the government of each
member state must adhere to in order to qualify for
participation in the common European currency.
These rules were necessary because for an economic
union among multiple sovereign nations to work,
the member states must maintain similar monetary
and fiscal policies (and results).

The convergence criteria for the European Union
are itemized below:

* Government deficit must not exceed 3 percent
of GDP

* Government debt must not exceed 60 percent
of GDP

* Inflation and long-term interest rates must not
exceed those of the three lowest EU member
states by more than 2 percent

* Foreign exchange rate of currency must float
within a range of 15 percent of those of the
other member countries for a period of two
years prior to the adoption of the euro

As you can see from the bullet points above, there
is a combination of both fiscal and monetary policy
requirements necessary for a country to qualify for
inclusion in the EMU. Of the 12 original members
of the EMU, all qualified for the single currency
prior to its launch in January 2002. Italy and Greece
had to make the biggest improvements (primarily
in their inflation levels) in order to qualify. These
same criteria were used in order to phase in the 10
member states that joined the European Union (and
thus the EMU) in May 2004.

DENMARK’S CHALLENGE TO
MONETARY UNION

While the success of the euro since its issue has
exceeded initial expectations, three of the original
15 EU member states do not currently participate in
the single currency. The first to buck the trend was
Denmark. In the 1990s, and again on September 28,
2000, the citizens of Denmark voted to not partici-
pate in the euro, instead opting to keep the Danish
krone intact. The “Euro-skeptics,” or individuals
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that feared the spread of the European Union in the
continent, twice defeated national referendums on
adopting the euro. The Danes feared infringement
on their national sovereignty due to its relative size.
The European Parliament, which will eventually
become the European Union’s primary legislative
body, has representation from each member nation
according to the population of each country. Under
the current arrangement, Denmark has only 14
members of European Parliament (MEPs) out of a
total parliamentary body of 732. Thus, it is easy to
see the fears of a small nation concerning its ability
to manage its own internal affairs, and not having to
encounter undue influence from the rest of Europe
via the European Union’s Brussels headquarters.

While Denmark does not participate in the euro,
the small nation has opted to allow the krone to
float against the euro within a range of 2.5 percent.
This policy has worked so far due to the relative
strength of the Danish economy, the country’s
current account surpluses, low unemployment
relative to EU averages, sound public finances,
and marginally higher interest rates relative to the
European Central Bank (ECB).° The ECB is es-
sentially the central bank of the European Union
and is responsible for implementing monetary
policy for the European Union.

While Denmark’s economy prospers, it is easy
to see that the country can benefit from having its
currency fixed to the euro, without having the politi-
cal intrusion into its internal affairs that, so far, its
citizens have voted against in public referendums.
It will be interesting to see what happens should the
economy falter in the future.

AsIAN FINANCIAL CRISIS

The 1997-98 Asian financial crisis provides another
example of problems that can occur in the current
international monetary system. The original cause
of the problem was thought to be the unpegging
of the Thai baht to the U.S. dollar. The Thailand

economy had grown by 9 percent over the period
1985-95, and massive speculation had ensued in
the economy. Once the Thai government decided
to allow the baht to float, the currency plummeted
in value, losing more than 50 percent of its value in
1997.1° Additionally, the Thai stock market crashed
by 75 percent. Other countries, including the Phil-
ippines, South Korea, Malaysia, and Indonesia, all
experienced currency attacks as investors attempted
to sell the Thai baht on the world currency market.
In Hong Kong, the Hang Seng stock market index
fell by more than 23 percent in October, while the
government raised interest rates from 8 percent to
23 percent over the period in an attempt to keep the
currency pegged to the U.S. dollar.

While it is tempting to assign blame to cur-
rency failures for this financial episode, this crisis
was merely a symptom and not the root cause of
the problem. If currency was at the heart of the
problem, you would expect to find budgets at high
deficit levels, and high levels of inflation throughout
Southeast Asia. While some of the affected countries
had some of these symptoms, they were certainly
not pervasive throughout the region. If there had
been budget deficits, central banks would have
printed money in an attempt to balance the budget,
which would cause inflation and the desire to sell
the inflated currency in favor of a more stable one."!
Additionally, interest rates were not excessively high
throughout the region either. Pegging an exchange
rate to another currency (the U.S. dollar) requires
raising interest rates in order to stop the flight of
capital and propping up the value of the domestic
currency by buying it (and selling U.S. dollars).

Root Cause of the Asian
Financial Crisis

The primary problem was speculative bank lending
due to government-guaranteed loans. The Thailand
economy, as well as that of South Korea, had large
amounts of nonperforming loans on the balance
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sheets of the nations’ banks. Since the governments
in the region had provided guarantees for loans,
moral hazard was the result. Moral hazard ensues
when there is no punishment for banks if loans are
defaulted on, which creates an incentive for the
banks to overlend. Once the first speculative loans
go bad, the government has to step in to bail out the
domestic banks. The bailout of the first bank cre-
ates a panic for the other banks, and the downward
spiral begins. The banks of Southeast Asia were
not regulated with regard to quantifying the risk of
their loan portfolios, and since the domestic banks
had overloaned on many speculative projects, the
assets were overvalued.

Thus, the boom-and-bust cycle in the asset mar-
kets due to speculative lending by banks preceded
the currency crises in all affected nations. In the
aftermath of the Asian financial crisis, the IMF
provided more than $120 billion to four countries
in an effort to improve the performance of the
once-strong economies. The majority of economists
called for stricter regulation in the banking sector,
and many banks in the region were closed. Large
commercial banks have also recently agreed to an
overall system of quantifying risk at major interna-
tional banks, in a system called the Basel Accord.
Under this system, the amount of capital held in the
financial institutions must reflect the amount of risk
in the loan portfolios. This calculation is done via a
standardized bank credit-scoring system. Other sug-
gestions for improvement include increased levels of
financial reporting for companies (or “transparency
guarantees,” in the words of Amartya Sen).

ISSUES FOR REFORM

The violent fluctuations in exchange rates ever since
the inception of the floating-rate era have raised
serious questions about the efficiency and desir-
ability of the present arrangements for settlement
of international financial obligations. It is evident
that the system has not proved to be perfect, and

there have been several adverse effects, especially
for the less-developed nations of the world. Some
of the main issues that have to be addressed in this
context are:

1. International exchange-rate stability

2. Enhancement of international liquidity

3. A more equitable international monetary
system from the point of view of the LDCs

4. Bank reform in national markets (as dis-
cussed in the Asian financial crisis section)

INTERNATIONAL
EXCHANGE-RATE STABILITY

While there is general agreement that the current
state of violent fluctuations in exchange rates is not
desirable, there is no definite agreement on how
this should be resolved, if such resolution is at all
possible.

Some proponents of the extreme view seek a re-
turn to the gold standard, citing the stabilizing role
of gold and the near-complete exchange stability
the world enjoyed during the days of the gold stan-
dard. Conditions have since changed drastically,
however, and it is hardly likely that there would
be enough gold to back the enormous volume of
international obligations now in circulation. An-
other proposal to restore international exchange-
rate stability is to return to fixed exchange rates. It
is argued that a return to fixed rates would reduce
international currency volatility, which would im-
prove international trading efficiency and remove
the costs involved in avoiding possible losses
because of currency fluctuation. Fixed rates are
also claimed to have a moderating influence on
domestic monetary and fiscal policies and engen-
der a conservative approach that fosters macroeco-
nomic stability. Moreover, fixed rates would allow
a consistent approach toward domestic resource
allocation, and the patterns of domestic resource
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allocation would not have to change to take into
account major movements in exchange rate and
competitive positions of different industries. Fixed
exchange rates also do not permit speculation,
which has caused serious disruption in the inter-
national markets and substantial losses to persons
involved in international trade transactions.

Fixed exchange rates, however, do have downside
risks. First, they hold domestic policies ‘“ransom”
to external conditions, as external conditions force
changes in domestic policies if exchange rates have
to be maintained at a predetermined level. Defend-
ing a particular exchange rate requires the main-
tenance of substantial foreign exchange reserves
and incurring considerable losses on the foreign
exchange markets during intervention operations.
Large reserves tend to be a wasteful use of resources
because they do not yield the highest possible rate of
return, and return considerations are overshadowed
by safety and liquidity requirements. Moreover,
some countries, especially the less-developed ones,
simply may not have access to sufficient amounts
of foreign currencies to maintain the needed levels
of exchange reserves.

As of now it is not likely that the IMS will revert
to a system of fixed exchange rates, at least in the
foreseeable future, but it does remain as an option
at the back of the minds of a large number of inter-
national economists.

TARGET ZONES

The target zone arrangement was perhaps the most
actively and seriously discussed arrangement of
the late 1980s, as an alternative to the present
nonsystem.'? The target zone system envisions the
establishment of relative wide bands around certain
parities, within which currencies of countries par-
ticipating in the system can fluctuate with reference
to one another. Once a currency approaches the
limit at the edge of a band, the central banks would
intervene in the exchange market to bring it back

into line. The major mechanism, however, would
be the long-term coordination of national economic
policies that would keep the values of participating
currencies within the target zones so that frequent
intervention by central banks would not be required.
The target zone proposal has definite merit, inas-
much as it seeks to provide exchange-rate stability
while making necessary provisions for flexibility,
which is essential in the current international eco-
nomic environment. Implementation of target zones,
however, faces a number of hurdles. First, there
must be agreement on what the range of permitted
fluctuations should actually be, and, even before
that is determined, the basic parity of exchange
rates around this range should be established. Sec-
ond, mechanisms have to be established to prevent
speculation in the international foreign exchange
markets taking advantage of the system. Third,
if the system is to work, a serious commitment is
needed from participating countries to coordinate
their national economic policies. This commitment,
even if made initially, is difficult to maintain, given
the varied pressures that national governments face
at home. Moreover, with changes in governments
taking place periodically, there is no real guarantee
that the policy commitments given by one govern-
ment will be honored by the next.

INTERNATIONAL LIQUIDITY

International liquidity depends on the amounts of in-
ternationally acceptable monetary reserves available
to different countries. The importance of international
liquidity clearly stems from its role in financing the
external transactions of all countries. Through the
1980s the liquidity position of the developing coun-
tries tended to worsen because of a number of factors:
lower export earnings, higher export costs, reduced
access to external commercial borrowings because
of the debt crisis, large debt-service requirements,
and reductions in official development assistance in
real terms, all of which have limited the capacity of
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these countries to continue to finance crucial imports
needed for sustaining their ongoing developmental
efforts and to give them the elbow room to make
necessary adjustments in their economies.

As aresult, many developing countries have been
seeking an enhancement of international liquidity
through greater access to IMF resources. This ac-
cess is sought through attempts to increase the quota
sizes allocated to different countries. The argument
of the developing countries is that the quota sizes
should be determined not by the existing criteria,
but by assessing the financing requirements of
individual countries. A link of SDR allocations to
the aid requirements of developing countries has
been strongly advocated for several years. This
view is opposed by the developed countries, who
feel that there is no real need to increase the pres-
ent level of liquidity in the international economy.
They feel that the resources of the IMF are meant
for specific purposes, and the present procedures
are designed to ensure their optimal utilization. Ac-
cording to the opponents, developmental assistance
is best routed through the World Bank, because it
is accompanied by serious appraisal and follow-up
procedures. Discretionary use of the resources of the
IMF could lead to excessive borrowing, which could
prove counterproductive and promote a lax attitude
toward the tough decisions needed to be taken by
the developing countries to improve the efficiency
and productivity of their economies. Moreover,
according to the industrialized countries, enough
resources are available to countries that can prove
their creditworthiness to receive them.

A MORE EQUITABLE

INTERNATIONAL

MONETARY SYSTEM

Many developing countries have raised the issue

that the international monetary system as it exists
today is weighted heavily in favor of the industri-

alized countries. All key decisions of the IMF, for
example, are subject to a veto by the United States,
because an 85 percent majority is needed to make
these decisions, and the United States holds 17.46
percent of the total votes. Moreover, although the
developing countries comprise more than 70 percent
of the world’s population, their share of IMF votes is
only 38 percent. One way for the LDCs to achieve a
greater voice in the international monetary arena is
an increase in their IMF votes to 50 percent. Little
progress has been made in this direction. Another
route that can be taken by developing countries is to
reduce their reliance on the currencies and financial
systems of industrial countries in settling transac-
tions among themselves. As a result, several regional
clearing arrangements have been established to
promote the use of the currencies of developing
countries. Most of them, however, have not been
able to achieve any great success because of a
number of different problems that have arisen since
their introduction. Regional clearing arrangements
have not been abandoned, however, and efforts are
under way to find ways to make these systems more
effective and beneficial to the developing countries.
One example of such an arrangement is the Asian
Clearing Union.

SUMMARY

The ability to properly value and exchange one
currency for another is fundamental to conducting
international business. Hard currencies, such as
the U.S. dollar, the euro, and the British pound, are
easily acquired and disposed of in a free and open
market. Soft currencies are not easily exchanged
because of government controls. The IMS serves as
the basis for currency exchange by establishing the
internationally accepted framework and methodolo-
gies of valuation.

The early forms of the IMS used gold as the
basis for exchanging one currency for another.
International events, such as World War I, large
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balance of payments deficits in the United King-
dom and Europe, and World War II, along with
the emergence of the United States as the world’s
largest creditor, ultimately led to the development
of the gold exchange standard at Bretton Woods.
The International Monetary Fund was designed to
administer and enforce the Bretton Woods Agree-
ment by providing financial assistance for member
countries with balance of payments problems
through its facilities operations. Gaining IMF
assistance, however, required implementation of
conditionalities, which aimed at stabilizing the
economies of borrowers.

Special drawing rights were created as reserve
assets by the IMF when the United States began
experiencing large balance of payments deficits
and gold production could not keep pace with the
increasing volume of international trade. Initially
fixed in terms of gold, valuation of the SDR in 1974
was changed to a basket of 16 currencies and, in
2000, a basket of the developed world currencies
(the U.S. dollar, the British pound, the euro, and
the Japanese yen).

The U.S. dollar was the key component of
the Bretton Woods Agreement and provided the
liquidity required by the IMS. As U.S. deficits
grew, however, confidence in the dollar as areserve
currency fell, requiring its devaluation. Two unsuc-
cessful attempts in 1971 and 1974, along with the
abandonment of rights to convert U.S. dollars into
gold, resulted in the development of the modem
IMS, the floating-rate era. A variety of exchange-
rate methods have developed, including managed
or dirty floats, crawling pegs, and fixed rates.

The floating-rate era has been harmed by extreme
volatility caused by a variety of factors. These
include the oil crises of the 1970s, the chronic fis-
cal and balance of payments deficits of the United
States, and the appreciation of the U.S. dollar be-
cause of its relative political stability and position
as a safe haven. In 1985 and 1987, the Plaza and

Louvre agreements, respectively, implemented
policies to bring down and then arrest the decline of
the value of the U.S. dollar. In the 1990s, the Asian
financial crisis exposed the problem of moral hazard
in the banking sector in multiple Southeast Asian
nations. The aftermath of this crisis was a concen-
trated effort toward improving the risk assessment
of credit portfolios for internationally active banks
via the Basel Accord.

The current monetary system has clear short-
comings, particularly for developing countries.
Monetary system reformists are suggesting that new
policies be implemented to increase international
exchange-rate stability and enhance international
liquidity.

DiscussioN QUESTIONS

1. What is the difference between a hard cur-
rency and a soft currency?

2. What was the importance of gold in the
early international monetary system? What
problems arose under this system?

3. Describe the Bretton Woods Agreement.
What position did gold hold in this sys-
tem?

4. Outline the structure of the International
Monetary Fund. What are its aims? What
is conditionality?

5. What is a special drawing right?

6. Discuss the difficulties that occurred in the
late 1960s and early 1970s that required the
United States to abandon the gold exchange
system.

7. Whatis the difference between a pure float-
ing rate and a managed, or dirty, floating
rate? Provide an example of currencies that
are managed.

8. Why are international exchange-rate stabil-
ity and liquidity important for conducting
international business?
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NOTES

1. If a currency is fixed against another currency, any
formal upward adjustment of its value against the reference
currency is termed a revaluation. Correspondingly, any formal
downward adjustment is termed a devaluation.

2. Galbraith, “Money.”

3. This echoes current complaints about China’s keep-
ing its currency value low by fixing its currency to the U.S.
dollar. The primary difference is that the Chinese balance
of payments is closer to equilibrium.

4. Another Bretton Woods institution, the World Bank,
is discussed in detail in Chapter 6.

5. The largest quota holders as of 2006 are the United
States, Japan, Germany, France, and the United Kingdom.

6. The World Bank, as is discussed in Chapter 6, provides
loans for productive purposes (i.e., projects that improve sec-
tors or industries within the borrowing country).

7. The Communauté Financiere Africaine franc (CFAF)
was formerly tied to the French franc.

8. The 10 additional member states in 2004 were not
given the option of opting out of the currency union.

9. The Copenhagen Inter-Bank Offering Rate (CI-
BOR) typically has been 25 basis points higher than the
ECB rate.

10. “Survey of Asian Finance.”
11. Krugman, “What Happened in Asia?”
12. Some would call this a market-based system.
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APPENDIX 4.1
BALANCE OF PAYMENTS

The balance of payments (BOP) is an accounting
system for the financial transactions of a country
with the rest of the world. The BOP shows trade
inflows and outflows for a country and draws a
picture of how the nation has financed its inter-
national economic and commercial activities. It
measures the value of all export and import goods
and services, capital flows, and gold exchanges
between a home country and its trading partners.
This accounting of the flows of goods and capital
between nations provides crucial information in
determining a nation’s economic health. Thus, it
becomes critical information for policy makers and
officials on the domestic front and within suprana-
tional organizations, as well as for all international
business people, especially potential investors of
resources across national borders.

Identifying just how a nation finances its activi-
ties and what claims other countries hold on its as-
sets provides one measure of its economic strength.
In what type of position to meet claims against its
assets does a country stand? How able is the country
to purchase goods or services from other countries?
The measures provided by the BOP system are not
entirely instructive on an annual basis; what is more
important are the displays it shows over time in trad-
ing patterns and aggregate annual flows of goods,
capital, and reserves between nations.

PRELIMINARY DEFINITIONS

To understand the BOP system, it is important to
comprehend some of the terminology used in the
process. First of all, the BOP is a system based on
the double-entry accounting method. Thus, for each
transaction, two entries are made: a debit and a credit.
For example, if a country imports goods and services,

the value of the payment made for such imports will
be debited in one account that records transactions
relating to trade and credited in other accounts that
record either the increase of assets of the country held
by foreigners or the decrease in short-term foreign
assets held by residents. For example, if the United
States imported $50,000 of wines from the United
Kingdom, the payment would be recorded as a debit
in the current account, which records the transactions
in goods and services, and as a credit in the capital
account, which records inflows and outflows of finan-
cial assets from the country. The entry in a particular
subhead of the capital account will depend on the
manner in which payment is made for imports. If
payment is made out of the foreign exchange reserves
of the country, the account subhead for the decrease
in short-term foreign assets is credited. On the other
hand, if the payment is made in the local currency and
the local currency continues to be held by the UK firm,
then the account subhead credited is the increase in
short-term domestic assets held by foreigners.

Because each entry in the BOP is matched by
an equal and opposite entry, by definition the ac-
count has to balance. Table 4.1A, a complete BOP
for the United States, illustrates the organization of
information in a BOP. The trade flows are organized
into four separate categories, or accounts: the cur-
rent account, the capital account, financial account
(the official reserves account,) and the statistical
discrepancy (errors and omissions).

Information on the flow of goods in and out of
a country is usually provided by customs informa-
tion collected as merchandise crosses international
borders. Information on service flows is generally
estimated through the use of statistical sampling of
actual expenditures. Information on payments made
for exports and imports, as well as outflows and
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Table 4.1A

Complete Balance of Payments for the United States

Type of Account 2003 2002
Current Account

Exports

Goods, balance of payments basis $713,122 $681,874
Services $307,381 $292,233
Income receipts $294,385 $255,542
Exports of goods, services, and income receipts $1,314,888 $1,229,649
Imports

Goods, balance of payments basis $(1,260,674) $(1,164,746)
Services $(256,337) $(227,399)
Income payments $(261,106) $(251,108)
Imports of goods, services, and income payments $(1,778,117) $(1,651,657)
Unilateral transfers $(67,439) $(58,853)
Current Account Total $(530,668) $(480,861)
Capital and Financial Account

Capital account transactions, net $(3,079) $(96,145)
U.S. official reserves, net $1,523 $(3,681)
U.S. government assets, other than official reserves, net $537 $(32)

U.S. private assets, net $(285,474) $(175,272)
Foreign-owned assets in the U.S., net $248,573 $706,983
Other foreign assets in the U.S., net $580,600 $94,860
Capital and Financial Account Total $542,680 $526,713
Statistical discrepancy (errors and omissions)

Statistical discrepancy $(12,012) $(45,852)

Source: International Monetary Fund, Balance of Payments Statistics Yearbook 2004 (Washington, DC: International

Monetary Fund, 2004).

inflows because of credit and capital flows, is pro-
vided by commercial banks. Financial institutions
also provide information on capital and credit flows
across the borders of a country. Finally, the monetary
authority or central bank of each country reports
official borrowings, and each country maintains its
own accounts. In the United States, the Department
of Commerce maintains the records of national
accounts. The figures for each country are then

synthesized by two agencies, the United Nations and
the International Monetary Fund, into an aggregate
global snapshot of flows between nations.

The position of a country in any of these accounts
is in equilibrium when outflows equal inflows; it
is in deficit when outflows of foreign exchange
because of imports and other payments exceed in-
flows because of exports or other receipts. A country
is in surplus when total foreign exchange inflows
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exceed total outflows. The final balance is done in
an attempt to capture a history of all flows between
nations, whether they are because of reserves of
gold, currencies, foodstuffs, manufactured goods,
investments of home-country funds abroad, the
provision of insurance, travel facilities, or hotel
accommodations or other services.

CURRENT ACCOUNT

The current account takes note of three separate
types of flows between nations, similar to the con-
cept of revenues (credits) and expenses (debits) in
business operations. The first type of transfer is
visibles: financial inflows and outflows arising out of
actual exchanges of merchandise between countries
through exporting and importing. Exports add to the
account and imports subtract from the balance of
the account. The net position of this section of the
BOP is the balance of trade (BOT).

Flows of imports and exports are evaluated not
only according to volumes, but also according to a
nation’s terms of trade. Terms of trade refer to the
ratio of the export prices of a country to its import
prices. A rise in export prices in relation to import
prices improves the BOT if the trade volumes re-
main constant. Generally, rising prices for exports
will tend to eventually squeeze the volume of
exports in relation to imports. Quantities of goods
traded between nations tend to change slowly; thus,
an initial rise in the terms of trade will improve a
country’s trade balance in the short term, with del-
eterious effects on the balance becoming apparent
only in the long term.

The second category of transfers within the cur-
rent account are invisibles and services between
nations, including such items as transportation of
people or goods, tourist services provided by other
countries, supplying insurance for foreign policy
buyers, international consulting services, and such
financial and banking services as loans or fees for
establishing lines of credit or acting as brokers in

foreign exchange transactions. This category also
includes the transfer of investment income from
international investments overseas back to home-
country residents and the remittance of profits back
to parent corporations. These transfers are consid-
ered to be income resulting from the employment
of production factors abroad, such as investment
capital. The actual movement of the factors of pro-
duction, that is, capital in the form of dollars going
into plant and equipment overseas, is differentiated
as a capital movement because the factor itself is
moved across borders.

