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Chapter 4
The importance of the economic environment
It is known that the political system influences the type of economic system of a country The economic environment of the countries in which an international business operates, or intends to operate, is important for a number of reasons. Some of the major considerations in this regard are the level of economic development, extent of economic freedom and current wealth of the population of those countries, their economic policies and strategies, and future economic prospects.
The primary reason why international managers analyse the economic environment is to assess the opportunities for mar¬keting a company’s products and services abroad, and to evaluate the potential benefits, costs and risks of possibly locating some of the company’s production and distribution facilities abroad. The potential benefits of doing business with or investing in another country are largely determined by the following considerations:
· the market size (essentially the size of its population)
· current wealth (in terms of the purchasing power of its population)
· future economic prospects.
Some important risks of doing business in other countries include the extent of political instability, government attitudes towards nationalization and even expropriation of assets and private property, the potential for social unrest, absence of the rule of law and the inefficiency of law enforcement.
From an international business perspective, a holistic approach to country analysis on both the national and international level therefore requires a business enterprise to obtain:
· a detailed understanding of the level of economic development and economic performance of a country, given its prevailing and potential economic system
· a detailed understanding of the extent to which the country upholds the principle of economic freedom
A firm must evaluate the extent and influence of government policies and intervention in shaping the future of the country’s economic landscape. International businesses must,' therefore, identify and evaluate the policy issues, economic trends, industry trends and trends in the market segments in those industries for each country in which they are involved or are considering establishing a presence!
The purpose of economic analysis, is to evaluate the overall outlook of the economy of a country both in the short and in the long term, and then to assess how potential economic changes could affect the firm. 
Accordingly, managers must consider a variety of factors in the countries concerned, including:
· the extent and direction of economic growth in the gross national product I 
· the general availability of credit I the size and efficiency of the capital market
· the purchasing power and the level of disposable income of the population I the propensity of people to save I 
· exchange rates
· interest rate levels
· inflation
· foreign debt levels 
· budgets and trade deficits I 
· employment levels I 
· Other socioeconomic and demographic trends.


The economic issues, policies and factors discussed above serve first to emphasize the importance of the economic environment in international business, and second, to provide an extremely useful frame of reference for decision making in the international business context.
It is appropriate to consider first the three dominant economic system. 
These three broad types of economic systems are market economies, command economies and mixed economies.
Economic systems
A country’s economic system can broadly be defined as the structure and processes a country uses to allocate its resources and conduct its commercial activities.
An economic system could be regarded as a set of economic principles, processes and techniques by which a group of people (usually a country) decides and organises the ownership and allocation of economic resources in a way that fosters the economic philosophy of the people or country
A market economy
A market economy is an economic system jn which economic decisions and the pricing of goods and services are guided solely by the combined interactions of a country's citizens and businesses, with little, if any government intervention.
 Market economies work on the assumption that market forces, such as supply and demand, are the best determinants of the quantity and pricing of goods and services. The practical I application of this economic system I requires consumer sovereignty, entrepreneurial spirit and competitiveness. 
A market economy can therefore be regarded as an economic system in which the major portion of a nation's land, productive capacity etc. are privately owned.
In a market economy, economic-related decisions, such as who produces what and in what quantity, as well as the cost of production factors, are determined by the interaction of the invisible hands of market mechanism - supply and demand in the marketplace.
The concept of a market economy is based on the belief that individual interests should supersede group interests because groups are bound to benefit when individuals are rewarded for their initiative and achievements.
The concept of a market economy is therefore consistent with the cultural values of individualism and the  political ideology of democracy.
Egs include USA & Canada
Certain conditions are necessary for the proper and smooth functioning of a market economy. These conditions are freedom of choice, free enterprise and price flexibility (all that forms the basis for achieving economic freedom):
· Freedom of choice or consumer sovereignty
· Free enterprise - freedom of the enterprise to operate in the market and the freedom to decide what goods and services to produce.
· Price flexibility





The index of economic freedom
The basic principles of economic freedom emphasized in the Index are individual empowerment, equitable treatment and the promotion of competition. The 50 independent variables are grouped into the following broad categories that are regarded as Economic Freedom Component Scores:
· business freedom 
· trade freedom 
· fiscal freedom 
· government spending 
· monetary freedom 
· investment freedom 
· financial freedom 
· property rights 
· freedom from corruption
· labour freedom.
Countries are then classified according to the following five broad categories of economic freedom: 
· Free- Countries with an average overall score of 80-100 
· Mostly free J Countries with an average overall score of 70-79.9 
· Moderately free- Countries with an average overall score of60-69.9 
· Mostly unfree i Countries with an average overall score of 50 to 59.9  
· Repressed Countries with an average overall score of 0 to 49.9.5
Repressed countries are largely excessively regulated and need significant economic reform to attain sustainable increases in entrepreneurship that will precipitate economic growth and wealth creation.
The Index of Economic Freedom, is deemed to include the broadest array of institutional factors of economic freedom as listed below:
· corruption in the judiciary, customs service and government bureaucracy
· non-tariff barriers to trade, 
· the fiscal burden of government
· corporate tax rates and trends in government expenditure as a percentage of output 
· the rule of law, 
· regulatory burdens on business, including health, safety and environmental regulations 
· restrictions on banks regarding financial services, such as selling securities and insurance
· labour market regulations, 
· informal market activities

Command economy
A command or centrally planned economy is an economic system in which the government owns a nation's land, productive facilities and other economic resources, and also plans most of the country's economic activity. 
In pure command economies, the goods and services produced in a country, the quantities in which they are produced and the prices at which they are sold are all planned by the government.
In a command economy, therefore, government allocates resources 'for the good of society.
Historically, communist countries had command economies based on the ideology of collectivism.



