Q What are the principle factors that explain the sustained growth in globalization in the past decades? What indications can one use to demonstrate the increase in globalization?
2 macro factors: 
1. Declining trade and investment barriers: decline in barriers to the free flow of goods, services and capital that has occurred since the end of WWII
Barriers to international trade: high tariffs on imports. 
Trade barriers contributed to the Great Depression. Learning from this experience, nations of the West committed themselves to removing barriers- This goal is seen in GATT (General Agreement of Tariffs and Trade). 
· International trade: a firm exports goods and services to consumers in another country. 
· FDI: Foreign Direct Investment: a firm invests resources in business activities outside its home country. 
· Stock of FDI: the total cumulative value of foreign investments
Average tariff rates for most countries have fallen significantly since 1950, at about 4%. 
While reducing trade barriers, many countries have also been removing restrictions to FDI. Such trends facilitate both the globalization of markets and of production

2. Technological change, particularly in communication, information processing and transportation. Results in a shrinking globe. 
· Microprocessors and telecommunications: enabled growth of high-power, low-cost computing. Development of satellite, wireless technologies, internet, World Wide Wed. Cost of microprocessors continues to fall: an international phone call now only costs a few dollars, in 1930s it was a few hundred dollars. 
· Internet and Web: they are the information backbone of tomorrow’s global economy and are creating electronic global marketplaces.  1 million users in 1990, 50 million users in 1995, 1.97 billion users by 2010. Facilities e-commerce and makes it easy for buyers and sellers to find each other.  Web is emerging as an equalizer: diminishes constraints of location, scale and time zones. 
· Transportation tech: reducing the time needed to get from one location to another and to move goods across the world, has effectively shrunk the globe. Commercial jet aircrafts, containerization. Low-cost travel has resulted in the mass movement of people between countries. 
· Communication tech: worldwide communications network has become essential for many international businesses. Ex: Hewlett-Packard (HP) uses satellite communications and info processing techs to link its worldwide operations. A team can be dispersed around the world and communicate via webconferencing, webcasting, telephone, skype, email, fax. 
Indicators of globalization: convergence of consumer tastes and preferences (mcdonalds everywhere, existence of MNEs)




Q. What are the essential features of the different levels of economic integration possible between 2 or more countries?
1. FTA
2. FTA+ tariff customs= Customs Union (CU)
3. CU+ labor and capital mobility= Common Market (CM)
4. CM+ Common currency= Economic Union (EU)
5. EU+ one government= Political Union 

Q. ch9 How are exchange rates determined?
3 factors
Price inflation:
Inflation is a monetary phenomenon. It occurs when the quantity of money in circulation rises faster than the stock of goods and services, that is when the money supply increases faster than output increases. When money supply suddenly goes up, providers of goods and services would respond to this upsurge in demand by raising prices. The result would be price inflation. Government policy determines whether the rate of growth in a country’s money supply is greater than the rate of growth in output. 

Interest Rates:
Economic theory tells us that interest rates reflect expectations about likely future inflation rates. In countries where inflation is expected to be high, interest rates also will be high. This is the International Fisher Effect. Like PPP, not a good indicator of short term XR. 

Market Psychology: 
Psychological factors play an important role in determining the expectations of market traders as to likely future exchange rates. In turn, expectations have a tendency to become self-fulfilling prophecies. This plays an important role in determining short-run exchange rate movements. Investor psychology can be influenced by political factors, and by microeconomic events (such as investment decisions of large firms). Bandwagon effect can increase the effect of investor psychology on XR.

Q: Existing exchange rates do not reflect PPP Theory of XR. Why not?
PPP states that the price of a basket of particular goods should be roughly equivalent in each country. 
By comparing exchange the prices of identical products in different currencies it would be possible to determine the real or PPP XR that would exist if markets were efficient. In essence, PPP theory predicts that changes in relative prices will result in a change in exchange rates. The theory tells us that a country with a high inflation rate will see a depreciation in its currency XR
While PPP seems to yield relatively accurate predictions in the long run, it does not appear to be a strong predictor of short-run movements in exchange rates (less then 5 years). 
The failure to find a strong link between relative inflation rates and exchange rate movements has been referred to as the purchasing power parity puzzle. 
Factors that explain the failure of PPP theory to predict current XR:
· PPP assumes away transportation costs and barriers to trade. In reality, these create significant price differences between countries. 
· Governments routinely intervene in international trade (tariff, quotas). This means the law of one price does not hold. Violating the assumption of efficient markets, weakens the link between relative price changes and changes in XR predicted by PPP. 
· PPP may not hold if national markets are dominated by a few MNEs (monopolies) that have sufficient market power to influence prices, control distribution channels, etc. ex P&G, Caterpillar Inc, Apple
· Governments intervene in the foreign exchange market to attempt to influence the value of their currencies. 
· Impact of investor psychology

Q. What are the merits and demerits of the different exchange rate systems? 
Fixed: The values of a set of currencies are fixed against each other at some mutually-agreed upon exchange rate. 
The merits: 
· stability in the exchange rate (you know exactly what the exchange rate will be 6 months ahead of time) 
· Fixed XR are seen as a mechanism for controlling inflation and imposing economic discipline on countries. 
· By eliminating uncertainty, fixed XR promotes the growth of international trade and investment 
Demerits: no flexibility which means it would probably end up breaking down like the gold standard did. This system collapsed in 1973. 

