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Q. Define International Business. Also explain the modes, objectives and

advantages of International Business.

Ans. Introduction :

Meaning of International Business :

2. Resource Acquisition :

3. Minimize Competitive Risk :

International business has been playing a crucial role for centuries. In

the present day world it has become indispensable for any country. Its role has increased in

significance, both at the macroeconomic and microeconomic levels. No country developed

or developing produces all commodities to meet its requirements. It needs to import items

that are not produced domestically. At the same time, it tries to export all items that are

produced over and above its domestic requirements.

International business means carrying on business

activities beyond national boundaries. These activities normally include transaction of

economic resources such as:

Goods

Capital

Services (comprising technology, skilled labour and transportation, etc.)

International production.

Production may either involve production of physical goods or provision of services

like banking, finance, insurance, construction, trading and so on. Thus international

business includes not only international trade of goods and services but also foreign

inv

in international business a firm can sell its product in domestic as well as in

foreign market.

It means getting the resources from other countries because

there may be so many resources of other country which may not be available in home

country.

Many companies move internationally to minimize the

risk of competitors. They want to go in international market for defensive reasons.

Ø

Ø

Ø

Ø

estment, especially foreign direct investment.

The main objective of International business is to increase the sale

because

Objectives of International Business :

1. Sales Expansion :
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4. Diversification :

Domestic Business Versus International Business :

Modes of International Business :

Modes of International Business are :

Many companies want to diversify the sources of sales and supplies,
so they may seek foreign market for this purpose.

International business differs from
domestic business in that the former involves across the country transactions or across the
country production or provision of services, whereas, in case of domestic business such
activities are limited to the length and breadth of the country. International business is
different from domestic business. In international business:

(1) Intra-firm transactions using transfer pricing is common.

(2) There are many complexities in international business that are not found in case of
domestic business.

(3) Varying environment-political, legal, economic, socio-cultural and ethical-in host
countries, often not known to the firm.

(4) Presence of political risk and also of exchange rate risk, sometimes leading to
financial risk.

(5) Varying strategies of business in different host countries.

A firm adopts various modes for its entry into business
transaction across borders. Which particular mode a firm should adopt depends, at least,
upon four factors. They are:

(1) Subservience of the corporate objective

(2) Corporate capability

(3) Host country environment

(4) Perceived risk

Modes of International business are:

Contractual
Entry Modes

Foreign
Investment

Direct and
Indirect Export

Counter-Trade

Modes of
International

Business
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(1) Direct and Indirect Export :

(i) Direct Export :

(ii) Indirect Export :

(2) Counter-Trade :

(3) Contractual Entry Modes :

Forms of Technical Collaboration :

Trade mode presents the first step in international
business. It includes export and import. Export may be either direct or indirect:

In case of direct export, a company takes full responsibility for
making its goods available in the target market by selling directly to the end
users, normally through its own agents. Direct export is feasible when the
exporter desires to involves itself greatly in international business; and at the
same time possesses the capacity to do so. There are also some commodities
where direct export is more convenient. They are, for example, air crafts and
similar industrial products.

When the exporting company does not possess the
necessary infrastructure to involve itself in direct exporting, indirect export takes
place. It takes place when the exporting company sells its products to
intermediaries, who in turn sell the same products to the end users in the target
market.

Counter trade is a sort of bilateral trade where one set of goods is
exchanged for another set of goods. In this type of external trade, a seller provides a
buyer with delivers and contractually agrees to purchase goods from the buyer equal
to the agreed percentage of the original sale contract value.

Contractual entry modes are found in case of intangible
products such as technology, patents and so on. When a company develops a
particular technology through its own research and development programme, it likes
to recover the cost of research and development. To this end, it sells the technology
either to a domestic form or to a foreign firm. The contractual entry mode, often known
as technical collaboration or technical joint-venture, is very common.

Technical collaboration normally takes four
forms. They are :

(i) Licensing (ii) Franchising

(iii) Management Contracts (iv) Turnkey Projects

Contractual
Entry Modes

Licensing Franchising

Turn-Key
Projects

Management
Contracts
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(i) Licensing :

Licensor :

Licensee :

(ii) Franchising :

(iii) Management Contracts :

(iv) Turnkey Projects :

(4) Foreign Investment :

(i) Foreign Direct Investment :

(ii) Foreign Portfolio Investment :

Licensing is an arrangement by which a firm transfer its intangible

property such as expertise, know-how, blueprints, technology, and manufacturing

design to its own unit, or to a firm, located abroad. There are two parties:

The firm transferring technology is known as the licensor.

The firm receiving technology at the other end, and so on is known as

the licensee.

In this form of technical collaboration, the franchiser is the entrant and

the franchisee is the host country entity. The franchisee makes use of intellectual

property right, like trademarks, copyrights, business know-how, managerial

assistance, etc.

In a management contract, one company supplies the

other with managerial expertise. Such agreements are normally signed in case of

turnkey projects where the host country firm is not able to manage day to day affairs of

the project or in other cases where the desired managerial capabilities are not

available in the host country. The transfer includes both technical expertise and

managerial expertise.

In a turnkey project agreement, a firm agrees to construct an

entire plant in a foreign country and make it fully operational. It is known as turnkey

because the licensor starts the operation and hands over the key of the operating plant

to the licensee. Agreements for turnkey projects normally take place where the initial

construction part of the plant is more complex than the operational part.

Foreign investment takes two forms. One is foreign portfolio

investment, the other is Foreign Direct Investment.

Foreign direct investment is very much concerned

with the operation and ownership of the host country firm. The very beginning of

the overseas operation of the MNCs is represented by foreign direct investment

comprising investment for establishment of a new enterprise in foreign country

either as a branch or as a subsidiary, expansion of an overseas branch or

subsidiary, and acquisition of overseas business enterprises.

Foreign portfolio investment does not involve

the production and distribution of goods and services. It is not concerned with

the control of the host country enterprise. It simply gives the investor, a non-

controlling interest in the company. Investment in securities on the stock

exchanges of a foreign country is an example of foreign portfolio investment.

Foreign portfolio investment is an investment in the shares and debt securities of

companies abroad in the secondary market nearly for sake of returns and not in the

interests of the management of the company.

Ø

Ø
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Advantages of International Business

(1) Increased Socio Economic Welfare : International business enhances

consumption level, and economic welfare of the people of the trading countries. For

example, the people of China are now enjoying a variety of products of various

countries than before as China has been actively involved in international business

like Coca Cola, McDonald's range of products, electronic products of Japan and

coffee from Brazil. Thus, the Chinese consumption levels and socio-economic welfare

are enhanced.

(2) Wider Market :

(3) Reduced Effects of Business Cycles :

(4) Reduced Risks :

(5) Large Scale Economies :

(6) Provides the Opportunity for and Challenge to Domestic Business :

Q. What are the different forms of economic system? Do they influence

international business decision?

Ans. Meaning of International Business :

International business widens the market and increases the demand

for the product in a single country or customer's tastes market size. Therefore, the

companies need not depend on the preferences of a single country. Due to the

enhanced market the Air France, now mostly depends on the demand for air travel of

the customers from countries other than France. This is true in case of most of the

MNCs like Toyota, Honda, Xerox and Coca Cola.

The stages of business cycles vary from

country to country. Therefore, MNCs shift from the country, experiencing a recession

to the country experiencing 'boom' conditions. Thus international business firms can

escape from the recessionary conditions.

Both commercial and political risks are reduced for the companies

engaged in international business due to spread in different countries.

Multinationals, which were operating in to erstwhile USSR, were affected only partly

due to their safer operations in other countries. But the domestic companies of then

USSR collapsed completely.

Multinational companies due to the wider and larger

markets produce larger quantities. Invariably, it provides the benefit of large scale

economies like reduced cost of production, availability of expertise, quality etc

International

business firms provide the opportunities to the domestic companies. These

opportunities include technology, management expertise, market intelligence,

product developments etc. For example, Japanese firms operating in US provide

these opportunities to US companies. This is more evident in the case of developing

countries like India,African countries andAsian countries

International business means carrying on

business activities beyond national boundaries. These activities normally include

transaction of economic resources such as:
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Goods

Capital

Services (comprising technology, skilled labour and transportation, etc.)

International production.

Production may either involve production of physical goods or provision of services
like banking, finance, insurance, construction, trading and so on. Thus international
business includes not only international trade of goods and services but also foreign
investment, especially foreign direct investment.

Apart from the political and legal environment, the
economic environment also influences international business decisions. This is because the
decision to trade or to locate manufacturing operations varies from one host country to the
other, depending on the form of the economic system existing there and on the various
economic parameter prevailing there, for example:

Level of Income and Inflation

Health of industrial, financial and external factors

Fiscal and monetary policies and many others

Economic environment is very complex in nature. It is very dynamic.

There are three types of economic system:

A CPE is defined as an economy where
decisions regarding production and distribution of goods is taken by a central
authority, depending upon the fulfillment of a particular economic, social and political
objective. The government designs the investment and coordinates the activities of
the different economic sectors. Ownership of the means of production and the whole
process of production lies in the hands of the government.

In the market based economic system, the decision to
produce and distribute goods is taken by individual firms based on the forces of
demand and supply. The means and factors of production are owned by individual and
firms and they behave according to the market forces. The firms are quite free to take
economic decisions. They take such decisions for the purpose of maximizing their
profit or wealth.

Mixed economy is a compromise between the two. In other words,
the system of mixed economy possesses the features of the first two systems. Thus,
mixed economy, which represents a mixture of state control on one hand and the
economic freedom of entrepreneurs and consumers on the other is the natural
outcome. It is more common form of the economic system insofar as neither of the first
two systems is found in the purest form. To cite an example, the Indian economy
represents a mixed economic system Economic activities that are fraught with social
considerations are owned and regulated by the government. The others are owned
and performed in the private sector.

Meaning of Economic Environment :

(A) Forms of Economic System :

(1) Centrally Planned Economy (CPE) :

(2) Market based Economy :

(3) Mixed Economy :
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(B) Preliminary Economic Indicators :

(i) Level of Income and its Distribution :

Country Classification Per Capital Income

Whenever a firm moves abroad for international

business, it takes into account some preliminary economic indicators of the host

country at a particular point of time, as well as over a particular period. These

economic indicators help the firm know, among other things,

The size of demand for its product.

The expected cost of production and the net earnings, so as to ascertain its

competitive edge.

Whether it will be able to smoothly repatriate its earnings back to its home

country.

The important economic indicators are:

The size of demand for a product is dependent

upon the size of income of its buyer. This is why a firm doing business with a foreign

country evaluates the income level existing in that foreign country. The level of income

is normally represented by the gross national product or gross domestic product. Thus

the income level in a particular country should better be evaluated in terms of per

capita income. It is on this basis that the World Bank has classified different countries

as:

Low Income Country

Middle Income Country

High Income Country

Low Income Country US $875 or less

Middle Income Country US $876-10725

High Income Country US $10726 or above

Based on the level of income and some other economic and socio-economic indicators, one

can group the countries into:

Developed

Developing

The distribution of income in the host country is important for multinational firms for

attempting market segmentation. They can market a simple version of a particular product at

low prices among low-income consumers. At the same time, they can market a

sophisticated version of the same product at very high price among the wealthy people in the

same country.

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø
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(ii) Inflation :

(iii) Consumption Behavior :

(iv) Availability of Human and Physical Resources :

(v) Network of Infrastructure :

(vi) Fiscal, Monetary and Industrial Policies :

Fiscal Policy :

Monetary Policy :

Industrial Policy :

It is a fact that the size of demand for a product depends not only on the level

of income and its distribution, but it is also subject to the level of inflation in the country.

It is because the purchasing power of the consumers depends on their real income.

The higher the level of inflation, the lower is the real income and the purchasing power

of the consumers. Thus, when a multinational firm decides to set up a manufacturing

unit in a foreign country, it has to take into account the rate of inflation in the host

country.

Consumption behavior or the pattern of consumption
influences the demand for a particular product to a sizeable extent. In a low income
country, where the consumers care more for price rather than for the quality of the
goods, multinational firms find it very difficult to sell their improved quality, high price
products, even if they are for the daily use of common people.

Easy availability of human and
physical resources makes the manufacturing process easier and at the same time
lowers the cost of production so as to confer upon the firm a competitive edge. This is
because if such resources are in abundance, they are available with no difficulty and at
a lower cost.

Building up of supportive infrastructure is a prerequisite
for the development of industry. For successful operation, a firm needs uninterrupted
power supply, good road/rail line, efficient communication system and so on. This is
whey multinational firms must take into account the availability of infrastructure while
analyzing the economic environment in a host country.

Various forms of economic policies
pursued in the host country make the economic environment either congenial or act as
a deterrent to the operation of a multinational firm. Corporate income tax, excise duty
and tariff on import in the host country do influence international trade and investment.

The fiscal policy does not deals simply with various taxes and
duties, but it is more concerned with the budgetary deficit or fiscal deficit

With regard to the monetary policy, it is found that it has
definite influences on the money supply and the rate of inflation, rate of interest
and the cost of credit and on the general health of the financial sector. If the
monetary policy is such that it keeps inflation within manageable limits, keeps
the interest rate low and strengthens the heath of financial institutions and
banks, credit availability for a firm will be easier and cheaper. All this will have a
positive impact on the operational cost of the firm, which means greater
competitive strength.

Again, one of the aspects of the industrial policy is related to
the area where foreign investors can invest. If the policy is restrictive on this
count, it permits foreign investors only into a very limited area of the industrial
economy. On the contrary, a liberal policy environment helps attract foreign
investment.

Ø

Ø

Ø
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(vii) Strength of External Sector :

(C) Process of Analyzing Economics Environment :

Q. Explain the International Political Environment.

Ans. Political Environment :

Forms of Political System :

Forms of Political System

Multinational firms are greatly interested in repatriating
profits to their parent unit. Repatriation is easier when the monetary authorities in the
host country pursue a liberal policy in this respect. The policy is liberal only when the
balance of payments position is strong enough and the size of foreign exchange
reserves is comfortably large.

The preceding section
incorporates some major economic indicators that are taken into consideration by a
multinational firm. The firm judges these indicators prevailing at a particular point of
time, mainly at the time of export or of setting up of a venture. But this is not enough.
The firm has to analyse the trend of these variables over a specified period. For the
past, there is no problem. This is because historical data is normally available. But for
the future, the firm relies on the forecast that may be made on the basis of the past.

The influence of political environment on business is
enormous. Political environment includes:

(1) Political ideology of government regarding :

Foreign investment Foreign trade

Tariffs Working of MNCs

Price Controls Liberalisation

Globalisation Privatisation etc.

(2) Political stability in the country.

Democracy Totalitarian System

Parliamentary Presidential Secular Theocratic
Democracy Democracy Totalitarianism Totalitarianism

The political scenario often varies between the two extremes :

Ø Ø

Ø Ø

Ø Ø

Ø Ø
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(1) Democracy :

(i) Parliamentary Democracy :

(ii) Presidential Democracy :

(2) Totalitarianism :

Types of Political Environment :

(1) Political Environment of Domestic Country :

(2) Political Environment of Foreign Country :

(3) International Political Environment :

Political Risk :

The purest form of democracy represents direct involvement of citizens
in policy making. This is because, the democratic set-up is "of the people, for the
people, and by the people". But with the growing time and distance barriers over time,
it did not remain feasible for all citizens to participate in the political process, and as a
result, democracy turned into a representative democracy where only the elected
representative have a say in political decision. Whatever may be the form of
democracy, the people enjoy fundamental rights of various kinds of freedom and civil
liberties.

In parliamentary democracy, political decisions
are influenced by widely varying interest groups.

On the contrary, they are comparatively centralized
in presidential democracy, although the head of the government is an elected
representative.

Totalitarianism, at the other extreme, represents monopolization of
political power in the hands of an individual or a group of individuals with virtually no
opposition. The policy is simply the dictates of the ruler. Constitutional guarantee are
denied by the citizens.

Political environment is of three types:

It refers to political environment of the
country in which MNC operates. Usually less developed countries view foreign firms
and foreign capital investment with distrust. On the other hand, different political
parties, especially opposition parties often accuse foreign firms of not providing the
latest technology, violating the rules and seeking favours from the ruling party.

It refers to political environment of the
country to which MNC belongs. MNCs are also affected by political ideology of their
parent country.

International political environment is created
from the interaction between the domestic and foreign political environment.
International political environment is changing very fast and these changes affect the
domestic, economic and political environment.

There is no precious definition. However, in Thunell's view, political risk is
said to exist when sudden and unanticipated changes in political set-up in the host country
lead to unexpected discontinuities that bring about changes in the very business
environment and corporate performance.

For Example, if a rightist party wins election in the host country and the policy towards
foreign investment turns liberal, it would create a positive impact on the operation of MNCs.
On the other hand, if a left party comes to power in the host country, it will have a negative
impact on the operation of MNCs. It is the negative impact that is normally the focus of
attention of transnational investors.
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Forms of Political Risks :

(1) Expropriation :

(2) Currency Inconvertibility :

(3) Credit Risk :

(4) Risk from Ethnic, Religious, or Civil Strife :

(5) Conflict of Interest :

(6) Corruption :

Evaluation or Assessment of Political Risk :

(1) Qualitative Approach :

Some of the forms of political risks are:

Expropriation means seizure of private property by the government.
Confiscation is similar to expropriation, but the difference between two is that while
expropriation involves payment of compensation, confiscation does not involve such
payments. International law provides protection to foreigner's property. It provides for
compensation in case of unavoidable seizure. But the process of compensation is
often lengthy and cumbersome. The firm usually requires going-concern value tied to
the present value of lost future cash flows. On the other hand, government prefers
depreciated historical book value, which is lower in the eyes of the firm.

