International Business Chapter 2

Learning objectives:
1. Give examples of how the political systems of countries differ
2. Distinguish how the economic systems of countries differ.
3. Explain how the legal systems of different countries differ.
4. Illustrate how political, economic, and legal systems collectively influence a countries ability to achieve meaningful economic progress.
5. Summarize the main changes that are currently reshaping the political, economic, and legal systems of many nation-states.
6. Express how a country’s political, economic, and legal systems influence the benefits, costs, and risks associated with doing business in that country.
7. Give examples of the ethical issues that can arise when doing business in a nation in which the political and legal systems do not support basic human rights. 


INTRODUCTION.

· Political economy: A Term used to stress that the political, economic, and legal systems of a country are not independent of eachother. 
· They influence and interact with each other, and in doing so they affect the level of economic well being in a country.


POLITICAL SYSTEMS.

· Political system: We mean the system of government in a nation. They can be assessed relating to two different dimensions. 
· The first: Is the degree to which they emphasize collectivism as opposed to individualism.
· The second: Is the degree to which they are democratic or totalitarian. 
· They are interrelated, because systems that emphasize collectivism tend toward totalitarian, and systems that emphasize individualism tend democracy , however there is a large grey area in the middle. 


Collectivism and individualism.

· Collectivism: refers to a political system that stresses the primacy of collective goals over individual goals.
· The needs of society as a whole are viewed as being more important than individual freedoms. 
· Plato argued that individual rights should be sacrificed for the good of the majority and that property should be owned in common. 
· Socialists have picked up this collectivist mantle. 

Socialism.

· Modern socialists trace their intellectual roots to Karl Marx 
· Marx argued that the few benefit at the expence of the many in capitalist society – he said the pay of workers does not reflect the value of their labor. 
· To correct this he advocated state ownership of the basic means of businesses in hope the state would ensure that workers were fully compensated for their labor. 

· Early 20th century socialist ideology split into two broad camps.
· Communists believed that socialism could be achieved only through violent revolution and totalitarian dictatorship.
· Social Democrats committed themselves to achieving socialism by democratic means and turned their backs on violent revolution and dictatorship. 

· Problem with state owned corporations: Because they are protected from significant competition due to their monopoly position and guaranteed government financial support, they become inefficient. Individuals find themselves paying for the luxury of state ownership through higher prices and higher taxes. 

Individualism.

· Individualism is the opposite of collectivism. 
· Belief that an individual should have freedom in his or her economic and political pursuits. 
· Stresses the interests of the individual should take precedence over the interests of the state. 
· Aristotle argued that individual diversity and private ownership are desirable, he argued that private property is more productive than communal property and will thus stimulate progress. 
· Advocates: David Hume, John Stuart Mill, Adam Smith
· Individualism is built on two tenets:
1) An emphasis on the importance of guaranteeing individual freedom and self expression.
2) The welfare of society is best served by letting people pursue their own economic self interest, as opposed to some collective body dictating what is in society’s best interest. 
· The cold war was essentially a war between collectivism (soviet union) and individualism championed by the United States. 


Democracy and totalitarianism.

· Democracy: Refers to a political system in which government is by the people, exercised either directly or through elected representatives.
· Totalitarianism: Is a form of government in which one person or political party exercises absolute control over all spheres of human life and opposing political parties are prohibited. 
· The democratic – totalitarian dimension are related to the individualism – collectivism dimension. Democracy goes hand in hand with individualism, and totalitarianism and collectivism the like. 

Democracy.

· The pure form of democracy is based on a belief that citizens should be directly involved in decision making. 
· Most modern democratic states practice what is commonly referred to as Representative democracy: Citizens periodically elect individuals to represent them, these elected representatives then form a government, who make decisions on behalf of the citizens. 
· To ensure that an elected representative can be held accountable for their actions, the ideal representative democracy has a number of safe guards: 
1) An individuals right to freedom of expression, opinion, and organization.
2) A free media
3) Regular elections in which all eligible citizens are allowed to vote
4) Universal adult suffrage
5) Limited terms for elected representatives
6) A fair court system that is independent from the political system
7) A nonpolitical state bureaucracy
8) A non political police force and armed service
9) Relatively free access to state information 


Totalitarianism.