The third category within the current account
keeps track of unilateral (or unrequited) transfers
by countries to other countries, which is the flow
of funds or goods for which no quid pro quo is
expected. These items include aid provided by a
government or private interests to other countries,
which can be in the form of grants issued by the
government, money sent home to their families
by immigrants, and private funding and aid by
foundations and international aid agencies, such as
the Red Cross. Unrequited transfers can be private
funding and aid by foundations and international
aid agencies, such as the Red Cross, that provide
financial and physical assistance in the event of
national disasters. Unrequited transfers are made to
institutions and private individuals alike.

The current account is considered the most impor-
tant of the four BOP accounts because it measures all
income-producing activity generated through foreign
trade and is considered the prime indicator of the
trading health of a nation. A BOT deficit, however, is
not in itself a negative condition in certain instances,
and it could be considered normal for a country as
long as other services, transfers, and capital accounts
can finance the deficit within the merchandise sector.
Some countries, such as Switzerland, whose forte
is the financial services sector, have chronic BOT
deficits but are economically healthy because of
their strength in other sectors. Other countries exhibit
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continuing deficits in their BOT because they are in
the process of development.

The BOT and the current account are not the only
indicators of the economic position of a country. The
history and level of development of a nation must
also be considered in assessing its relative health.
Another important indicator in weighing national
economic strength in relation to other countries is
the BOP capital account.

CAPITAL ACCOUNT

The capital account of a nation measures its net
changes in financial assets and liabilities abroad.
It also chronicles the flow of investment funds
across national borders. The capital account notes
an inflow when residents of a country receive
funds from foreign investors. These funds may be
invested in stocks (equity) or bonds (debt) or any
other financial assets that foreign owners hold and
for which resident borrowers are liable for payment.
The resident is then required to remit to the foreign
financiers returns on the investment in the form of
dividends or profits. Naturally, an outflow of funds
occurs when a resident of the home country acquires
assets abroad; the overseas counterpart then incurs
an international liability.

The capital account is made up of three separate
segments. The first is long-term capital move-
ments, which can be in the form of either direct or
portfolio investments. Direct investments are those
made by individuals or multinational corporations
in facilities or assets abroad, where the investor has
control over the use and disposition of the assets.
For BOP purposes, effective control is determined
as that time when foreign owners from one country
hold more than 50 percent of voting stock or when
a single resident or an organized group from one
country owns more than 25 percent of voting stock
in a foreign company.

Long-term portfolio investments are those in
which investors contribute capital to a foreign

concern and invest their funds in stocks or bonds
but do not control the facility or the assets of the
enterprise. These investments are considered long-
term if they are held for more than a year. Portfolio
investments that mature in less than a year are con-
sidered short-term capital flows, the third segment
of the capital account. Some short-term movements
are considered compensatory, in that they finance
other activities, such as those in the current account.
Others represent autonomous international financial
movements undertaken for their own sake in order
to speculate on fluctuations in exchange and interest
rates. Many of these actions consist of trading and
hedging activity undertaken in international finan-
cial forward, futures, options, and swaps markets.

These capital outflows can have the effect of in-
creasing aggregate demand overseas or of displacing
exports from the home country. By the same token,
however, investment outflows may also provide for
returns from abroad in the form of dividends, profits,
or increased equity.

OFrFICIAL RESERVES ACCOUNT

The official reserves account exists for government
use only, to account for the position of one govern-
ment against others; that is, this account reflects
the actual holdings of a country and what might
be the equivalent of cash or near-cash assets for a
corporate entity. This account reflects holdings of
gold and foreign exchange. It also takes into ac-
count loans between governments and decreases
and increases in liabilities to foreign central banks
and the country’s balance in special drawing rights
with the International Monetary Fund.

NET STATISTICAL DISCREPANCY

In theory, the BOP should balance perfectly within
the account of one single country and among all
countries of the world as trade flows progress in an
orderly fashion and as all nations of the world report
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those flows consistently and accurately. In actual-
ity, this scenario is far from the truth, because of
differences in accounting practices, mistakes, and
unsanctioned transfers of funds between countries
through smuggling, underground economic activity,
and the sale of illegal items. Thus, the BOP includes
a separate account that adjusts for these discrepan-
cies, which can be sizable amounts. In 2003, for
example, the net statistical discrepancy for the U.S.
BOP reached $12 billion.!

ProsBLEMS IN BOP

BOP problems occur when a country’s external as-
sets or liabilities increase beyond proportion, that is,
when the BOP shows either a surplus or a deficit of
external resources. Although surpluses and deficits
in the BOP are normal features, they pose a problem
when they are excessive and persistent to a point
where they cannot be sustained. While surpluses
also pose certain problems for a country, deficits
present the real difficulties. Deficits generally occur
when a country is not able to match the outflows of
foreign exchange because of imports, debt service,
or other payments with its export or other inflows.
If the deficit remains persistent, a country is faced
with several options. The country can

* borrow from other governments and multilat-
eral institutions (for example, the IMF) to fill
the gap between the inflows and outflows.

e draw down its level of foreign exchange re-
serves to meet the shortfall.

* devalue its currency in order to make exports
attractive and imports unattractive, so that
the gap between inflows and outflows is cor-
rected.

* make fundamental adjustments in its economy
to reduce the outflows and increase the inflows
of foreign exchange, which could include
reducing the level of nonessential imports,
controlling local inflation, improving domestic

productivity and efficiency, and improving the
allocative efficiency of the economy.

The issue of BOP problems has attracted con-
siderable attention, especially after 1973, when the
LDCs of the world faced huge increases in their oil
bills, which increased their expenditures of foreign
exchange and, by creating a recession in Western
countries, reduced their foreign exchange earnings.
BOP difficulties lead to problems in the domestic
sector. When external creditors find that a country
is not able to service its borrowings, they are reluc-
tant to lend it additional money or tend to charge
higher rates of interest for a perceived higher risk.
The country facing the crisis loses access to external
credit with which to finance essential imports for
meeting developmental and consumer needs. More-
over, it is not easy to make fundamental economic
adjustments. Many developing countries have large
sections of the population at or below the poverty
level, and any economic adjustment measures call-
ing for reduction in government subsidies or as-
sistance for these sections of the population are not
likely to be politically acceptable. Moreover, there
are entrenched vested interests in different sectors
of the economy that are eager to maintain the status
quo and even resort to disruptive activities to prevent
their privileges from being disturbed.

The intention of the adjustment measures,
however, has a reasonably sound theoretical basis.
Devaluing the currency to bring it closer to its ac-
tual market value boosts exports and discourages
imports by making them more expensive. Control-
ling inflation also increases export competitiveness,
as does the increase in productivity and efficiency
of the domestic industries. Reducing the demand
for imports automatically reduces the outflows of
foreign exchange.

Although the BOP problems can be resolved
through these actions, there is considerable cost
involved. Devaluation can lead to an increase in
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domestic inflation because import prices will be
higher. Moreover, the advantage of devaluation is
lost if the export sector of a country is using a large
proportion of imported inputs. The terms of trade
of a country also worsen with devaluation, as it is
forced to part with a greater quantity of exports for
the same quantity of imports. Reduction in import
demand leads to economic slowdowns, which ex-
acerbate existing problems of stagnant growth and
high unemployment.

The policy makers of a country therefore have to
tread very carefully and balance these diverse and
often conflicting considerations while attempting to
correct imbalances in the position of their external
payments. Creditors, trading partners, and multilat-
eral institutions play a vital role in determining the
success of the efforts of a country to resolve BOP
problems. If they follow supportive policies, a country
can overcome its fundamental constraints and recover
its external balance. Its problems can be exacerbated,
however, if the creditors and trading partners follow
a beggar-thy-neighbor policy, for example, by in-
dulging in competitive devaluation or manipulating
interest rates to attract foreign capital that might be
needed by other countries in difficulty.

U.S. TRADE DEFICITS

The historical position of the United States in world
trade illustrates these problems. Some form of BOP
statistics have been maintained by the U.S. govern-
ment since 1790, when America had a deficit of
$1 million in goods and services.? In the twentieth
century, the United States had a positive balance
in goods and services for more than six decades.
During that period, some of the largest surpluses
were during the war years of 1943 and 1944, when
surpluses were $11.038 billion and $12.452 billion,
respectively, reflecting U.S. exports directed toward
the war effort. In 1947 the balance in goods and
services also reflected U.S. efforts toward war-torn
countries, and the surplus was $11.617 billion.?

In the late 1960s the U.S. BOP began to come
under pressure and in the 1970s the current account
began to show substantial deficits. A number of
factors contributed to the trend reversal, including
the huge increase in U.S. imports, the emergence
of strong competition in world export markets from
Europe and Japan, and the quadrupling of the price
of oil.

In the 1980s the situation continued to worsen.
Imports rose from $333 billion in 1980 to nearly
$500 billion in 1986. On the other hand, exports
remained relatively stagnant, growing only mar-
ginally, from $342 billion to $372 billion, over this
period. The large gap between inflows and outflows
because of exports and imports was financed pri-
marily by private capital transfers into the United
States. The effect of the private capital flows into
the United States nullified the effect of the huge
trade deficit on the U.S. currency, which continued
to appreciate between 1980 and 1985.

The strength of the dollar, however, further
weakened U.S. competitiveness in international
markets and enabled Europe, Japan, and some of
the Pacific Rim countries to build substantial mar-
ket shares not only in overseas markets, but also in
the U.S. domestic market. In fact, the years of an
overvalued dollar had tended to make the deficit
structural, or built-in, in character, which occurred
because overseas manufacturers, taking advan-
tage of the high dollar, were able to underprice
their products and capture U.S. domestic market
shares in such areas as consumer electronics and
automobiles. Having achieved market penetration,
overseas exporters used the long period of dollar
overvaluation to consolidate and secure their gains
by building dealer networks, after-sales service
arrangements, and consumer brand loyalty. Thus,
even though the dollar depreciated substantially
after 1985, there was no significant drop in either
the market shares covered by the overseas export-
ers or the overall volume of imports.
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The widening of the current account deficit
only worsened during the 1990s. The increased
competition from China and Southeast Asia led
to the movement of many manufacturing jobs
from the United States to the Asian continent; and
this led to the further decrease in the amount of
manufacturing output in the United States during
the 1990s and until the present. The United States
has continued to maintain a surplus in the trade of
invisibles (or services) with the rest of the world.
The U.S. dollar has begun to depreciate heavily
against the euro and the yen over the last few years,
which has tended to make U.S. exports be priced
more favorably abroad, and the imports to the
United States be priced less favorably. It remains
to be seen just how long the dollar will drop, and
what effect this will have on the BOP of the United
States in the coming years.

Given the size of the economy, however, the trade
deficits do not create a calamity. While there is cause
for concern and reason for remedial action, there is
no reason for panic, both because of the size of the
deficit and because of its nature.

Some analysts, such as economist Robert B.
Reich, believe that attention should be focused
on the reasons behind these deficits. For example,
the United States currently runs a deficit with the
four tigers: Hong Kong, South Korea, Singapore,
and Taiwan. Some Americans worry about this
situation, but Reich asks the questions, Exactly
what are U.S. interests in world trade, and Who
are “we”? He notes that while Americans are ex-
porting less, they may not be selling fewer goods
in world markets, because “these days about half
of the total exports of American multinational
corporations come from their factories in other
countries,” compared to a one-third equivalent 20
years ago.* Thus, he maintains that nearly a third
of our imbalance with the Pacific Rim countries,
for example, results from the multinationalization
of industry and U.S. subsidiaries making prod-

ucts there and selling them back to Americans
on domestic soil. He also notes that some U.S.
companies are key export players in other market
arenas. Many large U.S. companies, for example,
have moved overseas in the past few years to
capitalize on the low wage rates in countries such
as India and China.

DiscussioN QUESTIONS

1. What is the BOP?

2. What are the four basic accounts under the
BOP?

3. Name a source for the U.S. BOP. What
source(s) exist for international BOP?

4. Examine the U.S. BOP (Table 4.1A).
What do you observe about the current
account over time? Are U.S. exports
greater or less than U.S. imports? Do
services improve the merchandise import
and export balance?

NOTES

1. U.S. Department of Commerce, 2003.

2. U.S. Department of Commerce, Historical Statistics
of the United States.

3. Ibid.

4. Reich, “The Trade Gap.”
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CasE Stupy 4.1
STRUCTURAL ADJUSTMENTS IN M ASAWA

Masawa is a small country located in southwest-
ern Africa, with an area of approximately 240,000
square miles and a population of approximately
60 million. The northern and western parts of the
country are hilly terrain, while the southern and
eastern areas are plains. Masawa has substantial
natural resources: mineral deposits of manga-
nese, copper, and tin in the northern hill areas
and large tropical forests in the southeastern parts
of the country. The eastern part has most of the
cultivated land, and agricultural production, es-
pecially cereal crops, is concentrated there. There
are some cocoa plantations in the western part
of the country, and cocoa is an important com-
mercial crop. The main exports of Masawa are
copper, tin, and cocoa. Manganese deposits are
too small to be commercially viable for export.
The country attained its independence from
colonial rule in 1961 and since then has seen four
political upheavals. Emorgue Watiza, a leader of
the country’s freedom movement, was the first
president. He ruled Masawa for six years before
being ousted by the military, which installed
General Ramaza, who was assassinated in 1974
and replaced by another military ruler, Colonel
Waniki. Colonel Waniki instituted a series of
political reforms, and after 21 years of power,
handed over the reins of government to Dr. Sa-
bankwa, the winner of the country’s first demo-
cratic election. Dr. Sabankwa brought excellent
credentials to the presidency. He held a PhD in
political science and government from the Uni-
versity of Paris and had been active in the move-
ment for restoration of democracy in Masawa. He
belonged to the Waldesi tribe, which comprised

30 percent of the population, and enjoyed almost
total loyalty of his tribespeople. Waldesi, the
largest single tribe in the ethnic composition of
Masawa, includes 3 other major and 16 minor
tribes. The 3 other major tribes are the Mokoti
(18 percent), Lemata (15 percent), and Simoki
(11 percent). The remaining 27 percent of the
population is made up of members of the smaller
tribes, none of which individually constitute more
than 5 percent of the population.

Dr. Sabankwa enjoyed considerable support
from the Simoki and several minor tribes at the
time of his election. After eight years in office,
however, that support has eroded, and rumblings
of discontent have been heard, even from Sabank-
wa’s own Waldesi tribespeople, especially those
living in urban areas. Much of the discontent is
clearly the result of the economic difficulties
the country is facing, which in turn have led to
considerable difficulties for both the urban and
rural populations. Reactions, however, tend to be
more pronounced in the densely populated and
politically conscious urban areas.

Most of Masawa’s economic difficulties began
before the election of Dr. Sabankwa. The country
had little in the way of industrial or technological
development when it attained independence, and
the annual per capita GNP was $160. Much of
the agriculture was conducted along primitive
lines and was largely dependent on seasonal
rainfall, which tended to be fairly erratic. In the
initial years of independence, Masawa’s rulers
sought to adopt a centralized planning approach

to economic development, which assigned a key
continued
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Case 4.1 (continued)

role to the government in nearly all aspects of
economic activity. The public sector accounts
for 90 percent of industrial production, and all
key infrastructure projects are run by government
agencies. Masawa has a large number of highly
paid civil servants who administer the wide
range of economic and other controls imposed
by the government. Although private enterprise
is officially permitted, there are a number of
bureaucratic disincentives for entrepreneurship.
A typical new venture in the private sector needs
separate approvals from 32 different government
agencies and departments.

As in many other countries of the developing
world, the state-owned industrial enterprises of
Masawa have had losses for a variety of reasons,
including inefficient management, overstaffing,
administered prices of products, and outmoded
technology. The government has guaranteed most
of the debt taken on by the enterprises and has
had to resort to substantial deficit financing to
make good on these obligations.

The government of Masawa has faced a major
budget deficit every year for the past 11 years,
and, for several reasons, the deficit has become a
permanent feature of the government’s finances.
Government expenditures have been rising rap-
idly in five areas: defense, oil imports, admin-
istrative expenses of the government, subsidies
to industrial enterprises, and price subsidies for
essential consumption items, especially food.
On the other hand, revenues have been stagnant,
principally because of the absence of strong
measures to secure better tax compliance by the
vast majority of taxpayers. The government has,
therefore, resorted to large-scale deficit financing,
which has pushed the inflation rate progressively

higher every year. In 2005, Masawa experienced
93 percent inflation, and there were indications
that this number would increase by another 40
percent in 2006.

Imports have been increasing steadily over
the past seven years, while exports are stagnant,
because the world market for Masawa’s principal
exports continues to be sluggish. The exchange
rate of Masawa is overvalued by about 70 per-
cent, and there is a large premium on the black
market for foreign currencies. The country has
suffered considerable flight of capital as wealthy
industrialists lost faith in the political and eco-
nomic stability of Masawa.

The external debt of Masawa, largely to of-
ficial creditors, is well above the level considered
dangerous for sustaining the debt-service sched-
ule. The country has no access to the international
capital market, having defaulted on the amorti-
zation of earlier loans, taken primarily by state-
owned corporations. Foreign exchange reserves
are at a dangerously low level and are sufficient
to finance only two weeks of imports.

Dr. Sabankwa called a meeting of his cabinet
to discuss the issue of accepting an International
Monetary Fund structural adjustment loan, in
order to tide the country over the immediate
problems on the balance of payments front and
to improve future prospects. Before a full meet-
ing of the cabinet, the finance minister briefed
Dr. Sabankwa on the pertinent issues, and, after
a long, late-night conversation with the finance
minister, Dr. Sabankwa realized that he had a
difficult situation to resolve.

The IMF is willing to extend a $3 billion loan
to Masawa under its structural adjustment lend-

ing program, but it wants Masawa to draw up a
continued
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Case 4.1 (continued)

set of concrete economic measures to restructure
the economy. Although several measures have
been recommended by the IMF, five are the most
important:

1. The level of imports should be reduced.

2. Masawa should devalue the exchange
rate by 40 percent.

3. The government should initiate a phased
reduction of official subsidies on food.

4. The government should take steps toward
privatizing state-owned enterprises.

5. Administrative expenses of the govern-
ment should be reduced by cutting the
government staff and salaries.

While these measures seem sensible and
useful, effective implementation of them would
create many practical difficulties. First, cutting
food subsidies would be an extremely unpopular
measure and might spark civil disturbances,
especially in the urban areas. Moreover, those
most affected would be the urban poor, who
are already under great economic hardship.
Devaluing the exchange rate also has ominous
implications. Politically, it might be viewed
as a weakening of the economy and provide
another reason for opposition groups to attack
the government’s handling of the economic
situation. Further, the costs of imports would
rise and contribute to an increase in the already

high inflation rate. Privatization would also be
difficult, since there are few people in Masawa
with the managerial or technical expertise to
take over the operations of these enterprises.
Further, there was bound to be strong opposi-
tion from the trade unions to any move for
privatization.

Reducing the level of imports would be a
feasible option, but it would hurt the growth
rate considerably, because imports of essential
industrial equipment and machinery would have
to be curtailed. Further, a very large cut in im-
ports might not even be possible because of the
inelastic level of defense and oil imports.

As he mulled over these issues, Dr. Sabankwa
wondered whether a compromise solution could
be found: Would these steps, if implemented, not
generate political unrest that would lead to the
fall of his government?

DiscussioN QUESTIONS

1. What would be your position if you were
a member of Dr. Sabankwa’s cabinet?

2. Should Masawa accept the plan as it
exists or should it insist on some modi-
fication? If modification is needed, what
changes should be made? What argu-
ments should be made to convince IMF
officials to agree to these modifications
in the structural adjustment plan?




CHAPTER 5

Foreign Exchange Markets

CHAPTER OBJECTIVES
This chapter will:

e Suggest the underlying need for foreign exchange markets.
¢ Introduce the terms and definitions used in the foreign exchange

markets.

e Describe the structure and operations of the foreign exchange

markets.

e Present the mathematical formulas used to compare currency
movements in the foreign exchange markets.
e Discuss common techniques used to manage currency risk and

exposure.

e Explain the need for and problems associated with forecasting

foreign exchange rates.

BACKGROUND

Nearly all international business activity requires
the transfer of money from one country to another.
Trade transactions must be settled in monetary
terms: Buyers in one country pay suppliers in an-
other. Repatriation of dividends, profits, and roy-
alties from overseas investments, contributions
of equity, and other kinds of financial dealings
from such investments also involve the transfer
of funds across national borders. The transfer of
funds poses problems quite different from those
associated with the transfer of goods and services
across national borders. Buyers and sellers are
willing to accept and use goods and services from
other countries quite routinely. For example, U.S.

consumers are content to drive Japanese cars,
such as Toyotas and Hondas, while the Japanese
are quite willing to use U.S. operating systems
or other hi-tech products.

This internationalization that applies to product
usage is not found when it comes to accepting the
currency of another country, however. While the
U.S. importer is happy to receive Japanese products
and the Japanese importer is glad to accept U.S.
products, neither is normally in a position to accept
the other’s currency. A U.S. importer usually has to
pay a Japanese exporter in Japanese yen, while a
U.S. exporter will generally want to be paid in U.S.
dollars. This is quite logical, since each country has
its own currency, which is legal tender within its
borders, and exporters are likely to prefer the cur-
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rency that they can use at home for meeting costs
and taking profits.

A U.S. importer who must pay a Japanese ex-
porter has to acquire Japanese yen. To do so, he must
exchange his own currency, dollars, into yen. Such
an exchange of one currency for another is called a
foreign exchange transaction.

For example, a German company invests in an
electronics manufacturing facility in Australia.
Therefore, it must convert its euros into Australian
dollars to meet project costs in Australia. In another
example, a U.S. multinational has a plant located
in Great Britain. At the end of the financial year, it
wants to repatriate its profits to corporate headquar-
ters in the United States. Therefore, it will convert
British pounds sterling—profits earned by the plant
in Great Britain—into U.S. dollars. As another
example, suppose a Japanese investor has a large
stock holding on Wall Street. After a rally in which
his holdings appreciate substantially, he wants to
repatriate his profits to Japan. To do so, he would
convert his U.S. dollar profits into Japanese yen.

How do the German company, the U.S. mul-
tinational, and the Japanese investor convert the
currency in their possession into the currency they
desire? The answer is provided by the foreign ex-
change markets.

THE STRUCTURE OF THE
FOREIGN EXCHANGE MARKETS

The demand for conversion of one currency into an-
other gives rise to the demand for foreign exchange
transactions. The foreign exchange markets of the
world serve as the mechanism through which these
numerous and complex transactions are completed
efficiently and almost instantaneously.

The main intermediaries in the foreign exchange
markets are major banks worldwide that deal in
foreign exchange. These banks are linked together
by a very advanced and sophisticated telecommu-

nications network that connects them with major
clients and other banks around the world. There is
no physical contact between the dealers of various
banks in the foreign exchange markets, unlike in
the stock exchanges or the futures markets, which
have specific trading floors or pits.

Some of the larger and more active banks have
installed computer terminals called dealing screens
in their trading rooms. Through these terminals,
banks can execute trades and receive written confir-
mations on online printers. Telephone transactions
are normally confirmed by an exchange of telex
messages or transaction notes.

Banks that are active in foreign exchange opera-
tions set up extremely sophisticated facilities for their
foreign exchange traders; these facilities are located
in trading (or dealing) rooms, which are equipped
with instantaneous telecommunication facilities.

