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Foreign Exchange Market: Market for converting currency of one country to that of another
Exchange Rate: Rate at which one currency can be converted into another
· Relative price is quoted as either:
· Direct: Foreign in terms of dollars
· Indirect: Dollars in terms of foreign
Functions of Foreign Exchange Market
· Converting currency
· Providing insurance against foreign exchange risk
Purposes of Currency Conversion
1. Income a company receives for exports, investments and licensing agreements abroad
2. Payments for products or services coming from abroad
3. Short/long-term investments in foreign markets
4. Currency speculation
Insuring Against Foreign Exchange Risk
· Foreign Exchange Risk: Adverse consequence of unpredictable changes in the exchange rate
· Risk created by uncertainty in future
· Mechanisms to reduce risk:
· Spot exchange rates: Rate at which a foreign exchange dealer concerts one currency into another on a particular day
· Forward exchange rates
· Currency swaps
Canadian Dollar and the World
· Linked to raw materials Canada exports
· Highly correlated to oil price
· Small businesses are highly susceptible
Exchange Rate Regimes
· Fixed (Pegged): Exchange rate fluctuates in a narrow range against some base currency over a sustained period
· Devaluation and revaluation occur only by central bank decision
· Characteristics:
· Monetary discipline
· Protection from speculation
· Less uncertainty
· Floating (Flexible): Exchange rate fluctuates in wider ranges and government makes no attempt to fix against a base currency
· Dirty Float: Nominally allowed to freely float but government will intervene if it believes it has deviated from its fair value
· Characteristics
· Monetary policy autonomy
· Automatic trade balance adjustment
Economic Theories of Exchange Rate Determination
· PPP: Application of LOP across countries for all goods and service (or rep. basket)
· LOP: In two countries, free of transport costs and trade barriers, the same good must sell for same price when prices expressed in same currency
· Price CAN = ER*Foreign price
· ER = Price home/price foreign