Command economies have stagnated for a number of reasons. Include their failure to:
· create economic value  
· provide incentives for innovative and entrepreneurial behaviour 
· measure up to the achievements of other economic systems - notably market economies 
· satisfy consumer needs and improve overall quality of life.
A mixed economy
A mixed economy is an economic system in which land, productive facilities and other economic resources are more equitably distributed between private and government ownership when compared to a command economy. 
In mixed economies, the government tends to control certain sectors of the economy that it considers to be important to the national interest, notably in the energy, security, health-care and transportation sectors, while other sectors are left to the private sector.
The governments of countries with mixed economies do influlence economic activity by means of incentives and special concessions to certain industries.
Classifying countries in terms of their economic development
In the search for attractive foreign market opportunities, the level of economic development and extent of economic activity, as reflected by a country's economic growth and the size of its population, are of extreme importance.
Measures of economic activity and purchasing power parity
Gross national income (GNI), gross domestic product (GDP) and gross national product (GNP) are accepted as broad-based measures of a country’s overall economic output and activity during a specific period, usually one year. 
Gross national income (GNI)
Gross national income (GNI) is the sum of value added by all resident producers plus any product taxes (less subsidies) not included in the valuation of output, plus net receipts of primary income (compensation of employees and property income) from abroad.
GNI is calculated as follows:
GNI = W + R + I + P + D + IT
where:
· W = wages and salaries (the value of all income earned in the country)
· R = rent (the value of income earned through rentals)
· I = interest (the amount of interest earned in the country in the accounting year)
· P = profit (the profit realised at all stages of production throughout the country by all sectors of the economy in the accounting period)
· D = depreciation allowance (the decrease in value of old inventory of both busi-ness and the government; depreciation occurs on the books of a business and allows it to decrease the value of old or unsold inventory, such as used cars, buildings and machinery)
· IT - indirect taxes (hidden taxes included in the price of goods such as cigarettes, alcohol, petrol and clothing prices).



Gross domestic product (GDP)
Gross domestic product (GDP) at purchaser prices is the sum of the gross value added by all resident producers in the economy plus any product taxes '(less subsidies) not included in the valuation of output Value added is the net output of an industry after adding up all outputs and subtracting inter¬mediate inputs: 
Gross domestic product (GDP) is the market value of production that occurs within the national borders of a country without regard to whether the factors of production are domestic of foreign.
GDP is calculated as follows:
GDP = C + I + G + (EX-IM)
Where:
· C = consumer spending (consumption expenditure by households)
· I = investment made by industry (private investment spending)
· G = government spending (government purchases of goods and services)
· (EX - IM) = excess of exports over imports (exports minus imports)
Gross national product (GNP) 
The market value of all the goods and services produced in an economy, including the value of the goods and services imported less the goods and services exported. 
More simply, it is the market value of final goods and services produced by domestic factors of production in an accounting
Production by domestic services such as labour and capital less similar payments made to non-residents who contribute to the domestic economy
GNP is basically the same as gross national income (GNI)
GNP is calculated as follows:
GNP = GDP - factor payments from abroad
Using measures of a country's output
Although GNP and GDP are similar for most countries GDP reflects activity within a country's borders more accurately. The major difference between the GDP and GNP of a country is merely academic
While the GDP of a particular country takes into account the production by foreigners in that country and excludes production by nationals outside that country, GNP excludes production by foreigners in a particular country and includes production by nationals outside that country. 
While GDP is the value of goods and services produced in a country, GNP is the value of goods and services produced by citizens of a country.
By dividing the GNP and GDP of a country by its population, we obtain the per capita GNP or GDP for that country.
Per capita GNP and GDP results have two inherent shortcomings. 
First, they do not consider differences in the cost of living between countries. 
Second, they provide a static picture of economic development at a specific point in time.


Purchasing power parity
To accommodate differences in the cost of living between countries realistically, data for per capita GNP and GDP have to be adjusted by introducing the concept of purchasing power, generally referred to as purchasing power parity (PPP)
The rationale for using PPP is to identify the relative ability of two countries' currencies to buy the same amount of goods and services in the countries under consideration. 
We define purchasing power and purchasing power parity (PPP) as follow:
· Purchasing power is the value of goods and services that can be purchased with one unit of a country’s currency
· Purchasing power parity (PPP) is the relative ability of two countries’ currencies to buy the same basket of goods in those two countries
From an international management perspective, the PPP adjusted data for the countries with which a firm conducts business provide valuable information on reliable income, consumption and buying patterns.
Care should be taken to avoid drawing unjustified conclusions when using per capita GNP, GNI and GDP data, even when adjusted for PPP:		
· First, the statistical systems in many developing nations are deficient and the reliability of the data provided by such nations may be misleading.