A very important feature of modern trading
rooms is their access to information about political,
economic, and other current events as they unfold.
A major source of this information is the British
news agency Reuters, which furnishes subscrib-
ing banks with a dedicated communication system
that provides on-screen information beamed from
the central newsroom of the agency. There are also
many services, including Reuters and Telerate, that
provide up-to-the-second information on the prevail-
ing exchange rates quoted by banks worldwide. Any
changes in exchange rates anywhere in the world can
be immediately brought to the notice of traders.

Exchange trading is an extremely specialized opera-
tion that puts enormous pressure on traders because
rates change rapidly and there are chances to make
huge profits or incur massive losses. Bank manage-
ment continually monitors the activity and progress of
its dealing rooms, while setting very clear guidelines
in order to limit the level of risk the traders can take
while trading currencies on behalf of the bank.

To relieve traders from the task of booking orders,
trading rooms are supported by backup accounting



departments that record the transactions made by the
traders and that do the necessary computations to
track the trading activity. They also supply the trad-
ers with background data and analytical reports to
optimize the traders’ strategy and performance. Such
information is fed into electronic trading boards
that are clearly visible to traders. Generally, this
information includes the risk exposure of the bank
in each currency and the current rates for different
currencies, as well as a host of other information.

Exchange trading at a bank usually begins every
day in the early morning with an in-house confer-
ence of traders and senior managers to discuss the
currency expectations and the strategy for the day.
Most trading is conducted during local business
hours, but the ease of communication made possible
by the latest technology enables banks to continue to
trade with banks in other time zones after the local
business day is over. Therefore, some major banks
have a system of shifts, through which traders come
in to trade in markets in different time zones. By
using night trading desks, many major banks have
been able to establish 24-hour trading operations.

There are two levels in the foreign exchange
markets. One is the customer, or retail, market,
in which individuals or institutions buy and sell
foreign currencies to banks dealing in foreign ex-
change. For example, if IBM wishes to repatriate
profits from its German subsidiary to the United
States, it can approach a bank in Frankfurt with an
offer to sell its euros in exchange for U.S. dollars.
This type of transaction occurs in what is called
the customer market.

Suppose the bank does not have a sufficient
amount of U.S. dollars to exchange for the subsid-
iary’s euros. In this situation the bank can approach
other banks to acquire dollars in exchange for euros
or some other currency. Such sales and purchases
are termed interbank transactions and collectively
constitute the interbank market. Interbank transac-
tions are both local and international.
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The interbank market is extremely active. Banks
purchase currencies from and sell currencies to one
another to meet shortages and reduce surpluses that
result from transactions with their customers. Trans-
actions in the interbank markets are almost always
in large sums. Amounts less than US$250,000 are
not traded in interbank markets. Values of interbank
transactions usually range from US$1 million to
US$10 million per transaction, although deals in-
volving amounts above this range are also known to
take place. A large proportion of the transactions in
interbank markets arise from banks trading curren-
cies to make profits from movements in exchange
rates around the world.

It is important to note that in all this trading activ-
ity in foreign exchange markets, billions of dollars
of international currency are exchanged without any
physical transfer of money. How are the transactions
settled? The answer lies in a system of mutual account
maintenance. Banks in one country maintain ac-
counts at banks in other countries. These accounts are
generally denominated in the home currency of the
bank with the account. In banking parlance these are
called vostro accounts, which essentially means “‘your
account with us,” or nostro accounts, which means,
literally, “our account with you.” Thus, if Citigroup
New York has a euro account with Dresdner Bank in
Frankfurt, it will term the Dresdner account its nostro
account. For Dresdner, this will be a vostro account.
Similarly, Dresdner Bank would have a U.S. dollar
account with Citibank or another bank in the United
States. For Dresdner this will be a nostro account,
while for the U.S. bank it will be a vostro account.
Foreign exchange transactions are settled by debits
or credits to nostro and vostro accounts.

MARKET PARTICIPANTS

The foreign exchange markets have many different
types of participants. These participants differ not
only in the scale of their operations but also in their
objectives and methods of functioning.
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Individuals

Individuals may participate in foreign exchange
markets for personal as well as business needs. An
example of a personal need would be sending a
monetary gift to an overseas relative. To send the
gift, the individual would utilize the market to obtain
the currency of the relative’s country. Individual
business needs arise when a person is involved in
international business. For example, individual im-
porters use the foreign exchange markets to obtain
the currencies needed to pay their overseas suppli-
ers. Exporters, on the other hand, use the markets
to convert the currencies received from their foreign
buyers into domestic or other currencies. Business
or leisure travelers also participate in the foreign
exchange markets by buying and selling foreign
and local currencies to meet expenses on their
overseas trips.

Institutions

Institutions are very important participants in the
foreign exchange markets because of their large
and varied currency requirements. Multinational
corporations typically are major participants in the
foreign markets, continually transferring large sums
of currencies across national borders, a process that
usually requires the exchange of one currency for
another. Financial institutions that have international
investments are also important foreign exchange
market participants. These institutions include
pension funds, insurance companies, mutual funds,
and investment banks. They need to switch their
multicurrency investments quite often, generating
substantial transaction volumes in the foreign ex-
change markets.

Apart from meeting their basic transaction needs,
both the individual and institutional participants
use the foreign exchange markets to reduce the
risks they incur because of adverse fluctuations in
exchange rates.

Banks

Banks are the largest and most active participants
in the foreign exchange markets. Banks operate in
the foreign exchange markets through their traders.
(British banks and many others use the term “‘ex-
change dealer” rather than “exchange trader.” These
terms can be used interchangeably.) Exchange
traders at banks buy and sell currencies, acting on
the requests of their customers and on behalf of the
bank itself.

Customer-requested transactions form a very
small proportion of trading operations by banks in
the foreign exchange markets. To a very large extent,
banks treat foreign exchange market operations as
an independent profit center. In fact, some major
banks make substantial profits on the strength of
their market expertise, information, trading skills,
and ability to hold on to risky investments that would
not be feasible for smaller participants. On occasion,
banks can also incur substantial losses. As a result,
foreign exchange operations are closely monitored
by bank management teams.

Central Banks and Other Official
Participants

Central banks enter the foreign exchange markets
for a variety of reasons. They can buy substantial
amounts of foreign currencies to either build up
their foreign exchange reserves or bring down
the value of their own currency, which in their
opinion may be overvalued by the markets. They
can enter the markets to sell large amounts of
foreign currencies to shore up their own curren-
cies. In the latter part of the 1980s, central banks
and treasurers of the United States, Japan, and
the then West Germany intervened quite often to
correct the imbalances between the values of the
yen and deutsche mark (then the currency of West
Germany; the unified Germany now uses the euro)
versus the U.S. dollar.



The main objective of central banks is not to
profit from their foreign exchange operations or
to avoid risks. It is to move their own and other
important currencies in line with the values they
consider appropriate for the best economic interest
of their country.

Central banks of countries that have an official
exchange rate for their currency must continually
participate in the foreign exchange markets to
ensure that their currency is available at the an-
nounced rate.

Speculators and Arbitragers

Participation by speculators and arbitragers in the
foreign exchange markets is driven by pure profit mo-
tive. These traders seek to profit from the wide fluc-
tuations that occur in foreign exchange markets.

In other words, they do not have any under-
lying commercial or business transactions that
they seek to cover in the foreign exchange mar-
ket. Typically, speculators buy large amounts of
a currency when they believe it is undervalued
and sell it when the price rises. Arbitrage occurs
when investors try to exploit the differences in
exchange rates between different markets. If the
exchange rate for the pound is cheaper in Lon-
don than in New York, they would buy pounds
in London and sell them in New York, making a
profit. Arbitrage opportunities are now increas-
ingly rare, however, because instantaneous com-
munications tend to equalize worldwide rates
simultaneously.

A substantial part of the speculative and arbitrage
transactions comes from exchange traders of com-
mercial banks. Often these transactions represent
a conscious effort to maximize profits with clearly
defined profit objectives, loss limits, and risk-taking
boundaries. In fact, the overwhelming proportion
of foreign exchange market transactions today are
driven by speculation.
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Foreign Exchange Brokers

Foreign exchange brokers are intermediaries who
bring together parties with opposite and matching
requirements in the foreign exchange markets.
They are in simultaneous contact through hotlines
with scores of banks, and they attempt to match the
buying requirements of some banks with the selling
needs of others. They do not deal on their own ac-
count and are not a party to the actual transactions.
For their services they charge an agreed-on fee,
which is often called brokerage.

By bringing together various market participants
with complementary needs, foreign exchange bro-
kers contribute significantly to the “perfection of
information,” which makes the foreign exchange
markets as efficient as they are. Apart from this,
brokers also perform another important function.
They preserve the confidentiality and anonymity of
the participants. In a typical deal, the broker will not
reveal the identity of the other party until the deal
is sealed. This achieves a more uniform conduct
of business as deals are decided purely on market
considerations and are not influenced by other con-
siderations that might be introduced if the parties’
identities became known.

LocATION OF FOREIGN
EXCHANGE MARKETS

The foreign exchange markets are truly global,
working around the clock and throughout the world.
The very nature of foreign exchange trading, as
well as the revolution in telecommunications, has
resulted in a unified market in which distances and
even time zones have been compressed. Tradition-
ally, London and, later, New York were the main
centers of foreign trading. Other centers, however,
such as Tokyo, Hong Kong, Singapore, and Frank-
furt, have become extremely active. Smaller but
significant markets exist in many European and
some Asian countries.
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The individual foreign exchange trading centers
are closely linked to form one global market. Trad-
ing spills over from one market to another and from
one time zone to another. Price levels in one trading
center immediately affect those in other centers. As the
market closes in one time zone, others open in differ-
ent time zones, taking cues from the activities of the
earlier market in setting up trading and price trends.
A continuous pattern is thus established, giving the
impression of one unified market across the world.

JAPAN

Because of its geographical position, Japan can be
considered the market where the world’s trading day
begins. The Japanese markets, led by Tokyo, are ex-
tremely active, with a very high daily turnover. Most
of the deals are backed by customer-related requests
to finance or settle international commercial transac-
tions. Dollar-yen deals predominate in the market,
because of the large share of U.S.-related business
in the international transactions of Japan.

Since the deregulation of Japanese foreign ex-
changes, the element of speculative activity has
increased considerably, especially in the Tokyo
market. The volume of trading in the market has
also increased as the securities and equity markets
of Japan have opened up to foreign investment and
some foreign investment banks have been allowed
to operate in Japan. Brokers are extensively used in
the Japanese markets, especially in transactions be-
tween banks located within the country. The market,
however, closes at a set time in the afternoon, thus
putting a limit on the volume of transactions that
can take place. This system has inhibited somewhat
the development of the Tokyo market, which would
otherwise be significantly larger.

SINGAPORE AND HoNG KONG

Singapore and Hong Kong are the next markets to
open, about one hour after Tokyo. These markets are

much less regulated, and in pursuit of their aim to
become major international financial centers, both
markets offer liberal access to overseas banks and
commercial establishments. At the same time, the
governmental authorities have attempted to create a
friendly market environment to promote maximum
trading activity. Market activity has increased con-
siderably because several overseas banks, attracted
by the incentives offered, have opened branches in
both centers. Brokers are heavily involved in local
transactions in Singapore, while international trans-
actions are handled primarily through direct deals
between banks. The trading activity of Hong Kong
is a mix of direct deals and broker-intermediated
transactions. Both of these markets have grown
tremendously in the past few years.

BAHRAIN

The Bahrain market in the Middle East emerged as
an important center of foreign exchange trading in
the 1970s, as oil-linked commercial transactions
grew considerably. Located in the middle of overlap-
ping time zones, Bahrain is often used by traders in
other markets to serve as a link in their global cycle.
Bahrain provides a bridge between the closing of the
Far Eastern and opening of the European markets
because it is open during the time when the markets
in those locations are closed.

EUROPEAN MARKETS

Europe, taken as a whole, is the largest foreign
exchange market. Its main centers are London,
Frankfurt, and Zurich. European banks have no set
closing time for foreign exchange trading and are
free to trade 24 hours a day, but they generally cease
trading in the afternoon. Both direct and brokered
deals are common in European trading. In the past,
some of Europe’s markets, such as that in Paris, have
exhibited a unique feature: rate fixing. Once a day,
representatives of the larger banks and the central



banks met to fix the exchange rate of the U.S. dol-
lar against local currencies and hence against one
another. The fixed rate represented the balance of
offers and bids and was close to what the rate would
be internationally. There was sometimes a small
discrepancy, however, which offered an opportunity
for arbitrage. This opportunity, of course, existed for
only a very short time, as market pressures quickly
equalized the prices. The fixed rate was important
primarily because it was considered to be the legal
official rate and was often specified in contracts.
This practice is less important in the European
markets now, given that many of the countries are
using the same currency (the euro).

U.S. MARKETS

The New York market opens next. It is one of the
world’s largest markets, and the top foreign exchange
trading firms are headquartered there. The volume of
business in New York has increased tremendously
since deregulation of the banking system and the
increasing presence of overseas banks. Both brokered
as well as direct dealing are common in the New
York exchange market. The West Coast markets are
essentially tied to New York and closely follow the
trading patterns that are established there.

MARKET VOLUMES

Foreign exchange markets are clearly located in the
largest financial markets in the world. Their turnover
exceeds several times that of securities, futures, op-
tions, and commodities markets. The actual turnover
figures, however, are difficult to ascertain, because
banks do not publish data on the volume of their
transactions.

In 1979 one study estimated the daily turnover
of the world foreign exchange market to be about
US$200 billion." A 1986 survey by the Federal Re-
serve Bank of New York put the daily turnover of
U.S. banks at US$50 billion.? Today, the estimated
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turnover is as much as US$1.5 trillion per day on a
global level. The currencies that predominate in for-
eign exchange trading activity on a worldwide basis
are the U.S. dollar, the euro, the yen, the Swiss franc,
the pound, the Canadian dollar, and the Australian
dollar. Some other currencies of increasing impor-
tance in foreign exchange markets are the Swedish
krona, the Indian rupee, and the Chinese yuan.

A daily turnover of US$1.5 trillion would amount
to an annual figure of US$547.5 trillion. The enor-
mity of this figure, which estimates the annual
volume of global foreign exchange trading, can be
appreciated if one compares it with the U.S. GNP,
which was US$11.71 trillion in 2004.

USES OF THE FOREIGN
EXCHANGE MARKET

The foreign exchange market provides the means by
which different categories of individuals and insti-
tutions acquire foreign exchange to meet different
needs, but it is important to understand the economic
functions performed by the foreign exchange mar-
kets and their role in international trade in goods and
services. Two basic functions are the avoidance of
risk and the financing of international trade.
International trade transactions, which must be
settled monetarily, carry significant risks both to the
buyer and to the seller. If the transaction is invoiced
in the currency of the seller, the seller stands to lose
if the currency depreciates in the time lag between
agreement on the price and the actual date of pay-
ment. Consider, for example, a British importer
of U.S. computers. The importer agrees to buy the
shipment of computers for US$150,000, and the
current exchange rate is US$1.5 to £1. At this rate,
the cost to the British importer is £100,000. Usually,
in such instances payments are made after goods are
shipped or received. In this example assume a lag
of three months between the signing of the contract
and the actual payment by the British importer.
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Suppose that in this period the value of the U.S.
dollar appreciates and US$1 becomes equal to £1.
In this event, the British importer will have to part
with £150,000 to purchase the US$150,000 needed
to meet the contractual obligation. As a result, the
importer stands to incur a substantial loss: £50,000.
Although this is an exaggerated example, the risks
are indeed real and can often wipe out the entire
profit from a transaction.

Foreign exchange markets provide mechanisms to
reduce this risk and assure a certain minimum return.
Foreign exchange markets also provide the financ-
ing mechanism for international trade transactions.
Financing is required to cover the costs of goods that
are in transit. These costs are considerable if goods
are sent by sea. At the same time, the risks are also
high because the parties are in different countries,
and, in the event of default, the recourse for the party
defaulted against is limited. These problems are solved
efficiently through the foreign exchange markets,
specifically through the use of internationally accepted
documentation procedures, the most important being
letters of credit (which are discussed in chapter 12).

TYPES OF EXPOSURE IN
FOREIGN EXCHANGE MARKETS

There are four major types of risks or exposure that
a corporation faces in the course of its international
business activity: transaction exposure, economic
exposure, translation exposure, and tax exposure.

TRANSACTION EXPOSURE

Transaction exposure is the risk that a company’s
future cash flows will be disturbed by fluctuations in
exchange rates. A company that is expecting inflows
of foreign currency will be faced with transaction
exposure to the extent that the value of these in-
flows can be affected by a change in the rate of the
company’s currency against the preferred currency
for conversion. Exchange rates are extremely vola-

tile, and a sharp movement can adversely affect the
real value of cash flows in the desired currency. A
corporation can have both inflows and outflows in
a currency. Moreover, it can have different amounts
of inflows and outflows in different currencies. In
this situation, the company nets out its exposure in
each currency by matching a portion of its currency
inflows and outflows. The net exposure in each cur-
rency is aggregated for all currencies to arrive at a
measurement of the total transaction exposure for
the company. The period over which the cash flows
are considered for arriving at the figure for transac-
tion exposure depends on the individual methods
and views of the company. Organizations use a va-
riety of methods to assess the degree to which their
net exposed cash flows are at risk. These methods
can center on the time lag between the initiation and
completion of the transaction, the use of currency
correlations, or statistical projections of exchange-
rate volatility. Sophisticated strategies for assessing
transaction exposure often include some element of
all of these considerations.

EcoNnomic EXPOSURE

Economic exposure is a relatively broader concep-
tion of foreign exchange exposure. The prime fea-
ture of economic exposure is that it is essentially a
long-term, multitransaction-oriented way of looking
at the foreign exchange exposure of a firm involved
in international business. The standard definition of
economic exposure is the degree to which fluctua-
tions in exchange rates will affect the net present
value of the future cash flows of a company.
Economic exposure is a particularly serious
problem for multinational corporations with op-
erations in several different countries. Since cur-
rency fluctuations do not follow any set pattern,
each operation is subject to a different degree and
nature of economic exposure. Measuring the de-
gree of economic exposure is even more difficult
than measuring translation exposure. Economic



exposure involves operational variables, such as
costs, prices, sales, and profits, and each of these
is also subject to fluctuation in value, independent
of the exchange-rate movements. Many techniques
are used to measure economic exposure. Most of
these techniques rely on complex mathematical
and statistical models that attempt to capture all the
variables. Use of regression analysis and simulation
of cash-flow positions under different exchange-rate
scenarios are two examples of such techniques.
Managing economic exposure can involve ex-
tremely complex strategies and instruments, some
of which are outside the foreign exchange market.

TRANSLATION EXPOSURE

Translation exposure is the degree to which the con-
solidated financial statements and balance sheets of
acompany can be affected by exchange-rate fluctua-
tions. It is also known as accounting exposure.

Translation exposure arises when the accounts of
a subsidiary are consolidated at the head office at
an exchange rate that differs from the rate in effect
at the time of the transaction.

Tax EXPOSURE

Tax exposure is the effect that changes in the gains
or losses of a company because of exchange-rate
fluctuations can have on its tax liability. An unex-
pected or large gain based solely on exchange-rate
fluctuations could upset the tax planning of a multi-
national by causing an increased tax liability. Gains
and losses from translation exposure generally have
an effect on the tax liability of a company at the time
they are actually realized.

TyYPES OF FOREIGN EXCHANGE
MARKETS

There are two main types of foreign exchange
transactions that are often characterized as different
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markets—spot transactions and forward transac-
tions. Often dealers specialize in one of three trans-
action categories: cash, tom, or spot.

THE SPOT M ARKET

The spot market consists of transactions in for-
eign exchange that are ordinarily completed on
the second working day of the deal being made.
Within the spot market, there can be three types of
transactions:

1. Cash, in which the payment of one cur-
rency and delivery of the other currency
are completed on the same business day

2. Tom (short for “tomorrow”), in which the
transaction deliveries are completed on the
next working day

3. Spot exchange, in which the transaction
deliveries are completed within the same
day of the deal being struck

Price Quotation in Exchange Markets

The prices of currencies in the spot market can be
expressed as direct quotes or indirect quotes. When
the price of one currency is expressed as a direct
quote, it reflects the number of units of home cur-
rency that are required to buy the foreign currency.
A direct quote on the New York market would be
US$1.30 = €1. An indirect quote is the reverse; the
home currency is expressed as a unit, and the price
is shown by the number of units of foreign currency
that are required to purchase one unit of the home
currency. For example, in the New York market an
indirect quote would be US$1= €0.77 (to purchase
one unit of the home currency, the U.S. dollar, €0.77
are needed).

An important feature of foreign exchange price
quotation is the number of decimals used. Since large
amounts are traded, quotes are usually given at least
up to the fourth decimal, especially for such major
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currencies as the pound and the U.S. dollar. Thus, a
quote for the pound would be £1 = US$1.7643.

Long and Short Positions

A bank can be in the spot market in three positions:

1. Long, when it buys more than it sells of a
currency

2. Short, when it buys less than it sells of a
currency

3. Square, when it buys and sells the same
amount of currency

Whenever a bank is long or short in a currency,
it is exposed to a certain amount of risk. The risk
arises in a long position because the value of the
bank’s excess currency could depreciate if that cur-
rency falls in price. Thus, the market value of the
assets of a bank would be lower than the cost price.
In a short position, the bank agrees to sell more
currency than it has in its possession. If the price
of the currency in which the bank is short rises, the
bank will experience a loss. The bank will have to
acquire and deliver the currency at a higher price
than the agreed-on selling price. Both long and short
positions can also result in profits, if the currency
in question appreciates or depreciates. Since large
losses are possible, banks must carefully evaluate
the amount of exposure they can withstand. Specific
limits are laid down for long and short positions in
each currency, as well as aggregate limits for all
major currencies.

There are usually two types of trading strategy
followed by banks in the spot market. One strategy
is to determine whether the currency is going to
appreciate or depreciate and then assume a long or
short position, allowing the trader to profit from the
currency movement. This strategy is often called
running a position, or positions trading. The other
strategy is to assume and liquidate long and short
positions very quickly (often within minutes), as

exchange rates fluctuate during the business day.
This strategy is known as in-and-out trading.

THE FORWARD MARKET

The forward market consists of transactions that
require delivery of currency at an agreed-on future
date. The rate at which this forward transaction will
be completed is determined at the time the parties
agree on a contract to buy and sell. The time be-
tween the establishment of contracts and the actual
exchange of currencies can range from two weeks
to more than a year. The more common maturities
for forward contracts are one, two, three, and six
months. Some forward transactions are termed
outright forwards, to distinguish them from swap
transactions.

Forward transactions typically occur when ex-
porters, importers, or others involved in the foreign
exchange market must either pay or receive foreign
currency amounts at a future date. In such situations
there is an element of risk for the receiving party if
the currency it is going to receive depreciates during
the intervening period.

