MGMT 565: Globalization of Business

Section 3: Study Guide


	Lesson 1

Trade Regulation Overview and In-Class Game

	Property Rights
	· Property rights are a form of regulation

· Need stable expectations/property rights/contract enforcement to drive commerce (i.e. In the class game, we needed money and the game sheet to “play.”)

· Many regulations define fundamental market “trading” rules –trade organizations such as GATT and WTO mediate disputes over the rules of international trade.

· “Unstable” contract rights can diminish incentives to “play” – reading example of foreign direct investment in China decreasing

	Asymmetric Information
	· One party in business may have an advantage in available information

· Regulation can correct asymmetric information

· SEC –forces companies to release full financial data (prospectus) in order to allow investors to evaluate financial risks.  Provides independent verification of info .

· FDA – regulation of drugs w/accurate labeling to protect consumers and businesses.

	Free Markets /

Market Failures
	· In competitive markets, each business looking out for itself only and attempts to get customers by improving quality and decreasing price.  This helps consumers because business can't structure a cartel, price-fix or merge with a rival if it will substantially lessen competition in market.

· Even though free markets are often best, the markets alone may fail to ensure free trade.  As a result, several actions can be taken to help ensure markets do not fail:

· Antitrust – promotes competition &prevents price increase from collusion/monopolies

· Identification - ID "defectors" increases cooperation because of reputation effects.  Agencies & private groups ID wrong-doers to induce desired behavior 

· Trust - Allowing collusion increases the likelihood of cooperation, but it won’t ensure it since incentives to defect remain strong – i.e. OPEC’s frequent price-collapses.

· Fines  - decrease defection, or can increase “desired” behavior.  Regulatory agencies can't "catch" all wrong-doers, but threat of fines can decrease undesired behavior:  

· Opportunists - Even if a group takes out the previously identified defectors, the incentives for the remaining players to “defect” is strong.  

· International Trade Regulation – trade liberalization and equalization. Japan Rice market:  consumers suffer from the price-fixing and quality control 

	Lesson 2

US Trade Regulation: The Economics and Politics of Protectionism

	Absolute Advantage
	· A country can produce a product more efficiently than any other country

	Comparative Advantage
	· A country can produce one product more efficiently compared to another product

	State of Autarky
	· There are only domestic supplies of a good – no trade
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Trade Welfare Graph
	· Tariffs hurt domestic consumers because they pay higher prices than they would under free trade.  Wealth is xferred from consumers to producers/government/deadweight loss.

· Tariffs benefit domestic producers & labor by protecting inefficient business w/higher prices.  Consumer surplus is transferred to business/gov’t – business benefits the most

· The four effects of tariffs

1. Redistribution Effect – xfer of $ from consumers to producers b/c of higher prices

2. Production Effect – deadweight loss - resources could have been used elsewhere

3. Revenue Effect – xfer from consumers to government in the form of tariffs

4. Consumption Effects – deadweight loss from lost consumption





	Rational Ignorance
	· Consumers are rationally ignorant of higher prices they pay as a result of tariffs

· The cost of becoming informed or taking action outweighs the cost of paying more

· Consumers may feel some industries are worth protecting (Harley Davidson)

· Declining industries & labor have incentive to seek protection - not rationally ignorant

	Lesson 3

US Trade Regulation: Administered Protection

	Forms of Trade Relief
	· Anti-Dumping – protection b/c foreigners drop prices to eliminate domestic competitors

· Countervailing Duty –protection because foreigners are subsidized by gov’t

· Escape Clause – protection as temporary relief for an important domestic industry

	RTAA/GATT/WTO
	· RTAA = Reciprocal Trade Agreements Act (1934 ( 1946)

· GATT = General Agreement on Trade & Tariffs (1947 ( 1995) - requires signatories to apply their lowest tariff rate to all other members of the GATT 

· WTO = World Trade Organization (1995 ( present) - explicitly negotiates global trade agreements in agriculture/services, disputes settled  2/3rds or 3/4ths vote of signatories.