Sometimes the host government enacts law prohibiting
foreign companies from taking their money out of the country or from exchanging the
host country currency for any other currency. This is a financial form of political risk.

Refusal to honour a financial contract with a foreign company or to
honour foreign debt comes under this form of political risk.

Political risk arises on account of war
and violence and racial, ethnic, religious or civil strife within a country.

The interest of MNCs is normally different from the interest of the
host government. The former manifests in the maximization of corporate wealth, while
the latter is evident in the welfare of the economy, in general and of the citizens of a
constituency, in particular. It is the conflicting interest that gives rise to political risk.

Corruption is endemic in many host countries, as a result of which MNCs
have to face serious problems. Transparency International has surveyed 85 countries
and has brought out the Corruption Perception Index. Many countries rank high on this
index.

Assessment of political risk is an important
step before a firm moves abroad. It is because if such risks are very high, the firm would not
like to operate in that country. If the risk is moderate or low, the firm will operate in that
country, but with a suitable political-risk management strategy. But any such strategy cannot
be formulated until one assesses the magnitude of political risk. The ways of assessment
may be either qualitative or quantitative.

Qualitative approaches involve inter-personal contact.
Persons are often available who are well acquainted with the political structure of a
particular country or region.

They may come from within the enterprise, particularly those who are posted in
that area.

They may come from outside the firm-from academic institutions or from foreign
offices of the government or from the field of journalism, especially
correspondents in that area.

Ø

Ø
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Sometimes a company sends a team of experts for on the spot study of the

political situation in a particular country. This step is taken only after a

preparatory study yields a favourable feature. This method gives a more reliable

picture but it is always subject to availability of correct information from the local

people in the host country.

The qualitative approach also involves the examination and interpretation of

diverse secondary facts and figures

Quantitative tools are also used to estimate political risk. The

following techniques are used:

American Can uses a

computer programme known as primary risk investment screening matrix

involving about 200 variables and reducing them to two numbers. The variables

include, in general, :

Frequency of changes in government

Level of violence in the country

Conflicts with other nations

Economic factors such as inflation rate, external balance deficit, growth

rate of the economy and so on.

Robert Stobaugh (1969) uses a decision-tree

approach to find out the probability of nationalization. He begins his analysis

from the very contention whether there will be change in the government. If there

is change, the new government may or may not opt for nationalization. If it does

opt for nationalization, the question of whether it will pay adequate

compensation arises. Thus, in each possible event, there are many possible

sub-events. Probabilities of the events occurring are indicated along the tree

branches. Probabilities are multiplied along the branches and then they are

summed up.

There is 50 per cent probability of change in government and 50 per

cent probability for no change in government. If the government changes, there

is 40 per cent probability for nationalization and 60 per cent probability for no

nationalization. Again, if there is nationalization, there is 60 per cent probability

for adequate compensation and 40 per cent probability for inadequate

compensation. With these figures, the probability of nationalization without

adequate compensation would be:

0.5 X 0.4 X 0.4 = 0.08

Haner uses a scale beginning from zero to seven in order to

rate political risk. He groups the factors leading to political risk into two parts-

Ø

Ø

Ø

Ø

Ø

Ø

(2) Quantitative Models :

(i) Primary Risk Investment Screening Matrix :

(ii) Decision-Tree Approach :

Example :

(iii) Scale Technique :
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Fractionalisation of the political spectrum

Fractionalisation of the social spectrum

Restrictive measures required to retain power

Socio-economic conditions

Strength of radical left government

Dependence on a hostile major power

Negative influence of regional political forces

After adding up the rating points, if the total is 19 or below, Haner is of the

view that the political risk is only minimal.

If the total lies between 20 and 34, the risk may be acceptable.

If the total lies between 35 and 44, the risk is suppose to be very high.

If the total exceeds 44 rating points, it is not advisable to investment in that

country.

The political risk management strategy depends upon the

type of risk and the degree of risk the investment carries. It also depends upon the timing of

the steps taken. For example, the strategy will be different if it is adopted prior to investment

from that adopted during the life of the project. Again, it will be different if it is adopted after

expropriation of assets. The management of political risk is divided into three sections:

Investment will prove a viable venture if political

risk is managed from the very beginning-even before the investment is made in a

foreign land.At this stage, there are five ways to manage it.

In the first method, the factor of political risk is

included in the very process of capital budgeting and the discount rate is

increased. But the problem is that it penalizes the flows in the earlier years of

operation, whereas the risk is more pronounced in the later years.

The risk can be reduced through reducing the

investment flow from the parent to the subsidiary and filling the gap through local

borrowing in the host country. In this strategy, it is possible that the firm may not

get the cheapest fund, but the risk will be reduced. The firm will have to make a

trade-off between higher financing cost and lower political risk.

If the investing company undergoes

an agreement with the host government over different issues prior to making any

investment, the latter shall be bound by that agreement.

(a) Internal Factors :

(b) External Factors :

Conclusion of this Technique :

Management of Political Risk :

(A) Management Prior to Investment :

(1) Increased in Discount Rate :

(2) Reducing the Investment Flow :

(3) Agreement with the Host government :

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø
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(4) Planned Divestment :

(5) Insurance of Risk :

(B) Risk Management during the Life Time of the Project :

(1) Joint Venture and Concession Agreement :

(2) Political Support :

(3) Structured Operating Environment :

(4) Anticipatory Planning :

(C) Risk Management following Nationalisation :

Planned divestment is yet another method of reducing
work. If the company plans an orderly shifting of ownership and control of
business to the local shareholders and it implements the plan, the risk of
expropriation will be minimal.

Political risk can also be reduced by the insurance of risk.
The investing firm can be insured against political risk. Insurance can be
purchased from governmental agencies, private financial service, organizations
or from private property-centred insurers.

Management of risk during
the pre-investment phase lessens the intensity of risk, but does not eliminate it. So the
risk management process continues even when the project is in operation. There are
four ways to handle the risk in this phase.

In a joint venture agreement, the
participants are local shareholders who have political power to pressurize the
government to take a decision in their favour or in favour of the enterprise. In
case of concession agreements that are found mainly in mineral exploration, the
government of the host country retains ownership of the property and grants
lease to the producer. The government is interested in earning from the venture
and so it does not cancel the agreement.

Risk can also be managed with political support.
International companies sometimes act as a medium through which the host
government fulfils its political needs. As long as political support is provided by
the home country government, the assets of the investing company are safe.

The third method is through a structured
operating environment. Political risk can be reduced by creating a linkage of
dependency between the operation of the firm in high risk country and the
operation of other units of the same firm in other countries. If the unit in a high
risk country is dependent on its sister units in other countries for the supply of
technology or raw material , the former is normally not nationalized so long as
dependency is maintained.

Anticipatory planning is also useful tool in risk
management. It is a fact that the investing company takes necessary
precautions against the political risk prior to the investment or after the
investment. But it is of utmost significance that it should plan the measures to be
taken quite in advance.

Despite care taken by the
international firms for minimizing the impact of political risk, there are occasions when
nationalization takes place. In such cases, the investing company tries to minimize the
effects of such a drastic measure. There are many ways to do it.
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(1)

(2) Political and Economic Pressure :

(3) Arbitration :

(4) Approach the Court of Law :

Q. Write a note on the Human-Cultural Environment.

Ans. Human-Cultural Environment :

Human Cultural Environment affecting International Trade

The investing company negotiates with the host government on various issues
and shows its willingness to support the policy and programmes of the latter.
Sometimes the investing company foregoes majority control in order to please
the host government.

On failure of negotiation with the host
government, the investing company tries to put political and economic pressure.

If nationalization is not reversed through negotiation and political-
economic pressure, the firm goes for arbitration. It involves the help of a neutral
third party who mediates and asks for the payment of compensation.

When the arbitration fails, the only way out is to
approach the court of law. The international law suggests that the company has,
first of all, to seek justice in the host country itself. If it is not satisfied with the
judgement of the court, the company can go to the international court of justice
for fixation of adequate compensation.

Business is an integral part of society and both
influence each other. Human-Cultural Environment: Human cultural environment is studied
into four parts:

Concept Elements of Culture Management
of Culture Culture Diversity of Cultural

Diversity

1. Language 1. Hosfseds’ 1. Define the business
2. Religion Study goal from the home
3. Education 2. Kluckhohn and country perspective
4.Attitudes and strodtbeck’s 2. Define the goal from

Values Study host country
5. Customs 3. Fons perspective
6. Social Institutions Trompenaars 3. Compare the two

Study and note the
difernces

4. Eliminate the
difference
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(A) Meaning of Culture :

(B) Elements of Culture :

(1) Language :

(2) Religion :

(3) Education :

Culture represents the entire set of social norms and responses

that dominate the behavior of persons living in a particular geographic or political

boundary. It is a fact that cultural boundaries may differ from national/political

boundaries because individuals with varying cultural back-grounds may reside in a

particular nation.

Culture as noted earlier represents the whole set of social norms and responses that

shape the

Knowledge

Beliefs

Morals

Attitude

Behavior and

The very way of life of a person or a group of persons.

Culture is not in-born. It is acquired and inculcated.

Based on the definition of culture, there are a feq basic

elements of culture. These elements are universal, meaning that they from the cultural

environment of all societies. But, what is important is that they perform differently in

different societies, leading ultimately to cultural diversity across different societies.

Czinkota et al list these elements as follows:

Language is the medium through which message is conveyed. It may be

verbal or non-verbal. The former includes the use of particular words or how the words

are pronounced. When an international manager gives the instructions to his

subordinates, who normally come from the host country, the instructions must be

understood properly by the latter. There is no problem, if the language spoken in the

home country and the host country is similar. But normally it is not.

Religion is another element of culture. Irrespective of forms, religion

believes in a higher power. It sets the ideals of life and thereby the values and attitude

of individuals living in a society. These values manifests in individual's behavior and

performance.

The level of education in a particular culture depends primarily on the

literact rate and on enrolment in schools and colleges. This element has a close

relationship with the availability of skilled manpower, availability of workers and

managers who can be sent to the home country for training, production of

sophisticated products and with the adaptation of imported technology. If the level of

education is high in a particular society, it is easy for multinational firms to operate

there. It is because skilled manpower will be easily available, its training will be east

and the firm will be able to produce sophisticated goods.

Ø

Ø

Ø

Ø

Ø

Ø
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(4) Attitude and Values :

(5) Customs :

(6) Social Institutions :

(C) Cultural Diversity :

(1) Hofstede's Study :

(2) Kluckhon and Strodtbeck's Study :

Values are belief and norms prevalent in a particular society.
They determine largely the attitude and behavior of individuals towards work, status,
change and so on. In some societies, where income and wealth are emphasized upon,
people work for more hours ion order to earn more. On the contrary, in societies where
leisure is preferred, people work only for limited hours, just to meet their essential
wants necessary for survival. Again the attitude towards social status is an important
factor. Those who believe in higher social status spend even more and to this end they
work more and earn more.

Customs and manners vary from one society to another. In the United
State ofAmerica, silence is taken as negation, while it is not so in Japan.

Social institutions form an integral part of culture. They are
concerned mainly with the size of the family and social stratification. In the United
State of America and the United Kingdom and most other developed countries, the
size of the family is small, comprising of a husband, wife and children. But in many
other countries, especially in developing ones, grand parents too are a part of the
family. In yet another group of countries the family is larger comprising of cousins,
aunts and uncles. In India, the joint family system is still prevalent.

In the preceding section, it has been mentioned how the various
elements of culture vary in different societies. In some societies, individualism
motivates personal accomplishment, while in others, the concept of the group is
prominent. It is the cultural diversity that shapes the managers as either risk averse or
risk taking leaders. The former are conservative in their decisions, while the latter are
aggressive. Some managers give priority to long-term goals, while the others are
contended with achieving short-term goals. It is the cultural background that makes
the two different from each other.

But it is important to know that why such diversity exists. To explain the bases of diversity, a
few of models have been developed.

Hofsede's study surveyed 117000 employees in 88 countries and
suggests that cultural diversity among nations has four dimensions. They are:

(i) Individualism/collectivism

(ii) Masculinity/ femininity

(iii) Power distance

(iv) Uncertainty avoidance

Similarly, Kluckhon and Strodtbeck identify five
problems that ten to cultural diversity. They are:

(i) Human-Nature relationship

(ii) Orientation towards time

(iii) Beliefs about human nature
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(iv) Activity orientation of human being

(v) Inter-human relationship

Trompenaars' study covers 15,000 managers from 28

countries. It concludes that cultural diversity is found because of the existence of a few

relationship orientations manifest in form of:

(i) Universalism vis-à-vis particularism

(ii) Neutralism vis-à-vis emotionalism, and

(iii) Achievement vis-à-vis ascription.

If an MNC moves to a country with a similar

cultural envirornment, operational problems do not emerge on this count. But this is seldom

a case. Generally, the culture in the parent company's country is found to be different from

that in the country where its subsidiaries exist. This causes serious operational problems

and effects the competitive advantage of the firm, which lies at the very root of every MNC's

success.

(i) Poor communication between top managers and subordinates

(ii) Non-responsive attitude leading to inefficiency

(iii) Lack of responsiveness towards innovated product/technology

(iv) Buying pattern among consumers may not encourage large scale production

(v) Varying concept of human resource management may weaken employer-

employee relationship

(vi) Varying culture, limiting the scope for advertisement/sales promotion campaign

Lee outlines a procedure for decision making in

different cultural setups. It is a four step model The successive steps are:

(i) To define the business goal from the home country perspective

(ii) To define the same goal from host country perspective

(iii) To compare the two and note the differences, and

(iv) To eliminate the difference and to find an optimal solution.

World trade expansion and growth depend on economic growth of

world economy, relation among different countries, international liquidity and different

forums which are working for promotion of foreign trade. Increase in world trade has positive

relationship with the growth rate of different economies of the world. All economically

advanced countries have higher percentage of foreign trade with their Gross Domestic

Product.

(3) Fons Trompenaars' Study :

Diverse Culture and CompetitiveAdvantage :

Cutural Diversity Impeding CompetitiveAdvantage of an MNC :

(D) Management of Cultural Diversity :

Q. What do you mean by World Trade? Explain the trends in world trade.

Ans. Introduction :
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Meaning of World Trade :

Trends in World Trade :

(1) Increase in World's Exports :

Trends in World Exports

Year World's Exports (in billion US dollars)

(Source: World Development Report, 2005)

(2) Top Exporters in Merchandising World Trade :

World trade helps a country to utilize its natural resources and to

export its surplus production. It is only because of world trade that oil-exporting countries are

utilizing their natural resources and are able to increase the level of economic development

of their countries. World trade helps the country to import technical know-how and thus the

importing country can utilize world's best technology. At the time of natural calamity, a

country can import food grains and other goods from abroad. World trade has helped the

developing and least developed countries to import machinery, capital goods, technical

know-how from industrially advanced countries.

Trends in world trade can be analysed in the following manner:

World's exports have increased significantly. In the
year 1950, world's exports were only 55 billion dollars and in the year 2004, it has
increased to 9,153 billion dollars. It means that in these 54 years world's exports have
increased 166 times. It is clear from the following table:

1950 55

1960 113

1970 280

1980 1846

1990 3311

2002 6455

2003 7503

2004 9153

The main reason for increase in world's exports is reduction in tariff and non-tariff
barriers, multilateral trade, increase in means of communication, transportation, etc.

In the year 2004, the largest
exporting country in world trade is Germany. Its hare in total world's export is 10 per
cent. The top five exporting countries of the world are:

Germany USA

China Japan

France

Ø Ø

Ø Ø

Ø
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India's ranking in world's export is 30th. Its share in total world's export is just 0.8 per
cent. Data regarding value of exports, percentage in world's exports and their ranking
given in the following table:

Germany 912.3 10.0 1

U.S.A 818.8 8.9 2

China 593.3 6.5 3

Japan 565.8 6.2 4

France 448.7 4.9 5

India 75.6 0.8 30

In the year 2004, the
largest importer in world trade was U.S.A. Its share in world's imports was 16.1%.
India's ranking in world's import is 23rd. India's percentage in world' import is just 1.0%
The world's five big importers are:

U.S.A. Germany China

France U.K.