· In a totalitarian regime, all the safeguards on which democracies are built on are denied to the citizens.
· Most of the time political repression is widespread and those who question the right of the rulers find them selves imprisoned or worse. 
· Four major forms of totalitarianism exist in the world, the most popular being communist totalitarianism.
· Communist totalitarianism: It is a version of collectivism that advocates that socialism can be achieved only through totalitarian dictatorship.
· Theocratic totalitarianism: Is found in states where political power is monopolized by a party, group, or individual that governs according to religious principles – limit freedom of religious and political expression.
· Tribal totalitarianism: Has arisen from time to time in African countries, and occurs when a political party that represents the interests of a particular tribe (not always the majority tribe) monopolizes power.
· Right wing totalitarianism: Generally permits some individual economic freedom but restricts individual political freedom on the grounds that it would lead to the rise of communism.
- A common feature is an overt hostility to socialist or communist ideas.
- Many backed by military and in some cases the government is made up of military officers. 


ECONOMIC SYSTEMS.

· We can identify three broad types of economic systems – market economy, command economy, and a mixed economy. 

Market economy. 

· Pure market economy: All productive activities are privately owned, as opposed to being owned by the state.
· The goods and services produced and supplied are determined by the interaction of supply and demand signaled to producers through the price system.
· Demand > Supply = Prices Rise
· Supply < Demand = Prices Fall
· For a market to work in this manner there must be no restrictions on supply, a restriction would occur when a market is monopolized by a single firm. 
- Increased demand, monopolist would let prices rise to capture more profit. 
- No incentive to look for a more efficient way to produce goods/services, costs passed on to the consumer. 
· The role of Gov’t in a market economy is to encourage competition between private producers.
· They do this by outlawing monopolies and restrictive business practices. 
· Private ownership also encourages competition and economic efficiency. 

Command Economy. 

· Pure command economy: The goods and services that a country produces, the quantity in which they are produced, and the prices at which they are sold are all planned by the government. 
· Consistent with the collectivist ideology, the objective of the command economy is for government to allocate resources for the ‘good of society’ 
· All businesses are government owned, so that the government can allocate the businesses investments to things that are in the nations best interests, rather than private interests. 
· State owned enterprises seem to have actually not benefitted the population. Because they have no incentive to be efficient as they cannot go out of business.
· Abolition of private ownership means there is no incentive for individuals to look for better ways to serve consumer needs; so dynamism and innovation are absent from command economies. 

Mixed economy.

· Mixed economy: Certain sectors of the economy are left to private ownership and free market mechanisms while other sectors have significant state ownership and government planning. 
· Governments also tend to take into state ownership troubled firms who’s operation is thought to be vital to national interests. 

LEGAL SYSTEMS.

· The legal system: Of a country refers to the rules, or laws that regulate behavior along with the processes by which the laws are enforced and through which redress for grievances’ is obtained. 
· A country’s laws regulate business practice, define the manner in which business transactions are to be executed, and set down the rights and obligations of those involved in business transactions. 
· Differences in legal systems can affect the attractiveness of a country as an investment site/market. 
· The laws that regulate business often reflect the rulers dominant political ideology. 

Different legal systems.

Common law.

· Common law: Is based on tradition, precedent, and custom. 
- Tradition refers to a country’s legal history.
- Precedent to cases that have come before the courts in the past
- Custom to the ways in which laws are applied in specific situations
· Gives common law flexibility that other law does not have 
· Judges in common law system have power to interpret the law so that it applies to the unique circumstances of an individual case. 

Civil law.

· Civil law: Is based on a very detailed set of laws organized into codes. 
· When courts interpret this law, they do so with regard to these codes. 
· Judges in a common law system have the power to  interpret  the law while judges in a civil law system have the power to apply the law. 

Theocratic law.

· Theocratic law: System is one in which the law is based on religious teachings, as opposed to bureaucratic law, which refers to a predictable more clearly defined system of laws and regulations. 
· Muslims are a good example of this: and an interesting law is that it is illegal to accept interest payments on loans, the loaner and debter are equally damned.

Differences in contract law. 

· The difference between common law and civil law system can be illustrated by the approach of each to contract law.
· A Contract:  Is a document that specifies the conditions under which an exchange is to occur and details the rights and obligations of the parties involved.
· Contract law: Is the body of law that governs contract enforcement.
· Since common law tends to be ill specified, contracts drafted under a common law are very detailed with all contingencies spelled out.
· In civil law systems, contracts are much shorter and less specific because many of the details are typically covered in a civil code.
· When a conflict arises in international trade, question arises of which country’s laws apply. 
· Comity of nations: Refers to the legal doctrine under which countries recognize and enforce each others legal decrees.
· United nations convention on contracts for the international sale of goods
- Establishes uniform set of rules governing certain aspects of the making and performance of everyday commercial contracts between sellers and buyers who have their places of business in different nations.
- By adopting CISG nation signifies to the other nations that have adopted it that it will treat the conventions rules at part of its law. 
· When firms do not accept, they often opt for arbitration by a recognized arbitration court to settle contract disputes. 