Impact of Money Growth
· Country A supply grows and B stays same
· A will depreciate
· In long run, money supply won’t increase production, only prices and so currency will depreciate by the same magnitude
Empirical Test of PPP – why LOP might not hold
1. Trade Barriers and Non-Tradable Products
a. Transport costs and gov restrictions
b. Services not usually traded
c. Higher transport costs mean greater range to deviate from PPP value
2. Imperfect Competition
a. Selling same product for different prices in different markets to max profits
3. Differences in Measure of Average Prices for Basket of Goods and Services
a. Baskets vary between countries so average price will not be the same
Fisher Equation
· Real interest rate = nominal interest rate – inflation rate
· Used to decide where to invest when inflation is high and differs between countries
Exchange Rate Forecasting
· Efficient Market School: Prices reflect all available public information
· Inefficient Market School: Forward exchange rates will not be the best possible predicator of future spot exchange rates
International Monetary System: Institutional arrangements that countries adopt to govern exchange rates, capital mobility, and balance of payments
Historical Overview of Global Monetary Systems
· Gold standard era
· International monetary system
· Bretton woods system
· IMF and World Bank
· Present System
Macroeconomic Goals
· Two basic goals of an open economy
· Internal Balance: Producing output and price stability
· External Balance: Achieved when an account is neither too far in deficit or surplus
Bank Run: Countries with large and persistent current account deficits were seen ripe for currency devaluation under the Bretton Woods system
· IMF was supposed to provide foreign currency to avoid bank run but it happened anyways
Role of IMF
· Originally to give short term loans to governments of advanced economies
· Then to loan to developing economies when developed ones no longer need it
· Policy making in developing countries
· Criticized for its one size fits all macroeconomic policy approach
· Also creates moral hazard (increased risk when not bearing cost)
· Too powerful for institution without any accountability
World Bank
· Founded to address imperfections in international capital markets
· To borrow temporarily from bank until they grew big enough to borrow commercially
· Things have changed:
· Non-fin constraints of developing countries that limit borrowing
· Global financial markets can now serve bank’s original role
· Developing countries often turn to private sector to finance investments
· Divisions of WB
· International Bank for Reconstruction and Development: Government lending
· International Finance Corporation: Invests in commercial projects
· Multilateral Investment Guarantee Agency: Sells insurance policies to private investors against political risks
· International Development Association: Aimed at reducing poverty
Broader Issues in Financial System
· Inability to handle magnitude of globalization
· Needs coordinated attempt by countries to tame banks form excessive risk
Lecture 7
Strategy: Actions that a manager takes to attain the goals of the firm (most goals is max long-term profitability)
Profit: Difference between total revenues and total costs
· Increase profits by selling more in existing markets or by entering new markets
Profitability: Ratio of rate of return on sales
· Profit/Total revenue
· Increase profitability y lowering costs or raising the price of a product
Value Creation: Group of activities that increase the value of goods and services to customers
· V-P: Determined by competition intensity, lower the intensity, lower the difference
Value Creation
· Two conditions determine firm profits:
· Amount of value customers place on firm’s goods or services (perceived value)
· Firm’s costs of production
· The higher value customers place on products, the higher the price the firm can charge
· But, price charged is typically less than the customer’s perceived value
· Consumer captures excess value in consumer surplus
· Done because firm competes with other firms for customer’s business
· Monopolies can capture all consumer surplus
· Two strategies to create value:
· Low Cost: Focused on lowering cost
· Differentiation: Different products higher price
· What matters most is the V-C gap relative to competitors, higher gap = more competitive firm
· Role of strategy:
· Make things cheaper than competitors
· Make things good enough to be of interest to consumers
Strategic Positioning
· Choose strategy and configure structure to support it
· Increasing opportunity cost, the more consumer value (V) a firm has, the more is must give up in cost efficiency to increase that value
· Strategy, operations and organization must be consistent to attain comparative advantage and higher profit
Firm as Value Chain
· Primary Activities: R&D, production, marketing, sales, service
· Support Activities: Provide inputs that allow primary activities to take place (HR, logistics, info systems, infrastructure)
Profiting from Global Expansion
1. Location Economies: Arise from performing a value creation activity in the optimum location for that activity (ex. legal costs of doing business, etc.)
a. Used to lower C or raise V
b. Tradeoff between location costs and transport/trade costs
2. Greater economies of scale
a. Learning Effects: Dynamic concept that the firm learns to produce cheaper due to larger industry output in the past due to:
i. Learning Effect: As you move down the exp. Curve cost of creating value is lower
ii. Economies of Scale: Reduction in unit cost from producing larger volumes
3. Economies of Scope: Related to producing more than one product
a. Generally more productive than firms that only produce one product
b. Tailor products to host country needs and move down learning curve for each product
4. Greater return from core competencies
a. Core Competencies: Skills within the firm that competitors cannot easily match or imitate
5. Greater return by leveraging valuable skills gained from foreign operations
Pressures for Cost Reduction and Local Responsiveness
· Local responsiveness pressures due to:
· Differences in consumer tastes and prefs
· Differences in infrastructure and tradition
· Differences in distribution channels
· Host-government demands
Choosing a Strategy
1. International Strategy: Create market by transferring valuable skills and products where local competitors are lacking
a. Both pressures low
2. Multi-Domestic Strategy: Customize skills and products to match local conditions
a. Both pressures high
3. Global Strategy: Low cost strategies
a. High cost pressure, low local pressure
4. Transnational Strategy: Value is created at home and in host country then transferred back and forth
a. High local pressure, low cost pressure
Advantages and Disadvantages of Strategies
	
	Pros
	Cons

	Global
	Experience curve effects 
Location economies
	Local responsiveness (low)


	International
	Transfer of core competencies to foreign markets
	Local responsiveness
No location economies

	Multi-Domestic
	High local responsiveness through custom product offerings and marketing 
	No location economies
No experience curve effects
No transfer of core competences

	Transnational
	Experience curve effects
Location economies
High local responsiveness
Global learning benefits
	Difficult to implement due to org issues