U.S.A 525.5 16.1 1

Germany 716.9 7.6 2

China 561.2 5.9 3

France 465.5 4.9 4

U.K. 463.5 4.9 5

India 97.3 1.0 23

World's Merchandise (Goods) Export Trade-2004

Name of Amount of Export % of Total World Ranking in
Country (in billion US dollars) Exports World Exports

Total World 9153 100 -

(Source: Statistical Outline of India, 2005-06)

(3) Top Importers in Merchandising (Goods) World Trade :

World's Merchandise (Goods) Import Trade-2004

Total World 9495 100 -

(Source: Statistical Outline of India, 2005-06)

Ø Ø Ø

Ø Ø

Name of Amount of Export % of Total World Ranking in
Country (in billion US dollars) Exports World Exports
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(4) World Trade in Services :

World's Exports in Services-2004

Total World 2125 100 -

(Source: Statistical Outline of India, 2005-06)

World's Imports in Services-2004

Total World 2095 100 -

(Source: Statistical Outline of India, 2005-06)

(5) Exports of Developing Countries :

Services is another area in which world trade is expanding

very fast. Service sector mainly includes travel, tourism, banking, insurance,

telecommunication, business outsourcing (call centres), IT enabled services,

consultancy, media-services, software, advertising, transportation, etc.

U.S.A 525.5 15.0 1

U.K. 171.8 8.1 2

Germany 133.9 6.3 3

France 109.5 5.2 4

Japan 94.9 4.5 5

India 39.6 1.9 16

U.S.A 260.0 12.4 1

Germany 193.0 9.2 2

U.K. 136.1 6.5 3

Japan 134.0 6.4 4

France 96.4 4.6 5

India 40.9 2.0 15

Among developing countries, the top five

countries in world trade are:

Name of Amount of Export % of Total World Ranking in
Country (in billion US dollars) Exports World Exports

Name of Amount of Export % of Total World Ranking in
Country (in billion US dollars) Exports World Exports
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Hong Kong

Taiwan

Korea

China

Singapore

Their combined share is 50% of exports of all developing countries.

World Trade in terms of product groups comprise

Foodstuff,

Agricultural raw materials,

Fuels,

Ores and metals

Textiles

Chemicals

Machinery

Transport equipment

Gems and jewellery

Computer software

Leather products etc.

Nowadays trade in services like banking, software, shipping, telecommunication,

travel, tourism etc. is increasing at a faster rate. Presently, World Trade includes

engineering goods, capital goods, technology, computer software, services,

chemicals, along with agricultural goods. So composition of world trade is changing

and share of industrial goods and services is expanding at a faster rate, than

traditional export items.

Some of the leading blocs have

improved their share in world trade. The objective of these blocs is to promote free

trade and economic cooperation among different regions of globe.

Earlier, up to the year 1994, world

trade was mainly bilateral. In bilateral trade, agreement is signed between two

nations. With the growth in World Trade Organisation, there is shift from bilateral to

multilateral trade. In multilateral trade, trade agreements are signed among many

nations at a time.

Earlier, various tariff and non-tariff

restrictions were imposed on world trade. These restrictions were

Import quotas,

Custom duties

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

(6) Composition of World Trade :

(7) Growth of Regional Blocs in World Trade :

(8) Shift from Bilateral Trade to Multilateral Trade :

(9) Shift from Restricted Trade to Free Trade :
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Discriminatory transport charges

Voluntary import restraints

Licence system

Subsidies

Commercial prohibition etc.

But now as per the directions of WTO, both tariff and non-tariff barriers to international

trade have been reduced. In other worlds, free trade is increasing in the World Trade.

By macro risk we mean, risks affecting all the multinational firms. The

major macro risks are:

Governments may, as a matter of political philosophy, force

firms to disinvest. Forced disinvestment may take place for variety of reasons such as:

a) That the government believes that it may make better utilization resources

b) It feels that such a take over may improve the image of the government

c) Government wants to control these resources for strategic or developmental

reasons.

The forced disinvestments are legal under international law as long as it is

accompanied by adequate compensations. Such a takeover does not involve

the risk of total loss of assets, however, some times the compensation provided

by the government may not match the expectation of company taken over by the

governments.

Usually takeovers and nationalization are done

as a matter of political philosophy. While doing so, a general policy of takeover or

nationalization is announced with a package of compensation. The company

owners are asked to withdraw from the management for announced

compensation which usually does not match with the expectation of the owners

of company.

This is another

form of forced disinvestment. In this the government expropriates legal title to

property or the stream of income the company generates. Confiscation may be

with a minimal compensation or even without compensation.

The purpose of these regulations is to reduce

profitability of MNC's. These regulations may relate to the tax laws, ownership,

management, re-investment, limitations on employment and location.

Ø

Ø

Ø

Ø

Ø

(A) Macro Risks

(B) Micro Risks

(A) Macro Risks :

(1) Forced Disinvestment :

Forms of Forced Disinvestment :

(i) Takeovers/Nationalization :

(ii) Confiscation/Expropriation with or without Compensation :

(2) Unwelcomed Regulations :
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(3) Interface with Operations :

(4) Social Strife :

(B) Micro Risks :

(1) Goal Conflicts with Economic Policies :

(2) Corruption and Bureaucratic Delays :

Interface with operations refer to any government activity
that makes it difficult for business to operate effectively. This risk includes such things
as government's encouragement of unionization, government's expression of
negative comments-about foreigners and discriminatory government support to
locally owned and operated business. The governments generally engage in these
kinds of activities when they believe that a foreign company's operation could be
detrimental to local development or would harm the political interest of the
government.

In any country there may be social strife arising due to ethnic, religious,
tribal or civil tensions or natural calamities such as drought, etc. may cause economic
dislocation.

Micro risks are firm specific and affect every firm differently. The micro
risks are:

Conflicts between objectives of
multinational firms and host government have risen over such issues as the firm's
impact on economic development, foreign control of key industries, sharing of
ownership and control with local interest, impact on host country's balance of
payment, influence on the exchange rate and control over export market, and of
domestic versus foreign executives.

The economic policies of the government are geared to achieve sustainable rate of
growth in per capital, gross national product, full employment, price stability external
balance and fair distribution of income. The policies through which these objectives
are to be achieved are as follows:

Monetary Policies

Fiscal Policies

Trade Policies and economic controls

Balance of Payment and Exchange Rate Policy.

Economic Development Policies.

Each of these policies may conflict with the goals of MNCs.

Political corruption and blackmail contribute
to the risk. Corruption is endemic to developing countries. If these bribes are not paid,
either the projects are nor cleared or delayed through bureaucratic system to make the
project instructions.

Ø

Ø

Ø

Ø

Ø
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Q. Explain the Balance of Payment in detail.

Ans. Balance of Payments :

(1) Current Account :

CurrentAccount Receipts CurrentAccount Payments

(i) Export and Imports of Goods :

Balance of payments is a statement listing receipts and

payments in the international transactions of a country. In other words, it records the inflow

and the outflow of foreign exchange. The system of recording is based on the concept of

double entry book keeping, where the credit side shows the receipts of foreign exchange

from abroad and the debit side shows payments in foreign exchange to foreign residents.

Disequilibrium does occur, but not form accounting point of view because debit and credit

balances equal each other if the various entries are properly made.

Again receipts and payments are compartmentalized into two heads:

The current account records the receipts and payments of foreign

exchange in the following ways. They are:

Export of Goods Imports of Goods

Invisibles: Invisibles:

Services Services

Unilateral transfers Unilateral transfers

Investment Income Investment Income

Non-monetary movement of gold Non-monetary movement of gold

The explanations are:

Export of goods effects the inflow of foreign

exchange into the country while import of goods causes outflow of foreign exchange

from the country. The difference between the two is known as the balance of trade.

If export exceeds import, balance of trade is in surplus.

Excess of import over export means deficit balance of trade.

Ø Ø

Ø Ø

Ø Ø

Ø

Ø
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(ii) Exports of Invisibles :

(iii) Non-Monetary Movement of Gold :

(2) Capital Account :

CapitalAccount Receipts CapitalAccount Payments

Balance of Payments

Balance of Trade

Balance of CurrentAccount

Balance of Capital Account

Overall balance of payments

Definition of Balance of Payment

According to Kindleberger

Trade in services embraces receipts and payments on

account of travel and tourism, financial charges concerning banking, insurance,

transportation and so on. Investment income includes interest, dividend and other

such receipts and payments.

There is another item in the current account,
known as non-monetary movement of gold. It may be noted that there are two types of
sale and purchase of gold. One is termed as monetary sale and purchase that
influences the international monetary reserves. The other is non-monetary sale and
purchase of gold. This is for industrial purposes and is shown in the current account.

Similarly capital account transactions take place in the following
ways:

Long term inflow of funds Long term outflow of funds

Short term inflow of funds Short term outflow of funds

The flow on capital account is long-term as well as short-term. The difference between
the two is that the former involves maturity over one year, while the short-term flows are
affected for one year or less.

(i) The credit side records the official and private borrowing from abroad net of
repayments, direct and portfolio investment and short-term investments into the
country.

(ii) The debit side includes disinvestment of capital, country's investment abroad, loans
given to foreign government or a foreign party and the bank balances held abroad

= Export of goods-Imports of goods

= Balance of Trade + Net Earnings on Invisibles

= Foreign exchange inflow - Foreign exchange
outflow, on account of foreign investment, foreign loans, banking transactions, and
other capital flows

= Balance of current account + Balance of capital
account

"The balance of payment of a country is a systematic record of all economic
transactions between its residents."
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Features of Balance of Payments :

(1) Systematic Records : It is a systematic record of receipts and payments of a country

with other countries.

(2) Fixed Period of Time :

(3) Comprehensiveness :

(4) Double Entry System :

(5) Adjustment of Differences :

(6) All items-Government and Non-Government :

Q. What are the different approaches for adjustment of Balance of Payments?

Ans. DifferentApproaches toAdjustment:

(A) The Classical View :

(B) Elasticity Approach :

It is a statement of account pertaining to a given period of time,

usually one year.

It includes all the three items, i.e.,

Visible

Invisible

Capital Transfers

Receipts and payments are recorded on the basis of double

entry system.

Whenever there is difference in actual total receipts and

payments, need is felt for necessary adjustment.

Balance of payments includes

receipts and payments of all items government and non-government.

Classical economists were aware of the balance of payments

disequilibrium, but they were of the view that it was self adjusting. Their view, which

was based on the price-specie-flow mechanism, stated that an increase in money

supply raises domestic prices, where by exports become uncompetitive and export

earnings drop. Foreign goods become cheaper, and imports rise, causing the current

account balance to go into deficit in the sequel. Precious metal leaves the country in

order to finance imports. As a result, the quantity of money lessens, that lowers the

price level. Lower prices in the economy lead to greater export and trade balances

reaches equilibrium once again.

After the collapse of the gold standard, the classical view could

not remain tenable. The adjustment in the balance of payments disequilibrium was

thought of in terms of changes in the fixed exchange rate, that is through devaluation

or upward revaluation. But its success was dependent upon the elasticity of demand

for export and import. Marshall and Lerner explained this phenomenon through the

"elasticity" approach.

The elasticity approach is based on partial equilibrium analysis where everything is held

constant, except for the effects of exchange rate changes on export or import. There are

some other assumptions:-

Ø

Ø

Ø

198



(i) The elasticity of supply of output is infinite so that the price of export in home currency

does not rise as demand increases.

(ii) Elasticity approach ignores the monetary affects of variation in exchange rates.

Based on these assumptions, devaluation helps improve the current balance only if:

Em = Price Elasticity of demand for import.

Ex = Price Elasticity of demand for export.

If the elasticity of demand is greater than unitary, the import bill will contract and export

earnings will increase. Trade deficit will be removed. When the devaluation of currency

leads to a fall in export earnings in the initial stage and then a rise in export earnings, making

the earning curve look like the alphabet, J it is called J-curve effect.

In this figure time is shown on OX- axis and Balance of trade is shown on OY-

axis. Trade balance moves deeper into the deficit zone immediately after devaluation. But

then it gradually improves and crosses into surplus zone. The curve resembles the alphabet,

J and so, it is known as the J-curve Effect.

The weakness of the elasticity approach is that it is a partial equilibrium analysis

and does not consider the supply and cost changes as a result of devaluation as well as the

income and the expenditure effects of exchange rate changes. In this context, it may be

mentioned that it was Stern (1973) who incorporated the concept of supply elasticity in the

elasticity approach. According to him, devaluation could improve balance of payments only

when:

E +   E >   1

J-curve can be explained with the help of following diagram :

Explanation :

Criticism :

m x

Currency Depreciation

Trade balance eventually improves

Trade balance initially deteriorates

0
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Where X = Exports

M = Imports.

EDx = Elasticity of demand for exports

ESx = Elasticity of supply for exports

EDm = Elasticity of demand for imports

ESm = Elasticity of supply for imports.

The Keynesian view takes into consideration primarily the
income effect that was ignored under the elasticity approach. Here the readers are
acquainted with three different views that are based on the Keynesian approach.

The absorption approach explains the relationship between
domestic output and trade balance and conceives of adjustment in a different way.
Sidney A. Alexander treats balance of trade as a residual given by the difference
between what the economy produces and what it takes for domestic use or what it
absorbs. He begins with the contention that the total output is equal to the sum of
consumption, investment, government spending and net export. In the form of an
equation,

Y = Total Output

C = Consumption

I = Investment

G = Government Spending

X-M = Net export

Substituting C+I+G by absorption,A, it can be rewritten as:

This means that the amount by which total output exceeds total spending or
absorption is represented by net export, which means a surplus balance of trade. This also
means that if A>Y, deficit balance of trade will occur. This is because excess absorption in
the absence of desired output will cause imports. Thus, in order to bring equilibrium to the
balance of trade, the government has to increase output or income. Increase in income
without corresponding and equal increase in absorption will lead to improvement in balance
of trade. This is called the expenditure switching policy.

Mundell also incorporates interest rate and capital account in the
ambit of discussion. In his view it is not only government spending but also interest rate
that influences income as well as balance of payments. While larger government
spending increases income, an increase in income leads to rise in import. With a

(C) Keynesian Approach :

(1) Absorption Approach :

Y =  C  +  I  +  G  +  (X-M)

Y = A+ X-M

Y-A = X-M

(2) Mundell's View :
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positive marginal propensity to import, any rise in income as a sequel to increase in
government spending will lead to greater imports and worsen the current account.
However, changes in interest rate influence both the capital account and the current
account. A higher interest rate will lead to improvement in current account through
lowering of income. At the same time, a higher interest rate will improve the capital
account by attracting foreign investment flow.

This is a special case of absorption approach.
It takes into account savings, investment, taxes and government spending and their
impact on the trade account. In the form of an equation, it can be written as:

S+T+M = G+X+I

OR (S-I) + (T-G) + (M-X) = 0

OR (X-M) =(S-I) + (T-G)

The theory assumes that (S-I) and (T-G) are determined independently of each other
and of the trade gap. (S-I) in normally fixed as the private sector has a fixed net level of
saving. And so the balance of payments deficit or surplus is dependent upon (t-G) and
the constant (S-I). In other words, with constant (S-I) , it is only the manipulation of (T-
G) that is necessary and a sufficient tool for balance of payments adjustment.

Monetarists believe that the balance of payments
disequilibrium is a monetary and not a structural phenomenon. To explain the
phenomenon, it is assumed that

(1) Demand for money depends upon the domestic price level and real income. The
relationship among these three variables does not change significantly over
time. In form of an equation, it can be written as:

Here,

L = Demand for money

P = Domestic Price Level

Y = Real Income

(2) Money supply depends upon domestic credit and international reserves held and
money multiplier. It can be written as

Here,

M = Money Supply

R = International Reserves

D = Domestic credit

m = Money multiplier

(3) New Cambridge School Approach :

(D) Monetary Approach :

L =  kPY

M  = (R  +  D) m
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(3) Domestic price level depends on the foreign price level, and the domestic currency
price of foreign current, we can write it as

P = Domestic Price Level

P* = Foreign Price Level

E = Domestic currency price of foreign currency.

(4) Demand for money equals the supply of money because there is held an equilibrium in
the money market, which is

The process of adjustment varies among the types of exchange rate regime the
country has opted for .

In a fixed exchange rate regime or in gold standard,

if the demand for money, that is the amount of money people wish to hold, is
greater than the supply of money, the excess demand would be met through the
inflow of money from abroad.

On the contrary, with the supply of money being in excess of the demand for it,
the excess supply is eliminated through the outflow of money to other countries.
The inflow and outflow influence the balance of payments.

However, in a floating rate regime, the demand for
money is adjusted to the supply of money via changes in the exchange rate. Especially
in a situation when the central bank makes no market intervention, the international
reserves component of the monetary base remains unchanged. The balance of
payments remains in equilibrium with neither surplus nor deficit. The spot exchange
rate is determined by the quantity of money supplied and the quantity of money
demanded.

When the central bank increases domestic credit through open market operations, the
supply of money is greater than the demand for it. Households increase their imports
and with increased demand for imports, the domestic currency will depreciate and it
will continue depreciating until the supply of money equals the demand fore money.
Conversely, with decrease in domestic credit, the households reduce their import.
Domestic currency will appreciate and it will continue appreciating until supply of
money equals demand for money.

The term 'Macro' as used in English language has its

origin in the Greek word Makros, meaning large. Hence, in Macroeconomics, economic

P =  E P*

L =  M

(i) Fixed Exchange Rate Regime :

(ii) Floating Exchange Rate Regime :

Q. What is Macroeconomics? Explain its scope, uses and limitations.

Ans. Meaning of Macroeconomics :

Ø

Ø
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problems are studied from the point of view of the entire economy, for example, aggregate

consumption, aggregate employment, national income, general price level etc.