Property rights.

· Property rights: Refers to the bundle of legal rights over the use to which a resource is put and over the use made of any income that may be derived from that resource. 
· Property rights can be violated in two ways, through private action and through public action. 
Private action.

· Private action: Refers to the theft, piracy, blackmail, and the like by private individuals or groups. 
· A weak legal system allows for a much higher level of criminal activity

Public action and corruption.

· Public action: to violate property rights occurs when public officials, such as politicians extort income or resources from property holders. 
· Legal ways: 
- Levying excessive taxes
- Requiring expensive licenses or permits from property holders
- Taking assets into state ownership without compensation.
· Illegal ways:
- Demanding bribes in exchange for right to operate. 
· High levels of corruption stunt economic growth in a country because the syphoning off of profits reduces the returns to business investment, and reduces incentive to invest/do business in said nation. 

The American Foreign Corrupt Practices Act and Canadian Bill S-21

· The foreign corrupt practices act: 
- Makes it a violation of US law to bribe a foreign official to obtain or maintain business over which that official has authority.
- Requires all publicy traded companies to keep detailed records to allow determination of if violation has occurred. 
· Canada’s Bill s-21: 
- Canadian legislation that makes the bribery, or other business corruption ‘tool’ of a foreign official by a Canadian business person, a criminal offence. 
- Does have loophole to consider that a bribe might be solely a perception, due to cultural considerations of gift giving.
- To use this defense, the accused must show the loan, reward, benefit was:
1) A reasonable expense
2) Incurred in good faith
3) Made by, or on behalf of the foreign public official, and directly related to the promotion, demonstration, or explanation of the person’s products and services or to the execution or performance of a contract between the person and foreign state for which the official performs duties or functions. 

The protection of intellectual property.

· Intellectual property: Refers to property that is the product of intellectual activity:
- Computer software, screenplay, music, chemical formula. 
· A patent:  Grants the inventor of a new product or process exclusive rights for a defined period to the manufacture, use or sale.
· Copyrights: Are the exclusive legal rights of authors, composers, playwrights, artists, and publishers to publish and disperse their work as they see fit.
· Trademarks: Are designs and names, often officially registered, by which merchants or manufacturers designate and differentiate their products. 
· Intellectual law designed to reward originator. Very important to innovation of creative work, as they add incentive for people to search for new ways of doing things. 
· Paris Convention for the protection of industrial property: Important international agreement signed by 96 nations to protect intellectual property.
· Trade related aspects of international property rights (TRIPS): Agreement among members of the WTO to enforce stricter intellectual property regulations, including granting of patents for at least 20 years, and copyrights lasting at least 50. 

Product safety and product liability.

· Product safety laws: Set certain safety standards to which a product must adhere.
· Product liability: Involves holding a firm and its officers responsible when a product causes injury, death, or damage. 
- Much greater if product does not adhere to safety standards. 
· Many businesses executives argue that the high costs of liability insurance make American businesses less competitive in the global marketplace. 

THE DETERMINANTS OF ECONOMIC DEVELOPMENT.

Differences in economic development.

· One common measure of a countries economic development is a country’s gross national product per head of population. (GNP)
· GNI (Gross national income – replaced gnp):  Totals the income of all citizens of a country, including the income from factors of production used abroad. 
· GNI per capita figures can be misleading because they don’t consider differences in the cost of living. If a country has a higher income, but also a higher cost of living, a country with a lower income and lower cost of living may actually be better off. 
· To account for the differences one can adjust using purchasing power parity.
· Purchasing power parity (ppp) allows for a more direct comparison of living standards. The base for adjustment is the cost of living in the US, a country’s GNI per capita is adjusted up or down depending on whether the cost of living is higher or lower than the US. 


Broader conceptions of development : Amartya sen

· Economist Amartya sen has argued that development should be assessed less by material output measures such as GNP and more by capabilities and opportunities that people enjoy.
· Development is not just an economic process, but also a political one.
· Requires the ‘democratization’ of political communities to give citizens a voice.
· Sen emphasizes health care, education, etc.