· All three agreements have been successful in reducing tariffs, but non-tariff barriers and unilateral barriers have increased 

· i.e. Florida tomato growers attempts to have Mexican tomatoes packaged

	Administered Protection
	· US trade system administered by agencies (Dept of Commerce/Intl Trade Commission)

· Biased towards protection (or voluntary restraint agreements)

· Low visibility because it is boring

· Current policy is more protectionist than liberal 

· Since there is no more Soviet threat – there is less incentive to champion free trade

	Non-Tariff Barriers
	· Quotas – Limits to the amount of goods that can be imported from a given country
· Low Threshold for Dumping – 0.005 (.5%) price difference is considered dumping

· Statistical Bias of Average – statistics used to determine dumping favor domestic firms
· Best Available Info – decisions made using the best info – often from domestic firms
· Posting of Bonds – foreigners must (and often can’t) post a bond before they can argue

	Lesson 4

Bringing trade Economics and Politics Together

The 1997 Defeat of Fast Track Trade Negotiation Authority

	Why Fast Track had Labor & Environmental Provisions
	· Democratic VP (Al Gore) running for president – Democratic President (Bill Clinton) wants to show support for labor & environment; two traditional democratic bases

· Labor & Environmental groups did good job of grassroots lobbying

· Issue became “high profile” and had to be addressed

	Mistakes of Fast Track Supporters
	· Framing issue as ‘expanding NAFTA’ (unpopular) vs. ‘protecting intellectual property’

· Not educating the public – the public is rationally ignorant of benefits of free trade 

· Not educating workers in their own firms (much easier/cheaper than informing public)

· Business was complacent in feeling that support would be there (underestimated labor)

· Business was too late in organizing in support of fast track

· Refusal to compromise – later compromised w/vague language that satisfied no one

· Lack of unity – collective action failure – everyone thought the other guy would act

· Offering worker retraining at the 11th hour – too late

	Lesson 5

Is Free Trade Always Best?  

National Economic Development / Industrialization and Strategic Trade Theory

	German-Japanese Model vs. Anglo-American Model
	Anglo-American Model

Isaac Newton (science), John Locke (indiv. rights), Adam Smith (free markets)

· Automatic Growth

· Consumer Rights

· Fair Process

· Individual Rights

· Business as Peace

· Morality
	German-Japanese Model

Isaac Newton (science), Hegel (society rights), Friedrich List (gov’t intervention)

· Deliberate Development

· Producer Welfare

· Good Results

· Nation/Society Welfare

· Business as War

· Power

	
	· The implications for trade policies are that the Anglo-American approach is not universally accepted around the world.

· Sometimes the GJ model pays off – even the US protected trade way back when 

	Strategic Trade Theory
	· Challenges the assumption of neoclassical trade models that conclude free trade is best

· Outlines the circumstances under which protectionism can pay off

· In US, business indirectly aided by gov’t spending – in Japan & Korea, deliberate gov’t targeting of certain businesses

	Creative Destruction
	· Creating new technology that makes old technology obsolete

· The Anglo-American system is better at allowing creative destruction than the German-Japanese system.  This partially explains for Japans economic woes.

	Evolutionary Capitalim
	· Historically, there has been some protection in all developing countries to facilitate industrialization

· Capitalism evolved in many countries

· Great Britain (1775 – 1850)

· US (1860 – 1915)

· Japan (1945 – 1980)

· China (1985 – present)

	Lesson 6

Japanese Market Closure: Structural and Permanent, or Situational and Fleeting?

	Free vs. Managed Trade
	· Barriers to free trade in Japan (some intentional, some cultural)

· Health and Safety Laws (i.e. Japanese uniqueness)

· Cultural Preferences (i.e. “wrapped apples vs. Washington apples)

· Product Liability Law (different in Japan – does not protect public so gov’t must)

· Forces in favor of free trade in Japan

· Younger citizens

· Foreign investment

· Society Change

· Internet

· U.S. managed trade – Hertz buys Ford cars, IBM makes its own parts in-house

	Keiretsu
	· Informal bonds between companies in Japan

· Horizontal Keiretsu – companies are tied to one of the big six central banks – banks are more important than stock market to raise capital 

· Vertical Keiretsu – a pyramid of companies linked under a larger company

· Being Keiretsu member means putting up with enormous interference, but significant advantages – short-term profits less important than long-term growth/cooperation

	Lesson 7

Risky Business: Evaluating the Economic versus Political Risks  

of Foreign Direct Investment in Emerging Markets

	Economic vs. Political Risk
	· Economic risk = the risk of not being the first entrant into the market

· Political risk = any risk caused by a foreign gov’t or policy related change that diminishes the profitability/viability of a business

· Firms tend to underestimate political risk.  There are tools to hedge against economic risk, but only some means to hedge against extreme forms of political risk

	Types of Political Risk
	· Expropriation / Nationalization

· War

· Civil War

· Discriminatory Treatment – laws apply differently

· Contractual Reneging

· Currency and Repatriation of Funds

· Shifting Laws

· Underdeveloped Legal System & Property Rights Enforcement

· Corruption

	Modes of Foreign Market Entry
	· Export

· License Agreement

· Joint Venture

· Wholly Owned Subsidiary
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