For the purposes of a quick example of this
concept, assume that the owner of a small business
wished to purchase an amount of softwood lumber
from a Canadian company in June 2004. At that
time, the Canadian dollar was worth US$0.74. If the
purchase had been made in June, the total purchase
of Can$3,000 would have cost the business owner
US$2,220.00 (3,000 x 0.74). If for some reason
the business owner had waited until November
2004 to purchase the softwood lumber from the
Canadian company, the Canadian dollar would
have risen to US$0.84 by that time. Thus, the same
Can$3,000 purchase would have cost the business
owner US$2,520.00 (or US$300 more than the same
product would have cost in June!). The owner of the
small business could have eliminated all or part of
this risk by purchasing a forward currency contract
over this period of time.
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Table 5.1

Major Currency Cross Rates as of April 7, 2006

Canadian British Australian Swiss
U.S. Dollar Yen Euro Dollar Pound Dollar Franc
1 U.S. Dollar 1 118.325 0.8262 1.1463 0.5746 1.8739 1.3034
1Yen 0.008451 1 0.006982 0.009687 0.004856 0.011611  0.011015
1 Euro 1.2104 143.2206 1 1.3874 0.6955 1.6630 1.5776
1 Canadian Dollar 0.8724 103.2279 0.7208 1 0.5013 1.1986 1.1371
1 British Pound 1.7403 205.9266 1.4378 1.9949 1 2.3911 2.2684
1 Australian Dollar  0.7278 86.1228 0.6013 0.8343 0.4182 1 0.9487
1 Swiss Franc 0.7672 90.7818 0.6339 0.8794 0.4408 1.0541 1

To fix a minimum value on the foreign exchange
proceeds, these recipients can lock into a rate in
advance by entering into a forward contract with a
bank. Under such a contract, the bank is obligated
to purchase the currency from the exporter at the
agreed-on rate, regardless of the rate that prevails
on the day when the foreign currency is actually
delivered by the exporter. Banks in turn enter into
contracts with other banks to offset these customer
contracts, which gives rise to interbank transactions
in the forward market.

The date on which the currencies are to be de-
livered under a forward contract is fixed in advance
and is usually specific. In some customer contracts,
however, the banks provide an option to the cus-
tomers to deliver currencies within a certain time
that can range up to 10, 20, or 30 days. The costs
of such contracts are, naturally, higher than the cost
of contracts with specific maturity dates, because
banks have to incur additional costs and efforts to
create offsetting contracts in the interbank market.
Forward contracts are popular with customers who
are not certain of the dates on which they will have
to pay or receive foreign currency amounts and
would therefore like some leeway in executing their
contractual obligations.

FoRrEIGN EXCHANGE RATES

A foreign exchange rate can be defined as the price of
one currency expressed in units of another currency.
The price of pounds expressed in terms of U.S. dol-
lars could be 1.8391. Therefore, 1.8391 would be the
foreign exchange rate of the pound. Many journals
and newspapers report foreign exchange rates either
daily or periodically. Table 5.1 shows the major
currency cross rates on April 7, 2006 as shown on
Yahoo Finance. Notice that you can determine both
the direct and the indirect exchange rates for each
of the currencies listed in the table.

Since it is often confusing to decide whether a
rate is an indirect or direct quote, a uniform standard
of exchange-rate quotation was adopted in 1978.
Under this standard, the U.S. dollar was to be the
unit currency and other currencies were expressed
as variable amounts relative to the U.S. dollar. This
method, where foreign currency prices are quoted
as US$1, is known as stating the price in European
terms. The prices of some currencies, such as the
British pound and Australian dollar, however, are
quoted in terms of variable units of U.S. dollars per
unit of their currency. Such quotations are known
as American terms.
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B1b AND OFFER RATES

Rates in the foreign exchange market are quoted
as bid and offer rates. A bid is the rate at which
the bank is willing to buy a particular currency,
and an offer is the rate at which it is willing to
sell that currency. Banks in the market are gener-
ally required by convention and practice to quote
their bid and offer prices for particular currencies
simultaneously.

When quoting their bid and offer rates for a par-
ticularly currency, banks quote a price for buying
the currency that is lower than the price they charge
for selling it. The difference between the buying
and selling price is called the bid-offer spread. In a
typical spot market transaction a U.S. dollar—pound
sterling quote would be 1.8410-1.8420. The quote
on the left-hand side would be the bid rate, at which
the bank would be willing to sell US$1.8410 in
exchange for a pound. The quote on the right-hand
side would be the offer rate, at which the bank
would be willing to buy US$1.8420 for a pound.
Notice that the selling rate is higher because the
bank is prepared to sell fewer dollars for a pound
(US$1.8410) than it is prepared to buy. The use
of both American and European terms reverses
the bid-offer order. Moreover, a bid quote for one
currency is an offer quote for the other currency
in the transaction. To avoid confusion, a useful
rule of thumb is to remember that in its quote the
bank will always part with smaller amounts of the
currency it is selling than it will receive when it is
buying. In the example, the bank is willing to part
with US$1.8410 per unit of pound sterling when
selling them, but it wants to receive US$1.8420 per
unit of pound sterling when it is buying.

In practice, exchange traders quote only the last
two decimals of the exchange rate, especially in the
interbank market. The interbank quotations of bid-
offer rates feature extremely fine spreads because
transactions are in huge volumes and the competi-
tion is intense.

CRross RATES

Exchange rates are quoted prices of one currency
in terms of another currency. In practice, however,
prices of all currencies are not always quoted in
terms of all other currencies, which is particularly
true of currencies for which there is no active mar-
ket. For example, rate quotations for Malaysian
ringgits in terms of Swedish krona are not easily
available, but both currencies are quoted against the
U.S. dollar. Their rates with reference to the dollar
can be compared, and a rate can be determined be-
tween these two currencies. (See Table 5.1).

PrEMIUMS AND DISCOUNTS

The spot price and forward price of a currency
are invariably different. When the forward price
of the currency is higher than the spot price, the
currency is said to be at a premium. The differ-
ence between the spot price and forward price in
this case is called the forward premium. When
the forward rate of a currency is lower than the
spot rate, the currency is said to be at a discount.
The difference between the spot and forward
rate in this case is called the forward discount.
Some illustrations of forward premiums and
discounts are:

Spot rate for U.S. dollar/Can. dollar = Can$1.19
Forward rate for U.S. dollar/Can. dollar = Can$1.29

Notice that in the forward rate, it will require
Can$1.29 to buy US$1, while in the spot rate only
Can$1.19 is required. The U.S. dollar is costlier
in the forward quote than in the spot quote and is
therefore at a premium against the Canadian dollar.
The premium on forward quotes of the U.S. dollar
is Can$0.10.



Now, assume the following exchange rates between
the U.S. dollar and Canadian dollar:

Spot rate: Can$1.29 = US$1
Forward rate: Can$1.09 = US$1

In this case the spot rate for the U.S. dollar is
more expensive, in terms of Canadian dollars, than
the forward rate. In other words, the U.S. dollar
is cheaper in the forward market, because only
Can$1.09 is needed to buy US$1 forward, whereas
Can$1.29 is needed to buy US$1 in the spot market.
Thus, the U.S. dollar is at a discount of Can$0.20
in the forward market.

It is very important to recognize the type of
quotation when considering forward premiums
and discounts. When the quotes are indirect, that is,
when the home currency is expressed as a unit and
the foreign currency as a variable, forward premi-
ums are subtracted from the spot rate to arrive at the
forward rate. Similarly, forward discounts are added
to the spot rate to get the forward rate. Following are
examples showing premiums and discounts.

Premium:

Spot rate: US$1 = Can$1.29
Forward premium on Can$ = Can$0.010
Forward rate for US$/Can$ = Can$1.28

Discount:

Spot rate: US$1 = Can$1.29
Forward discount on Can$ = Can$0.020
Forward rate for US$/Can$ = Can$1.31

When the exchange rates are quoted as direct
rates, that is, when the foreign currency is the unit,
premiums are added to the spot rate to arrive at the
forward rate; discounts are subtracted.

Consider a situation in which the pound sterling
is at a premium:
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Spot rate: £1 = US$1.78
Forward premium on £ =0.10
Forward rate for £1/US$ = US$1.88

Consider a situation in which pound sterling is
at a discount and direct quotations are used. The
forward rates will be calculated as follows:

Spot: £1 = US$1.864
Forward discount: US$0.020
Forward rate: £1 = US$1.844

Notice that the method of arriving at the for-
ward rate is reversed when moving from direct to
indirect rates. Remember, however, that the basic
rule applicable to all types of quotations is that a
currency at a premium will buy more units of the
other currency in the forward market than in the
spot market, while the reverse will be the case when
the currency is at a discount. Also, it is important
to note that the premium and discount calculations
will be applied at the variable currency, either in a
direct or indirect quote. Thus, in the examples above,
currencies that are at a premium or discount are the
ones that are variable, that is, whose rates are not
expressed as a unit.

Forward premiums and discounts arise when
the exchange markets expect the future value of
currencies to be either higher or lower. The amount
of premium can and does vary quite often with the
length of the forward quote, and banks often quote
a series of exchange rates indicating the forward
premium or discount over a range of forward
deliveries. Table 5.2 illustrates a typical foreign
exchange forward quotation.

In this quotation, the 30-day forward quote shows
Canadian dollars at a premium of 10 points, while
60-day and 90-day premiums are at 20 and 30
points, respectively. Points here represent values in
terms of the fourth decimal place of the exchange-
rate quotation.
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Table 5.2

Foreign Exchange Forward Quotation

Transaction Us$

Spot 1.6560
30-day forward 1.6550
60-day forward 1.6540
90-day forward 1.6530

Another important point to remember is that
forward premiums and discounts are relative.
When one currency is at a premium against an-
other, the other currency is simultaneously at a
discount against it. This is only natural, because
the exchange rate is the value of one currency
in terms of another currency. In one example,
the Canadian dollar is at a 10-point premium
against the U.S. dollar for 30-day forward rates.
Therefore, the U.S. dollar is at a 10-point discount
against the Canadian dollar for 30-day forward
rates.

Forward Rates in Percentage Terms

Another way of expressing forward premiums
and discounts is by quoting them as annualized
percentages. There are two ways these can be
calculated, one for indirect rates and the other for
direct rates. The formula for computing forward
rates when direct rates are used is as follows:

Forward premium or discount =
Forward rate — Spot rate x 12 x 100

Spot rate n
where n = number of months.

Consider a situation in which the U.S. dollar and
pound sterling rates are quoted as follows:

A. Spot US$/£ = US$1.6420
30-day forward US$/£ = US$1.6400

B. Spot US$/£ = US$1.7435
30-day forward US$/£ = US$1.7455

Quotation A shows that the U.S. dollar is at a pre-
mium of 20 points for the 30-day forward rate against
the pound sterling. This premium can be expressed in
percentage terms using the following formula:

1.6400 — 1.6240 x 12 x100 =-1.4616%
1.6420 1

Thus, the U.S. dollar is at a premium of 1.46
percent against the pound sterling.

Quotation B shows that the U.S. dollar is at a
20-point discount against the pound in a 30-day
forward contract. This discount can be calculated
as follows:

17455 - 1.7435 x 12 x100 =+1.37%
1.7435 1

Thus, the U.S. dollar here is at a 1.37 percent
discount against the pound.

Forward Premiums and
Discounts Using Indirect Quotes

The formula for calculating forward rates as an-
nual percentages using indirect quotes is:

Forward discount or premium as a forward rate
percent per annum:

= Spot rate — Forward rate x 12x 100

Forward rate n

Suppose the following quotes are available in the
New York interbank market:



A. Spot US$/Can$ = Can$1.5670

3-month forward US$/Can$ = Can$1.5570
B. Spot US$/Can$ = Can$1.5670

6-month forward US$/Can$ = Can$1.5520

These rates can be expressed in percentage-
per-annum terms, using the formula for indirect
quotes.

Quotation A shows that the U.S. dollar is at a
100-point discount against the Canadian dollar for
a three-month forward contract. Expressing this as
a percentage on an annual basis would work out
as follows:

1.5670 — 1.5570 x 12 x 100 = +2.57%
1.5570 3

Thus, the U.S. dollar is at a 2.57 percent per an-
num discount against the Canadian dollar.

Quotation B shows that the U.S. dollar is at a
discount of 150 points over the Canadian dollar for
a six-month forward contract. In percentage terms
on an annual basis, this is expressed as follows:

1.5670 — 1.5520 x 12 x 100 = +1.93%
1.5520 6

Thus, the U.S. dollar is at a discount of 1.93
percent per annum against the Canadian dollar for
a six-month forward contract.

DEVALUATION AND REVALUATION
OF EXCHANGE RATES

Exchange rates move up and down almost continu-
ously in the exchange market. A downward move-
ment is a devaluation, while an upward movement
is termed a revaluation. Devaluation has a specific
meaning in the context of exchange-rate policy,
where a country lowers the officially fixed value
of its currency. We are using the term to mean a
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downward movement in the currency. Similarly,
revaluation has a specific meaning, which is the
reverse of devaluation, but in this section it is used
to mean upward movements in currency prices. Both
devaluation and revaluation are considered on a spot
basis. It is important to measure these changes in
exchange rates to compute the actual implications
they have for foreign exchange transactions. The
formulas for calculating the changes are different
for direct and indirect quotes. The formula for cal-
culating direct quotes is as follows:

Percent devaluation or revaluation =
Ending rate — Beginning rate x 100

Beginning rate

For example, suppose the following quotes for
pound sterling are available on September 1, 2006,
for spot transactions in the New York interbank
market:

A. 10:00 a.m. £/US$ = US$1.6800
12:00 a.Mm. £/US$ = US$1.6400

B. 12:30 p.M. £/US$ = US$1.6700
2:30 .M. £/US$ = US$1.6900

In example A, the U.S. dollar has seen a revalu-
ation of 400 points against the pound. This revalu-
ation expressed in percentage terms is calculated
as follows:

1.6400 — 1.6800 x 100 =2.38%
1.6800

Thus, the dollar rose 2.38 percent against the
pound.

In example B, the pound has been revalued
against the U.S. dollar by 200 points. Expressed
in percentage terms, this revaluation is calculated
as follows:
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1.6900 — 1.6700 x 100 = 1.19%
1.6700

Thus, the pound sterling appreciated or was re-
valued by 1.19 percent against the U.S. dollar. The
formula for measuring changes in spot rates when
indirect quotes are used is as follows:

Percentage change in spot rate =

Beginning rate — Ending rate x 100

Ending rate

For example, suppose the following quotations are
available in the New York interbank market for spot
rates on September 1, 2006, and September 3, 2006:

A. 10:00 a.m. US$/ € = €1.2530
12:00 a.m. US$/ € = €1.2030
B. 10:00 a.m. US$/ € = €1.2700
12:00 p.M. US$/€ = €1.2150

In example A, the U.S. dollar has suffered a
depreciation of 500 points against the euro. This
depreciation (devaluation) expressed in percentage
terms is calculated as follows:

1.2530 - 1.2030 x 100 = 4.16%
1.2030

Thus, the U.S. dollar has fallen 4.16 percent
against the euro.

In example B, the U.S. dollar has seen a devalu-
ation (depreciation) of 550 points against the euro.
This depreciation is expressed in percentage per
annum terms as follows:

1.2700 - 1.2150 x 100 = 4.53%
1.2150

Thus, the U.S. dollar has been devalued (depreci-
ated) 4.53 percent against the euro.

TRIANGULAR ARBITRAGE

Occasionally, prices of one currency can vary from
one market to another. A currency may be cheaper
in New York than it is in London. If such a situa-
tion arises, it provides an opportunity for market
participants to buy the currency in New York and sell
it in London. This activity is known as triangular
arbitrage, or intermarket arbitrage (see Figure 5.1).
Whether such arbitrage is possible is indicated by
comparing a currency’s actual price in one market
and its price in another market, using cross-rate
quotations. There are several steps an arbitrager
must take to profit from such an opportunity. For
example, assume that the following exchange rates
are quoted in the interbank market:

New York: £/US$ = £1.8300
€/US$ = €1.2700
Paris: £/€ =£1.42

The euro and the pound sterling are quoted
against the U.S. dollar in New York and against each
other in Paris, but we can also compute the exchange
rate of the euro against the pound in the New York
market through the mechanism of cross rates:

£1.83=£1.44

€1.27

It is evident that the two rates for pounds in
terms of euros in New York and Paris are not the
same. It would be profitable, therefore, to buy
pounds in New York and sell them in Paris. Thus, a
U.S. arbitrager can get £183,000 in the New York
market for US$100,000, and then sell these in Paris
for €128,873. The euros can then be sold in the



Figure 5.1 Triangular Arbitrage
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New York market and bring US$101,474.99. The
arbitrager can make a clean profit of US$1,474.99
without incurring any risk.

Arbitrage opportunities exist for a very short time
in the interbank markets, because market move-
ments quickly bring the rates back into line. (Refer
to the steps in Figure 5.1.)

If such an opportunity were indeed present in
the interbank market, there would be an enormous
number of arbitragers acting on the same strategy.
Thus, the first step, selling U.S. dollars and acquir-
ing British pounds, would push up the demand
for British pounds and decrease the demand for
U.S. dollars. As a result, there would be upward
pressure on the price of British pounds in the New
York market. The second step, the sale of British
pounds acquired in New York for euros in Paris,
would lead to enormous selling pressure on Brit-
ish pounds and buying pressure on euros. This
would push down the price of British pounds and
push up the price of euros in this market. Large
quantities of euros would be unloaded in the New
York market for U.S. dollars, again pushing down
the price of euros and increasing the price of U.S.
dollars. The net effect of these pressures would be
an increase in the price of British pounds in New
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York, while the price of British pounds in Paris
would go down.

The converse movement would soon be enough
to equalize prices in the two markets and eliminate
the arbitrage opportunity. In fact, with modem
information and computing technology, arbitrage
opportunities hardly ever exist. If they arise momen-
tarily, they are almost instantaneously eliminated as
exchange traders are able to spot them simultane-
ously and execute transactions that move the rates
back into proper alignment, in other words, the cross
rates and quoted rates for currencies in different
markets quickly become the same.

COVERED INTEREST ARBITRAGE

Covered interest arbitrage is a technique used to
exploit the misalignment between the forward
exchange rates of two currencies and their interest
rates for the corresponding period. Usually, the
differences in the interest rates of two countries for
securities of similar risk and maturity should be
equal but opposite in sign to the forward exchange
premiums or discounts of their respective curren-
cies, if transaction costs are ignored. This proposi-
tion is known as the theory of interest-rate parity. For
example, assume that the following are U.S. dollar
and Canadian dollar exchange and interest rates:

US$/Can$ spot = US$1/Can$1.2750
US$ 3-month forward rate = US$1/Can$1.2758

3-month U.S. treasury bill rate = 1.75%
3-month Bank of Canada treasury bill rate = 2.00%

A U.S. investor could invest US$100,000 in
three-month treasury bills (T-bills) and earn 1.75
percent interest. At the end of three months, he
would earn US$438 and end up with a total cash
balance of US$100,438. If he chose to invest in
three-month Bank of Canada Treasury bills, he
would first convert his US$100,000 into Cana-
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dian dollars at the prevailing rate of US$1 to Can
$1.2750. He would receive Can$127,500, which
he would invest in Bank of Canada treasury bills
with a three-month interest rate of 2 percent. He
would receive Can$128,138 at the end of three
months as principal and interest. This sum would
be convertible to U.S. dollars at a forward rate of
1.2758, which would yield US$100,438. Thus, the
investor would receive the same return regardless
of the country in which he invests. The higher in-
terest rate of the United States is compensated by
the higher premium of the Canadian dollars. Thus,
there is no transnational flow of investment funds
between the two countries.

When these conditions are not present, that is, if
the interest rate parity does not hold, an opportunity
arises for arbitrage. This type of arbitrage takes ad-
vantage of the disequilibrium between the interests
rates and forward exchange premiums and discounts
between two currencies. The basic strategy is to
invest in another country and cover the exchange
risk at favorable terms, so that the profits being made
are completely riskless. Moreover, arbitragers need
not even invest their own funds. They can borrow
funds and return them after taking their profits at
the maturity of the transactions.

For example, assume that the following are the
interest rates and spot and forward exchange rates
for U.S. dollars and pounds sterling:

US$/£ spot = US$1.7840 = £1

US$/£ forward = US$1.7850 = £1

US 3-month prime rate = 3% per annum
UK 3-month prime rate = 6% per annum

The arbitrager makes six steps:

1. The arbitrager borrows US$100,000 in the
United States at a prime rate of 0.75 percent
(3%I4).

2. He exchanges the dollars for pounds at the

spot rate of £1 = US$1.7840, which yields
£56,053.812.

3. The pounds are invested in three-month
deposits in the United Kingdom at
a rate of 1.50 (6%/4) percent, which
yields £56,264.28 at the end of the three
months.

4. The maturity proceeds of the UK deposit
(interest and principal) are covered by a
forward contract for reconversion into U.S.
dollars at the prevailing fund rate of £1 =
$1.7720. The investor locks in 1.7850 x
£56,264.28, or US$100,431.74.

5. The arbitrager repays the U.S. loan taken
at 0.75 percent, US$100,187.62.

6. The arbitrager takes a profit of US$244.12.

Thus, the arbitrager has made a completely risk-
less profit of US$244.12, without even investing
any of his own funds. Again, such opportunities
arise only rarely, and if they do, they are quickly
eliminated by market movements. If the situation
described arises, there will be huge borrowings in
the U.S. dollar, conversions into pound sterling,
investments in sterling deposits, and reconversion
into U.S. dollars. This situation will tend to raise
U.S. interest rates, appreciate the spot rate of pounds
sterling, depress UK interest rates, and reduce the
forward premium that the U.S. dollar enjoys over
the British pound. All these changes will make it less
profitable to borrow funds in the U.S. and convert
them to pounds sterling for deposit in the United
Kingdom and then reconvert back into U.S. dollars.
The arbitrage opportunity, therefore, is eliminated,
and the interest rate and forward premiums and
discounts move back into line.

CURRENCY FUTURES MARKETS

Currency futures are standard value-forward con-
tracts that obligate the parties to exchange a particu-
lar currency on a specific date at a predetermined



exchange rate. Currency futures are traded at the
International Money Market Division (IMM) of
the Chicago Mercantile Exchange (CME). These
futures were introduced in 1972 because in the
new environment of floating exchange rates, it was
believed that the interbank market would not be
able to provide foreign exchange services to small
investors or corporations that wanted to speculate
in currency fluctuations through a daily trading
strategy. Speculators are the main participants in
the currency futures market, which has a daily
turnover in excess of US$40 billion. More recently,
commercial banks have begun to deal in currency
futures through arbitrage companies, which grew
out of the IMM operations. The activity of the IMM
adds liquidity to the interbank market.

DI1FFERENCES BETWEEN FUTURES
AND FORWARD M ARKETS

Although futures are similar to forward contracts, in
that they allow market participants to fix their for-
ward liability by locking into a future exchange rate,
there are important differences between the two.

One of the most important differences is that
while forward contracts can be of any size, fu-
tures contracts are of specific sizes (for example,
Can$50,000 or SFr125,000). Thus, if a company
wishes to buy a Swiss franc currency future, it will
have to enter into a contract for at least SFr125,000.
Larger contracts will be in multiples of this amount.
Forward contracts are available in a variety of cur-
rencies, including some that are not actively traded.
Currency futures contracts are available only in
specific currencies, usually the currencies of the
industrialized countries.

Futures contracts have standardized maturity
dates that are regulated by the exchange authorities,
while forward contracts have a relatively wide range
of maturities. The element of standardization also
affects the future margin requirements. (Margins are
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deposits paid by persons entering into contracts as
security for ensuring compliance with contractual
obligations.) Futures contracts stipulate specific ini-
tial and maintenance margins, but forward contract
margins are negotiable between banks and their
clients. The futures markets are highly regulated,
and brokers can charge only fixed commissions.
Regulation in forward markets is almost nonexis-
tent, and commissions can vary.

Futures markets are highly speculative in nature,
and rate movements are more volatile than in the
forward market. In fact, this extreme volatility has
resulted in the fixing of maximum price changes
that are permissible on a particular trading day.
Similarly, standards of minimum movements in
rates have been fixed to affect a change in futures
quotes. Operationally, perhaps the greatest differ-
ence between the two markets is the facility to exit
or liquidate a position in the futures market, which
is not available in the forward market. In the futures
market, corporations or individuals can liquidate
their existing position before the settlement date by
selling an equivalent futures contract. This facility
makes it easier for the speculators and hedgers in
the futures markets to cut their losses or take their
profits without having to wait for the contract period
to expire.