· United Nations has picked this thesis up, and developed the Human developemt index (HDI)
· The HDI is based on three measures:
- Life expectancy (function of health care)
- Educational attainment (measured by adult literacy, enrolment in primary, secondary, post secondary education)
- Whether PPP adjusted incomes per person are sufficient to meet these basic needs. 
· Scaled from 0-1 
- < 0.5 considered low human development
- 0.5-0.8 considered medium human development.
- > 0.8 considered high human development. 


Political economy and economic progress.

· What is the relationship between political economy and economic progress? 
· The main generalizations as to the nature of the relationship discussed below.

Innovation and Entrepreneurship are the engines of growth.

· Innovation: Broadly includes not just new products, but also new processes, new organizations, new management practices, and new strategies. 
· Innovation is also seen as the product of entrepreneurial activity. 


Innovation and entrepreneurship require a market economy.

· It has been argued that the economic freedom associated with a market economy creates greater incentives for innovation and entrepreneurship than either a planned or mixed. 
· Any individual with an idea can capitalize on it, existing businesses are free to improve operations through innovation – massive incentives. 
· In a planned economy state owns all means of production, entrepreneurial individuals have little incentive to develop new innovations, as state captures profit. 


Innovation and entrepreneurship require strong property rights.

· Without strong property rights, individuals and businesses run the risk that the profits will be commandeered either by criminal elements or the state. 


The required political system.

· We traditionally believe that a representative democracy with a market system, strong property rights, breeds economic progress.
· However, some totalitarian regimes have fostered a market economy, strong property rights, and have experienced rapid economic growth. 
- Must be a totalitarian regime that is a dictatorship, is committed to a free market system, and strong property rights. 
· And at the same time some countries with democracy have experienced slow economic growth for long periods. 

Economic progress begets democracy.

· Economic growth often leads to establishment of a democratic regime.
· While democracy may not always be the cause of initial economic progress, it seems to be one consequence of that progress. 

Geography, education, and economic development.

· Location can be a big factor in growth rates.
· Landlocked countries often grow more slowly than coastal economies and entirely landlocked countries growth rates are even worse.
· Tropical countries grow approximately 1.3% slower each year than countries in the temperate zone. 

· Education is also a big factor.
· Assertion is that countries that invest more in education with have higher growth rates because an educated population is a more productive population. 
STATES IN TRANSITION.

· Many of political economies have changed radically since the 1980s. To trends are evident:
1) during late 1980’s and early 1990’s a wave of democratic revolutions swept the world. 
2) There has been a strong move away from planned and mixed economies and toward a free market economic model. 

The spread of democracy.

· On a scale of 1 (Highest political freedom) to 7 ( lowest) Freedom house uses the following criteria for determining the ratings for political freedom:
- Free and fair elections
- Fair electoral laws, equal campaigning opportunities, and fair polling.
- The right to organize into different political parties.
- A parliament with effective power.
- Significant opposition that has a realistic chance of gaining power.
- Freedom from domination from the military, foreign powers, totalitarian parties, religious hierarchies, or any other powerful group, and
- A reasonable amount of self-determination for cultural, ethnic, and religious minorities. 
· Freedom House considers media independence key to sustaining and monitoring a healthy democracy, as well as in contributing to greater accountability, good government, and economic development. 

· The three main reasons for the spread of democracy:
1) Many totalitarian regimes failed to deliver economic progress to their populations.
2) New info, communication technologies, internet etc, have broken down the ability of the state to control access to uncensored information – allowing the spread of democratic ideals. 
3) Economic advances in the last quarter century have led to a prosperous middle and working class who push for democracy. 

The new world order
FILL THIS SHIT IN

The spread of market-based systems.
FILL THIS SHIT IN. 





Deregulation

· Deregulation: Involves removing legal restrictions to the free play of markets, the establishment of private enterprises, and the manner in which private enterprises operate. 
· Deregulation can involve removing price controls, abolishing laws regulating the establishment and operation of private enterprises, and relaxing or removing restrictions on direct investment by foreign enterprises and international trade. 


Privatization

· Privatization: transfers the ownership of state property into the hands of private individuals, frequently by the sale of state assets through an auction. 
· Seen as unlocking economic prosperity by giving private owners incentives.
· Ownership structure of newly privatized firms very important. 
- Western firms have legal regulations regarding corporate governance.
- Many former communist states lack these laws, many new managers can run business for self gain. 


Legal systems.

· When a communist regime collapses, many of these countries lack the legal structure required to protect property rights, because all property was formerly held by the state. 
· While most countries have improved their commercial codes, institutional weaknesses still undermine contract enforcement.
- Court capacity often inadequate
- Procedures for resolving contract disputes out of court often inadequate or poorly developed. 