"Macroeconomic theory is that part of economics which studies the overall averages and

aggregates of the system."

According to Shapiro

"Macroeconomics deals with the functioning of the economy as a whole."

Scope or FunctionalAreas of Macroeconomics:

Macroeconomics studies the concept of National

income, its different elements, methods of its measurement and social accounting.

It studies the problems of employment and unemployment.

Different factors determining employment, such as, effective demand, aggregate

supply, aggregate demand, total consumption, total investment, total saving,

multiplier, etc. are studied under this theory.

Changes in the demand for and supply of money have a great

bearing on the level of employment. Thus under macroeconomics, functions of money

and theories relating thereto are studied. Banks and other financial institution are also

studied under it.

Problems concerning inflation and deflation are part

of the study of macroeconomics.

One studies problems concerning economic

development or increase in per capita real income. Economic development of under-

developed countries is also a subject of study of macroeconomics, besides the study

of governments' fiscal and monetary policies.

It also studies principles determining trade among

different countries. Tariffs, protection and free-trade policies fall under foreign trade.

It studies macro theory of distribution, that is, how the

share of different factors of production is determined in the national income. In other

words, how much is given to labourers and how much to land-lords and entrepreneurs.

It also deals with unequal distribution of income.

It also deals with the fluctuations in the level of

employment, total expenditure, general price-level etc. and how these business

fluctuations can be checked or controlled.

Definition of Macroeconomics :

According to Boulding

(1) Theory of National Income :

(2) Theory of Employment :

(3) Theory of Money :

(4) Theory of General Price level :

(5) Theory of Economic Growth :

(6) Theory of International Trade :

(7) Macro Theory of Distribution :

(8) Theory of Business Fluctuations :
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Uses of Macroeconomics

(1) Helpful in understanding the functioning of an Economy : Modern economy is
very complex. Many economic variables, which are inter-dependent, operate in it. In
order to understand the functioning and organisation of the economy, knowledge of
the functioning of the individual units alone (micro-study) is not enough. It needs the
study of the entire economy.

(2) Formulation of Economic Policy :

(3) Control over Trade Cycles :

(4) Change in the General Price-level :

(5) Study of National Income :

(6) Helpful in Economic Planning :

(7) Helpful in the study of Macroeconomics :

(8) Estimate of Material Welfare :

(9) International Comparisons :

Study of macroeconomic is essential to formulate
economic policies. Almost all modern governments depend upon the aggregates of
economic variables such as, national income, total employment, total investment,
total saving, general price-level, etc., in order to formulate economic policies.

Trade cycles or economic fluctuations constitute an
important economic problem. Economic changes occur rapidly in a capitalist
economy. These changes have an adverse affect on the economy. Their Control
becomes very essential.

Value of money or, what is called general price-
level, has been undergoing wide fluctuations during the twentieth century. Fall in the
value of money or rise in price-level is called Inflation and rise in the value of money or
fall in price-level is called Deflation.

In modern times, almost in every country, it is through the
study of national income that the economic situation of different countries is known. It
is essential for every country to have full knowledge of its national income in order to
formulate its policies concerning planning, welfare, war, etc. knowledge of national
income is possible through macro analysis alone.

Under-developed countries lay great stress on the
importance of economic planning. Macroeconomic analysis alone makes it possible to
formulate and adopt proper policies and techniques concerning economic planning
and then to enforce the same.

Macroeconomics has great role in
framing theories and laws of microeconomics. For instance, law of diminishing
marginal utility could be framed only after Analysing the behaviour of the groups of the
people.

Promotion of Physical welfare of the people is the goal
of every economy. Whether material welfare has increased or not cannot be
ascertained from the study of individual units. It can be made sure by studying
aggregates, such as total income, total employment, aggregate consumption, etc.
Macroeconomics, therefore, helps in assessing material welfare.

Macroeconomics helps in making international
comparisons. It can compare rate of per capita income, investment-rate, consumption
and saving levels of different economies. Determination of exchange rates of different
countries is possible through macroeconomic analysis alone.
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Limitations of Macroeconomics

(1) Dependence on Individual Units :

(2) Heterogeneous Units :

(3) The Composition of Structure of the Aggregate is More Important than the
Aggregate Itself :

(4) Different Effects of Aggregates :

(5) Limited Application :

(6) It Ignores the Contribution of Individual Units :

Q. Explain the Theories of International Trade.

Ans. Theories of International Trade :

(A) Theory of Absolute Cost Advantage :

Several conclusions of Macroeconomics are
based on the sum total of individual units. In fact, it is not correct, because what is true
for individuals may not necessarily be true for the whole economy.

Under Macroeconomics, heterogeneous units are studied.
These units are measured in different ways. It is not possible to express these units in
uniform numbers or homogeneous measure. Prof. Boulding has illustrated this point
as follows :

6 apples + 7 apples = 13 apples(It is meaningful aggregate)

6 apples + 7 oranges = 13 Fruits(It is also a meaningful aggregate)

6 apples + 7 houses = (It is a meaningless aggregate)

The above illustration proves that it is not possible to aggregate, and express in a
proper way, heterogeneous units. Such units are measured in terms of money in
economics. However, money value is not the true measure of their value-in-use.

Macroeconomics studies aggregate but as a matter of fact, it is the
composition of the structure of the aggregate which influences an economy more than
the aggregate itself. Supposing, price-level in 1993 and 1994 remains constant but it
does not imply that no change in prices took place in 1994.

Another Difficulty in the study of Macroeconomics
is that it does not study the different effects of an aggregate on different sectors of an
economy. Macroeconomic tendency has not a uniform effect on all sectors of an
economy. For example, rise in price-level benefits the traders and the industrialists but
the wage-earners are the losers.

Another limitation of Macroeconomics is that most of the
models relating to it have only theoretical significance. They have very little use in
practical life. Moreover, it is very difficult to measure various aggregates of
Macroeconomics.

Macroeconomic analysis throws
light only on the functioning of the aggregates. However, in real life, the economic
activities and decisions taken by individual units on private-level have their effects on
the economy as a whole. Such effects are not known by the study of Macroeconomics
alone.

Theories of International Trade are:

Adam Smith was one of the forerunners of the

classical school of thought. He propounded a theory of international trade in 1776,

which is known as the theory of absolute cost advantage. He was of the opinion that
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productive efficiency differed among different countries because of diversity in the

natural and acquired resources possessed by them.

The difference in natural advantage manifests in

Varying climate

Quality of Land

Availability of Minerals

Availability of water

Other natural resources

The difference in acquired resources manifests in

Different levels of technology

Different levels of skills available.

Aparticular country should specialize in producing only those goods that it is able to produce

with greater efficiency, that is at lower cost and exchange those goods with other goods of

their requirement from a country that produces those other goods with greater efficiency or

at lower cost. This will lead to optimal utilization of resources in both the countries. Both

countries will gains from trade insofar as both of them will get the two sets of goods at the

least cost.

Adam Smith explains the concept of absolute advantage in a two commodity, two

country framework. Suppose Bangladesh produces one kilogram of rice with 10 units of

labour or it produces one kilogram of wheat with 20 units of labour. On the other hand,

Pakistan produces the same amount of rice with 20 units of labour and produces the same

amount of wheat with 10 units of labour. Each of the countries has 100 units of labour. Equal

amount of labour is used for the production of two goods in the absence of trade between the

two countries.

(i) In the absence of trade, Bangladesh will be able to produce 5 kilogram of rice

and 2.5 kilogram of wheat.At the same time, Pakistan will produce 5 Kilogram of

wheat and 2.5 kilogram of rice.

(ii) But when trade is possible between the two countries, Bangladesh will produce

only rice and exchange a part of the rice output with wheat from Pakistan.

Pakistan will produce only wheat and exchange a part of the wheat output with

rice from Bangladesh. The total output in both the countries will rise because of

trade. Bangladesh which was producing 75. koligram of food grains in the

absence of trade, will now produce 10 kilogram of food grains. Similarly in

Pakistan 10 kilogram of food grains will be produced instead of 7.5 kilogram.

The theory of absolute cost advantage explains how trade helps increase the total

output in the two countries.

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Example :
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(B) Theory of Comparative Cost Advantage :

Example :

Theory of Comparative CostAdvantage :

Amount of Output in Amount of Output after Trade
Absence of Trade

Rice Wheat Rice Wheat

Ricardo focuses not on absolute

efficiency but on relative efficiency of the countries for producing goods. This is why is

theory is known as the theory of comparative cost advantage. In a two-country, two

commodity model, he explains that a country will produce only that product which it is

able to produce more efficiently.

(i) Suppose Bangladesh and India, each of the two has 100 units of labour. One half of

the labour force is used for the production of rice and the other half is used for the

production of wheat in the absence of trade.

(ii) In Bangladesh, 10 units of labour are required to produce either one kilogram or rice or

one kilogram of wheat.

(iii) On the contrary, in India 5 units of labour are required to produce one kilogram of

wheat and 8 units of labour are required for producing one kilogram of rice.

If one looks at this situation from the viewpoint of absolute cost advantage, there will

be no trade as India possesses absolute cost advantage in the production of both

commodities. Bu Ricardo is of the view that from the viewpoint of comparative cost

advantage, there will be trade because India possesses comparative cost advantage in the

production of wheat. This is because the ratio of cost between Bangladesh and India is 2:1 in

case of wheat, while it is 1.25:1 in case of rice. Because of this comparative cost advantage,

India will produce 20 kilogram of wheat with 100 units of labour and export a part of wheat to

Bangladesh. On the other hand Bangladesh will produce only 10 kilogram of rice with 100

units of labour and export a part of the rice to India. The total output of foodgrains in the two

countries, which was equal to 26.25 kilogram prior to trade, rises to 30 kilogram after trade.

Thus it is the comparative cost advantage that leads to trade and to specialization in

production, thereby, to increase in the total output of the two countries.

Bangladesh 5.00 Kg 5.00 Kg Bangladesh 10.00 Kg Nil

India 6.25 Kg 10.00 Kg India Nil 20.00 Kg

Total Output in Total output in

two countries : 26.25 Kg two countries : 30 Kg
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Limitations :

(C) Factor Proportions Theory :

Limitations :

(D) Neo-Factor Proportions Theories :

account
by Heckscher and Ohlin. The third factor manifests in the form of:

(1) Human Capital :

(1) This theory takes into consideration only one factor of production, that is labour. But in
the real world, there are other factors of production too that play a decisive role in
production.

(2) This theory does not take into account the transportation cost involved in trade.

(3) This theory assumes the existence of full employment, but in practice, full employment
is a utopian. Normally entire resources in a country are not full employed.

(4) This theory stresses too much on specialization that is expected to improve efficiency.
But it is not always the case in real life. The countries may pursue some other
objectives too, which may not necessarily be productive efficiency.

(5) Classical economists feel that resources are mobile domestically and immobile
internationally. But neither of the two assumptions is correct.

Almost after a century and a quarter of the classical
version of the theory of international trade, two Swedish economists, Eli Heckscher
and Bertil Ohlin, propounded a theory that is known as the factor endowment theory or
the factor proportions theory.

The theory explains that in a two-country, two-factor, and two-commodity framework
different countries are endowed with varying proportions of different factors of production.
Some countries have large populations and large labor resources. Others have abundance
of capital but are short of labor resources. Thus, a country with a large labor force will be able
to produce the goods at a lower cost using a labor intensive mode of production. Similarly,
countries with a large supply of capital will specialize in goods that involve capital intensive
modes of production. The former will export its labor intensive goods to the latter and import
capital intensive goods from the latter. After the trade, both the countries will have two types
of goods at the least cost.

The theory holds good if a capital abundant country has a distinct preference
for the labour intensive goods and a labour abundant country has a distinct preference for
capital intensive goods. If it is not so, the theory may not hold good.

Extending Leontief's view, some of the
economists emphasis on the point that it is not only the abundance of a particular
factor, but also the quality of that factor of production that influences the pattern of
international trade. The quality is so important in their view that they analyse the trade
theory in a three-factor framework instead of two-factor framework taken into

As Kravis suggests, human capital, which is the result of bettern
education an training, should be treated as a factor input like physical labour and
capital. A country with improved human capital maintains and edge over other
countries with regard to the export of commodities produced with the help of improved
human capital.
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(2) Skill- Intensity :

(3) Economies of Scale :

(4) Research and Development, including technological innovation :

(E) Country Similarity Theory :

(F) National Competitive Advantage :

The skill intensity hypothesis is similar to the human capital

hypothesis as both of them explain the capital embodied in human beings It is only the

empirical specifications of these two hypotheses that differ.

The scale economies hypothesis explains that with rising

output, unit cost decreases.

Last but not

least, R & D activity is positively associated with the competitive ability of

manufacturing industries. It is a proxy for trade advantage, meaning that a country with

large expenditure on R & D possesses a comparative trade advantage.

Different from the classical argument or the factor

proportions theory, Linder did not emphasis on the supply side or the cost of

production. He rather stressed on the demand side, meaning that trade is dependent

upon the preference of the consumers. The pattern of consumption depends upon the

level of income. And so, consumers in developed countries demand sophisticated

goods in contrast with consumers in less developed countries who demand less

sophisticated goods. Whenever firm manufactures a particular commodity, it designs

the product keeping in view the taste of domestic consumers. It is because meeting

the demand of domestic consumers is the primary concern. The manufactures

expands production in order to achieve economies of scale and only then is it able to

export the product. Exports are sent to similar countries or countries with the same

level of income because it will not be accepted in countries with different levels of

income. In other words, international trade in manufactured goods is influenced by

similarity of demand.

It is a fact that Porter never focused primarily on

the factors determining the pattern of trade, yet his theory of national competitive

advantage does explain why a particular country is more competitive in a particular

industry. If, for example, Italy, maintains competitive advantage in the production of

ceramic tiles and Switzerland possesses the competitive advantage in watches, it can

be interpreted that the former will export ceramic tiles and the latter will export watches

and both of them will import goods in which their own industry is not competitive.

Why is this there a difference? Porter explains that there are four factors responsible for

such diversity. He calls those factors the "diamond of national advantage". The diamond

includes:

(1) Factor Conditions

(2) Demand conditions

(3) Related and supporting industries

(4) Firm strategy, structure and rivalry.
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Porter's Diamond of NationalAdvantage :

(1) Factor Conditions :

(2) Demand Conditions :

(3) Related and supporting industries :

These factors have been more or less taken into account by earlier economists.

Factor conditions show how far the factors of production in a
country can be utilized successfully in a particular industry. This concept goes beyond
the actor proportions theory and explains that availability of the factors of production
per se is not important, rather their contribution to the creation and upgradation of
product is crucial for competitive advantage. This is possible if the labour force is
skilled and trained.

Secondly, the demand for the product must be present in the
domestic market from the very beginning of production. Porter is of the view that it is
not merely the size of the market that is important, but it is the intensity and
sophistication of the demand that is significant for competitive advantage. If
consumers are sophisticated, they will make demands for sophisticated products and
that, in turn, will help the production of sophisticated products. Gradually, the country
will achieve competitive advantage in such production.

Thirdly, the firm operating along with its
competitors as well as its complementary firms gathers benefit through close working
relationship in form of competition. If competition is acute, every firm will like to
produce better quality goods at lower cost in order to survive in the market.

National
Competitive
Advantage

Factor
Conditions

Related and
Supporting
Industries

Firm Strategy,
Structure and

Rivalry

Demand
Conditions

Government Chance
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(4) Firm Strategy, Structure and Rivalry :

Government Policy :

Chance of Events :

Fourthly, the firm's own strategy in
augmenting export. There is no fixed rule regarding the adoption of a particular
strategy. It depends upon a number of factors present in the home country or the
importing country and it differs from time to time.

Besides the four factors, Porter gives weightage to a couple of factors, such as
government policy and the role of chance of events.

Government policy influences all the four factors through
various regulatory measures. It can control the availability of various resources or
change the pattern of demand through taxes and so on.

Similarly, chance of events, such as war or some unforeseen
events like inventions/innovations, discontinuities in the supply of inputs and so forth
can eliminate the advantages possessed by competitors.

Ø

Ø
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Q. Explain Tariff and Non-Tariff Barriers.

Ans. Forms of Trade Regulation at the National Level :

(A)

(B)

(C)

(D)

Restriction of Imports :

(1)

(2)

(3)

(4)

(1) Tariff :

Forms of tariff :

(i) Specific Duty :

(ii) Ad Valorem Duty :

(iii) Compound Duty :

(iv) Countervailing duty :

It may be emphasized at the very
beginning that regulation of trade at the national level is not simply confined to the restriction
of trade-export and import. It also includes different measures that act as stimuli to trade-
import liberalization and export encouragement. In all, trade regulation embraces:

Restriction of imports.

Restriction of exports

Import Liberalisation

Export augmentation

Imports are restricted through the following ways:

Imposition of Tariff

Imposition of Non-tariff Barriers

Currency Control

Administrative delays

Tariff means duty levied by the government on imports.

When duty assessed on a per unit basis, tariff is known as specific
duty.

When duty is assessed as a percentage of the value of the
imported commodity, tariff is called ad valorem duty.

When both types of tariff are charged on the same product, it is
known as compound duty.