FoREIGN CURRENCY OPTIONS

Foreign currency options are contracts that give the
buyer the right, but not the obligation, to buy or sell
a specified amount of foreign exchange at a set price
for an agreed-on period.

For example, a U.S. corporation enters into an op-
tion contract to buy SFr100,000 within a two-month
period at a rate of SFr3.6 per US$1. If the rate of
the Swiss francs appreciates against the U.S. dollar
to a point at which each Swiss franc is equal to one
U.S. dollar, the corporation can exercise the option
and acquire the foreign currency at the previous rate
and not the prevailing rate. On the other hand, if the
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Swiss franc depreciates to, say, four Swiss francs to
the dollar, then it would not be economical for the
corporation to utilize the contract at the fixed rate of
3.6 francs to the dollar. Thus, the corporation would
choose to buy its Swiss francs off the market and
let the option go unexercised.

There are two types of options. A call option
allows the option purchaser to buy the underlying
foreign currency. A put option allows the option
buyer to sell the underlying currency.

OPTION TERMINOLOGY

Options markets are characterized by their
unique terminology, which describes essential
features of the contracts. Eight of the important
terms are:

1. Writer: A person who confers the right but
not the obligation to another person to buy
or sell the foreign currency.

2. Strike price or exercise price: The rate at
which the option can be exercised, that is,
the rate at which the writer of the option
will buy or sell the underlying foreign cur-
rency to the purchaser in the event the latter
exercises his or her option.

3. At-the-money option: An option whose
exercise, or strike, price is the same as the
prevailing spot exchange rate.

4. In-the-money option: An option whose ex-
ercise price is better, at the time of contract
writing, than the spot price for the relative
currency.

5. Out-of-the-money option: A currency op-
tion whose exercise price is worse for the
purchaser than the prevailing spot price.

6. American option: An option that can be
exercised at any date between the initiation
of the contract and the maturity date.

7. European option: An option that can be
exercised only on the maturity date.

8. Option premium: The price paid by the pur-
chaser of the option to its writer. The option
premium is higher for in-the-money options
and lower for out-of-the-money options. Op-
tion premiums are higher than the prevailing
forward premiums in the interbank markets
for contracts of similar maturities.

FORECASTING FOREIGN
EXCHANGE RATES

Forecasting exchange rates is often vital to the suc-
cessful conduct of international business. Inaccurate
foreign exchange forecasts or projections can elimi-
nate entire profits from international transactions or
result in enormous cost overruns that could threaten
the viability of overseas operations. Exchange rates
must be forecast for any decision that involves the
transfer of funds from one currency to another over
a period time. For example, when companies ap-
proach foreign markets to borrow or invest foreign
currencies, they must project future exchange rates
to compute even roughly their possible costs and
returns. If a British company is borrowing Japanese
yen, it will have to forecast the long-term pound-
yen rate to compute what its repayment liabilities
are going to be over the life of the loan and amor-
tization period. Similarly, decisions involving both
financial and nonfinancial investments overseas
require foreign exchange forecasts to calculate the
returns profile, because it depends considerably on
the rate at which the foreign currency is going to
be acquired for investment and the rate at which
earnings will eventually be repatriated. Even when
itis simply a question of hedging foreign exchange
risks, currency forecasts are important. Only when
a corporation has a clear view of what it believes
the future direction of exchange-rate movements
will be can it make a proper hedging decision and
decide which hedging strategy or instrument is best
for its purposes.



PROBLEMS IN FORECASTING
FOoRrEIGN EXCHANGE RATES

It is generally recognized that there is no perfect
foreign exchange forecast or even a perfect meth-
odology to forecast foreign exchange rates. There is
no accurate and precise explanation for the manner
in which exchange rates move. Movements of ex-
change rates depend on the simultaneous interaction
of a variety of factors. How these factors influence
one another and how they influence exchange-rate
movements is impossible to quantify or predict.
Exchange rates have been known to react violently
to single, unexpected events, which have thrown
many forecasts and theories completely off balance
for that period.

Participants in foreign exchange markets, espe-
cially corporate treasurers, grapple with uncertainty
and use a variety of techniques to develop some
sense of what exchange rates are going to do in
the future.

FUNDAMENTAL FORECASTING

Fundamental forecasting is a technique that attempts
to predict future exchange rates by examining the
influence of major macroeconomic variables on the
foreign exchange markets. The main macroeco-
nomic variables that are used in this analysis are in-
flation rates, interest rates, the balance of payments
situation, economic growth trends, unemployment
trends, and industrial and other major economic
activities. These variables are quantified through
comprehensive models that build relationships be-
tween the different factors with various statistical
techniques, especially regression analysis.

A major problem with fundamental forecasting is
that the timing of the events that influence exchange
rates, and the gap between the occurrence of these
events and their impact on exchange rates, is very
difficult to measure. The latest data to make precise
quantitative estimates of the relevant macroeconom-
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ic variables are seldom readily available. Perhaps
the greatest weakness of fundamental analysis in
forecasting exchange rates is that it takes into ac-
count only some of the factors that influence the
movement of rates in the foreign exchange markets.
There are several other noneconomic, nontangible
factors, such as market sentiment, investor fears,
speculative intentions, and political events, that have
an enormous influence on exchange rates and can
override, at least in the short run, other fundamental
considerations and factors.

TECHNICAL FORECASTING

Technical forecasting relies on past exchange-rate
data to develop quantitative models and charts
that can be used to predict future exchange rates.
Technical analysts try to see historical patterns in
the previous exchange-rate movements and attempt
to build future patterns on that basis. This approach
relies more on personal views and perceptions
than on strong economic analysis. There are other
technical models that use economic techniques to
forecast exchange rates. These models try to capture
as many variables as possible and incorporate them
into complex models, ascribing to each variable a
certain level of influence in the overall computation
of the future exchange-rate movements.

Technical models have been found to be of ques-
tionable use in practice. Studies conducted over the
past few years have shown that technical models
have not proved to be accurate predictors of future
exchange-rate movements, but their widespread
adoption by many market participants has given
them a unique influence as factors in forecasting
exchange-rate movements. Because a large number
of market participants using similar models will tend
to behave in a similar manner, moving the exchange
rate in the direction indicated by their model is a sort
of a self-fulfilling prophesy. Usually, technical mod-
els concentrate on the near term and are favored by
participants who have an interest in short-term trad-
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ing and speculation in the exchange markets. Many
companies, however, use technical models to provide
a way of looking at foreign exchange possibilities,
and if they are in agreement with the corporate view,
they could serve to reinforce that view.

ASSESSING MARKET SENTIMENTS

Another forecasting technique is the assessment
of market sentiment, as reflected in the spot and
forward rates of currencies. If the spot and forward
rates of currencies are expected to appreciate, there
would be buying pressure from speculators, which
would push the exchange rate up to the expected
level. Thus, the spot and forward rates that prevail
can be seen as the realized expectations of future
movements of currency. Some market participants
base their forecasts on this logic, especially for fu-
ture rates, and treat the forward rate as an unbiased
estimator of the future spot rate.

FORECASTING STRATEGY

As is evident, no one technique is truly adequate for
forecasting future movements in the exchange rate.
Usually, corporate participants base their expecta-
tions on a combination of techniques and their indi-
vidual experience and expertise in the area. The im-
portance given to each type of forecasting technique
will depend on the views of the individual firm. It
is important that a comprehensive and broad-based
view be taken when making foreign exchange-rate
projections. These projections should be constantly
reviewed and updated.

SUMMARY

The foreign exchange markets act as the intermedi-
ary through which complex transactions between
different currencies are completed. Individuals and
institutions, such as multinational corporations, pen-
sion funds, commercial banks, central banks, arbi-

tragers, speculators, and foreign exchange brokers,
all participate in the markets to varying degrees,
with the large international banks being the most
active. Located in major business centers around
the world (London, New York, and Tokyo are the
largest), the foreign exchange markets have three
basic functions: settlement of trade transactions,
avoidance of risk because of currency fluctuations,
and the financing of international trade.

The three major transactions in the foreign
exchange markets are the spot, forward, and swap
transactions. Based on the prices of currencies and
using various formulas, traders attempt to take ad-
vantage of momentary disequilibriums in the prices
of currencies, or currency and interest disparities,
by trading in different locations or markets. They
also try to minimize losses associated with unan-
ticipated changes in currency values. Some of the
techniques used are triangular arbitrage, covered
interest arbitrage, and hedges.

Forward contracts, which are generally used
by large international banks and MNCs, can be
tailor-made for any contract size or currency, but
they require execution of the transaction on the
date of contract maturity. Futures contracts differ
from forward contracts by offering standardized,
regulated contracts of smaller sizes, which can be
easily liquidated. Options are yet another form of
currency contract, which, like futures contracts, are
standardized and can be easily liquidated. Options
offer the right, not the obligation, to buy or sell a for-
eign currency at a set price up to an agreed date.

Corporations face four major types of risk or
exposure in their international activities: transaction
exposure, economic exposure, translation exposure,
and tax exposure. Forecasting foreign exchange
rates is often vital to conducting international busi-
ness, but generating accurate forecasts is extremely
difficult. Fundamental forecasting examines macro-
economic variables, such as balance of payments,
inflation rates, and unemployment trends, to predict



future exchange rates, while technical forecasting
relies on historical exchange-rate data to predict
future currency exchange rates.

DIScUSSION QUESTIONS

1. Why does international business need a
foreign exchange market?

2. Who are the participants in foreign ex-
change transactions?

3. Where are foreign exchange markets
located? Where are the main centers of
foreign trading?

4. Discuss the four types of risk facing mul-
tinational corporations.

5. Whatis the difference between the spot and
the forward markets?

6. You currently hold US$1 million and are
interested in exchanging U.S. dollars for
Swiss francs. The current spot rate of US$1
= SFr1.475 is a direct quote. True or false?

7. What is a long position? Short position?
Square position?

8. What is the bid-offer spread for a US$/£
quote of US$1.8410-$1.8420?

9. What is covered interest arbitrage?

10. What is the difference between the futures
and forward markets?

11. What is an option?

12. Whatis the difference between fundamen-
tal forecasting and technical forecasting?

NOTES

1. Federal Reserve Bank of New York, Summary Re-
sults of U.S. Foreign Exchange Markets Survey Conducted
in March 1986 (New York: Federal Reserve Bank of New
York, 1986).

2. Ibid.

125

Foreign Exchange Markets

BIBLIOGRAPHY

Aliber, Robert Z. The International Money Game. 2nd ed.
New York: Basic Books, 1976.

Black, Fisher, and Martin Scholes. “The Pricing of Options
and Corporate Liabilities.” Journal of Political Economy,
May—June 1973, 637-59.

Buckley, Adrian. “Multinational Finance: The Risks of FX.”
Accountancy, February 1987, 80-82.

Choi, J.J. “Diversification, Exchange Risk and Corporate
Risk.” International Business Studies, Spring 1989,
145-55.

Dornbusch, R. “Equilibrium and Disequilibrium Exchange
Rates.” Zeitschrift fir Wirtschafts und Sozialwissenshaften
102 (1983): 573-99.

Dufey, G., and I. Giddy. “Forecasting Exchange Rates in a
Floating World.” Euromoney, November 1975, 28-35.
Ensig, Paul. The Theory of Forward Exchange. London:

Macmillan, 1937.

Griffiths, Susan H., and P.S. Greenfield. “Foreign Currency
Management: Part [—Currency Hedging Strategies.” Jour-
nal of Cash Management, July—August 1989, 141.

Kwok, Chuck. “Hedging Foreign Exchange Exposures:
Independent Versus Integrative Approaches.” Journal of
International Business Studies, Summer 1987, 33-52.

Ma, Christopher K., and G.W. Kao. “On Exchange Rate
Changes and Stock Price Reactions.” Journal of Business
Finance and Accounting, Summer 1990, 441-49.

Madura, Jeff. International Financial Management. 2nd ed.
St. Paul, MN: West Publishing, 1989.

Mckinnon, Ronald I. “Interest Rate Volatility and Exchange
Risk: New Rates for a Common Monetary Standard.”
Contemporary Policy Issues, April 1990, 1-17.

Soenen, L.A., and R. Aggarwal. “Corporate Foreign Exchange
and Cash Management Practices.” Journal of Cash Man-
agement, March—April 1987, 62-64.

Sweeney, R.J. “Beating the Foreign Exchange Market.” Jour-
nal of Finance, March 1986, 163-82.

Taylor, Mark P. “Covered Interest Arbitrage and Market Tur-
bulence.” Economic Journal, June 1989, 376-91.

Walsh, Carl E. “Interest Rates and Exchange Rates.” FRBSF
Weekly Letter, June 5, 1987, 41.

Woo, Wing Thye. “Some Evidence of Speculative Bubbles in
the Foreign Exchange Market.” Journal of Money, Credit,
and Banking, November 1987, 499-514.

Yahoo Finance. “International Currency Tables.” April 7,
2006. http://finance.yahoo.com/currency, accessed on
April 7, 2006.



126

Institutional Framework and Economic Theories

CasE Stupy 5.1
GLOBAL BANK CORPORATION

Global Bank Corporation is a major international
bank headquartered in New York City, with branch-
esin 11 other countries: Canada, Germany, Brazil,
Great Britain, Japan, France, Australia, Netherlands,
Singapore, Hong Kong, and Dubai. Total assets in
2005 were $90 billion, and the bank was among the
top 500 banks in the world. The bank is organized
into three main divisions: retail banking, institu-
tional banking, and investment banking. Global
retail banking undertakes transactions with indi-
vidual customers, for example, savings accounts,
checking and money market accounts, issuance
of certificates of deposit, operation of automated
teller machines, loans to individual customers for
different purchases, funds transfer facilities, and so
on. The institutional banking division carries out
business with the bank’s institutional and corporate
customers: the trusts of major companies and other
large clients. Much of the work of the institutional
banking division is concerned with devising com-
prehensive financing arrangements for its clients.
The investment banking division of Global has three
main functional areas:

1. The capital markets group, which pro-
vides a wide range of services to com-
panies seeking to raise funds in the
international financial markets.

2. The private banking group, which pro-
vides fund management and advisory
services to large-net-worth clients.

3. The foreign exchange division, which
carries out exchange trading and handles
foreign exchange transactions and pro-
vides advisory services.

The foreign exchange trading function of
the bank is decentralized to levels of operation
for each country and further to each individual
trading operation. Each level of decentralization,
however, has to operate within established trad-
ing and exposure limits that are laid down by the
bank’s corporate risk management committee,
which meets every month at the headquarters
in New York City. A typical trading operation
at Global Bank Corporation is divided into two
main areas: interbank exchange market trad-
ing and customer-based trading. The former
is primarily a speculative operation aimed at
generating substantial profits for the bank from
interbank trading, while the latter operation is
intended to serve customers by providing them
with a wide range of foreign exchange services,
ranging from risk management to a simple sale
or purchase of foreign currency. The interbank
trading division has been fairly successful in the
past four years and has consistently made profits,
although the level of profits has varied over the
years. The main focus of the trading activity is
the Tokyo, New York, and London markets. At
other centers, the trading operations of the bank
are more oriented toward meeting the foreign
exchange needs of customers.

In the past 15 years, the Singapore and Hong
Kong markets have become extremely active and
a large number of international banks have set up
trading operations to generate profits from the
booming interbank market. The investment bank-
ing division is planning to set up new operations
in this area. Both markets have an environment

continued
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Case 5.1 (continued)

relatively free of regulation and excellent com-
munication and other infrastructural facilities
for establishing trading operations. Singapore
seems to be a more stable alternative because
the probusiness climate in Hong Kong could
eventually be hindered by decisions of the Chi-
nese government. While the Chinese government
has said that Hong Kong will remain as it has
historically been, there were recent protests in
Hong Kong concerning the fear that free speech
would be taken away by new regulations out of
the mainland. While this has not occurred as of
this time, business professionals in Hong Kong
remain skeptical.

Despite the advantages, establishing a new
interbank trading center in Singapore has given
rise to some doubts. The bank has not opened a
new trading center for the past seven years and
will have to hire a new team. Some senior invest-
ment banking division executives feel that while
interbank trading is a good source of profit and
helps to strengthen the company’s bottom line,
it is also risky. Having a fourth interbank trading
operation will increase the overall exposure of the
bank and will make controls more difficult to en-
force. Other executives feel that because the ex-
change market is an around-the-clock operation,

apresence in the Singapore market will allow the
bank to have an active presence in all time zones
and increase the effectiveness of overall global
trading operations. At present, there is a time lag
between the closing of the Tokyo market and the
opening of the London market; during this time,
the bank has no presence in the market. Further,
the proponents of the Singapore trading location
argue that once this trading location has been sta-
bilized, a fifth location can be opened somewhere
in the Middle East, for example, in Bahrain. The
profits from the Singapore trading center in the
interbank market could be used for aggressive
pricing of corporate foreign exchange products
to later capture increased market share.

DiscussioN QUESTIONS

1. Should Global Bank Corporation set
up a new foreign exchange operation in
Singapore? If so, what should be given
priority (for example, interbank trading
or customer telex sources)?

2. What additional information would you
consider relevant in evaluating a pro-
posal to set up a new foreign exchange
trading operation?
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CASE StupY 5.2

CHEMTECH, INC.

As he walked into his office in downtown
Frankfurt one Tuesday morning, Jorge Muller,
corporate treasurer of Chemtech, smiled at
his secretary. “Good morning, Marita,” he
said. “Anything important happen while I was
away?” he continued, referring to his short trip
to Paris that had spilled over from the weekend
to Monday. “Nothing much,” replied Marita,
“except there was a call from Mr. Carl Volten of
Hamburg Bank. He wants you to call him as soon
as possible.” “Thanks,” Muller replied as he sat
down to begin work on what he knew would be
a critical week.

Chemtech, Inc., is a leading pharmaceutical
manufacturer in Germany and had total sales
of more than $26 billion in 2005. The company
had been founded just after World War Il and had
established a strong market presence in both the
German domestic market and several interna-
tional markets. The emphasis of the company has
always been to push ahead in the export markets
of the industrialized countries, because opportuni-
ties to sell its sophisticated and fairly high-priced
products in markets of less-developed countries
were limited. Total export sales come from the
following countries:

United States $6 billion
United Kingdom 2 billion
France 2 billion

Italy 1.50 billion
Canada .75 billion
Sweden .70 billion
Japan 1.20 billion
Total $14.15 billion

While Chemtech has enjoyed great success
in its export markets, and sales have grown at an
average of 11 percent over the past seven years,
profits from exports have not grown at the same
pace. International competition has intensified in
most markets due to U.S. and Swiss pharmaceuti-
cal manufacturers, and the firm has been forced
to give greater discounts to retain market share.
Although productivity has risen, it has not risen
enough to offset increasing production costs,
especially the higher labor costs that Chemtech
encountered over the past three years following
a settlement with the labor unions. One of the
most important problems, however, has been
the continued appreciation of the euro against
the U.S. dollar and pound sterling, which has
reduced export profits considerably. The prob-
lem has been particularly acute in the past eight
months, because a continuously weakening dollar
has hurt export revenues and therefore profitabil-
ity by as much as 9 percent.

Muller was asked by Chemtech’s director
of finance to come up with a strategy to guard
against foreign exchange fluctuation losses.
Muller called his friend and long-time adviser
Karl Volten, vice president of corporate foreign
exchange services at Hamburg Bank, for sug-
gestions.

Volten was a foreign exchange expert with
many years of top-level experience in advising
large corporations on managing their foreign
exchange exposures. He had an MBA in finance
from a major U.S. university and had worked as
an exchange trader in the New York branch of

continued
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Case 5.2 (continued)

the Hamburg Bank for six years. He had been
assistant vice president of corporate foreign
exchange advisory services for three years and
has held his current position for the past two and
a half years.

Volten felt that Chemtech should buy US$/
call options on the IMM exchange through the
New York branch office of the Hamburg Bank.
By purchasing an option, the company could lock
in a minimum euro price for the dollar revenues it
earns from U.S. operations, and if the euro weak-
ens before maturity of the contract, the company
could choose not to exercise the option. As a mat-
ter of policy, Chemtech repatriated U.S. dollar
profits every six months, and options could be
bought for six-month maturities. Options could
also be sold off before the due date.

For example, the ruling U.S.$/€ rate today
was U.S.$1 = €2.5. Tt is expected that the euro
will be strengthened further, although no one can
predict by how much. Chemtech can lock in a
particular level of exchange rate by buying a euro
call option for the strike price of €2.3 per dollar.
There would be an up-front cost for the option
of €0.3 for every dollar of the contract amount.
The company would therefore be locking into an
effective rate of €2 = $1.

The strategy has several advantages. For one,
the company is covered against excess deprecia-
tion of the dollar. If the dollar appreciates be-
yond €2.3, the company could simply forgo the
option and buy euros in the open market. In fact,
if the dollar goes beyond €2.6, the company can
recover its entire hedging cost of €0.3 per dollar

and actually profit from the option transaction.
If, on the other hand, the dollar weakens beyond
€2.3, the company can exercise the option and
buy the euros at this price. Hedging costs will
be fully recovered if the dollar weakens to €2 =
$1, and any further weakening of the dollar will
mean additional profits for Chemtech.

The strategy appeared extremely attractive
to Muller. “We win on both sides,” he figured,
“since we are saved from any excess strengthen-
ing of the euro and still have the opportunity of
making substantial gains on any large weaken-
ing of the currency. It’s a lot better than going
for the plain old forward contract for €2.2 per
dollar. True, we lock in our price at €2.2 and we
are saved against any depreciation of the dollar
beyond that, but if the dollar strengthens against
the euro, we would be locked out of the oppor-
tunity to profit from it. I think I will prepare a
report for the treasurer,” he decided.

DiscussioN QUESTIONS

1. Is the suggested options strategy com-
pletely risk free?

2. If you were the treasurer, what would
you think of this proposal? Are there
any reasons for rejecting this strategy
in favor of forward contracts?

3. Under what circumstances would a for-
ward contract be a better alternative to
achieve the objectives of the company?
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CHAPTER 6

Supranational Organizations and
International Institutions

CHAPTER OBIJECTIVES
This chapter will:

¢ |dentify major international trade organizations, such as the World
Trade Organization and the United Nations Conference on Trade
and Development, and the roles they play in shaping and molding
the international business environment.

¢ Describe the major financial institutions, such as the International
Monetary Fund, the World Bank, and the International Finance
Corporation, and the assistance they provide in channeling financial

resources to developing countries.

e Review the growth of regional financial institutions and their
important positions as providers of financial resources.

BACKGROUND

Increasing economic, financial, and commercial
interdependence among nations of the world after
World War II created a need to coordinate inter-
national action and policies to secure the smooth
flow of trade. Apart from regular, periodic meet-
ings of officials and businesspersons from different
countries, these nations recognized a need for the
establishment of permanent organizations to provide
stability and continuity to the process of interna-
tional economic interchange. Some supranational
bodies were set up in the period immediately fol-
lowing World War II, while more were established
in the following decades. Two major categories of

international organizations can be identified as those
having a global focus and those set up to meet the
needs of particular regions.