Pegged: the value of the currency is fixed relative to a reference currency, such as the US dollar and then the XR between that currency and other currencies is determined by the reference currency XR. Ex: as the US dollar rises in value, its own currency rises too.  Advantage: imposes monetary discipline and leads to low inflation rates. Disadvantage: it can be difficult for a smaller country to maintain a peg against another currency if capital is flowing out and foreign traders are speculating against the currency. 

Flexible/floating: foreign exchange market determines the relative value of a currency. US, Euro, Yen and Pound are all free to float against each other. 
Advantages: 
· it gives countries autonomy regarding their monetary policy
· floating exchange rates facilitate smooth adjustments of trade imbalances. 
· reflects the world market
· More flexible to changing conditions. 
Disadvantage: difficult to predict, especially short term.  More volatility. You loose control

Dirty-float: Countries try to hold the value of their currency within some range against an important reference currency. It is dirty because the central bank of a country will intervene in the foreign XR market to maintain the value of its currency if it depreciates too rapidly against an important reference currency. keep your currency artificially low to favor FDI and exports (China) provides stability.

Q How do we choose a country to manufacture?
Country Factors
· Economic, political, legal, cultural differences (see ch 2)
· Presence of global concentrations of activities/industries in a certain location. Large pool of knowledge, knowledge and labour flows between companies in the same location. Ex Tech hubs
· Location externalities, cost and availability of basic and advanced factors of production and ressources, trade barriers, expected future movement of exchange rate in the country you want to manufacture in. Cost of manufacturing, labour productivity. 
Tech Factors
· Fixed costs high or low (transportation costs)
· Minimum efficient scale high or low
· Flexible manufacturing technology available or not
· Mass customization available or not
Product Factors
· Value to weight ratio
· Universal needs
Strategic role of foreign factories
· Many foreign factories upgrade their own capabilities, which can benefit you significantly. 
· Ex products being designed by engineers who were close to the Asian market and had a good understanding of the needs to that market, as opposed to engineers located in the US.
· Increased abundance of advanced factors of production 
· Foreign factories viewed as globally dispersed centers of excellence
· Global learning

Q. Should you make or buy it?
Advantages of MAKE:
· Lower costs if you are more efficient then anyone else
· Better to make yourself if there is a need for substantial investments in specialized assets. Manufacturers don’t want to risk making such big investments unless they have a long contract that guarantees certain amount of product. 
· Protect proprietary product technology (patents). Avoid the risk of your intellectual property being stolen if its critical to your competitive advantage. Ex Coca Cola. 
· Improve scheduling: you have complete control over manufacturing. So next month you can produce just half of what you did the month before. When you have a contract with another company, this is not easy to do. Controlling inventory is very important in an industry where demand is not very predictable.
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Disadvantages of MAKE: 
· Internal suppliers have a captive customer in the firm so they lack an incentive to reduce costs. Unlike a company in a competitive environment that has to constantly improve and reduce costs. 
· Complexity of transfer pricing decisions due to different tax regimes, exchange rate movements, ignorance about local conditions, etc. 
Advantages of BUY
· Strategic flexibility: ability to change suppliers due to changes circumstances, in costs, political instability, changes in trade policies, etc. Move production as a country’s attractiveness as a supply source changes.
· Lower costs: not every company can invest so much money in setting up factories (fixed costs). Also, another company might be more efficient and knowledgeable at manufacturing then you. Decreases costs related to bureaucracy and management of a large plant. 
· Offsets: help the firm capture more orders from that country. US urged Japan to purchase more component parts from US suppliers since US imports so many cars from Japan. 
Disadvantages of BUY
· Duration of the contract is a crucial issue. Both parties need to negotiate and make certain sacrifices/accept certain risks. 
· Difficult to decide when product attributes change very fast, especially in technology industry.
· Must negotiate on price, units