The Rocky road.

· Changing to a market based economic system particularly hard for Eastern Europe. 
· Move toward greater political and economic freedom sometimes accompanied by economic and political stress.
· After privatization, many enterprises still inefficient, making them unnapealing to private investors. 
· Government often still supported these enterprises to avoid massive unemployment. 
· Big budget deficits caused money to be printed to fund -> created hyperinflation. 
· A study by the world bank suggests that the post-communist states that have been most successful at transforming used ‘shock therapy’
- Prices and trade were liberated quickly, inflation was held in check by tight monetary policy, and the privatization of state owned industries was implemented rapidly. 


Implications.

· Potentially huge market in Eastern Europe, Latin America, Africa, and Asia. 
· However with those potential gains comes risks.
- No guarantee democracy will thrive.
- Conflicts between civilizations could create chaos. 

IMPLICATIONS FOR BUSINESS.

· First, The benefits, costs, risks associated with doing business in a country are a direct association of that country’s political, economic, and legal systems.
· Second, the political, economic, and legal systems of a country can raise important ethical issues that have implications for the practice of international business.

Attractiveness.

Benefits.

· Generally, the benefits are measured by size of the market, present wealth, and wealth of future consumers. 
· However, low living standards can indicate limited purchasing power. 
· If international firms can identify a potentially profitable market, they can establish brand recognition and loyalty, as well as becoming experienced in a country’s business practices. 
· First mover advantages, and late mover disadvantages a big component. 
· Countries with free market economies and good protection of property rights tend to achieve greater economic growth than command economies/economies where property rights are poorly enforced. 
· Economic system and property rights regime when taken together with market size (in terms of population) constitute a good indicator of long term benefits.

Costs.

· Costs can be increased by needing to pay bribes or payments to the politically powerful. 
· The sophistication of the economy is a big factor, if it is unsophisticated, then it can be very costly to do business because of a lack of infrastructure or supporting businesses. Firms may have to provide its own infrastructure or supporting business. 
· Legal factors:
- Can be more costly in countries with strict standards in product safety, workplace safety, environmental safety. 
- Can be more costly to do business in a country that has no cap on damage awards due to spiraling insurance rates. 
- Can be more costly due to lack of well established business laws -> no way to resolve contract disputes result in large losses.
- Similarly, local laws that fail to adequately protect intellectual property can result in theft. 

Risks

· Political risk: Identified as the likelihood that political forces will cause drastic changes in a country’s business environment that will adversely affect the profit and other goals of a particular business enterprise. 
- Higher risk in country’s where the underlying nature of a society increases the chance of social unrest. 
- Strikes, demonstrations, violence, etc.
- More likely to be found in countries that have different nationalities, countries with high inflation and falling living standards, or countries that are on the fault lines of civilization. 

· Economic risk: Can be defined as the likelihood that economic mismanagement will cause drastic changes in a country’s business environment that adversely affect the profit and other goals of business enterprises. 
- Not independent of political risk as mismanagement may give rise to social unrest.
- One good indicator is inflation rate. 
- Second good indicator is the level of business and government debt in the country. 

· Legal risk: Defined as the likelihood that a trading partner will opportunistically break a contract or expropriate property rights.


Overall attractiveness.

Ethics and Regulations

· Three important issues that have been the focus of much debate in recent years are:
(1) the ethics of doing business in nations that violate human rights
(2) the ethics of doing business in countries with very lax labor/environ regulations
(3) The ethics of corruption

Ethics and human rights

· Dilemma of whether to do business in totalitarian country’s such as China that violate human rights of citizens. 
· First argument: 
- Doing business will provide comfort to dictators, help prop up repressive regimes.
- If we didn’t invest, repressive regimes would fall and be replaced with democratically inclined governments.

· Second argument:
- Investment raises economic development, and can help change from within, as economic well being and political freedoms often go hand in hand. 

· However, the more repressive the regime, the less chance it will work. 

Ethics and regulations.

· Should a firm adhere to the same standards of product, work, environmental protection that are required in its home country? 
- Many issues such as whether the implementation of western ways could make it un profitable which would deny foreign country much needed jobs.

Ethics and corruption.

· In some parts of the world payoffs to government officials are a part of life.
· First argument:
- Not bribing would deny jobs and income to country.
- Many economists say that because of such strict pervasive regulations in some countries, corruption may actually improve efficiency and help growth!

· [bookmark: _GoBack]Second argument
- Corruption can reduce the returns on business investment.
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