Sometimes tariff is imposed to counter unfair trade practices,
such as subsidy of the trading partner. In such cases, tariff is known as countervailing
duty.
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Whatever may be the form of tariff, it reduces the quantum of import as the imported product
turns costlier after the imposition of tariff.. How much deeper the effect of tariff will be on the
import restriction depends not only on the nominal rate of tariff but more importantly on the
effective rate of protection.

Effective rate of protection may be much lower/much higher
than the nominal rate of tariff.

This difference is because the entire production process is not protected, but only the value
addition is protected. So the effective rate of protection can be unusually high if any, or all, of
the following conditions prevails. The conditions are:

Tariff on imported input is very low or zero

Tariff on the final product to be imported is very high

Value addition to the imported input is only insignificant.

(T-amTm)
Erp = ----------------------

(1-am)

Where T = Nominal tariff rate

am = Percentage of the final product that is imported.

Tm = Tariff on the imported component of production

1-am = Percentage value added in the country.

Suppose a ball-point pen produced in India cost Rs. 25, of which Rs. 10
represents imported ink and the rest, Rs. 15 represents the value addition in the country. If
tariff on an imported ball-point pen is 30 percent and the tariff on the import of ink is 5 percent.
Then the effective rate of protection:

0.-0.05 X 0.4
Erp = ---------------------- = .466 or 46.6%

0.6

The effective rate of protection comes to 46.6 per cent compared to a nominal tariff rate of
30-5=25 per cent.

This difference is because the entire production process is not protected, but only the value
addition is protected.

Tariff leaves a significant impact on different spheres of the economy:

Tariff serves as a source of revenue to the government just as
other taxes and duties do.

Tariff is necessary for the protection of domestic
industries because the price of the imported goods in the hands of the consumers is
higher by the amount of the tariff.

Effective rate of Protection :

Formula for finding Effective Rate of Protection :

Example :

Impact of Tariff :

(1) Source of Revenue :

(2) Protection of Domestic Industries :

Ø

Ø

Ø
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Example :

(3) Redistribution of Income :

(4) Discouraging the Consumption of a Particular Commodity :

(5) Supports Domestic Producers :

Effect of Tariff :

Suppose the price of sugar produced by domestic firms is Rs. 16 per kilogram.
The price of imported sugar is Rs.15 per kilogram. If there is no tariff levied on the import of
sugar, imported sugar will be cheaper. Consumers in the country will use the imported sugar.
The locally produced sugar will not be demanded and hence, domestic firms producing
sugar will collapse in the absence of demand. But if tariff is charged at the rate of 10 per cent,
the imported sugar will be dearer and as a result, domestic sugar will be in demand.

Tariff helps in redistribution of income in favor of the poor.
If tariff is levied on the luxury goods and the income there from is spend on the poor, it
will help in the income distribution in favor of poor.

Tariff may be levied
for discouraging the consumption of a particular commodity. However, the success of
this measure depends upon how sensitive commodity in question is to price changes.
If the imported goods have inelastic demand, consumers have to increase the
expenditure, which in turn hampers their savings. So tariff leads to loss of consumer's
welfare. But if the composition of tariff compels foreign exporter to lower the price to
the extent of tariff, there is no loss caused to the consumers.

The imposition of tariff supports domestic
producers by giving them the opportunity to raise the price if their output of similar
goods and to earn greater profits.

The effect of tariff, especially in a country that is not in a position to dictate
the terms at which it trades, is presented in the given figure.

(i) Assume in the beginning that there is no trade.

(ii) The country produces 50 motorcycles and sells them at Rs. 28500 each.

(iii) Later on, it opens its domestic market to foreign suppliers.

(iv) Motorcycles are available at an international price equivalent to Rs. 24,000 each.

Lower prices raises the demand for 80 motorcycles out of which 20 are domestically
supplied and 60 are imported. Openness of the market raises the gains accruing to the
consumers. But when the government imposes a tariff of Rs.3,000 per motorcycle, price of
motorcycle is higher at the consumers' end leading to a cut in demand to 60 out of which 40
are supplied by the domestic producers and 20 are imported. A part of the gains enjoyed by
the consumers in absence of tariff shifts away from them after the imposition of tariff.

When the domestic market is open for the foreign supplier, gains to consumers rise by Rs.
(50 X4500) + (30 X 4500/2) = 292500. When tariff is applied, gains shifting away from the
consumers partly to the government, partly to the domestic producers and partly as
deadweight loss are as follows:

(a) Government's income effect = Rs. 3,000 X (60-40) = 60,000

(b) Consumption effect as deadweight loss = Rs. 3,000 X {(80-60)/2)}= 30,000

Example :
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(c) Protective effect encouraging inefficient producers as deadweight loss = Rs. 3,000 X
{(40-20)/2}= 30,000

(d) Redistributive effect shifting net gains to producers = Rs. (3,000 X 40) -30,000 as
protective effect = 90,000

Apart from tariff, import is restricted through non-tariff
barriers. Unlike tariff, the purpose is not to add to government revenue. But like tariff,
NTBs are imposed to curtail imports, either to save scarce foreign exchange or to
provide a boost to domestic industries or to bring desired changes in the commodity
pattern of the import.

Studies on NTBs mention more than one hundred varieties of NTBs. It is difficult to
explain all of them here. However, NTBs can be grouped broadly in two classes:

These barriers restrict imports through direct
influences on the price of the commodity.

Custom valuation has a direct influence on the price of the
imported product. Customs officials use a great deal of discretion in valuing
imported products. The higher the value, the greater the duty imposed on it and
the lower the demand for import. In many countries valuation depends upon the
stage of the manufacturing process. For example, semi-manufactured goods
face a lower rate of duty than manufactured goods. However, many countries
now follow a common procedure for value assessment. It is normally done on
the basis of invoice price.

Number of Motorcycles

(2) Non-Tariff Barriers (NTBs) :

(a) Non Tariff Barriers Influencing Price :

(i) Customs Valuation :

D

S

28,500

Price(Rs.)
27,000

24,000

S
D

20 40 50 60 80

215

INTERNATIONAL BUSINESS ENVIRONMENT



(ii) Subsidies :

(iii) Special Fee :

(b) Non-Tariff Barriers influencing Quantity :

(i) Quota :

(ii) Embargo :

(iii) Technical Barriers :

Classification or Labeling Requirement or Testing Standard :

Buy local Legislation :

The importing government provides subsidies to domestic
producers so that the cost of domestic production and thereby the prices turn
lower. If the prices of domestic goods are lower than the price of the similar
goods imported on account of subsidies, consumers will prefer to buy
domestically produced goods. The imports will automatically be restricted.
However, the provision of subsidies depends upon budgetary resources.

Custom authorities ask for some kind of fee for custom clearance.
This too has direct influence on the price of the imported goods. The greater the
fee, larger the value of the imported product and the more restricted its import
will be.

These barriers restrict imp[orts through
controlling the quantity of imports:

Quota is important NTB among the NTBs affecting the quantum of the
import. The importing country prescribes specific quantum beyond which a
commodity in question cannot be imported during a particular year. Quota may
be either global or pertaining to a single exporting country. Quota means limited
import. Naturally, a greater part of the domestic demand is satiated by domestic
producers. Their output rises and so their profit increases.

While discussing quota it would be worthwhile to mention that tariff is often
preferable to quote. The reasons are as follows:

Tariff helps maintain an automatic line between domestic and foreign
prices.

Tariff is more transparent. The exporter knows what should be the
minimum price of a product so that it can reach consumers. Quota is quite
an arbitrary decision.

Tariff is a source of government revenue. Quota is not a source of
revenue.

Due to strained political relation, a country imposes embargo on
imports from a particular country, which normally includes all commodities. The
example of the United Nations imposing an embargo on imports from Haiti in
1993 is apposite.

Technical barriers such as:

Many
countries set particular classification or labeling requirements or testing
standard, which often inhibits imports.

Many countries have a "buy local" legislation that
forbids, at least, government departments from using the imported
products. Some-times the government is liberal and permits the use of
imported product if the price is below a predetermined level.

Ø

Ø

Ø

Ø

Ø
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Licensing :

Counter-Trade :

Q. Define Foreign Exchange Market? Explain its Nature.

Ans. Foreign Exchange Market :

According to Foreign Exchange RegulationAct

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Some countries have a legislation ensuring that a particular
commodity can be imported only using an import license. The license is
issued by the government with proper care and after taking into account
the availability of foreign exchange.

Many countries adopt the practice of counter-trade.
They import commodities only in exchange for their own products. In such
cases their imports are limited to the value of their exports.

The foreign exchange market is the market where the
currency of one country is exchanged for that of another country and where the rate of
exchange is determined. The genesis Foreign Exchange (FE) market can be traced to the
need for foreign currencies arising from:

International Trade.

Foreign Investment.

Lending to and borrowing from foreigners.

In order to maintain the equilibrium in the FE market, the monetary authority of the
concerned country normally intervenes/steps in to bring out the desired balance by:

Variation in the exchange rate

Changes in official reserves

Both.

Every firm operating in international environment faces problems with foreign exchange i.e.,
the exchange of foreign currency into domestic and vice-versa. Generally firm's foreign
operations earn income denominated in some foreign currency, however shareholders
expect payment in domestic currency and therefore the firm must convert foreign currency
into domestic currency.

"Foreign Exchange means foreign currency and includes:

(a) (i) All deposits, credits and balances payable in any foreign currency.

(ii) The drafts, traveler's cheques, letters of credits and bills of exchange expressed
or drawn in Indian currency but payable in any foreign currency.

(b) All instruments payable at the option of the drawee or the holders thereof or any other
party there to either in Indian currency or in foreign currency partly in one and partly in
other.

This is clear from the above definition that the foreign exchange market is the market where
foreign currencies are bought and sold. In other words foreign exchange market is a system
facilitating mechanism through which one country's currencies can be exchanged for the
currencies of another country.

Definition of Foreign Exchange Market :
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Nature or Features of Foreign Exchange Market :

(1) Global Market :

(2) Over the Counter Market :

(3) Around the Clock Market :

(4) Currencies Traded :

(5) 1-2% transactions are for actual trade, rest for speculation :

(6) System :

(7) No physical transfer of money :

(8) Exist in the network of information system :

(9) Banks are involved in 95% cases :

(10)

(11)

Functions of Foreign Exchange Market :

(1) Transfer of Purchasing Power :

Foreign exchange market is a global market. It means foreign
exchange buyer and seller world wide exist. It is the largest market in the world.

In has already been mentioned that different currencies
are bought and sold in the foreign exchange market. The market does not denote a
particular place where currencies are transacted. Rather it is an over the counter
market. It consists of trading desks at major agencies dealing in foreign exchange
throughout the world, which are connected by telephones, telex and so on.

Foreign exchange market is a round the clock market
meaning that the transactions can take place any time within 24 hours of the day. The
markets are situated throughout the different time zones of the globe in such a way
that one market is closing the other is beginning its operations. Thus at any point of
time one market or the other is open..

In the foreign exchange market one country's currencies can be
exchanged for the currencies of another country. In this market only currencies are
traded.

In foreign exchange
market only 1-2% transaction are for actual trade and most of the transaction is related
to speculation.

Foreign exchange market is a system. It is a system of private banks,
financial banks, foreign exchange dealers and central bank through which individual,
business and government trade foreign exchange.

In foreign exchange market, most markets have an
electronic system for transfer of funds, which save time and energy.

It is more informal arrangement among
the banks and brokers operating in a financial centre purchasing and selling
currencies, connected to each other by Tele-communication like telex, telephone etc.

Most of the transactions in foreign exchange
market is done with the help of commercial banks.

Foreign exchange market facilitates trade and investment.

A party can never be a demander of one currency without being simultaneously a
supplier of another.

Transfer of purchasing power is necessary
international trade and capital transactions normally parties living in countries with
different national currencies. Each party usually wants to deal in its own currency, but
the trade or capital transactions can be invoiced in one single currency. The foreign
market provides the mechanism for carrying out these purchasing power transfers.
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(2) Provision of Credit :

(3) Minimizing Foreign Exchange Risk :

Q. Who are the Participants in the Foreign Exchange Market? Also Explain the

Structure of Foreign Exchange Markets.

Ans. Foreign Exchange Market :

Major Participants of Foreign Exchange Market :

1. Retail Clients :

Tourists :

Firms :

2. Commercial Banks Or Local Banks :

Because the movement of goods between countries takes time,

inventory in transit must be financed.

Each may prefer to earn a normal business

profit without exposure to an unexpected change in anticipated profit because

exchange rates suddenly changes. The foreign exchange market provides "hedging"

facilities for transferring foreign exchange risk to someone else.

The foreign exchange market is the market where the

currency of one country is exchanged for that of another country and where the rate of

exchange is determined.

Foreign exchange market is a world

wide market and is made up of:

Retail clients made up of:

Individuals are normally tourists who exchange their currencies. They

also migrants sending a part of their income to their family members living in

their home country.

Firms that participate are generally importers or exporters. Exporters

prefer to get the payments in their own currency. Importers need foreign

exchange for making payments for the import.

International Investors

Multinational Corporations

Any other who need foreign exchange.

When firms and individual approach the local

branch of a bank, the local branch, in turn, approaches the foreign exchange

department in its regional office or head office. The later deals in foreign exchange

with other banks on behalf of the customers. Thus, there are two tiers in the foreign

exchange market.

(i) One tier involves the transactions between the ultimate customers and the

banks.

(ii) The other tier consists of transactions between tow banks. The purpose of inter-

bank transactions is not only to meet the foreign exchange demand of the

ultimate customers, but also to reap gains out of movement in foreign exchange

rates. In some cases, inter-bank dealings take place directly, without any help

from intermediaries, but generally banks operate through foreign exchange

brokers.

Ø

Ø

Ø

Ø

Ø
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3. Central Banks :

TWO FUNCTIONAL ASPECTS OF CENTRAL BANK:

Control on Demand/ Fixed/Floating
Supply of Foreign currency Exchange Rate

4. Speculators :

5. Arbitrageurs :

6. Hedgers :

Structure of Foreign Exchange Markets :

RETAIL CLINENTS

LOCAL BANK

MAJOR BANKS
INTER BANK

LOCAL BANK

RETAIL CLINENTS

These banks have been charged with the responsibility of

maintaining external value of the currency of the country. Two functional aspects done

by Central Bank:

Speculators who buy or sell currencies when they expect movement in

the exchange rate in a particular direction. The movement of exchange rate in the

desired direction gives them profit.

Arbitrageurs who exchange currencies because of varying rates of

exchange in different markets. The varying rates are the source of their profit. They

buy a particular currency at a cheaper rate in one market and sell it at a higher rate in

the other. This process is known as currency arbitrage.

Non-banking entities, such as traders, that use the foreign exchange

market for the purpose of hedging their foreign exchange exposure on account of

changes in the exchange rate. They are known as hedgers.

FOREIGN
EXCHANGE

BROKER

FOREIGN
EXCHANGE

BROKER
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Q. Define Spot and Forward Markets.

Ans. Spot and Forward Markets :

(1) Spot Market :

For Example :

(2) Forward Market :

Example of Spot And Forward Market :

The foreign exchange market is classified either as a
spot market or as a forward market. It is the timing of the actual delivery of foreign exchange
that differentiates between spot market and forward market transactions. The spot and
forward markets are:-

In the spot market ,currencies are traded for immediate delivery at the
rate existing on the day of transaction. For making book-keeping entries, delivery
takes two working days after the transaction is complete. If a particular market is
closed on Saturday and Sunday and of transaction takes place on Thursday, delivery
of currency shall taken place on Monday. Monday, in this case, is known as the value
date or settlement date. Some times there are short-date contracts where tome zones
permit the delivery of the currency even earlier. If the currency is delivered the same
day, it is known as the value-same-day contract. If it is done next day, the contract is
known as the value next-day contract.

The exchange rate for immediate delivery is called spot exchange rate and is denoted
by S (.)

S(Rs./$) = Rs. 36.10/$

In the forward market, on the contrary, contracts are made to but
and sell currencies for a future delivery, say, after a fortnight, one month, two months,
and so on. The rate of exchange for the transaction is agreed upon on the very day the
deal is finalized. In other words, no party can back out of the deal even if changes in the
future spot rate are not in his/her favour. The exchange rate for delivery and payment
at specified future dates are called forward exchange rates and is denoted by F (.). The
major participants in forward market can be categorized:-

Arbitrageurs

Hedgers

Speculators

The maturity period of a forward contract is normally one month, two months, three
months, and so on. But sometimes it is not for the whole month and represents a
fraction of a month.A forward contract with a maturity period of 35 days is an example.
Naturally, in this case, the value date falls on a date between two whole months. Such
a contract is known as broken-date contract.

Suppose a currency is purchased on the 1st of
August; if it is a spot transaction, the currency will be delivered on the 3rd ofAugust, but if it is
a one-month forward contract, the value date will fall on the 3rd of September. If the value
falls on a holiday, the subsequent date will be the value date. If the value date does not exist
in the calendar, such as the 29th February (if it is not a leap year), the value date will fall on
the 28th of February.

Ø

Ø

Ø
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Q. Explain the Process of Exchange Rate Determination.