Strategic Alliances with Suppliers
· Reap some benefits of vertical integration without the associated organizational problems by having strategic alliances with essential suppliers. 
· Builds trust between the firm and its long term suppliers. 
· Good for just in time inventory systems
· Companies can save millions thanks to sharing advertising costs, manufacturing costs, distribution costs, more effective and cheaper R&D. 
Q ch 6 A country can use many approaches to ensure protectionism. Describe them, giving specific examples of their uses.
Tariffs-increase the cost of goods to the consumer and provide revenue to governments (Smoot Hawley Tariff Act increased many tariffs on products coming to the US and is a specific example of tariff uses)
Import quotas- reduce the quantity of goods a company is allowed to import for sale and thus due to the law of supply and demand raises the price of the goods. For example the USA put an import quota on Japanese motorcycles to protect American producers.
Anti-dumping legislation- prevents the ‘dumping’ or cheaper less expensive foreign goods into a market which can drive domestic firms out of business. An example is when McCain’s begin an investigation because they believed foreign pizza firms were dumping pizzas to take market share from them.
Subsidies- provide monetary or tax incentives to domestic industries to allow them to gain first mover or to do business in competitive industry that the nation wants to do business in or support. US auto manufacturers/Technology or medical companies that may fail without government support, but the government believes they are important to protect.
Immigration restrictions- can limit the amount of immigrants coming to a nation and reduce the competition on domestic jobs. The USA and Canada both have set limits on the annual number of immigrants.
Local content requirement: demands that some specific fraction of a good be produced domestically. Either in physical terms (75% of content parts must be made here) or in value terms (75% of the value of this product must be produced locally)
Administrative policies: bureaucratic rules designed o make it difficult for imports to enter a country. 
Preferential spending marketing- the buy American ads from WWI and WWII
Currency manipulation- a country may lower the value of its currency by selling it on the on the foreign exchange market this will raise the cost of imports and lower the cost of exports leading to an improvement in its trade balance. Only effective in the short run as it will lead to inflation which will raise the costs of imports and reduce the relative price of imports.
Q: The case for government intervention in trade policy?
Political arguments for intervention are concerned with protecting the interests of certain groups within a nation (normally producers) often at the expense of other groups (normally consumers). Economic arguments for intervention are typically concerned with boosting the overall wealth of a nation (to the benefit of all, both producers and consumers). 
Political arguments:
· Protecting jobs and industries: protecting Canadian textile industry from indian imports
· National security: if a certain industry is high risk, crucial to your national security like army, defence
· Retaliation: use the threat to intervene in trade policy as a bargaining tool t help open foreign markets and force trading partners to adhere to your rules. Ex US forcing China to adopt intellectual property rights. 
· Protecting consumers: from “unsafe” products. Like baby walkers, GMO products banned in Europe. 
· Furthering foreign policy objectives: a gov may grant preferential trade terms to a country it wants to build strong relations with. Ex US and China. Alternatively US and Cuba: impoverish Cuba in the hope that they will abolish their communist government
· Protecting Human Rights: using trade policy to improve the human rights policies of trading partners. 

Economic arguments:
· Infant industry argument: to allow manufacturing to get a toehold, the argument is that government should temporarily support new industries until they have grown enough to meet international competition
· Strategic trade policy: help ensure that a firm gains first-mover advantage through subsidies in newly emerging industries.

Q Price purchasing parity (PPP) theory states that everything that is the same product or services should cost the same around the world. This is not the case, why?
· Transportation costs
· Import and export tariffs
· Cost of factors of production
· MNEs that monopolize industries have control over price. If demand is high, they can raise the prices. This is known as price discrimination.
Q Explain why a firm would choose foreign direct investment over other types of selling their products. 
The alternatives to FDI: exporting and licensing. 
So why go through the trouble of FDI?
· Viability of exporting is limited by transportation cost and trade barriers
· Licensing has three major drawbacks
1. May result in the loss of valuable technological processes
2. Does not give firm tight control over manufacturing, marketing, etc.
3. Competitive advantage not so much based on product.
· Strategic Behaviour- FDI flows are a reflection of strategic rivalry between firms in the global marketplace (firms following each other)
· Multi point competition: arises when two or more enterprises encounter each other in different regional markets, national markets of industries. Firms try to match each others moves in different markets to try to hold each other in check. 
· Product life cycle approach: invest in other advanced countries when local demand is low and move on when market saturation gives rise to price competition and cost pressure (Xerox loves this)
· Eclectic paradigm
· Location specific advantages are also important for rationale and direction of foreign direct investment. Advantages arise from utilizing resource endowments or assets that are tired to a particular foreign location and that a firm can combine with its own unique assets (tech, marketing, management).
· Firms should set up facilities where foreign assets or resources endowments are located
· Relies on a hefty knowledge base area to obtain location specific advantage

Q. What are the determinants of economic development?
· Political, economic and legal systems all affect economic development
· Geography: by virtue of favorable geography, certain societies were more likely to engage in trade than others and were thus more likely to be open to and to develop market-based economic systems, which in turn would promote economic growth
· Education: nations that invest more in education will have higher growth rates because an educated population is a more productive population. Gets people out of the poverty cycle
· Child labor: always holds a country back from its economic growth potential because kids get stuck in the poverty cycle and rarely receive much education. 
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