GENERAL AGREEMENT ON
TARIFFS AND TRADE

The General Agreement on Tariffs and Trade
(GATT) was established initially as a temporary
measure to reduce trade barriers among its found-
ing members. Since its inception in 1947, GATT
has evolved into a permanent body to include most
industrial and developing countries, excluding those
of the socialist bloc.
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GATT was originally established to avoid
the kind of competitive protectionism that had
plagued international trade in the period between
the two world wars, which was reflected in high
tariff barriers and a major slump in trade volumes.
The objectives of GATT—Iliberalization of the
international trade restrictions and the lowering of
tariff barriers—were to be achieved by multilateral
negotiations and voluntarily agreed-upon rules of
conduct. As a permanent international body, GATT
was to provide the forum for the conduct of these
negotiations and the development of necessary
ground rules for liberalizing the international trade
environment. GATT was also intended to serve as
an agency for mediation and settlement of trade
disputes.

One of the main tenets of GATT regulations is
the requirement for its members to comply with
the most-favored-nation clause, which obligates all
member countries to give the same tariff conces-
sions to all GATT countries that they give to any one
member country. For example, if Germany reduces
the import duty on Japanese television sets from 40
percent to 10 percent, then it must level the same rate
of duty on television sets from other countries.

There are, however, important exceptions to the
most-favored-nation clause, which recognize the
need for preferential treatment to be given to the
less-developed countries (LDCs), which without
special treatment are not able to compete on a one-
to-one basis with the industrialized countries. The
developing countries thus have preferential access
to the markets of developed countries for some
of their products under the generalized system of
preferences.

The second major exception relates to the es-
tablishment of regional trading alliances: members
of regional trade agreements can extend trade
concessions to one another without extending these
concessions to countries that are not members of
the alliance. Regional trade agreements, such as the
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European Union (EU), the North American Free
Trade Agreement (NAFTA), and the Association
of South East Asian Nations (ASEAN), are three
examples. To ease the problem of dealing with
tariffs and duties on individual products, most
negotiations concern making generalized reduc-
tions in tariff rates for a large number of products
in certain categories.

In the eight rounds, or negotiating sessions,
under GATT,' significant changes were made. The
average tariffs on industrial products, levied by
the developed countries, came down significantly.
GATT countries have accounted for 85 percent of
world trade since its inception. This trend has only
improved since the creation of the World Trade
Organization in 1995.

There were still several problems with GATT,
however, such as an increasing emphasis on pro-
tectionism, not only from the developing countries,
but also from the industrialized world. The use of
nontariff barriers to discriminate against imports
from other countries has enabled many member
countries to negate the intended effects of the tariff
reductions agreed to under the GATT rules of con-
duct. Further, GATT regulations were imprecise,
and many signatory states found loopholes to evade
the requirements, almost on a routine basis. Many
trade issues arose in the 1970s and 1980s that had
not been foreseen by earlier negotiations, and provi-
sions for regulating them were not included in the
agreements. There are also substantial difficulties
between major trading partners, as relative economic
and competitive strengths change and new arrange-
ments and terms are sought by old trading partners.
In the mid-1990s, the increasing importance of both
the service sector and intellectual property rights
led to the need for a fundamental change in GATT.
In 1994, at the end of the Uruguay Round of trade
talks, the decision was made to expand GATT into
a new organization known as the World Trade Or-
ganization (WTO).2
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WOoORLD TRADE ORGANIZATION

Since GATT had been successful in reducing tariffs
worldwide since 1948, and given the increasing
importance of the service sector and intellectual
property rights in the modern economy, the mem-
bers of GATT formed the World Trade Organiza-
tion in January of 1995 to increase the scope of the
trade agreements beyond manufactured products.
The WTO currently has 149 member nations that
participate in trade discussions. The WTO is both a
forum for resolving trade disputes and an arena for
agreeing on the rules of operation for international
trade. Since we have already outlined GATT, we will
next focus on providing a brief description of the
other two primary areas of the WTO, the General
Agreement on Trade in Services and the Agreement
on Trade-Related Aspects of Intellectual Property
Rights.

General Agreement on Trade in
Services

The General Agreement on Trade in Services
(GATS) is the first and only set of multilateral
rules governing international trade in services.
The inclusion of services was negotiated in the
Uruguay Round and was developed primarily due
to the increase in importance of the service sector
in the developed world, and also due to the greater
potential for trading services brought about by the
advancement in communications technology over
the past few decades. All services are covered under
GATS, and the most-favored-nation treatment ap-
plies to all services as well.> GATS identifies four
ways of trading services:

1. Cross-border supply: services supplied
from one country to another

2. Consumption abroad: consumers or firms
making use of a service in another country
(i.e., tourism)

3. Commercial presence: foreign company
setting up a branch or subsidiary in another
country

4. Presence of natural persons: individu-
als traveling to another country to supply
services

The reason that these definitions are necessary
is that the trade in services is a much more diverse
area than the trade in manufactured goods. The
business models of service sector industries such
as financial services, telecommunications, tourism,
and even restaurants are very different. These varied
industries under the service sector umbrella perform
their operations in very different ways.

GATS requires member governments to regulate
their services reasonably, objectively, and impar-
tially, and the agreement does not require that any
service be deregulated. As you will recall from the
discussion concerning the Asian financial crisis,
the lack of effective regulation in the banking sec-
tor was at the heart of the problem. Thus, if GATS
had required deregulation of the service sector by
its member nations, the problem of moral hazard
could not have been improved.

Another important tenet of GATS is transpar-
ency. GATS specifies that all governments should
adequately publish all laws and regulations that deal
with the service sector. This will provide for easy
access to the domestic service regulations for foreign
companies and governments wishing to conduct
business in another country. The guiding principle of
these transparency rules is nondiscrimination, or the
treatment of foreign enterprises on the same basis as
domestic enterprises. The industrialized countries are
likely to press for progressive liberalization of trade in
services, while the developing countries may demand
greater shares in the international services market and
greater mobility of their workforces to move to the
developed countries as a part of the liberalization of
rules regarding manpower services.
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AGREEMENT ON TRADE-RELATED
ASPECTS OF INTELLECTUAL
PrOPERTY RIGHTS

Another creation of the Uruguay Round was the
Agreement on Trade-Related Aspects of Intel-
lectual Property Rights, or TRIPS. The purpose
of TRIPS is to allow for the creation of domestic
laws that concern the protection of intellectual
property rights, as well as the enforcement of such
laws in violating countries. TRIPS established
minimum levels of protection that each WTO
member government must provide to the intel-
lectual property of fellow WTO member states.
TRIPS covers the following types of intellectual
property*:

* Copyrights

* Trademarks (including service marks)

* Geographical indications: such as “Champagne,”
“Scotch,” and “Tequila”

* Industrial designs

 Patents

 Layout designs of integrated circuits

* Undisclosed information, including trade
secrets

TRIPS provides guidelines for how basic prin-
ciples of the trading system and other international
intellectual property rights agreements should be
applied. It also spells out how various WTO member
governments must provide adequate protection of
intellectual property rights in their domestic laws,
and sets rules for how countries should enforce in-
tellectual property rights within their own borders.
TRIPS also provides a means of settling disputes
regarding intellectual property between members
of the WTO.

When the WTO came into being in January
1995, the developed countries of the world were
given one year to harmonize (or equalize) their
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intellectual property laws so that they were in
compliance with the specifications required by
TRIPS. Some developing countries were given
until the year 2000 to ensure that their laws and
practices conform to the TRIPS agreement. LDCs
were provided 11 years (until 2006) to meet these
requirements.’

The TRIPS agreement has been a point of
contention for many years between the developed
world and the developing nations. The developed
world sees the need for strict intellectual property
rights enforcement as a way of recouping their
research and development costs for products such
as pharmaceutical drugs. The LDCs see these
same protections as trade restrictions. In the case
of pharmaceutical drugs, the LDCs argue that in
lieu of intellectual property restrictions, much
cheaper versions of the drugs could be provided
for a greater number of people. This is similar to
the utilitarian viewpoint made famous by such
philosophers as Jeremy Bentham, who argued that
moral values are reflected in policies that provide
the greatest happiness to the greatest number of
people. These same arguments have been made
by students around the globe recently concerning
online music sharing. High school and college stu-
dents have found it reasonable to argue that music
provided online by such providers as Napster or via
the Apple iTunes Music store should be provided
either without cost or at a much-reduced cost.
Thus, very similar arguments are being made by
developing countries with regard to pharmaceutical
drugs and those in the developed world with regard
to online music sharing. While the arguments are
the same, the impact that the result of these policies
have for the affected citizens is of no comparison.
Discussions like these will only continue with the
increased integration of world markets and with
the continued importance of the TRIPS for all
WTO-member nations.
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THE DOHA AGENDA

In November 2001, at a WTO conference in Doha,
Qatar, the member nations of the WTO agreed to
launch a new round of trade negotiations. One of the
primary thrusts of the new trade round concerns the
problems that the developing countries are having
implementing some of the changes decided upon in
the Uruguay Round (TRIPS, for example). Another
important area for reform is agricultural trade bar-
riers. The countries of the developing world claim
that agricultural protectionism by the countries of
the developed world (such as the United States,
Canada, and the members of the European Union)
leaves them without the ability to sell their agricul-
tural products to the most developed nations. Thus,
their primary avenue for income growth has been
closed. At the start of the Doha trade round, both
developed and developing nations made promises
to improve market access for agricultural and other
products via reductions in export subsidies, quotas,
and tariffs.

UNITED NATIONS CONFERENCE ON
TRADE AND DEVELOPMENT

The United Nations Conference on Trade and
Development (UNCTAD) was established in 1964
to address concerns of developing nations regard-
ing issues of international trade that affected their
economic development. The main concern of most
developing countries was that under the old system,
unequal players were asked to play on a level play-
ing field. The LDCs, which were extremely weak
economically and industrially backward, had no
way of competing with the industrialized nations
in the world market on the same terms. Moreover,
they argued, given the structure of the international
economy, they were parting with more of their goods
as exports than they were receiving as imports. In ef-
fect, the prices of their exports were not rising as did
the prices of their imports. This feature is conceptu-

alized in economics as the terms of trade argument.
Further, LDCs’ exports suffered from low demand
and price elasticities, which meant that they could
not raise export prices by reducing supplies. On the
other hand, their imports were critical for them and
their supplies were controlled by large monopolistic
entities that could charge exorbitant prices.

UNCTAD was established to provide a forum
for the developing countries to communicate their
views on international trade issues to the industrial-
ized countries and to seek trade concessions from
them. After considerable and sustained pressure from
the developing countries, the developed countries
agreed to an across-the-board reduction of tariffs for
developing countries under an arrangement known
as the generalized system of preferences (GSP). The
GSP tariff reductions, however, were for only limited
amounts of imports from developing countries and
did not create any significant niches for developing-
country exporters in the markets of industrialized
countries. Moreover, since the liberalization in tariffs
was only for manufactured goods, many developing
countries with little industrial activity cannot benefit
from the reduced tariffs.

Membership of the UNCTAD rose from 119 in
1964 to 192 countries in 2006. Although the de-
liberations and resolutions of UNCTAD have not
solved the problems faced by developing countries
in the international trade area, they have had im-
portant positive effects on the international trade
environment in general. UNCTAD conferences have
resulted in a better and more informed understand-
ing of the respective positions on various issues of
the developed and developing countries. In the Oc-
tober 2004 meeting of the Trade and Development
Board in Geneva, issues concerning trade between
the developed countries (the North) and the develop-
ing countries (the South) were discussed. UNCTAD
is committed to studying the factors that have led
to many African nations being left behind in terms
of participation in the benefits of globalization. The
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UNCTAD participants agreed that it is the moral
responsibility of the organization as well as other
supranational organizations previously discussed to
find ways of improving the performance of LDCs
in the world economy.

A number of permanent working committees
have been formed, such as the Commission on Trade
in Goods, Services, and Commodities, the Com-
mission on Investment, Technology, and Related
Financial Issues, and the Commission on Enterprise,
Business Facilitation, and Development. These
commissions continue to deal with major issues
and analyze in depth complex problems, thereby
contributing to an increase in the level of under-
standing of the problems by representatives and
officials of different countries. Thus, UNCTAD has
become a permanent international organization that
focuses global attention on the trade development
problems of LDCs and actively investigates issues
in all their complexity and implications. UNCTAD
also has emerged as an important source of sugges-
tions for solving these problems, especially because
of the broad knowledge base it has created over the
years. At the time of its inception, the creation of
UNCTAD was hailed as one of the most important
events since the establishment of the United Nations.
Although the concrete impact of the organization
has been limited, it has kept alive the dialogue
between the industrial and developing world and is
likely to continue to promote better understanding
between them.

RecioNAL TRADE GROUPINGS

Regional trade groupings have emerged in the past
two decades as major forces shaping the pattern
of international trade. These arrangements have
enabled countries located in different geographic
locations to pool their resources and lower restric-
tions on trade among themselves in order to achieve
greater economic growth.

Regional groupings offer several advantages
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over global trade arrangements to their members.
Because there are fewer countries involved, and their
state of economic development is relatively homog-
enous, it is easier to find commonality of interest
and arrive at a workable agreement on the basis of
voluntary adherence by member countries.

Regional groupings offer the additional ad-
vantage of cultural, geographical, and historical
homogeneity, which provides an environment
conducive to the spirit of mutual cooperation.
Even with all the positive factors, however, re-
gional groupings can still face severe internal
dissension among member states, especially if the
general economic situation is poor and countries
follow restrictive, inward-looking policies. The
experience of regional groupings in international
trade has therefore varied considerably. While the
European Union and the Association of South
East Asian Nations are notable successes, trade
arrangements in Africa and Latin America have
not achieved many significant benefits for their
member countries.

ForMs oF REGIONAL INTEGRATION

Many nations have entered into bilateral agreements
(involving two countries) or multilateral agreements
(involving more than two countries) in the attempt to
increase trade between member states. There are five
different forms of regional economic integration.
Some of these forms of economic integration also
include some degree of political integration. Some
have been around for many years, while others are
relatively new. These forms of regional economic
integration are listed in increasing order of integra-
tion as follows:

 Free trade area
¢ Customs union
¢ Common market
¢ Economic union
¢ Political union
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FREE TRADE AREA

The first form of regional economic integration is
the free trade area. The United States has entered
into many of these bilateral agreements recently.
Over the last few years, the United States has signed
bilateral free trade agreements with countries as
diverse as Singapore, Chile, Vietnam, and Jordan.
These agreements are between just the United States
and the designated bilateral partner (Chile, for
example). The agreements reached between these
two countries pertain only to them. Some argue that
these agreements are really not free trade agree-
ments at all, just reduced trade barriers for specific
goods and services, with those items not addressed
still being protected.

The most commonly known multilateral free
trade agreement is the North American Free Trade
Agreement (NAFTA). NAFTA came into effect in
1994 and is a free trade agreement of the United
States, Canada, and Mexico. NAFTA has been suc-
cessful in increasing the volume of trade between
its member nations, but critics cite the movement
of jobs from the United States to Mexico as an
example of a flawed system. Mexican companies
have formed magquiladoras, or manufacturing facili-
ties located in the northern part of Mexico, in an
attempt to capitalize on the southern movement of
manufacturing plants from the United States.

Free trade areas eliminate trade barriers among
their members (at least the barriers agreed to in the
free trade agreement), but members can set their
own trade policies with nonmembers. Thus, the
United States is able to negotiate bilateral agree-
ments with countries such as Chile and Vietnam, but
Canada does not have to honor these agreements. In
fact, Canada has signed its own separate free trade
agreement with Chile.

A weakness of free trade agreements is that they
are vulnerable to trade deflection, a process in which
nonmember nations reroute their exports to member
nations with the lowest external trade barriers. Thus,

free trade areas require rules of origin specifications
to clarify what actually constitutes member goods
and services within the free trade agreement. As an
example, if Mexico had the lowest external trade
barriers when compared with Canada and the United
States, a country that is not a member of NAFTA
(such as Brazil) could attempt to access the U.S. and
Canadian markets more cheaply by sending goods
to Mexico for reexport into the United States or
Canada. Another weakness of free trade areas is that
they are vulnerable to trade diversion. This occurs
when member nations stop importing from lower-
cost nonmember nations in favor of member states.
Since the goal of a free trade area is the reduction
in the prices that consumers pay for products via
the reduction of protective trade barriers, such trade
diversion would seem to be counterproductive.

Customs UNION

The second form of regional economic integration,
customs union agreements, combine the elimination
of internal trade barriers among member nations
with the adoption of common external trade policies
toward nonmembers. Thus, a customs union is a
free trade area with a common external trade policy.
This eliminates the trade deflection problem that
is associated with free trade areas. The most well-
known customs union is the Mercosur Accord, an
agreement between Argentina, Brazil, Paraguay, and
Uruguay. These nations agreed to form a customs
union in 1995. Peru joined Mercosur in 2003. The
Mercosur Accord covers 209 million people, with
a combined annual GDP of $656 billion. Within
three years of the formation of the customs union,
the trade between the member nations doubled. The
Mercosur Accord nations have recently been talking
with European Union officials about forming the
world’s largest free trade area. Thus far, talks have
not produced a new agreement. This idea came
about from the existing example of a customs union
between the European Union and Turkey.
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Another example of a customs union is the An-
dean Community, an agreement signed by five Latin
American countries—Bolivia, Chile, Colombia,
Ecuador, and Peru—in 1969, in effect creating a
subregional trading arrangement. An important mo-
tivation for the creation of the Andean Community
was a growing dissatisfaction among several Latin
American countries about restrictions on trade in
goods and services. The Andean Community works
through a secretariat that handles all administrative
and executive matters. The decisions of the commu-
nity are made through a commission made up of a
representative from each member country. Disputes
between members on the interpretation of the pact’s
statutes are heard and settled by the Court of Justice
of the Andean Community. Although progress has
been relatively slow, some important steps toward
regional integration have been taken by the Andean
Community countries. The community covers 1.8
million square miles (4.7 million sq km) and 120
million people.

Under the industry sectoral programs, a number
of industry sectors are selected for the implemen-
tation of coordinated or rationalized development
plans that aim to achieve the best utilization of
competitive advantages available in different
countries in the region. Thus, the country having
a competitive advantage in a particular industrial
product will concentrate on the production of that
product, while other products related to that industry
will be manufactured by other member countries.
Countries exchange their allocated products among
other member states on a tariff-free basis. At pres-
ent, sectoral cooperation in industrial activity en-
compasses petrochemicals, automotive products,
and metals.

The members of the Andean Community have
been able to establish coordinated policies to pro-
mote and control foreign direct investments, with the
goal of achieving a certain similarity of restrictions
in all member countries in order to develop leverage
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in negotiating investment permissions with overseas
investors. At the same time, by creating intraregional
competition to attract foreign investment flows,
the community aims to prevent the possibility of
the investors gaining unfair advantages by playing
one country of the region against another. Chile,
however, wanted to attract greater levels of foreign
direct investments and left the Andean Community
(at the time called the Andean Pact) in 1976, because
it could not hope to do so under the community’s
restrictive provisions.

The Andean Community has made little progress
in tariff reduction among its member countries.
Further regional cooperation in Latin America has
been limited because most countries have been beset
by serious internal economic problems following
debt crises.

CoMMON MARKET

The third form of economic integration, the common
market, increases the agreements in place for a cus-
toms union to include the elimination of barriers that
inhibit the movement of the factors of production.
The member nations involved in a common market
agree that labor, capital, and technology are able to
move across borders without any barriers. Many of
the countries engaged in customs unions have the
eventual goal of becoming common markets.

Another group that has formed a common mar-
ket is in Central America. The Central American
Common Market was formed by a 1960 treaty
signed by Guatemala, Honduras, Nicaragua, and
El Salvador. Costa Rica later joined the common
market. Additionally, the Caribbean Community
and Common Market (CARICOM) was formed
in 1973. This group includes many island nations
in the Caribbean including Jamaica, the Bahamas,
Saint Lucia, Belize, Haiti, and Trinidad and Tobago,
to name just a few.

The most famous example of a common market
is the European Economic Area (EEA). This group
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Table 6.1

Norway’s Current Account Surplus

(US$ millions)

1998 1999 2000 2001 2002 2003
72 8,511 26,002 26,153 24,560 28,419

Source: World Trade Organization, “Trade Policy Review:
Norway,” September 2004. http://www.wto.org, accessed
October 15, 2004.

includes the European Union plus Norway, Iceland,
and Liechtenstein. The three countries outside of the
European Union decided to keep the common mar-
ket status that they had prior to increased integration
experienced in the European Union in 1992. The
common market status of the EEA allows these three
countries to participate in the internal market of the
European Union, but not in the full integration of
the 25 nations that currently make up the European
Union. One weakness of this approach for EEA
members is that they must accept the regulations
and laws of the European Union without influencing
the vote in the European Parliament.

Each of the non-EU members of the EEA has
its own economic reasons for not joining the Eu-
ropean Union in its entirety. Norway and Iceland
have historically depended on the fisheries industry
and have objected to some of the provisions of the
European Union’s common agricultural policy
(CAP). While the fisheries industry represents less
than 1 percent of Norway’s GDP, it remains its
most protected industry.” Additionally, Norway has
a large current account surplus due in large part to
the export of oil and gas. Norway’s current account
surplus has trended upward since 1998, as is shown
in Table 6.1.

Since 1990, Norway has saved the surplus in
its annual government accounts into the State Pe-
troleum Fund. The existence of this fund may also
shed some light on why Norway has thus far not

been interested in pursuing further European Union
integration, as many citizens in Norway fear that
this fund could be used to fund problem areas of
other nations in an integrated Europe. The fund is
projected to grow from its current level of 54 percent
of GDP to about 90 percent by the end of 2010.%

Liechtenstein has not integrated further than the
EEA with the European Union given the country’s
high level of integration with Switzerland. Liech-
tenstein has had a customs union with Switzerland
since 1924, has the same currency as the Swiss,
and relies on the Swiss for defense. Since the Swiss
failed to ratify the EEA amendment in 1992, any
further integration by Liechtenstein with the Euro-
pean Union has been stalled.

Economic UNIoN

The fourth level of economic integration, economic
union, involves eliminating internal trade barriers,
adopting common external trade policies, abolishing
restrictions on the mobility of the factors of pro-
duction, and coordinating economic activities. As
discussed in Chapter 4, the European Union (EU) is
the primary example of this form of integration. The
original 15 EU member states agreed to coordinate
their monetary, fiscal, taxation, and social welfare
programs in an attempt to blend these formerly
sovereign nations into a single economic entity.
Nations such as Denmark have voiced their concern
that the continued march toward economic integra-
tion is not palatable for a small country and have
opted out of the European Monetary Union. Others
such as Norway have opted to not officially join the
European Union, as was just discussed. Chapter 4
itemizes the various methods used to converge the
various member states into one economic entity. The
European Central Bank (ECB) was created to serve
as the central bank for all members of the European
Monetary Union and is based in Brussels, Belgium.
While the ECB formulates monetary policy for
the European Union, the European Commission
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and the European Parliament are in charge of the
European Union’s fiscal policy. Managing the fiscal
and monetary integration of the EU member states
has proven to be challenging. How the European
Union is able to handle either the defection of a large
member state or the failure of a large member state
to meet the annual economic convergence criteria
will provide useful information as to the future suc-
cess of the EU integration efforts.

PoLiticaL UNION

The fifth and final level of economic integration
is that of political union. This represents the
complete political and economic integration of
all member states, in essence making them one
unified country. Many Euro-skeptics believe that
this will be the eventual result of the integration
process of the European Union, although it remains
to be seen how successful the current level of eco-
nomic integration will be over the long term. The
primary example of a successful political union
was the Articles of Confederation, which made
the 13 separate colonies into the United States of
America. The founding fathers of the United States
assembled for the Second Continental Congress
and agreed to the formation of the union in 1776,
but it was not without compromise. The member
states retained freedom in all matters that were
not expressly delegated to the Congress, and the
politically divisive issue of how to handle slavery
was eliminated from the discussions so that the
union could be formed expeditiously.’