Ans. Exchange Rate Determination :

(1) Demand for Foreign Exchange :

(i) When Exchange Rate Increases :

(ii) When Exchange Rate Decreases :

Explanation :

Determination of exchange rate depends on the
demand and supply of foreign exchange.

The demand for foreign currency comes from
individuals and firms who have to make payments to foreigners in foreign currency.
The various sources are:-

(i) Import of Goods and Services.

(ii) Purchase of Securities.

(iii) Lending to Foreigners.

There is an inverse relation between exchange rate and demand for foreign
exchange. It states that when exchange rate increases, demand for foreign exchange
decreases and when exchange rate decreases, demand for foreign exchange
increases. There may be two situations:-

When exchange rate increases, the imports
becomes costlier and the importers curtail the demand for imports.
Consequently, the demand for foreign currency falls.

When exchange rate decreases, the
imports becomes cheaper and the importers increase the demand for imports.
Consequently, the demand for foreign currency increases.

This relation can be shown with the help of Diagram. Suppose a person wants to
change Rupees into U.S. Dollar.

In this figure Demand for US $ is shown on Horizontal axis i.e. OX-axis and
the exchange rate designated by the price of the US dollar(foreign currency) in terms of the
rupee is shown on Vertical axis i.e. OY-axis. DD is the Demand curve for US$. DD curve
represents that when exchange rate increases from OE to OE1, then demand for US$
decreases from OQ to OQ1. DD curve slopes downward to the right. It shows a negative
relation between exchange rate and demand for foreign currency.

D

E1

E D

Q1 Q
Demand for US $
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Shifting of Demand Curve :

(i) When Demand Increases :

Demand for Foreign Exchange

(ii) When Demand Decreases :

Demand for Foreign Exchange

(2) Supply of Foreign Exchange :

There are two possibilities:-

When demand for foreign currency increases then
demand curve will move to the right. It can be explained with the help of following
diagram:-

When demand for foreign currency decreases then
demand curve will move to the left. It can be explained with the help of following
diagram:-

The supply of foreign results from the receipt of
foreign currency. There are various sources:-

i) Exports of Goods and Services.

ii) Sale of financial securities to foreigners.

iii) Borrowings from Foreigners.

There is a positive relation between exchange rate and supply of foreign exchange. It states
that when exchange rate increases, supply of foreign exchange will also increases and
when exchange rate decreases, supply of foreign exchange will also decreases. There may
be two situations:-
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i) When Exchange Rate Increases :

ii) When Exchange Rate Decreases :

Supply of  US $

Explanation :

Shifting of Supply Curve :

(iii) When Supply Increases :

Supply of Foreign Exchange

When exchange rate increases, the exports

earnings will also increase. Consequently, the supply of foreign currency increases.

When exchange rate decreases, the exports

earnings will also decrease. Consequently, the supply of foreign currency decrease.

This relation can be shown with the help of Diagram.

In this figure Supply of US $ is shown on Horizontal axis i.e. OX-axis and the

exchange rate designated by the price of the US dollar(foreign currency) in terms of the

rupee is shown on Vertical axis i.e. OY-axis. SS is the Supply curve of US$. SS curve

represents that when exchange rate increases from OE to OE1, then supply of US$ will also

increases from OQ to OQ1. SS curve slopes upward to the right. It shows a positive relation

between exchange rate and supply of foreign currency.

There are two possibilities:-

When supply of foreign currency increases then supply

curve will move to downward . It can be explained with the help of following diagram:-
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(iv) When Supply Decreases :

Supply of Foreign Exchange

Process of Determination of Exchange Rate :

Demand for and Supply of US$

When supply of foreign currency decreases then supply

curve will move to upward. It can be explained with the help of following diagram:-

It is the interplay of demand and supply forces that determines the exchange rate between

two currencies. The exchange rate between, say, the rupee and the US dollar depends upon

the demand for the US dollar and supply of US dollar in the Indian foreign exchange market.

The process of determination of rate of exchange can be explained with the help of following

diagram:-
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Explanation :

Factors Influencing Exchange Rate :

(1)

(2)

(3)

(4)

Q. Write a note on International Monetary Fund.

Ans. Establishment of IMF :

Objectives of International Monetary Fund :

(1) To Promote International Monetary Co-operation :

(2) To establish a system of Multilateral Payments :

In this figure the exchange rate designated by the price of the US dollar

(foreign currency) in terms of the rupee is shown on the OY-axis and the supply of and

demand for the US dollar is shown on the OX-axis. The demand curve slopes downward to

the right. The supply curve slopes upward to the right. The equilibrium exchange rate arrives

where the demand curve intersects the supply curve. In this figure demand curve DD

intersect supply curve SS at point M and so exchange rate is determined OE. If the demand

for import rises owing to some factors at home, the demand for the US dollar will rise to D1D1

and intersect to supply at point N. The exchange rate will be OE1. But if the export rises as a

sequel to decline in the value of rupee and supply of dollar increases to S1S1, the exchange

rate will again be OE. Quite evidently, frequent shifts in demand and supply conditions cause

the exchange rate to adjust frequently to a new equilibrium.

The most important factors influencing the

exchange rate are:

Rate of Inflation

Rate of Interest

Market intervention by the central bank of the country

Psyche of the participants or the Bandwagon effect.

During World War II, in the year 1944,a conference was held

at Bretton Woods in America. It was attended by the representatives of 44 countries. India

also participated therein. It was decided in that conference that two institutions be set up for

economic development of all countries. These institutions were-

(1) International Monetary Fund

(2) International Bank for Reconstruction and Development OR World Bank

Consequently, IMF was founded on 27th December, 1945. The Fund was established with

the objective of solving the problem of balanced growth of world trade, international

monetary co-operation, the balance of payments of member countries and their temporary

disequilibrium.

The Fund has the following objectives:

The main objective of the fund

is to promote monetary cooperation among the different countries of the world. It will

provide expert advice for solving international monetary problems.

The Fund aims at establishing

multilateral payments system among member countries. For this, IMF provides for

conversion of currency of different countries with each other. It also has its own

currency i.e., Special Drawing Right (SDR), which is acceptable to all member

nations.
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(3) To Maintain Stability in the Rate of Exchange :

(4)

(5) To provide Aid to Members During Emergency :

(6)

(7) To Promote Balanced Economic Development :

Membership :

(1) Original Members :

(2) Ordinary Members :

Organization and Management :

(1) Board of Governors :

(2) Board of Executive Directors :

Capital :

Earlier maintaining stability in the

rate of exchange was one of the objectives of IMF. But at present this objective is

dropped. Now rate of exchange is decided on the basis of market forces of demand

and supply.

To Abolish Exchange Restrictions: It will try to remove all restrictions and controls on

foreign exchange imposed by the member countries.

The Fund aims at providing short-

term monetary help to member countries during emergency.

To reduce disequilibrium in Balance of Payments: The Fund also provides monetary

help to member countries to reduce disequilibrium in their balance of payments.

The fund aims at promoting

economic development of member nations. For this it promotes foreign trade thereby

increases employment opportunities and national income.

There are two types of members of the fund:

All those countries whose representatives took part in Bretton

Woods Conference and who agreed to be the member of the Fund prior to 31st

December, 1945, are called the original members of the Fund.

All those countries who became its member subsequently are

called ordinary members.

Any country can cease to be its member after giving a notice in writing to that effect.

In order to manage the fund, the following administrative

boards have been set up:

It consists of one Governor and anAlternate Governor for each

member country. It meets once a year. It frames the policies of the fund.

It conducts day to day affairs of the Fund. It consist of

24 directors, 6 of whom are permanent directors and other 18 are elected directors.

The Managing Director of IMF is elected by the executive directors. He is the head of

IMF staff and is responsible for its organization. Major decisions of IMF are taken with

the consent of 85 per cent voting.

The capital resources of the Fund are subscribed by the various member-countries

by way of their respective quotas. Each member's quota is determined before its enrolment

as a member. Each member country is required to subscribe its quota partly in gold and

partly in its own national currency. Total capital of the Fund in 1945 was 880 crore dollars.

The Fund has affected changes in the quotas of the members from time to time. Since 2000,

its capital has been raised to 27,000 crore dollars.
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Main Functions of IMF :

(1) Lending for meeting Temporary Unfavorable Balance of Payments Position :

(2) Purchase and Sale of Foreign Currency :

(3) Bank of Central Banks :

(4) Technical Assistance :

(5) Imparts Training :

(6) Facilities during Emergency :

(7) Increases International Liquidity :

(8) Research Functions :

Q. Explain World Bank OR IBRD in detail.

Ans. Establishment of World Bank OR IBRD :

The IMF lends to member countries that have temporary balance of payment

problems. The IMF does not lend for developmental projects.

The Fund buys and sells the currencies of

the member-countries. Whenever a country buys the currency of another country from

the Fund, the latter makes it available by purchasing the same from the country

concerned, of which it constitutes the national currency.

The Fund is called the bank of the central banks of different

member countries of the world.

The Fund also provides technical assistance to its member-

countries. The Fund sends its experts on deputation to member-countries to advise

them on matters like

Exchange Control

Foreign Payments

Credit Controls

Central Banking

Economic policy etc.

It also imparts training to the representatives of member-countries.

This training is imparted to the senior officers of the central banks and finance

departments.

Although IMF is opposed to any sort of controls either

on foreign exchange or foreign trade, yet member-countries have been given the right

to resort to these controls during emergency in the hope that they will lift it as early as

the situation warranted.

IMF has increased international liquidity by

creating a new currency in the form of SDR.

IMF has set up a separate statistical bureau for conducting

research regarding balance of payments, money and banking, finance and fiscal

polict etc.

During World War II, in the year 1944,a

conference was held at Bretton Woods inAmerica. It was attended by the representatives of

44 countries. India also participated therein. It was decided in that conference that two

institutions be set up for economic development of all countries. These institutions were-

(3) International Monetary Fund

(4) International Bank for Reconstruction and Development OR World Bank

Ø

Ø

Ø

Ø

Ø
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The objective of IBRD was the reconstruction of war-ravaged economies and provision of
necessary funds for the economic development of all developed and underdeveloped
countries. The bank started its function in 1945.

The main objectives of the World Bank are:

The main objective of the Bank is to reconstruct
the war-devastated economies like Britain, France, Holland etc. and to provide
economic assistance to underdeveloped countries like India, Pakistan, Sri Lanka,
Burma etc.

Another important objective of the Bank is
to encourage private investors to invest capital in underdeveloped countries. It
provides guarantee of loans made by private investors.

The another objective of the Bank is to
encourage international trade.

World Bank is to help the member
countries change-over from war-time economy to peace-time economy.

Global environment protection is also an objective of the
World Bank. To this end, World Bank gives substantial financial assistance to those
underdeveloped countries which are engaged in the task of environmental protection.

World Bank provides concessional loans to member
countries for infrastructure development.

If balance of payments of a
member country is in deficit then World Bank provides concessional loan to such
country.

Any country that is member of IMF, will automatically
become the member of the Bank. Those countries who accepted the membership of the
Fund in 1945 were also treated as the founder members of the World Bank. In the year 2004-
05, 184 countries were members of the Bank. A member can withdraw its membership at
any time by giving a written notice. If a country fails to observe the rules of the Bank, is
membership can be terminated.

(i) At the time of establishment, the authorized capital of the Bank was $1000 crores
divided into 1,00,000 shares of $1,00,000 each.

(ii) Every member-country had to pay 20 per cent of its quota at the time of membership.

(iii) 2 per cent as to be paid in gold and remaining 18 per cent in it own currency.

(iv) The balance 80 per cent of the capital subscription can be called by the Bank as and
when required.

(v) The capital of the World Bank has been increased from time to time with the consent of
the member-countries.

Objectives of the World Bank (IBRD) :

(1) Reconstruction and Development :

(2) Encouragement to Capital Investment :

(3) Encouragement to International Trade :

(4) Establishment of Peace Time Economy :

(5) Environmental Protection :

(6) Infrastructural Development :

(7) Loan for Meeting Deficit in Balance of Payments :

Membership of the World Bank :

Capital of the World Bank :

229

INTERNATIONAL BUSINESS ENVIRONMENT



(vi) On the basis of share in the capital of the World Bank,

First - America

Second - Japan

Eighth - India

Management of the World Bank vests in the following
four boards/committees:

Board of Governors represents the General Council of the
Bank. Every member country appoints one governor and one alternative governor for
five years. No alternative governor can vote except in the absence of the governor.
Board of Governors selects from its members one president who presides over its
annual meeting. The Board meets normally once a year. Each governor has voting
power according to the financial contribution of the government which he represents,
Board decides the policy of the Bank.

The Board enjoys the following rights:

(i) Admission of new members

(ii) Termination of the membership

(iii) Change in the capital

(iv) Distribution of the income of the Bank

(v) Agreement with international institutions

(vi) Liquidation of the Bank.

Board of executive Directors consists of 21
members. Of these, 5 members are those which have the largest subscription. They
are:

America

Britain

Germany

France

Japan

The remaining members are elected from among the other members of the Bank, for a
two-year term. Board of Executive Director elects president of the Bank. The president
is the chief officer of the Bank. He appoints all other officers of the Bank. Board of
Executive Directors is responsible for y to day conduct of the Bank's operations.

It consists of minimum 7 members. Their appointment is made by
Board of Executive Directors. Members of this Council are expert on different subjects
like:

Banking

Foreign Trade

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Ø

Management of the World Bank :

(1) Board of Governors :

(2) Board of Executive Directors :

(3) Advisory Council :
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Industry

Labour

Agriculture

Loan committee is appointed to sanction loans to member
countries and private enterprises. Whenever the member-countries apply for loan, the
Board of Executive Directors refers the application for loan, to Loan Committee. The
committee scrutinizes loan application and gives its report o the board of executive
directors.

Main function of the Bank is to advance loans to member
countries or to private entrepreneurs on the guarantee of their government, for
productive purposes. These loans are advanced through the medium of the central
bank of the country. The Bank collects progress reports on those projects of the
member-countries for which loans are advanced to them. It mainly advances three
kinds of loans:

It either gives loans out of its own funds or itself borrows in the
open market and gives the proceeds to the member countries as loan.

It gives guarantee to the loans given by private investors
and thus help them to give loans to member countries.

The bank advances loans in collaboration with commercial banks
operating in different countries.

The bank also provides technical assistance to member-
countries. It is of two types. One relates to development plans and the other to the
study of economies, their analysis and suggesting the ways for improvements. The
Bank sends its experts to member-countries in order to provide them with technical
assistance and guidance.

The Bank also arranges to impart training to the officials of the member-
countries in matters relating to planning, economic development, public finance and
other economic activities.

The Bank also co-ordinates assistance
given to member-countries from various agencies/countries.

World Bank also acts as a mediator to settle
international disputes

World Bank provides financial
assistance to World Health Organization, International Labour Organization, Food
and Agriculture Organization, etc. These world level institutions work for welfare of
various sections.

Ø

Ø

Ø

(4) Loan Committees :

Functions of World Bank :

(1) To Advance Loans :

(i) Direct Loans :

(ii) Guarantee Loans :

(iii) Joint Loans :

(2) Technical Assistance :

(3) Training :

(4) Coordinating Development Assistance :

(5) Settlement of International Disputes :

(6) Financial Assistance to World Welfare Institutions :
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(7) Conducts Economic Research :

(8) Establishing Subsidiary Institutions :

Q. Write a note on International Finance Corporation (IFC)

Ans. Introduction :

Ownership and Management

World Bank has been conducting economic
research since 1978. For this purpose, a separate division has been set up and
experts are hired from all over the world for conducting this research. These research
projects are related mainly to:

Economic Development

Infrastructure Development

Poverty Eradication, etc.

World Bank has established its subsidiary
institutions namely:

(ii) International DevelopmentAssociation (IDA)

(iii) International Finance Corporation (IFC)

(iv) Multinational Investment GuaranteeAgency (MIGA)

The International Financial Corporation (IFC) is part of the World Bank
Group, but unlike the International Development Association (IDA) and the International
Bank for Reconstruction and Development (IBRD) which work with governments, the IFC
makes direct loans to businesses investing in private enterprise in developing countries.
Over half of IFC loan money goes to finance project in infrastructure, mining,
chemicals/petrochemicals, cement and construction materials, manufacturing, and
timber/pulp materials. Though IFC's work is focused on promoting private sector investment
in developing countries, its mission is to do so in order to reduce poverty and improve
people's lives.

(i) IFC has 181 member countries , which collectively determine its policies and approve
investments.

(ii) To join IFC, a country must first be a member of the International Bank for
Reconstruction and Development (IBRD).

(iii) IFC's corporate powers are vested in its Board of Governors, to which member
countries appoint representatives.

(iv) IFC's share capital, which is paid in, is provided by its member countries, and voting is
in proportion to the number of shares held. IFC's authorized capital (the sums
contributed by its members over the years) is $2.45 billion; IFC's net worth (which
includes authorized capital and retained earnings) was $9.8 billion as of June 2005.

(v) The Board of Governors delegates many of its powers to the Board of Directors, which
is composed of the Executive Directors of the IBRD, and which represents IFC's
member countries. The Board of Directors reviews all projects.

(vi) Although IFC coordinates its activities in many areas with the other institutions in the
World Bank Group, IFC generally operates independently as it is legally and
financially autonomous with its ownArticles ofAgreement, share capital, management
and staff.