Strategies Alliances: Cooperative agreements between potential or actual competitors – specifically between firms from different countries
Reasons to Enter a Strategic Alliance
1. Entry into foreign market
2. Sharing fixed cots and risks of product development
3. Utilizing complementary skills and assets
4. Technological sharing
Combining Environment and Strategy
· Determines a firms ability to expand in a foreign market 
· Considers exchange rate between countries
Real Exchange Rate (RER)
· P: Price of export product
· P  = production cost + transport cost + border costs + fixed costs + other costs
· Exchange Rate = CAD/EU
· A firm’s competitiveness can be represented by the RER which depends on
· Nominal exchange rate between countries
· Price of product being exported
· Price of similar products of other producers in exporting market
· A rise in the RER is a real depreciation of the CAD and a fall is an appreciation
· Real depreciation increases Canadian competitiveness, while appreciation lowers it
Dollar to Euro Real Exchange Rate (q$/Eu)
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Increasing a Country’s Competitiveness
· Depreciation of CAD
· Sound macroeconomic policies
· Inflation not too high and low public debt
· Better environment for business
· Reduce production price, transport cost, export fixed cost, or other costs
· Increasing productivity, investing in better tech, providing better equipment
· Partially can be reduced by country policies above
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Situation Facilitating More Global Trade
· Declining trade barriers
· Reduction in transport cost
· Modern communication and logistics ease
· WWW
· International air access services
Challenges to Exporting
· Smaller enterprises are intimidated by process
· Unanticipated problems with doing business abroad
· Uncertainty about foreign market challenges and opportunities
· Poor market analysis
· Poor understanding of competitive conditions in foreign market
· Problems securing financing
· Other exporting complexities
· Time and experience needed to cultivate foreign business
· Management resources needed
· Face-to-face negotiations needed
· Time to learn about regulations, business practices, etc. before making deals
· Paperwork and complex formalities
Why Exporters are More Productive than Importers
· Spread fixed cost of exporting across products and countries
· Participate in GVCs by engaging in both exports and imports
· Able to withstand exchange rate fluctuations
Letter of Credit (X-M Financing): States bank will pay a specified sum of money to a beneficiary, the exporter, on presentation of specified documents
Draft: Order written by exporter instructing importer to pay specified amount of money at specified time
Bill of Lading: Document issued to exporter by common carrier transporting merchandise, serving as receipt, contract or document of title
Counter Trade: Alternative means of structuring a international sale when conventional means of payment are difficult, costly or non-existent
1. Barter: Direct exchange of goods and services without a cash transaction (uncommon but simple)
2. Counter-Purchase: Firm agrees to purchase certain amount of materials back from country to which a sale is made
3. Offset: Same as counter-purchase where one firm agree to use percentage of proceeds from sale to purchase goods or services, but they can fulfill this obligation with any firm in the country where the sale was made
Communication Strategy Barriers
· Cultural barriers
· Source and country of origin effects
· Noise levels
Communication Channels
· Direct selling
· Sales promotion
· Direct marketing
· Advertising
International Marketing Functions
· When product standardization is important and how to adjust strategy
· Sometimes more profitable to treat each market as separate using segmentation such as:
· Geography
· Demography
· Social-cultural factors
Marketing Mix
1. Product Attributes: Influenced by
a. Cultural differences
b. Economic development – highly developed countries mean more performance attributes
c. Product and technical standards – government standards can rule out mass standardization
2. Place: Means of delivering product, varies by country due to:
a. Retail concentration – how many retailers supply market (few in concentrated)
i. Fragmented – many retailers with none having major share of market
b. Channel length – Number of intermediaries between producer and consumer
c. Channel exclusivity – difficulty for outsiders to access channel
3. Promotion: 
a. Main decision is what strategy to adopt:
i. Push: Personal selling
ii. Pull: Mass media advertising
b. Barriers to communication
i. Cultural
ii. Source and country of origin effects
iii. Noise levels
c. Factors determining strategy type
i. Product type and consumer sophistication
ii. Channel length
iii. Media availability
4. Pricing: Three types of strategies
a. Price Discrimination: Consumers of different countries are charged different prices for same product. Must have:
i. No arbitrage exists
ii. Different price elasticity’s in countries
1. Country income level
2. Competitive conditions
b. Strategic Pricing: Pricing to gain competitive advantage involving:
i. Predatory Pricing: Using price to drive weaker competitors out of market
ii. Multipoint Pricing: When two or more businesses compete against each other in two or more national markets (impact each other)
iii. Experience Curve Pricing: Aggressive pricing builds sales volume and moves down learning curve by lowering per unit cost
Push-Pull Mix
	Push
	Pull