ASSOCIATION OF SOUTH EAST
ASIAN NATIONS

The Association of South East Asian Nations
(ASEAN) was founded in 1967 by Singapore,
Thailand, Malaysia, Indonesia, and the Philippines.
Brunei joined the organization when it attained its
independence in 1984. The association has been
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expanded over the years to include Cambodia, Laos,
Vietnam, and Myanmar.

Over the past 20 years, ASEAN has made sig-
nificant progress. Preferential trading arrangements
have been established under which special, lower
tariffs are levied on the import of goods from mem-
ber states. Members have cooperated on the coordi-
nated development of industry in the region through
the industrial project scheme, whereby member
states select a particular project for establishment
in a country and in which every other member state
holds equity. To counter the problem of food short-
ages in some parts of the region, member states have
created the food security reserve scheme, under
which a common stockpile of rice is maintained for
supplementing the needs of any member country
experiencing a shortfall.

Several other coordinated projects have proved
that this regional arrangement has worked. An
ASEAN finance corporation has been established
to finance joint ventures, and agreements have been
reached between central banks of member countries
to reduce exchange-rate fluctuations and exchange
imbalances by using currency exchange arrange-
ments among themselves. ASEAN has fostered
regional cooperation in other areas, such as projects
for education, population control, and cultural ex-
changes among member states.

ASEAN has enabled the member states to repre-
sent their region as a collective body and improve
their bargaining position with nonmember states,
especially the industrialized countries. The aura of
political stability and regional amity engendered by
the body has also been a major factor in attracting
overseas investment in several member countries. In
recent years, the region has been one of the leading
recipients of foreign direct investment, trailing only
China and India.

Active cooperation between members is sup-
ported by a small secretariat located in Jakarta,
Indonesia. Among the other notable achievements
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of ASEAN in the nearly four decades of its exis-
tence are:

* An emergency sharing scheme on crude oil
and oil products

* Joint approaches to problems in international
commodity trade

* A program for cooperation on the development
and utilization of mineral resources

* A planning center for agricultural develop-
ment

* A center for development of forest tree seeds

* A program for tourism cooperation

* A plant quarantine training center

* An agreement to align national standards with
international standards (such as the Interna-
tional Organization for Standardization)

ASEAN has not been an unqualified success,
however, and progress has been slow, particularly
in coordinated industrial development, because of
several constraints. The level of complementarity
between the member states is low, and many of
them have competitive economic structures, espe-
cially because industrial output in most countries
tends to be quite similar. Unlike the members of the
European Union, ASEAN members are under sig-
nificant financial stress, and large resources have to
be mobilized to fund their ambitious development
programs and government expenditures. Because
import duties comprise a major source of revenue
for the ASEAN countries, tariffs can be reduced
only to the extent that members are able to absorb
the resulting revenue loss. The lack of financial
resources also constrains the development of joint
industrial projects. The issues of equitable distribu-
tion of benefits from jointly owned or jointly run
projects and of tariff preferences are difficult to
resolve, given their complex implications.

In 1992, the ASEAN Free Trade Area (AFTA) was
established. The goal was to integrate the ASEAN

economies into a single production base in order
to create a regional market of 500 million people.
This agreement requires that tariff rates levied on
a wide range of products traded within the region
be reduced to no more than 5 percent by 2008.'°
The free trade area covers all manufactured and
agricultural products, but 1.09 percent of products
are not included in the agreement. These are listed
in the General Exception List and are typically
excluded for reasons of national security and the
protection of human, animal, or plant life and health,
and in order to protect things of artistic, historic, or
archeological value. The eventual goal of AFTA
is the elimination of all import duties for the five
original members of ASEAN by 2010, and by 2015
for the new members.

On balance, however, ASEAN has been a sig-
nificant success. Trade among ASEAN countries
has grown from US$44.2 billion in 1993 to US$95.2
billion in 2000. This represents an annual increase of
11.60 percent.'" After a decline in total exports for
the region in 2001 due to the economic slowdown
of the United States, Europe, and Japan, ASEAN
exports recovered in 2002 and 2003."2 If a continued
political will on the part of member countries to
sustain the progress of cooperation is forthcoming,
there is no doubt that the arrangement will bring
greater economic and political coordination to the
region, which has already emerged as an important
economic zone, even by global standards. The leaders
of ASEAN have begun negotiations with China in
order to establish an ASEAN-China free trade area by
2010. This could increase ASEAN’s exports to China
by 48 percent, and China’s exports to ASEAN by 55
percent. Similar discussions have also taken place
with Japan, Korea, India, and Australia. The group
is also interested in forging trade alliances outside
of the Asia-Pacific region and has been discussing
possible agreements with the European Union, the
United States, and Canada as well.
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Asia-Pacrric EcoNnoMic
CoO0OPERATION FORUM

In response to the growing interdependence among
the economies of the Asia-Pacific region, APEC
was established in 1989. APEC, which now has 21
members, has become the primary regional vehicle
for promoting open trade and economic coopera-
tion. The goal of APEC is to advance Asia-Pacific
economic dynamism and the sense of community
among the member economies. The members of
APEC, which include nations such as the ASEAN
member countries, the member countries of NAF-
TA, the People’s Republic of China, the Republic of
Korea, Peru, Russia, and New Zealand, total more
than 2.5 billion people with a combined GDP of $19
trillion. The nations of APEC comprise 47 percent
of world trade. To effectively promote the goals
of the organization, a 10-year moratorium on new
members to APEC was put in place in 1997.

In 1994, the leaders of APEC agreed on the future
vision of APEC at their annual meeting in Bogor,
Indonesia. The “Bogor Goals” include three areas
of cooperation, which are known as the “three pil-
lars” of APEC. The three key areas of cooperation
are shown below:

1. Trade and investment liberalization
2. Business facilitation
3. Economic and technical cooperation

These goals would seem to be complimentary
to those of the WTO. Unlike the WTO, APEC does
not require any treaty obligations of its participants.
APEC is the only intergovernmental group in the
world that operates on the basis of nonbinding com-
mitments, open dialogue, and the equal respect for
the views of all participants."* The decisions made
in APEC are reached via consensus, and the com-
mitments are undertaken voluntarily by the member
economies.
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FINANCIAL ORGANIZATIONS

INTERNATIONAL MONETARY FUND

The role of the International Monetary Fund (IMF)
as a supranational organization is discussed in con-
siderable detail in Chapter 4. It is useful to recall,
however, that the role of the IMF as a supranational
organization has been expanding in recent years with
its efforts to coordinate the response of the financial
world to the debt crisis in Latin America during the
1980s as well as the financial crisis in Asia in the
1990s, and exert its own efforts in this regard. The
other important role of the IMF is providing loans
for structural adjustment in economies facing severe
macroeconomic instability and distortions. There is
an increasing emphasis on coordination of lending
activities between the IMF and other supranational
lenders, as well as on assessing the social impact of
IMF programs for structural adjustment in develop-
ing countries.

WOoRLD BANK

The World Bank was created (along with the IMF) at
the Bretton Woods Conference in New Hampshire
in July 1944, and it officially came into existence on
December 27, 1945. The initial objective of the World
Bank was to make financial resources available to
European countries to rebuild their war-shattered
economies and later to provide critically needed ex-
ternal financing to developing countries at affordable
rates of interest. The creation of the World Bank, to-
gether with the IMF, was also intended to strengthen
the structure and encourage the development and
efficiency of international financial markets. The
World Bank consists of four main agencies:

1. International Bank for Reconstruction and
Development (IBRD, generally known as
the World Bank)
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2. International Development Association

(IDA)

International Finance Corporation (IFC)

4. Multilateral Investment Guarantee Agency
(MIGA)

e

International Bank for Reconstruction
and Development

The main objective of the World Bank today is to
support social and economic progress in develop-
ing countries by promoting better productivity and
utilization of resources so that their citizens may
live better and fuller lives. The World Bank seeks to
achieve its objectives by making financial assistance
available to developing countries, especially for
specific economically sound infrastructural projects,
for example, in the areas of power and transport. The
basic rationale for the emphasis on such projects is
that a good infrastructure is necessary for the devel-
oping countries to carry out programs of social and
economic development. In the 1970s World Bank
loans were also given to promote the development
of the social services sectors of borrowing countries:
education, water supply and sanitation, urban hous-
ing, and so on. Loans were also provided for the
development of indigenous energy resources, such
as oil and natural gas. Since the early 1980s much
World Bank lending has been policy based; that s, it
has aimed to support economic adjustment measures
by borrowing countries, particularly those faced
with heavy external debt-service requirements.
Policy-based lending, sector-policy lending, and
structural-adjustment lending programs of the World
Bank provide critically needed financial assistance
to countries attempting to alter the current orienta-
tion of their economies to enhance productivity and
efficiency in the allocation of resources, improving
external competitiveness, reducing overburdening
subsidies, and repairing other economic distortions
that prevent a higher rate of growth and create mac-
roeconomic instability.

Another important aspect of financial assistance
provided by the World Bank is loan guarantees.
The World Bank helps member developing coun-
tries to obtain increased access at better terms to
international financial markets by guaranteeing
repayment of loans. This form of assistance has
been increasingly used to improve resource flows
from private creditors to the highly indebted de-
veloping countries. The use of guarantees is also
being considered by the World Bank in order to
help member-country borrowers issue securities
in the international financial markets.

World Bank Lending

There are five major categories of World Bank
loans:

1. Specific investment loans are loans
made for specific projects in the areas
of agricultural and rural development,
urban development, energy, and so on.
They have a maturity ranging from 5 to
10 years.

2. Sector operations loans comprise about a
third of the World Bank’s lending and are
aimed at financing development of particu-
lar sectors of a country’s economy such as
oil, energy, or agriculture. Loans under this
category are also provided to the borrower’s
financial institutions, which then lend the
funds to actual users in a particular sector
of the economy.

3. Structural adjustment and program loans
are targeted at providing the financial sup-
port needed by member countries that are
undertaking comprehensive institutional
and policy reforms to remove imbalances
in the external sector. These loans, there-
fore, support entire programs of structural
adjustment and are not specific to any par-
ticular project or sector of the economy.
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4. Technical assistance loans are provided to
member countries that need to strengthen
their technical capacity to plan their devel-
opment strategies and design and imple-
ment specific projects.

5. Emergency reconstruction loans are pro-
vided to member countries whose econo-
mies, especially the infrastructure, have
experienced sudden and severe damage
because of natural disasters, such as earth-
quakes or floods. The emphasis of these
loans, apart from restoring the disrupted
infrastructural facilities, is also on strength-
ening the capacity of borrower countries to
handle future events of this type.

Since 1982 World Bank loans have been made at
variable rates of interest that are adjusted twice a year
and are based on a spread of (.75 percent on the aver-
age cost of the outstanding borrowings of the bank.'*
Apart from interest, World Bank borrowers have to
pay a front-end fee and a commitment fee on their
borrowings. Repayment terms, including grace peri-
ods and final maturity, are determined on the basis of
the per capita income of the borrowing country. Final
maturity can range up to 20 years for countries with
the lowest per capita income. In 2004, the World Bank
loaned US$20.1 billion in support of 245 projects in 95
countries. The total outstanding loan commitments by
the bank surpassed US$109 billion in 2004."

Fund-Raising by the World Bank

The primary capital resources of the World Bank
come from contributions made by its 184 member
countries, but nearly all loan funds are raised by
borrowings in international financial markets. The
bank enjoys a credit rating of AAA in the world’s
financial markets, which enables it to obtain easy
access to funds and excellent borrowing terms in its
chosen markets. Funds borrowed by the bank had
surpassed US$100 billion by the end of 2003. Bor-
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rowings are made in a variety of major international
currencies that reflect the nature of the bank’s loan
portfolio. Approximately 20 different currencies
have been used by the bank to raise funds in the
international markets. The World Bank typically
borrows at variable interest rates, which are adjusted
twice a year. Fixed-spread loans were introduced by
the bank in 2000; these loans have a fixed spread
over the London Inter-Bank Offered Rate (LIBOR)
for the life of the loan.

The World Bank has played a pioneering role
in the development of the currency swap market,
whereby it improves its access and terms to pre-
ferred markets or adjusts its borrowing currency
mix with the lending currency mix. The bank also
uses interest-rate swaps to adjust mismatches in its
borrowing and lending portfolios and improve the
management of interest-rate risk.

The bank has made significant profits on its
operations over the years, even though it charges a
relatively low spread to its borrowers. As a matter
of policy, all profits are transferred to the general
reserve, which is maintained as a safeguard against
the contingencies of loan or other financial losses.

Organizational Structure

Each World Bank member country subscribes to a
certain proportion of the total paid-in capital of the
bank. The subscription of each country differs and
depends generally on its international economic
importance. The member countries are, in effect, the
shareholders of the bank and the ultimate guarantors
of its financial obligations. The United States has the
largest share of paid-in capital (28.9 percent) and is,
therefore, the largest shareholder of the bank. Major
industrialized countries, such as Japan, Germany,
United Kingdom, and France, are among the other
important shareholders.

The board of governors of the bank is the highest
policy-making body, and each member state appoints
one representative to the board, usually either its
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finance minister or the governor of its central bank.
Each country also appoints an alternate member to
the board of governors. The board of governors makes
only major policy decisions about the functioning of
the bank, such as capital increases, major changes in
lending emphasis, and the creation of new affiliates,
which are approved at its annual meetings.
Day-to-day administration of the bank’s work
is entrusted to the president of the bank, who is
traditionally from the United States. The president
is supported by a 24-member board of executive
directors, who are appointed by member govern-
ments. The major industrial countries, Saudi Arabia,
and China have their own executive directors, while
other member states, with lesser shares, form re-
gional groupings to appoint executive directors. The
bank has four major administrative divisions:

* The operations division, which is essentially
responsible for World Bank lending

* The financial operations division, which is
responsible for raising and managing the fi-
nancial resources of the bank

* The policy, planning, and research division,
which is concerned with in-depth economic
studies, analysis, and planning to support the
objectives of the bank

* The administration and personnel division

World Bank headquarters are in Washington,
DC, and there are regional representative offices
in many developing countries. The World Bank’s
staff, which at the end of 2004 numbered 9,300,
consists of personnel drawn from more than 100
nationalities and represents a wide variety of pro-
fessional skills.

International Development
Association

The International Development Association (IDA)
was established in 1960 to provide long-term

funds at concessionary rates to the poorest member
countries of the bank. This affiliate does not have a
separate organizational structure, and its operations
are conducted by the staff of the World Bank. The
president of the World Bank is also the president
of the IDA. The basic objective of the association
is to provide long-term financing to those members
who cannot afford to borrow on normal World Bank
terms. IDA funds are used to promote long-term,
long-gestation development projects. As of 2006,
the IDA had 165 member nations.

As member countries grow economically and
their per capita income increases beyond a particu-
lar level,'® they graduate from IDA assistance and
become eligible for World Bank loans under its
various lending programs.

IDA loans have long maturities, sometimes as
long as 40 years with a 10-year grace period for
the repayment of principal. Historically, a nominal
service charge of 0.75 percent per annum has been
levied, and a commitment fee of 0.5 percent has
been charged on approved but nondispersed credits.
IDA funds are raised from member-country sub-
scriptions, repayments of outstanding credits, and
allocations from the income of the bank. IDA funds
are periodically replenished by member countries.

In fiscal 2005, IDA provided US$8.7 billion in
financing for 160 projects in 64 low-income coun-
tries. The five largest recipients of IDA credits are
India, Vietnam, Bangladesh, Pakistan, and Ethiopia.
Although in recent years IDA replenishments have
led to a certain amount of debate on the amount of
contributions to be made by the industrialized coun-
tries, there is no doubt that the role of the IDA is
critical in providing sorely needed external assistance
to many countries with large populations that are at
the lowest rung of the global economic ladder.

International Finance Corporation

The International Finance Corporation (IFC) was
established in 1956 with the objective of promoting
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the development of private enterprises in member
countries. As of 2006, the IFC had 178 member na-
tions. The IFC operates primarily through its own
staff, but it is overseen by the World Bank’s board
of executive directors. The president of the World
Bank is also the president of the IFC.

The IFC makes equity investments and extends
loans to private enterprises in developing countries.
In accordance with its mandate, the IFC cannot
accept government guarantees of its loans. The
primary role of the IFC, however, is not providing
financial assistance alone. It serves as a catalyst to
promote private capital flows to the private sector
in developing countries. The IFC is never the sole
financier in any particular transaction, and its con-
tribution is usually a minor proportion of the total
mobilized amount. The corporation also does not
accept management positions or seats on the boards
of directors of the organizations to which it lends
funds. In addition, the IFC provides financial, tech-
nical, and legal advice to the companies in which it
invests. Advisory services are also provided to com-
panies who do not borrow directly from the IFC.

As a matter of policy, the IFC exits from com-
panies in which it has invested as they develop and
mature, usually selling its interests to local parties.
The importance of the activities of the IFC has
grown in recent years, with increasing emphasis
on the development of the private sector by the
industrialized countries and its growing acceptance
by many developing countries, which are increas-
ingly disillusioned by the lackluster performance of
parastatal enterprises in their countries.

Apart from its traditional investment activi-
ties, the IFC has also played an important role in
strengthening the financial infrastructure of develop-
ing countries through its capital markets depart-
ment. The department provides needed technical
and legal assistance to many developing countries to
strengthen their financial markets. The IFC provides
assistance in this area for such issues as framing
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legal statutes to regulate securities markets and the
development of financial institutions, such as leasing
companies, venture capital companies, commercial
banks, credit-rating agencies, and export-import
financing institutions.

The IFC also plays an important catalyzing role
in setting up depository institutions; establishing
trading, disclosure, and market practice standards;
and directing external flows toward developing
countries by helping to establish and develop capital
markets and financial institutions and by partici-
pating in and promoting international investment
efforts through pooled investment vehicles, such
as country funds.

Although in the past the IFC had funded its
investments from its own capital and borrowings
from the World Bank, it has also raised substantial
amounts on its own by directly borrowing in the in-
ternational capital markets. The IFC is rated a AAA
borrower by major U.S. credit-rating agencies.

Multilateral Investment
Guarantee Agency

The Multilateral Investment Guarantee Agency
(MIGA) was established in 1988 and currently has 167
members. Its main objective is to promote overseas
direct investment flows into developing countries by
providing guarantees against noncommercial risks that
investors face in most economies. Noncommercial
risks are generally risks arising out of political actions
by most governments, such as confiscation, expropria-
tion, and nationalization of the assets of the overseas
enterprise. Other noncommercial risks covered by
MIGA include risks arising out of such unforeseen
circumstances as wars and civil disturbances.

The Future Role of the
World Bank Group

The role of the World Bank group has constantly
evolved ever since its inception. The next few
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decades pose several major challenges to the orga-
nization, as it pursues its fundamental objectives
of improving the living standards of people in poor
countries by catalyzing greater economic growth
and sustainable development. In the past decade, the
World Bank has had to deal with a whole new set of
issues created by the Asian financial crisis and the
flow of much-needed external capital to industrial
countries instead of the developing world. Given
the significant gaps in the demand and supply of
external resources for the developing countries as a
whole, the bank will have to make additional efforts
to meet the enhanced requirements of its member
countries. Further, it will be required to increasingly
collaborate with other multilateral institutions, such
as the IMF, on the important issue of providing eco-
nomic and institutional resources to many develop-
ing countries with a view to improving their levels
of productivity and efficiency. The bank may also
increasingly adopt a regional approach to solving
difficult problems that need a broader geographical
approach than do specific country operations.
Along with the main objective of fighting poverty
in many countries across the world, the World Bank
is likely to pay increasing attention to the question of
the fragile environment and the global ecosystems
and their interrelationships with the consequences
of development, particularly in the context of the
environmental impact of bank-financed projects.
Another new direction for the World Bank is the
increasing association with the work of nongov-
ernmental voluntary organizations in developing
countries. The World Bank has become increasingly
involved in the support of organizations such as the
International Centre for Settlement of Investment
Disputes (ICSID), which has assisted in mediation
or conciliation of over 160 investment disputes
between governments and private foreign investors
since its inception in 1966. The number of cases sub-
mitted to this organization has increased in recent
years; the group saw 30 cases in 2004 alone.

Internally, there is likely to be an ever-greater
need for political and financial support to the bank
from member governments, especially those of the
industrialized countries.

INTER- AMERICAN
DEVELOPMENT BANK

The Inter-American Development Bank (IADB)
was established in 1959 with the primary objective
of promoting social and economic development in
Latin America. The bank, headquartered in Wash-
ington, DC, has 46 member countries, including 20
that only provide capital and have voting representa-
tion, which are known as nonborrowing members.

The main operations of the IADB are focused
on providing long-term public financing to member
countries. The main areas for which loans are ex-
tended include agriculture and rural development,
transport, communications, and mining. Since
the onset of the debt crisis in the 1980s in Latin
America, the IADB has adopted special lending
programs that aim to direct financing where it is
most urgently needed. Loans are made on a project
basis, with proposals being initiated by borrowing
countries and examined and approved by the bank.
The bank also provides technical assistance to the
member countries for the preparation of project
proposals and their implementation.

Unlike the World Bank, the IADB obtains a
significant portion of its funding from member
contributions to the paid-in capital of the bank.
The United States has the largest contribution of
paid-in capital (30 percent), followed by Brazil and
Argentina. Loans are made only to Latin American
and Caribbean countries, however, and only to
governments. In 2005, the bank made over US$7
billion in loans to 26 countries in Latin America and
the Caribbean. The announced policy of the IADB
is to stop lending to a country whose account falls
in arrears. In recent years the IADB has borrowed
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substantial funds in the international financial
markets to supplement its resources for financing
development in member countries. It continues to
be well regarded in the international capital markets,
despite the debt crisis faced by many of its member
nations in the 1980s.

The role of the bank has been expanded to un-
dertake financing of social projects, such as health,
education, and rural development. Moreover, the
smaller and economically weaker countries of Latin
America have been given the highest priority in the
extension of loans. Loans typically have a maturity
period of between 30 and 40 years. In addition, the
IADB assists member states in mobilizing resources
in their internal markets, especially through cofi-
nancing arrangements.

ASIAN DEVELOPMENT BANK

The Asian Development Bank (ADB) was founded
in 1966 with the objective of promoting economic
growth and cooperation in Asia and the Far East,
including the South Pacific region. Although mem-
bership is primarily concentrated among countries
of the region, major industrialized countries, such as
Japan, the United States, Canada, and Germany, are
also members in the capacity of donors. The bank
currently has 64 member nations. Traditionally, the
president of the bank has been Japanese. Indonesia
has been the largest borrower from the bank histori-
cally, but India and China were granted the most loans
in 2004, taking up 48 percent of the total for the year.
The ADB approved 80 loans totaling US$5.3 billion
in 2004, for the purposes of 64 projects.!”

The ADB provides different types of financial
and technical assistance to member countries in the
region, including guarantees, investment loans, and
direct technical assistance. The important areas that
receive ADB assistance are agriculture, industry,
energy development, transport and communications,
development of finance institutions, water supply,
sanitation, and urban development.
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Most ADB loans are long-term, and maturities
range from 10 to 30 years. Loans carry a fixed rate
of interest that varies according to the prevailing
rates in the international financial markets at the
time of the extension of the loan, although in recent
years the ADB has also started to lend at variable
rates, like the World Bank. Repayment and grace
periods vary, depending on the per capita income
of the borrowing country. Grace periods range from
two to seven years.