Ø

Ø

Ø

232



Funding :

Objectives of IFC :

Activities of IFC :

The IFC's equity and quasi-equity investments are funded out of its paid-in capital and

retained earnings (which comprise its net worth). Strong shareholder support, triple-A

ratings, and a substantial capital base allow the IFC to raise funds on favorable terms in

international capital markets. As of June 30, 2006, retained earnings represented almost

three-quarters of the IFC's $9.8 billion net worth

1. Financing private sector projects and companies located in the developing world.

2. Helping private companies in the developing world mobilize financing in international

financial markets.

3. Providing advice and technical assistance to businesses and governments.

4. The International Finance Corporation (IFC) promotes sustainable private sector

investment in developing countries as a way to reduce poverty and improve people's

lives.

(1) Within the World Bank Group, the World Bank finances projects with sovereign

guarantees, while the IFC finances projects without sovereign guarantees. This

means that the IFC is primarily active in private sector projects, although some

projects in the public sector (at the municipal or sub-national level) have recently been

funded.

(2) Private sector financing is IFC's main activity, and in this respect is a profit-oriented

financial institution (and has never had an annual loss in its 50-year history). Like a

bank, IFC lends or invests its own funds and borrowed funds to its customers and

expects to make a sufficient risk-adjusted return on its global portfolio of projects.

(3) IFC's activities, however, must meet a second test of contributing to a reduction in

poverty in line with its mandate. In practice, this is broadly interpreted, but

considerable time and effort is devoted to both

(i) selecting projects with positive developmental outcomes, and

(ii) improving the developmental outcome of projects by various means.

(4) IFC provides both investment and advisory services. IFC also carries out technical

cooperation projects in many countries to improve the investment climate. These

activities may be linked to a specific investment project, or, increasingly, to broader

goals such as improving the legislative environment for a specific industry. IFC's

technical cooperation projects are generally funded by donor countries or from IFC's

own budget.

(5) IFC'sAdvisory Services focus on five core areas:
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(i) Access to Finance,

(ii) Business Enabling Environment,

(iii) Environmental & Social Sustainability,

(iv) InfrastructureAdvisory, and

(v) CorporateAdvice.

The IFC adopted its own set of environmental and social policies in 1998. These policies

address:

(i) information disclosure,

(ii) environmental assessments,

(iii) natural habitats,

(iv) pest management,

(v) indigenous peoples,

(vi) cultural property,

(vii) involuntary resettlement,

(viii) forestry,

(ix) dam safety,

(x) protection of international waterways and child and forced labor.

Borrowers are required to abide by these standards

At this time, public access to IFC project information is very limited. IFC information

disclosure policy requires three documents

(i) The Summary of Project Information (a summary of proposed projects),

(ii) The EnvironmentalAssessment, and

(iii) the Environmental Review Summary.

In addition, Category A and some Category B projects are required to have a Public

Consultation and Disclosure Plan.

The International Bank for Reconstruction and Development (IBRD), better

known as the World Bank, was established in 1944 to help Europe recover from the

devastation of World War II. The success of that enterprise led the Bank, within a few years,

to turn its attention to the developing countries. By the 1950s, it became clear that the

poorest developing countries needed softer terms than those that could be offered by the

Bank, so they could afford to borrow the capital they needed to grow.

IFC's Social and Environmental Policies :

Information Disclosure :

Q. Write a note on International DevelopmentAssociation (IDA).

Ans. History :
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With the United States taking the initiative, a group of the Bank's member countries

decided to set up an agency that could lend to the poorest countries on the most favourable

terms possible. They called the agency the "International Development Association." Its

founders saw IDAas a way for the "haves" of the world to help the "have-nots." But they also

wanted IDA to be run with the discipline of a bank. For this reason, US President Dwight D.

Eisenhower proposed, and other countries agreed, that IDA should be part of the World

Bank (IBRD).

IDA's Articles of Agreement became effective in 1960. The first IDA loans, known as

credits, were approved in 1961 to Chile, Honduras, India and Sudan.

IBRD and IDAare run on the same lines. They share the same staff and headquarters,

report to the same president and evaluate projects with the same rigorous standards. But

IDA and IBRD draw on different resources for their lending, and because IDA's loans are

deeply concessional, IDA's resources must be periodically replenished (see "IDA Funding"

below). A country must be a member of IBRD before it can join IDA; 165 countries are IDA

members.

The is the part of the World Bank that

helps the world's poorest countries. It complements the World Bank's other lending arm - the

International Bank for Reconstruction and Development (IBRD) - which serves middle-

income countries with capital investment and advisory services.

IDA was created on September 24, 1960 and is responsible for providing long-term,

interest-free loans to the world's 80 poorest countries, 39 of which are inAfrica. IDAprovides

grants and credits (subject to general conditions (pdf)), with repayment periods of 35 to 40

years. Since its inception, IDA credits and grants have totaled $161 billion, averaging $7-$9

billion a year in recent years and directing the largest share, about 50%, to Africa. While the

IBRD raises most of its funds on the world's financial markets, IDA is funded largely by

contributions from the governments of the richer member countries. Additional funds come

from IBRD income and repayment of IDAcredits.

(i) Primary education,

(ii) Basic health services,

(iii) Clean water supply and sanitation,

(iv) Environmental safeguards,

(v) Business-climate improvements,

(vi) Infrastructure and institutional reforms.

Introduction :

International Development Association (IDA)

Objectives of IDA:

(1) IDAloans address
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These projects are intended to pave the way toward economic growth, job creation, higher

incomes and better living conditions.

(2) IDA critics allege the improper use of financial resources, and object to a voting

structure based on financial contributions (the largest being from the U.S. until 2007,

when it was overtaken by the United Kingdom). Others criticize the IDA for its

promotion of free trade, which some see as a means of oppression by the World Bank

Group.

(3) The International Development Association (IDA) is the part of the World Bank that

helps the earth's poorest countries reduce poverty by providing no- interest loans and

grants for programs aimed at boosting economic growth and improving living

conditions

(4) IDA's goal is to reduce inequalities both across and within countries by allowing more

people to participate in the mainstream economy, reducing poverty and promoting

more equal access to the opportunities created by economic growth.IDAalso provides

grants to countries at risk of debt distress.

The is a member

of the World Bank group. It was established to promote foreign direct investment into

developing countries. MIGA was founded in 1988 with a capital base of $1 billion and is

headquartered in Washington, DC.

(1) MIGA's President is Bob Zoellick, in his capacity as President of the World Bank

Group.

(2) James Bond occupies the position of Chief Operating Officer;

(3) Srilal Perera is the Chief Counsel;

(4) Kevin Lu is CFO;

(5) Frank Lysy is Director of Economics; and

(6) Edie Quintrell is Director of Operations.

MIGAissued $2.1 billion of new investment guarantees in fiscal year 2008, a record.

(1) MIGA promotes foreign direct investment into developing countries by insuring

investors against political risk,

(2) Advising governments on attracting investment,

(3) Sharing information through on-line investment information services, and

(4) Mediating disputes between investors and governments.

Q. Write a short note on MIGA

Ans. Introduction : Multilateral Investment GuaranteeAgency (MIGA)

Management :

Objectives of MIGA:
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MIGA's strength compared to private providers of political risk insurance is its
membership of the World Bank Group, which allows it to intervene with host governments to
resolve claims before they are filed.

MIGA provides guarantees against noncommercial risks to protect cross-border
investment in developing member countries. Guarantees protect investors against the risks
of Transfer Restriction, Expropriation, War and Civil Disturbance, and Breach of Contract
(for contracts between the investor/project enterprise and the authorities of the host
country). These coverages may be purchased individually or in combination.

MIGAcan cover only new investments. These include:

new, greenfield investments;

new investment contributions associated with the expansion, modernization, or
financial restructuring of existing projects; and

acquisitions involving privatization of state enterprises.

Unlike other insurers, MIGAis backed by the World Bank Group and its member countries.

A non-banking financial company
(NBFC) is a company registered under the Companies Act, 1956 and is engaged in the
business of loans and advances, acquisition of shares/stock/bonds/debentures/securities
issued by government or local authority or other securities of like marketable nature, leasing,
hire-purchase, insurance business, chit business, but does not include any institution whose
principal business is that of agriculture activity, industrial activity, sale / purchase /
construction of immovable property.

A non-banking institution which is a company and which has its principal business of
receiving deposits under any scheme or arrangement or any other manner, or lending in any
manner is also a non-banking financial company (residuary non-banking company).

NBFCs are doing functions akin to that of banks, however there are a few differences:

(1) a NBFC cannot accept demand deposits (demand deposits are funds deposited at a
depository institution that are payable on demand -- immediately or within a very short
period -- like your current or savings accounts.)

(2) it is not a part of the payment and settlement system and as such cannot issue
cheques to its customers; and

(3) deposit insurance facility of DICGC is not available for NBFC depositors unlike in case
of banks.

MIGA's Business

Q. What is a Non-Banking Financial Company (NBFC)? How does it differ from a
bank? What are the rules and regulations of NBFCs?

Ans. Meaning of Non-Banking Financial Company :

Difference between banks & NBFCs

Ø

Ø

Ø
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It is necessary that every NBFC should be registered with RBI

Different types of NBFCs registered with RBI :

Requirements for Registration with RBI :

Requirements forAccepting Public Deposits :

In terms of Section 45-IA of the RBI Act, 1934, it is mandatory that every NBFC should
be registered with RBI to commence or carry on any business of non-banking financial
institution as defined in clause (a) of Section 45 I of the RBIAct, 1934.

However, to obviate dual regulation, certain category of NBFCs which are regulated
by other regulators are exempted from the requirement of registration with RBI viz. venture
capital fund/merchant banking companies/stock broking companies registered with Sebi,
insurance company holding a valid certificate of registration issued by IRDA, Nidhi
companies as notified under Section 620A of the Companies Act, 1956, chit companies as
defined in clause (b) of Section 2 of the Chit Funds Act, 1982 or housing finance companies
regulated by National Housing Bank.

The NBFCs that are registered with RBI
are:

(i) Equipment leasing company;

(ii) Hire-purchase company;

(iii) Loan company;

(iv) Investment company.

With effect from December 6, 2006 the above NBFCs registered with RBI have been
reclassified as

(i) Asset Finance Company (AFC)

(ii) Investment Company (IC)

(iii) Loan Company (LC)

A company incorporated under the Companies Act, 1956 and desirous of
commencing business of non-banking financial institution as defined under Section 45 I(a)
of the RBI Act, 1934 should have a minimum net owned fund of Rs 25 lakh (raised to Rs 2
crore fromApril 21, 1999).

The company is required to submit its application for registration in the prescribed
format alongwith necessary documents for bank's consideration. The bank issues certificate
of registration after satisfying itself that the conditions as enumerated in Section 45-IA of the
RBIAct, 1934 are satisfied.

All NBFCs are not entitled to accept public deposits. Only those NBFCs holding a valid
certificate of registration with authorisation to accept public deposits can accept/hold public
deposits. The NBFCs accepting public deposits should have minimum stipulated net owned
fund and comply with the directions issued by the bank.
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NBFCs Regulations : The salient features of NBFCs regulations are :

Whether NBFCs can accept deposits from NRIs?

Is nomination facility available to the Depositors of NBFCs?

What else should a depositor bear in mind while depositing money with NBFCs?

Some of the important regulations relating to acceptance of deposits by NBFCs are as

under:

(1) The NBFCs are allowed to accept/renew public deposits for a minimum period of 12

months and maximum period of 60 months. They cannot accept deposits repayable

on demand.

(2) NBFCs cannot offer interest rates higher than the ceiling rate prescribed by RBI from

time to time. The present ceiling is 11 per cent per annum. The interest may be paid or

compounded at rests not shorter than monthly rests.

(3) NBFCs cannot offer gifts/incentives or any other additional benefit to the depositors.

(4) NBFCs (except certainAFCs) should have minimum investment grade credit rating.

(5) The deposits with NBFCs are not insured.

(6) The repayment of deposits by NBFCs is not guaranteed by RBI.

(7) There are certain mandatory disclosures about the company in the Application Form

issued by the company soliciting deposits.

Effective from April 24, 2004, NBFCs cannot accept deposits from NRI except

deposits by debit to NRO account of NRI provided such amount do not represent inward

remittance or transfer from NRE/FCNR (B) account.

However, the existing NRI deposits can be renewed.

Yes, nomination facility is available to the depositors of NBFCs. The Rules for

nomination facility are provided for in section 45QB of the Reserve Bank of India Act, 1934.

Non-Banking Financial Companies have been advised to adopt the Banking Companies

(Nomination) Rules, 1985 made under Section 45ZAof the Banking RegulationAct, 1949.

Accordingly, depositor/s of NBFCs are permitted to nominate, one person to whom,

the NBFC can return the deposit in the event of the death of the depositor/s. NBFCs are

advised to accept nominations made by the depositors in the form similar to one specified

under the said rules, viz Form DA 1 for the purpose of nomination, and Form DA2 and DA3

for cancellation of nomination and variation of nomination, respectively.

While making deposits with a NBFC, the following aspects should be borne in mind:

(1) Public deposits are unsecured.
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(2) A proper deposit receipt which should, besides the name of the depositor/s state the

date of deposit, the amount in words and figures, rate of interest payable and the date

of maturity should be insisted. The receipt shall be duly signed by an officer authorised

by the company in that behalf.

(3) The Reserve Bank of India does not accept any responsibility or guarantee about the

present position as to the financial soundness of the company or for the correctness of

any of the statements or representations made or opinions expressed by the company

and for repayment of deposits/discharge of the liabilities by the company.

The Bank has issued detailed directions on prudential norms, vide Non-Banking

Financial Companies Prudential Norms (Reserve Bank) Directions, 1998. The directions

interalia, prescribe guidelines on income recognition, asset classification and provisioning

requirements applicable to NBFCs, exposure norms, constitution of audit committee,

disclosures in the balance sheet, requirement of capital adequacy, restrictions on

investments in land and building and unquoted shares.

Responsibilities of the NBFCs accepting/holding

public deposits with regard to submission of Returns and other information to RBI:

The NBFCs accepting public deposits should furnish to RBI:

(1) Audited balance sheet of each financial year and an audited profit and loss account in

respect of that year as passed in the general meeting together with a copy of the report

of the Board of Directors and a copy of the report and the notes on accounts furnished

by itsAuditors;

(2) StatutoryAnnual Return on deposits

(3) Certificate from the Auditors that the company is in a position to repay the deposits as

and when the claims arise;

(4) Quarterly Return on liquid assets;

(5) Half-yearly Return on prudential norms;

(6) Half-yearly ALM Returns by companies having public deposits of Rs 20 crore and

above or with assets of Rs 100 crore and above irrespective of the size of deposits;

(7) Monthly return on exposure to capital market by companies having public deposits of

Rs 50 crore and above; and

(8) A copy of the Credit Rating obtained once a year along with one of the Half-yearly

Returns on prudential norms.

Various prudential regulations applicable to NBFCs :

Responsibilities of NBFCs to RBI :
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Exemption from Registration under RBI Act :

(1) Housing Finance Companies :

(2) Merchant Banking Companies :

(3) Stock Exchanges, Companies engaged in the business of stock-broking/sub-

broking :

(4) Venture Capital Fund Companies, Nidhi Companies :

(5) Insurance Companies :

(6) Chit Fund :

Q. Write a short note on Euro Currency Market.

Ans. Meaning of Euro Currency Market :

Major Source of Eurocurrency :

Demand of Eurocurrencies :

There are some companies which have

been exempted from the requirement of registration under Section 45-IA of the RBI Act,

1934 subject to certain conditions.

Housing Finance Companies are regulated by

National Housing Bank

These are regulated by SEBI.

These are regulated by SEBI

Nidhi Companies are

regulated by Ministry of CompanyAffairs, Government of India.

Insurance companies are regulated by Insurance

Regulatory and DevelopmentAuthority.

Chit Companies are regulated by the respective State Governments

Euro currency market is an important source of

debt financing for the MNEs to complement what they can find in their domestic markets or is

any currency that is banked outside of its country of origin. Currencies baked inside of their

country of origin are also known as onshore currencies. Euro currency market is an offshore

market. Euro currency market started with the deposit of US dollars in London banks, it was

called Euro dollar market.

Eurocurrency could be dollars or yen in London, euros in Bahomas or British pounds in

New York City.

Eurodollar which fairly consistent 65-80% of the Eurocurrency markets are dollars

baked outside of the United States.

(1) Foreign Government or Individuals

(2) MNEs

(3) Foreign banks

(4) Countries with Large Balance of Payments surpluses

The demand comes from

(i) Sovereign Government

(ii) SupranationalAgencies such as the W.B. companies & individuals
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Features of Eurocurrency Market :

Euro Credit :

Syndication :

LIBOR :

Eurocurrencies exist partly for the convenience and
security of the user and partly because of cheaper lending rates fro the borrower and better
yield for the lenders.

(1) Eurocurrency market is a wholesale rather than a retail market so transactions are
very large.

(2) MNEs are involved in the Eurodollar market.

(3) Eurocurrency market is both short & medium term. Short term borrowing has
maturities of less than one year.