	· Industrial or complex new products
· Short distribution channels
· Few media devices available
	· Consumer goods
· Long distribution channels
· Sufficient media devices are available


Global Advertising
	Standardized
	Non-Standardized

	· Lower cost of value creation
· Creative talent is scarce
	· Cultural differences
· Advertising regulations that differ


Regulatory Influences on Price
· Antidumping regulations
· Dumping occurs whenever a firm sells a product for a price that is less than the cost of producing it
· Importing country will put duties on a product if it is proven that the exporting country was dumping
· Most countries have competition policies that regulate monopoly pricing
New Product Development
· Innovative firms can take markets from rivals
· Innovation can come in two forms:
· Process innovation
· Product innovation
· Rate of innovation is higher in countries where
· More basic research
· Strong demand
· Affluent customers
· Intense competition
Integrating R&D, Production and Marketing
· Uncertainty in R&D – fail to produce products, be first in market, take market even if first
· Integration across functions ensures that:	
· Product development projects are driven by consumer needs
· New products are designed for ease of manufacturing
· Development costs are kept in check
· Time to market is minimized
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Materials Management: Activity that controls the transmission of physical materials through the supply chain from suppliers to consumers
Logistics: Procurement and physical transmission of material through the supply chain from suppliers to consumers
TQM: Management philosophy in which the central focus is need to improve quality of company’s products and services
ISO 9000: Certification process that requires certain quality standards that must be met
Product and Materials Management Function
· Objectives:
· Lower costs – dispersing production activities to various locations where most efficient
· Increasing product quality – eliminating defective products 
· Attaining one will often help with other
Total Quality Management
· Boost product quality
· Central focus is need to improve quality of products and services
· Japan example
ISO 9000
· EU requirement of quality of firm’s manufacturing process to be certified if they want to access the EU marketplace
Where to Produce
· Country Factors: Political economy, culture, relative factor costs
· Technological Factors: 
· Fixed costs – setting up plant
· Minimum efficient scale – level of output at which most plant-level scale economies are exhausted
· Larger scale the greater argument for centralizing production
· Flexible Manufacturing or Mass Customization: Best way to achieve economies of scale is mass standardization
· Unit costs vs. Product variety
· Flexible technology allows: reduced set up time, increased utilization of machines with better scheduling, improved quality control
· Mass Customization: Ability of companies to use flexible manufacturing technology to reconcile two goals that were once thought to be incompatible
· Product Factors
· Value to weight ratio
· Nature of needs that products fulfills
· More common product – less need to diversify manufacturing
Concentration vs. Decentralization
· Concentrate when:
· Differences in factor costs, political economy, culture
· Trade barriers exist
· Externalities from competition favoring same location
· Stable exchange rates
· High fixed costs for production technology, and flexible tech exists
· High value to weight ratio
· Product serves universal needs
· Decentralize when:
· Differences between countries do not have substantial impact
· Trade barriers are high
· Location externalities unimportant
· Volatility in exchange rates
· Low cost for production technology, low efficient minimum scales, flexible tech not available
· Low value to weight ratio
· Product does not serve universal needs
Hidden Costs of Foreign Locations
· Employee turnover
· Shoddy workmanship
· Poor product quality
· Low productivity
Offshoring and Global Value Chains
· Could be economical to combine the labour and capital of different countries to produce a good or service
· Foreign Offshoring: Act of combining services or production of various parts of a good produced in different countries into a final good in another location
Offshoring and Income Distribution
· Offshore tasks that are least skill intensive in home country and most skill intensive in host country
· Labour market equilibrium changes in both countries – relative demand for high skill to low skill rises in both countries at each relative wage
· [bookmark: _GoBack]Inequality rises in both countries
image1.png
(Eye<Pa)






R Y cone

R e s i