The ADB has a soft-loans facility known as the
Asian Development Fund, in which concessional
terms are granted to borrowing countries. This fa-
cility is funded by member-country contributions.
Loans from this facility are provided free of com-
mitment fees and require a nominal service charge
of 1 percent per annum.'® Repayments are spread
over a 32-year period, including a grace period of
eight years.

AFRICAN DEVELOPMENT BANK

The African Development Bank (AfDB) was estab-
lished in 1963 with the primary objective of accel-
erating the development process and improving so-
cioeconomic conditions in the newly independent
countries of Africa. The bank is headquartered in
Abidjan, Ivory Coast. An important characteristic
of the AfDB is its strong emphasis on maintaining
its fundamentally African character and orienta-
tion. In fact, until 1982 non-African countries were
not permitted to become members of the bank.
Non-African countries are now allowed to become
members only with certain specific safeguards
aimed at preserving the unique African orienta-
tion and identity of the bank. Currently, the bank
has 53 members from Africa and 24 non-African
members, including the United States, Canada,
France, China, and the United Kingdom. The bank
is organized into three different affiliates, the larg-
est entity being the bank itself, which lends to the
more economically advanced member states and
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charges rates of interest at a spread over the cost of
its own borrowed funds. The second affiliate is a
soft-loan window, known as the African Develop-
ment Fund (ADF), which channels concessional
assistance to poorer member countries. There is no
interest on this assistance, and historically there has
been only a nominal service charge of 0.75 percent
per year. The ADF receives its resources from the
non-African countries, including several industri-
alized countries. The third affiliate is the Nigeria
Trust Fund (NTF), which lends funds at rates and
maturities that are between those charged by the
AfDB and those charged by the ADF. The NTF,
set up in 1976, is funded entirely by the Nigerian
government. The bank raises its resources from
paid-in capital by member countries, concessional
loans from governments of industrialized coun-
tries, and, more recently, significant borrowings in
the international financial markets that have been
supported by the excellent credit ratings earned by
the bank from major U.S. credit-rating agencies.
The AfDB’s strategic plan for the years 2003—
2007 included some new methods for reducing the
level of poverty on the continent, and ways of im-
proving the governance, environmental protection,
and treatment of women in Africa. This included the
creation of the Central Micro-finance Unit. Micro-
finance, or lending small amounts to the poorest
individuals on an unsecured basis for the creation
of small businesses, has been successful in other
areas of the world and is seen as an avenue of great
opportunity for improvement in Africa.

EUROPEAN INVESTMENT BANK

The European Investment Bank (EIB) was estab-
lished in 1957 by the Treaty of Rome, in conjunc-
tion with the creation of the European Economic
Community. Although the bank is a separate legal
entity, it is intimately connected with current EU
activities and pursues four objectives:'’

* Regional development and economic and so-
cial cohesion within the European Union

* Environmental protection and improving the
quality of life in the region

* Preparing the accession countries for EU
membership

* Community development aid and cooperation
policy among member countries

The EIB attempts to implement these objectives
by promoting funds for investment in projects that
serve these ends. The EIB raises its resources both
from paid-in subscriptions by member states and
from borrowings in the international markets. Loans
are made to finance projects in individual member
countries and projects that serve the interest of the
community as a whole, for example, projects to
develop energy resources or infrastructural facilities
that benefit all member states.

Germany, France, Italy, and the United Kingdom
are the four largest shareholders of the EIB, and all
EU member nations are also members of the EIB.
Many of the EIB lending operations are for long-
term loans at fixed rates of interest, with maturities
varying from 7 to 20 years. The bank is operated on
a purely nonprofit basis, although it does generate
income internally to meet its operating expenses and
to build up a general reserve, which is prescribed as
being equal to 10 percent of its subscribed capital.

Another important feature of the EIB is its policy
to lend to developing countries that are not mem-
bers of the European Union. For example, the EIB
recently approved a loan to Mexico for the expan-
sion and modernization of a Volkswagen production
facility in Puebla, Mexico. Although such lending
has fluctuated in recent years, significant amounts
have been channeled to developing countries by the
bank over the past two decades.

Support to developing countries is complemented
by the operations of the European Development
Fund (EDF), which is funded out of allocations
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made from the budgetary resources of the European
Union.

JAPAN BANK FOR
INTERNATIONAL COOPERATION

Formerly known as the Overseas Economic Co-
operation Fund, the Japan Bank for International
Cooperation (JBIC) is a development bank estab-
lished and funded by the government of Japan, with
the objective of providing financial assistance to
developing countries. Although JBIC assistance is
provided to developing countries across the world,
the main recipients have been Asian countries. Most
of the assistance is on concessional terms. Borrow-
ers are usually required to bid for the assistance in
terms of the interest rates they are willing to pay.
Given the recession in Japan over the past few years,
the expansion of the JBIC has not been as significant
as expected, but the bank is still a viable source of
financing for development projects for Asia.

EUROPEAN BANK FOR
RECONSTRUCTION AND
DEVELOPMENT

The European Bank for Reconstruction and De-
velopment (EBRD) was established in 1991 to
promote development in eastern and central Europe
following the collapse of communism. The bank
uses investment and influence to transition for-
merly centrally planned economies to market-based
democratic systems. In 2004, the EBRD invested
€4.1billion in 129 projects in 27 countries. The
bank is headquartered in London and is owned by
60 countries worldwide, the European Investment
Bank, and the European Union. Some examples of
EBRD loans include funds for the improvement of
the national railway system in Poland, and a loan to
the Riga Water Company in Latvia for the purposes
of improving municipal water and wastewater sys-
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tems.? Other loan purposes include environmental
improvement associated with the operations of the
Hungarian oil and gas firm MOL, and a loan to the
Serbia and Montenegro pharmaceutical company
Hemopharm in order to improve its efficiency in
producing non-brand-name drugs.

SUMMARY

The increasing interdependence of the nations of
the world has increased the need to coordinate in-
ternational actions and policies. Since World War
II, permanent international institutions, or supra-
national organizations, have been formed to serve
the vital role of providing economic stability and
continuity in the world economy. Some institutions
have a global focus, while others are designed to
meet more specific regional needs.

The General Agreement on Tariffs and Trade,
charged with liberalizing international trade re-
strictions, offers the most-favored-nation clause
to member organizations. Eight rounds of GATT
meetings were held, resulting in significant reduc-
tions in tariffs on industrial products. After the
creation of the World Trade Organization in 1995,
the Doha round focused on the improvement of the
economic performance of the developing countries.
The GATT and WTO rounds highlight the differ-
ences in perspective that exist between developed
and developing countries, as negotiators attempt
to establish a coordinated, nonprotectionist global
trade policy that serves the common interests of
all parties.

In contrast to the WTO, the United Nations
Conference on Trade and Development is a forum
for developing countries to communicate their
international trade perspectives as a group to the
industrialized countries. Although limited in impact,
UNCTAD has served to improve the dialogue be-
tween the developing and developed countries.

Groups such as the European Union, ASEAN,
and the Andean Community have been estab-
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lished to coordinate regional trade policy, with
the European Union and ASEAN being the most
successful. There are five different levels of
economic integration: free trade area, customs
union, common market, economic union, and
political union.

The IMF and the World Bank are international
lending institutions, each performing specialized
roles in the international monetary system. While
the IMF focuses primarily on lending for struc-
tural adjustments because of balance of payments
problems, the World Bank, comprised of four main
agencies (IBRD, IDA, IFC, and MIGA), provides
external financing to developing countries at afford-
able rates of interest. The IBRD’s main objective is
to support social and economic progress in develop-
ing countries and offers five major types of loans:
specific investment loans, sector operations loans,
structural adjustment and program loans, technical
assistance loans, and emergency reconstruction
loans. The IDA provides long-term funds (loans
with maturities of 50 years with 10-year grace
periods) to the poorest member countries in order
to promote long-term development projects. The
IFC promotes the development of private enter-
prises by making equity investments and providing
loans. Operating as a catalyst, the IFC exits from
the enterprise as it develops and matures. MIGA
promotes overseas direct investment in developing
countries by providing guarantees against noncom-
mercial risks.

Other development banks, such as the IADB, the
ADB, and the AfDB, have been formed to provide
regional assistance in the Western Hemisphere, Asia,
and Africa, respectively. The European Investment
Bank and the European Bank for Reconstruction
and Development promote investments in the Euro-
pean Union and in eastern Europe, while the JBIC,
established and funded by Japan, is a viable source
of financing for third world developing-country
projects.

DiscussioN QUESTIONS

1. Discuss the WTO and its role in interna-
tional trade.

2. What is the most-favored-nation clause?

What trading organization represents the

international trade objectives of develop-

ing countries? How do the concerns of

developing countries differ from those of

the industrialized, developed countries?

4. What is a regional trade group? What are
the advantages provided by these groups?

5. Describe the structure at the World Bank
and the services of its four main agencies.

6. What types of loans does the World Bank
provide? How are these different from loans
provided by the IMF?

7. What will the role of the World Bank be in
the future?

8. Identify three regional financial institutions
and outline their financial services.
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NOTES

1. The ninth round, the Doha Development Agenda,
was undertaken under the auspices of the World Trade
Organization.

2. World Trade Organization, “Understanding the
WTO.”

3. There have been some temporary exemptions in cases
in which preferential agreements had been signed prior to
GATS. These exemptions cannot last longer than 10 years,
and new exemptions cannot be added or extended.

4. Specific forms of intellectual property are discussed
further in Chapter 8.

5. The least-developed countries were provided an ex-
tension until 2016 for conforming with TRIPS (primarily for
pharmaceutical patents).

6. In fact, the name “Mercosur” implies the eventual
goal. It stands for Mercado Comtin del Sur, or “Common
Market of the South.”

7. World Trade Organization, “Trade Policy Review:
Norway.”

8. Ibid.

9. Ellis, Founding Brothers.

10. Association of South East Asian Nations, “Southeast
Asia: A Free Trade Area.”
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11. Ibid. Prior to the Asian Financial Crisis, growth in the
region was increasing by 29.6 percent annually.

12. Association of South East Asian Nations, ASEAN An-
nual Report 2003—4.

13. APEC.

14. Prior to July 31, 1998, the spread was 0.50 percent.

15. World Bank, Annual Report 2004.

16. In fiscal 2004, countries with annual per capita GNI
of up to $865 were eligible for IDA assistance.

17. Asian Development Bank.

18. This charge is effective during the grace period, the
interest moves to 1.5 percent during the amortization period
as of December 1998.

19. European Investment Bank.

20. European Bank for Reconstruction and Development.
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CHAPTER 7

Analyzing National Economies

CHAPTER OBIJECTIVES
This chapter will:

e Describe the importance of national economic analysis and identify
the major indicators used in this analysis.

e Describe the sources of data and research tools that can be
incorporated in national economic analysis.

e Discuss the results of analysis as inputs to developing an

international marketing strategy.

THE PURPOSE AND
METHODOLOGY OF
COUNTRY ANALYSIS

Targeting a new country either as a market or as
a manufacturing location must be preceded by a
detailed analysis of the country’s past, present,
and future economic situation. This analysis is
extremely important for a multinational corpora-
tion, because the nature and state of an economy’s
development are crucial factors in determining a
country’s suitability as a new market or manu-
facturing location. Emerging trends also must
be analyzed to develop an estimate of how the
corporation should respond.

Country analysis takes many forms, depending
on the type of information sought, the objectives,
the required depth and detail, the time frame be-
ing considered, and so on. In general, four broad
categories serve as starting points:

1. Leading economic indicators at a particular
point in time

2. Trends in different economic indicators

Trends in various specific sectors

4. Analysis of specific areas or sectors of the
economy

e

The methodology for analysis of a country’s eco-
nomic prospects and its potential varies according to
the purpose of the analysis and the MNC'’s situation.
If the MNC has a local subsidiary in the country
and the object of the analysis is to plan for further
expansion or diversification into new industries, a
two-tier analysis is carried out. At the first tier, the
local subsidiary gathers and processes all the avail-
able local data and passes on the resulting informa-
tion, along with its own assessment of the situation
and prospects, to the home office abroad. The home
office, which is the second tier, then examines the
information and the subsidiary’s recommendation
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and makes its own assessment, keeping in mind its
global corporate and strategic goals, as well as the
opportunities and constraints available worldwide.
The management of the local subsidiary is often
closely consulted while the home office views are
being formulated, because some strategic consid-
erations may not be put on paper for security and
confidentiality reasons. The home office usually
has an independent economic research division or
economic analysts to generate independent informa-
tion that is compared with and used to support or
contest that supplied by the subsidiary.

If a country is totally new to an MNC, the method-
ology is different. Some corporations hire consultants
who are experts on a particular country to do a com-
prehensive economic analysis. Information is also
gleaned from the materials available publicly, such
as government publications, country studies, com-
mercial publications, and so on. Local consultants
are sometimes employed by MNCs because of their
deeper understanding of the local environment and
better access to relevant information. Another option
is the use of international consultants who utilize local
associates. The local associates provide vital contacts
and sources of information, while the international
consultants integrate and analyze the data and prepare
the formal report on the country being studied.

PRELIMINARY
EcoNomic INDICATORS

Regardless of the methodology employed by the MNC
in its economic analysis of a country’s potential as a
location for industrial production or as a market for its
products or services, there are certain general economic
criteria that are almost invariably considered. A discus-
sion of the more important of these criteria follows.

S1ze oF THE EcoNOMY

The size of the economy is a basic measure of
a country’s potential as a market for an MNC’s

products. It is generally measured by the gross na-
tional income, which is the sum total of goods and
services produced in an economy, including the net
transactions it has with the external (foreign) sector.
The GNI is an important measure because it shows
the total level of economic activity in a country. An
alternative measure is the gross domestic product
(GDP), which indicates the gross amount of goods
and services produced within the country. The GDP
does not take into account the contribution of the
external sector to the economy.

INcoME LEVELS

Income levels of the citizens of a country are a very
important economic indicator for an MNC. To a sig-
nificant extent, the prevailing income levels influence
the nature of the potential a country offers as a market
for different types of goods. The broadest measure
of the income levels enjoyed by a population is per
capita GNI. Per capita GNI is determined by dividing
the total GNI by the total population.

Per capita GNI varies greatly from country to
country. Industrialized countries that have a high
gross national product and relatively small popula-
tions tend to have a high per capita GNIL. On the
other hand, less-developed countries have a low GNI
but relatively larger populations, which results in a
very low per capita GNL.

The World Bank has formulated four categories
of countries based on their per capita GNI:

1. Low-income countries, with a per capita
GNI of US$765 or less

2. Lower-middle-income developing coun-
tries, with a per capita GNI between
US$765 and US$3,035

3. Upper-middle-income countries, with a
per capita GNI between US$3,036 and
US$9,385

4. Developed countries, with a per capita GNI
exceeding US$9,386



Countries with a low per capita GNI would not
have a very large potential as a market for such
goods as automobiles and air conditioners, which
are considered necessities in developed countries
but are luxuries in developing countries. On the
other hand, countries with a low per capita income
are likely to have lower labor costs and could
prove attractive to MNCs as sites for manufactur-
ing facilities.

INCOME DISTRIBUTION

Although the per capita GNI statistics provide a
broad indication of the income levels of different
countries of the world, this information is by no
means adequate for assessment of a country as a
potential market. GNI per capita is actually a very
broad measure that does not take into account the
distribution of income within a country. Moreover,
it provides no information on the size of market seg-
ments that would be potential targets for an MNC
marketing effort. For example, a small country such
as Kuwait has a very large per capita GNI because
of a high GNI and a very small population, but it is
not a very large market for automobiles because of
the limited number of people who would purchase
autos. On the other hand, a very low per capita GNI
of a country might mask the significant purchasing
power of a particular segment of its citizens.

In most developing countries there are sharp
inequalities of wealth, and a large percentage of
the country’s total wealth is concentrated in the
hands of a fairly small percentage of the popula-
tion. This segment has significant purchasing power
and offers considerable potential for different types
of goods and services marketed by MNCs. This
situation is particularly true in countries where the
low per capita GNI occurs because of a very large
low-income population. Thus, a country may have
a large GNI, but its per capita GNI is low because
of its large population.

In countries where there is substantial purchasing
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power in the hands of a small percentage of the pop-
ulation, it should be kept in mind that the absolute
size of this wealthy segment may be considerable
because it is a percentage of a very large absolute
number. Thus, if a country has a population of 400
million and only 5 percent of its citizens are wealthy
enough to qualify as a potential market segment for
an MNC, the total market would still be 20 million
people, which is the size of the entire population of
some industrialized countries.

The degree of income distribution also provides
other important clues to the economy in general and
different market segments within it in particular. A
more even income distribution would generally be
found in the developed or industrialized countries,
which would offer large potential for standardized
mass-consumption products. The size of the very-
high-income group in the total population would
reveal the country’s potential as a market for luxury
goods, such as designer clothes and accessories,
luxury automobiles, and so on.

Less-developed countries would show a very
large percentage of very-low-income groups that
usually would not offer an immediate market for
most products promoted by MNCs. The size of the
wealthy segments, on the other hand, would be a
factor in determining the market size.

Another important indicator of market potential
is the size of the middle-income groups within
the overall income distribution. In the developed
countries, the middle-income groups are usually
the largest proportion of the population, which im-
plies the existence of big markets for a wide range
of mass-produced consumer products. The middle
class is relatively small in most less-developed
economies, which limits their potential as a market
for a wide variety of consumer goods.

Trends and income distributions tend to move
relatively slowly because they reflect basic socio-
economic structures and patterns that are fairly
resistant to change. In less-developed countries,
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however, these patterns have been changing at a
relatively rapid pace over the past four or five de-
cades. An important trend has been the emergence
of a large middle class with substantial purchasing
power and a positive attitude toward utilizing that
power for the purchase of consumer goods.

PERSONAL CONSUMPTION

In addition to the income distribution patterns
prevalent in a country, the prevailing consumption
patterns influence a country’s potential as a market.
While income distribution statistics provide infor-
mation on how and to whom income accrues, data
on personal consumption indicate how this income is
spent on goods and services. Personal-consumption
data indicate the buying habits of the citizens of a
particular country: what they buy, in what quanti-
ties, in which parts of a country, and so on. This
information is vital for an MNC because it indicates
patterns of consumer behavior and therefore sets
parameters for marketing efforts. Thus, a country
where the consumers spend a large proportion of
their income on food and shelter offers no potential
market for luxury goods such as VCRs. On the other
hand, the same country may provide markets for
inexpensive goods that meet the basic necessities
of life. Although characterized by low consump-
tion levels, a country may have substantial market
segments comprised of persons with considerable
discretionary income. Many MNCs develop market-
ing strategies on the basis of consumption patterns.
Thus, patterns of consumption give important clues
to an MNC regarding the possibilities for marketing
different types of goods in a particular country.

GGROWTH AND STABILITY PATTERNS

The size of the economy, income levels and distribu-
tion, and personal consumption are static indicators,
inasmuch as they represent the position of a country
at a particular point in time. An MNC contemplat-

ing long-term involvement in a country either as an
exporter to that country or as a direct investor must
also concern itself with a country’s prior, current,
and projected economic trends.

The growth rate of a country’s economy, for
example, must be watched carefully. Past growth
trends show how the economy has been moving
and the rate at which it is contracting or expanding.
Projected growth rates indicate how it may do in the
future. The growth trends generally have a direct
relation to the market size for different products and
services in a country. A faster growth rate would
indicate more rapid industrial development.

Countries that seek rapid rates of growth aim
to achieve this largely through an increase in the
level of their industrialization and modernization
of existing industries by the introduction of modern
technologies and new industries. Such countries
are likely to welcome MNCs as direct investors
in production facilities. Moreover, countries that
have achieved a rapid growth rate over the past
few years are usually the ones that have opened
up their economies to external technologies, have
pushed their export efforts, and have increased the
competitiveness and efficiency of their domestic
economies. Such countries are likely to prove to
be potential winners as markets for MNCs because
they would be expected to have increased levels
of income.

Rapidly growing economies are also character-
ized by the development of a professional middle
class, which evens out the distribution of income
relative to that in previous years and provides a
market base for an MNC’s consumer products.

Growing economies also offer enhanced markets
for capital goods, technology, and related services.
Therefore, MNCs closely monitor future growth
trends to identify potential countries for export
marketing and direct investment activities. The
absolute growth rate and the growth rate per capita
are related in this context. The absolute growth rate



indicates the overall level of economic activity and
gives the broadest indication of its enhancement to
a country’s market potential. Growth rate per capita
indicates achievement not only on the economic
front but also, indirectly, on the population front.
If the growth per capita is rapid, the country can
be considered to have surmounted one of the most
important economic problems that afflict most de-
veloping countries: overpopulation.

Actually, per capita GNI is also an important indi-
cator because of its future implications. A higher per
capita GNI would imply an increased availability
of resources to invest that could be further deployed
for accelerating economic growth and improving
the living standards of the population, which would
represent a real change in the economic profile of the
country as a market for goods and services and as a
location for overseas production. If the growth rate is
matched or exceeded by the population growth, the
economic benefits of progress would be lost.

PoruLATION

The population of a country represents an impor-
tant economic statistic. It is an important factor in
influencing the size of market potential for a large
number of goods and services, especially goods for
personal consumption.

Population density (the number of persons living
per square mile) is a particularly relevant factor. A
high population density could have both negative
and positive implications. On one hand, it may imply
overcrowding, overpopulation, and pressure on the
resource base of a country. On the other hand, it may
also imply reduced transportation costs in marketing
products, availability of large numbers of consum-
ers, and an easily accessible pool of labor.

Geographical distribution of the population is also
important. Areas of high population concentration
within a country generally offer wider market potential
and greater possibilities of servicing the labor require-
ments for an overseas manufacturing facility.
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The educational level of the population is also
extremely important. Consumption patterns, living
standards, and so on vary considerably with level
of literacy. A country with a high level of literacy is
likely to offer greater potential for an MNC'’s prod-
ucts because individuals are likely to have a broader
outlook on the types of products they consume and
would, in general, be willing to accept new products
and services that an MNC might offer. For some
types of products (books and other intellectual me-
dia, software, and so on), literacy levels are critical
factors. Moreover, they also determine what sort
of advertising strategy the MNC should pursue to
promote its products locally. Literacy levels also
indicate the potential of finding local skilled labor
and local managers for a company’s operations.

In general, literacy levels directly correlate with
levels of per capita income. While developed coun-
tries have high literacy levels, ranging from 95 per-
cent to 100 percent, less-developed countries have
levels that range from 5 percent to 40 percent.

The rate of population growth is another trend
worth watching. A growing population indicates an
expanding market in countries where the density of
population is low and per capita incomes are rising.
A high population growth rate in countries already
overpopulated indicates growing economic difficul-
ties that could be manifested in severe shortages of
available resources, heavy pressures on the infra-
structure and services system of a country, fiscal
difficulties for the government, shortages of capital
for investments, increasing numbers of people living
in poverty, and ever-increasing prices.

The age structure of a population should also be
considered. In developed countries, larger proportions
of the population tend to be over the age of eighteen,
and there are a sizable number of people in the over-
sixty age-group. Less-developed countries, however,
are characterized by fairly young populations, where
persons younger than eighteen are the dominant seg-
ment. Relatively young populations imply possibili-
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ties for higher population growth over the next few
years, particularly in countries where birth control
is not practiced widely. Moreover, such countries
are also characterized by high dependency burdens,
where the income-earning members of the popula-
tion have to support a large number of nonearning
members on a per capita basis. Dependency burdens
have important economic i