Euro credit is a type of loan that matures in one to 5 years

Syndication occurs when several banks pool resource to make a large loan in
order to spread the risk.

London inter-bank offered rate which is the deposit rate that applies to interbank
loans in London.
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Q. What are the International TradingAgreements?

Ans. International Trade Agreements :

(A) Trade inAgriculture :

(1) Reduction in Domestic Subsidies :

(2) Reduction in Export Subsidies :

(3) Improvement in Market Access :

International trade agreements are signed among

different nations to promote international trade. These agreements can be signed among

neighboring countries, among developing countries, among developed countries or

between developed and developing nations. These agreements provide for some mutually

agreed rules and regulations top direct foreign trade in the desired direction. Various trade

agreements have been signed to promote international trade. The important international

trade agreements are as follows:

WTO imposes following discipline on agriculture:

WTO urged the member countries to reduce

subsidies in agriculture sector.Agricultural subsidies are of two types:

(a) Subsidy on agriculture inputs like subsidy on seeds, fertilizers, pesticides, etc.

(b) Subsidy on agricultural output. It refers to fixing support price in the interest of

farmers. Support price here means minimum guaranteed price for crops fixed by

government.

WTO urged the member nations to reduce both these types of domestic subsidies.

However, developing countries can give maximum 10% agriculture subsidy of the

market price of crop.

Some countries are providing export subsidies for

promoting agricultural exports. WTO agreements urged the member-countries to

abolish these export subsidies in phased manner.

To improve market access for international trade,

following suggestions were made by WTO:

(a) Reduction in tariff on agricultural products.

(b) Non-tariff barriers will be abolished

(c) Developing and least developed countries are given some concessions

regarding removal of tariff and non-tariff barriers.
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(4) Public Distribution System :

(B) Trade in Textile and Clothing :

(1) Elimination of MFA :

(2) Reduction in Tariff on Textiles and Clothing :

(3) Safeguard Mechanism :

(C) Trade Related Intellectual Property Rights (TRIPs) :

It refers to distributing foodgrains by government at
concessional rates to the people living below the poverty line.

WTO agreements with regard to trade in textiles and
clothing provide fro the following provisions

The implementation of the agreement by the WTO on textile and
clothing would mean 'the elimination of MFA' or in other words the elimination of all
non-tariff measurers in textile and clothing industries over a period of 10 years and
thus integration of textile and clothing sector on 1st January, 2005 into free trade
system under WTO.

It has been done in following phases:

A. 16 % of imports have been made tariff free on 1st January, 1995.

B. Further 17% of imports have been made tariff free on 1st January, 1998.

C. Further 18% of imports have been made tariff free on 1st January, 2002.

D. Remaining 49% of imports have been made tariff free on 1st January, 2005.

It means that import of textiles and clothing has been tariff free since 1st January,
2005. It will benefit textile exporting countries like India, China, korea, etc.

The interest of developing countries has been kept safe
under certain safeguard mechanism which can be applied for a Maximum period of
three years. The developing countries are allowed to impose tariff and non-tariff
measures in certain circumstances if imports are threat to their domestic industries i.e.
the developing nations can impose import restrictions to protect their domestic
industry.

TRIPs agreements are related
to intellectual property rights. These intellectual Property rights can be with regard to
copyright, trade mark, patents etc. Under TRIPs, owner of patent gets patent
registered for a particular period of time.Any person who wants to use that patent, can
use it by paying royalty to the owner of the patent TRIP agreements gives this right on
various types of intellectual properties. Underdeveloped countries who do not have
patent rules in their countries, are to enact patent rules within a period of 10 years.
Only those intellectual properties can be patented which are new, involve research
and can be put to industrial use. But plants cannot be patented.

(a) General Patents - 20 years

(b) Copy rights - 50 years

(c) Trade Marks - 7 years

(d) Industrial designs - 10 years

(e) Medicines - 10 years

Under TRIP life of patents has been fixed as follows :
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(D) Trade Related Investment Measures (TRIMs) :

(E) General Agreement on Trade in Services (GATS) :

(F) Dispute Settlement :

(G) Agreement on Export Subsidies :

TRIMs are investment related
measures proposed by WTO to ensure free flow of investment all over the world. In
these measures, foreign investment is treated at par with domestic investment. It will
abolish all forms of protection to domestic investment. TRIMs agreements will help the
underdeveloped countries by providing necessary capital in the form of foreign
investments. It will also help to solve their balance of payments problem. The main
features of TRIMs are:

(1) To offer fair treatment and all such facilities to all foreign investors as are
available to their domestic investors.

(2) To remove restrictions on repatriation of dividend, interest and royalty of
multinational companies.

(3) To allow 100 per cent foreign equity participation in certain cases.

(4) No restriction on any area of foreign investment i.e., foreign companies can
make investment in any area.

The General Agreement on
Trade in Services (GATS) is the first multilateral agreement in services whose
objective is progressive trade in services. It provides for free flow of services among
the member nations. GATS is designed for free flow services on the same lines as it
was for trade in goods among the member nations. The Agreement covers trade in all
types of services like:

Insurance Travel

Tourism Hotel

Banking Shipping

Telecommunication Business out-sourcing (Call centres)

IT-enabled services Media services, etc.

Services constitute fifty per cent of the total productive-activity of the world. Trade in
services has been brought within the purview of WTO for the first time. Now foreign
services will be treated at par with domestic services. By allowing free entry to foreign
services, advanced technology of the foreign service sector will be available to
developing countries.

For settlement of disputes relating to international trade WTO
has set up Dispute Settlement Body (DSB). In first stage, DSB consults parties under
dispute. Then Director General of WTO will act as mediator for the settlement of
dispute. The complainant country can also ask DSB to set up a panel for dispute
settlement. This panel will have to give its report within 60-90 days

WTO agreements prohibit export subsidies to
promote free and fair global competition in the world trade. But in this agreement
developing countries are exempted from giving export subsidies; i.e. developing

Ø Ø

Ø Ø

Ø Ø

Ø Ø

Ø Ø
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countries can give export subsidies. But only those developing countries can grant
export subsidies whose per capita income is less than 1000 US dollars and the share
of that country in world trade is less than 3.25 per cent.

Dumping is a practice of selling a product abroad at an
unreasonably lower price. The objective of dumping is to sell surplus production in the
foreign market initially at low price with a view to damage the domestic industry and
later charge higher prices. The WTO Agreements stipulate that dumping measures
will be curbed and no country will be allowed to dump its products in another country, if
volume of dumped imports from a particular country is less than 1% of domestic
market sale of that product, then this dumping will be treated as insignificant and WTO
will not entertain such complaint of dumping.

The Trade Policy Review
Mechanism (TPRM) provides for a Trade Policies Review Body to regularly examine
the economic and trade policies of member-nations.

Human resource development is a positive concept in human
resource management. It is based on the belief that an investment in human beings is
necessary and will invariably bring in substantial benefits to the organization in the long run.
It aims at over all development of human resources in order to contribute to the well being of
the employees, organization and the society at large.

HRD is rooted in the belief that human beings have the potential to do better. It therefore
places a premium on the dignity abnd tremendous latent energy of people. Where balance
sheets show people on the debit side, HRD seeks to show them as assets on the credit side.

People can do better, they can do wonders

Involve them, trust them and empower them :
treat them as resources, as assets

Focus on the strengths of people and help
them overcome their weaknesses

HRD a humanistic concept

Integrate the needs and aspiration of
individuals into the strategic goals and the
mission of an orgainzation for better results

Encourage individual initiative and response
by providing a Fostering culture (openness,
trust, collaboration, mutuality etc.)

(H) Anti-Dumping Agreements :

(I) Reviewing Trade Policies of Member Countries :

Q. Write a note on HRD Development.

Ans. Meaning of HRD :
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Features of HRD :

(5) HRD is a System :

(6) HRD is a Planned Process :

(7) HRD Involves Development of Competencies :

(8) HRD us an Inter-Disciplinary Concept :

(9) HRD Improves Quality of Life :

Objectives of HRD :

HRD is process by which the employees of an organization are helped to
help themselves and develops the organization. It has the following features:

It is a system having several interdependent parts or subsystems
such as procurement, appraisal development etc. Change in any one subsystem
leads to changes in other parts.

It is a planned and systematic way of developing people.
Further, it is undertaken on a continuous basis.

Basically it tries to develop
competencies at four levels:

(ii) At the individual level, employees are made to realize the importance of playing
their roles in tune with overall goals and expectations of other people.

(iii) At the interpersonal level, more stress is laid on developing relationship based
on trust, confidence and help.

(iv) At the group level task forces cross functional teams are created to cement inter-
group relations.

(v) At the organizational level, the organization is made to nurture a 'development
climate'.

HRD is an amalgamation of various idea,
concepts, principles and practices drawn from a number of soft sciences such as
sociology, psychology, economics, etc.

HRD enables the employees discover and utilize his
capabilities in service of organizational goals. He finds a new meaning in work, when
managers support such initiative through incentive plans and challenging work
assignments.

HRD, basically, aims at developing:

(i) The capabilities of each employee as an individual

(ii) The capabilities of each individual in relation to his or her present role

(iii) The capabilities of each employee in relation to his or her expected future role

(iv) The dynamic relationship between each employee and his or her employer

(v) The team spirit and functioning in every organizational unit

(vi) Collaboration among different units of the organization

(vii) The organization's overall health and self-renewing capabilities which in turn
increase the enabling capabilities of individuals, teams and the entire
organization.

(1) HRD improves the capabilities of people. They become innovative and enterprising.

(2) HRD improves team work. Employees become m ore open and trust each other.

Benefits of HRD :
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(3) HRD leads to greater organizational effectiveness.

(4) Performance related rewords help employees realize the importance of utilizing their
skills fully in the service of organizational goals.

Many HRD mechanisms are available to develop the
competencies of employees and improve the overall organizational climate.

Performance appraisals have become increasingly
important tools for organizations to use in managing and improving the performance of
employees, in making timely and accurate staffing decisions and in improving the
overall quality of the firm's products and services. The appraisal process is a formal
way of evaluating an employee's performance. Its purpose is to provi9de an accurate
picture of past and future employee performance.

The term potential appraisal refers to the abilities possessed by
an employee but nor put to use currently or the abilities to assume challenging
responsibilities in future assignments. The term performance refers to one's skills,
abilities in meeting the requirements of the job which one is holding currently. Potential
appraisal is different from performance appraisal which shows an employee's current
performance in his existing role.

A career is a sequence of positions held by a person in the course
of a lifetime. Career planning is a process of integrating the employees' needs and
aspirations with organizational needs. Career programmes and HR programmes are
linked to the degree that they help each individual meet individual and organizational
requirements.

Training has gained importance in present
day environment where jobs are complex and change rapidly. Training is a learning
experience designed to achieve a relatively permanent change in an individual that
will improve the ability to perform on the job. Employee development on the other
hand, is a future-oriented training process, focusing on the personal growth of the
employee.

Organisations are never perfectly static. They keep on
changing. Employees' skills and abilities, therefore, require continual upgrading. The
future is uncertain and full of surprises. It is not easy to fight the forces of change
without adequate preparation and training. A systematic planned way of managing
this change is through the process of OD.

People do what hey do to satisfy needs. They choose to behave in ways
which will maximize their rewards. The most obvious reward is pay, but there are many
others. Intrinsic rewards come from the job itself, such as feelings of achievement,
pride in doing a job, etc. Extrinsic rewards come from a source outside the job,
including pay, promotions and benefits offered by management. Rewards could be
linked to performance as well to motivate high achievers to do well.

HRD Mechanism or Subsystem :

(1) Performance Appraisal :

(2) Potential Appraisal :

(3) Career Planning :

(4) Training and Employee Development :

(5) Organisation Development :

(6) Rewards :
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Q. Explain the concept of social responsibility of business towards different

interest groups.

OR

Q. How businesses oblige the different groups of society?

Ans. Social Responsibility of the Business :

Fig. :  Social Responsibility of Business

2. Towards Owners :

Modern business is affected by all the
sections of the society, i.e. consumers, employees, shareholder, government, social welfare
societies etc. and these different categories of people have various expectations from the
business enterprise. Managers have social responsibility towards the following groups of
the society:

1. Towards Self: A business manager owes foremost responsibility towards self. The
manager must seek to achieve the stated objectives for which the organization is
established.

(i) Run business efficiently

(ii) Enhance his managerial knowledge and skills

(iii) Produce the goods and services regularly

(iv) Increase business potentials

(v) Optimise the use of available resources

(vi) Increase the reputation of the organization continuously.

Because of the separation of management and ownership,
managers have significant responsibility towards the owners. Some of them are:

(i) Ensure safety of the capital

(ii) Proper dividend and timely also

Owner
Employee

Consumers

Self Suppliers

ORGANIATION

World Competitors

Community Government
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(iii) Ensure proper utilization of invested capital

(iv) Informing about the progress of the organization

(v) To expand the business of the organization

Employees are the wealth of any business organization. If the

employees are satisfied the business develops and if the employees are dissatisfied

the development of the business comes to a halt. Managers have following

responsibilities towards the employees:

a) Pay fair and reasonable wages

b) Good working conditions

c) Taking care of individual dignity

d) Job security

e) Giving employees participations in management

f) Solving labour problems

g) Providing training and development

Presently consumers rule the market. A consumer is the

'King'. Management owes the following responsibilities towards its consumers:

a) Provides quality products at reasonable prices.

b) Avoid adulteration.

c) Reality inAdvertisement.

d) Availability of product at nearest point.

e) Providing after sale services.

f) To solve the consumer Problems

h) To behave politely with the consumers.

Towards the government, a business owes the following

responsibilities:

a) Pay taxes in time.

b) Follow the rules & regulation layer by the Govt.

c) Helping Govt. by establishing new industries.

d) No. misuse of Govt. machinery

Manager is himself a social being. He utilizes the resources of

the society while living in the society. The main responsibility towards the community

are:

(i) Use the resources of society for the benefit of society

(ii) Provide employment opportunities

3. Towards Employees :

4. Towards Consumers :

5. Towards Government :

6. Towards Community :

250



(iii) Avoid polluting environment

(iv) Increase the standard of living of the society

The main responsibilities towards suppliers are:

a) Making timely payments

b) Giving right price for right material

c) Informing for future developments

Managers have to discharge their responsibilities towards
other competing organizations also like:

(i) Not to indulge in unhealthy competition

(ii) Promote mutual trust and cooperation

(iii) Promote market research

(iv) Develop cordial relations.

Today business is multinational. Managers have certain
responsibilities towards the other nations like:

(i) Abide the rules of International Market

(ii) Provide help in the development of the backward countries

(iii) Cooperate towards international peace.

7. Towards Suppliers :

8. Towards Competitors :

9. Towards the World :
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INTERNATIONAL BUSINESS ENVIRONMENT

Past Year Question Papers

JAN 2009

JULY 2008

UNIT - I

UNIT - II

UNIT - III

UNIT - IV

UNIT - I

UNIT -  II

UNIT - III

UNIT - IV

1. Elaborate upon the internal and external environment in international business.

2. What is the country and currency risk in international trade and what are its

management strategies?

1. Explain the theory of international competitive advantage.

2. What is international Product Life cycle?

1. Explain the role and function of International Monetary Fund as a world economic

organization.

2. Explain the futures. Options and Interest rate swaps.

1. Discuss NAFTA AND SAARC as regional blocs in International Trade.

2. Discuss the training and development program for Human resource especially cultural

training in firm operating internationally?

1. Explain the various constituent of economic environment? How it affect the

international business.

2. Different types of country risk? How MNC protect.

1. Various component of Balance of Payment? How it is different form trade balance.

2. Discuss the ways in which a government can influence trade and investment.

1. Different types of traffic? Explain the various effect of trading.

2. Critically examine the Balance of payment theory against exchange theory.

1. Different types of Trading agreements? Its positive and negative effect in international

business?

2. Social responsibility of international business.
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JAN 2008

JAN 2007

UNIT - I

UNIT - II

UNIT - III

UNIT -IV

UNIT - I

UNIT - II

UNIT - III

UNIT - IV

1. What is business environment? How economic and political environment influences

international business.

2. Discuss the recent trends in foreign investment. What factors influences these

trade’s?

1. Discuss the relation Between balance of payments and macro economic

management.

2. Discuss the major institutions associated with international trade and finance.

1. Short notes on

(i) IMF (ii) NBFC’s

2. How rate of exchange are determined in international market? Is this mechanisms

satisfactory.

1. What is global competition? What are the merits and demerits of such competition?

2. What is HRD? Discuss the main component of HRD.

1. What is political environment? How does it affect international Business.

2. What is international business? Explain various types of international business.

1. Critically examine Ricardo’s comparative cost theory of International trade. What is

common Between Smith’s and Ricardo’s trade Theories?

2. Define the term Balance of Payment. What is disequilibrium in B.O.P. Explain the

xauses of disequilibrium in B.O.P. and suggest Measures to correct this

disequilibrium.

1. Explain the various types of non traffic barriers to international trade.

2. Define

(a) IMF (b) IBRD (c) IDA

1. What is social Responsibility? Basic element of social responsibility.

2. Explain the static and dynamic effect of trading agreement. What are the challenges

are posed by such agreements, for international Business mangers?
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