· Second, to adjust per capita GNP/GNI and GDP data for PPP, the World Bank and other institutions convert local currencies to US dollars, using an average of the exchange rate for that year and the previous two years

· Third, another drawback is that the adjusted data basically present a static situation at a certain point in time in the long-term economic evolution of a country. 

They provide no information on whether existing gaps between the economic levels of different countries are narrowing or becoming wider

Macroeconomic issues in international business
The meaning of economic growth
Economic growth may be described as the increase in an economy's capacity to pro-duce goods and services over a long period of time. 
Economic growth implies rising levels of output over time, produced by means of the economy's available resources.
To measure he change in total production accurately, It is necessary to eliminate the affects of price changes from the GDP value during the period, thus holding the prices of goods and services constant based on the prices that prevailed In a certain base year.
We use this as the starting point for purposes of analysis and comparison.
The resulting measure of total production for a specific year Is referred to as the real GDP or GDP at constant prices. If the value of production during a specific period is measured at the prices that actually prevailed in the market during that year, the result is referred to as the nominal GDP, the monetary GDP or the GDP at cur

We can now state that the annual measure of economic growth is the percentage change in the real GDP of a country from one year to the next. This is derived by:
· first calculating the nominal GDP
· then determining the real GDP equivalent by adjusting for general price increases (inflation)
· finally calculating the percentage change in real GDP from one year to the next.
The GDP at constant prices measures how much the economy really produces and grows
Per capita GNP/GN1 and GDP measures, even when adjusted for purchasing power, are not long-term dynamic indicators of economic growth. 
Logically, analyzing historical data, using trend or time-series analyses, which I allow extrapolation of trends into the future.
Can then be narrowed down to include the	and analysis of regional, country and, eventually, industry and market characteristics and trends
Inflation
Defined as the continue general increase in the prices of goods and services over time. Inflation is known to affect interest rates, exchange rates, cost of living, as well as the general political and economic confidence in a country. Inflation therefore, is an important factor that inter.national management has to consider when doing business with or investing in other countries.
The opposite phenomenon is deflation, or falling prices over time, which is less common.
Inflation occurs when aggregate demand generally increases at a faster rate than aggregate supply. 
Rising demand can occur I when government spending rises at a faster rate than tax revenues to fund government spending and when there are changes in monetary and fiscal policies on which the demand-pull argument for inflation is based. 
Two generally accepted causes of inflation are based on demand-pull and I cost-push considerations 
According to the demand-pull argument, excess demand in an economy, which may be the result of inexpensive borrowing, tax cuts, or both, encourages producers to increase prices. This then leads to demands for high wages by workers striving to maintain their standard of living. 
With the cost-push, excessive production drive up prices. 
Since wages constitute a significant cost element, rising labour costs are passed on to consumers in the form of higher prices, creating what is referred to as the wage-price inflationary spiral.
The inflation rate is measured by means of indices such as the consumer price index (CPI) and the production price index (PPI) by the IMF.
Consumer price index (CPI)
The consumer price index (CPI) is the yardstick used to measure the general level of price increases in the economy. The CPI is a series of figures indicating how the average price level of all those goods and services bought by the typical consumer or household changes over time.
According to the Reserve Bank, there are five steps involved in the process of calculating the CPI:		
· the selection of goods and services to be included in the basket 
· the assignment of weights to each good or service to indicate its relative importance in the basket 
· the choice of a base year for calculating l the CPI
· the choice of a formula for calculating the CPI
· the collection of prices each month to calculate the value of the CPI for that month.
Consumer-related price indices in South Africa for measuring various components of inflation include the CPI headline inflation rate, the core inflation rate, the CPIX and the CPI food:	
· The CPI headline inflation rate captures the price changes of all the goods and services that the typical consumer buys.
· The core inflation rate measures the same price changes as those included in the headline inflation rate
· The consumer price index excluding interest rates on mortgage bonds (CPIX) also measures the same price changes as those included in the headline inflation rate, but excludes the interest rates on mortgage bonds in urban areas.
· CPI food measures price changes in selected food items that typical consumers buy and forms part of CPI headline and CPIX.
Production price index (PPl)
The production price Index (PPI) is a series of figures that indicates percentage changes over time in the average level of the prices of all goods produced, 
It is calculated at the price of products when they leave the factories. It also includes prices of imported goods calcu¬lated at the point-of-entry prices. The price used In the calculations Is thus the price at which the product Is sold for the first time. 
As with the CPI, PPI may be based on monthly or quarterly figures.	
The PPI includes the prices of goods sold by one producer to another for further processing, as well as the prices of goods imported from other countries and sold to local producers or to dealers. 
Lastly, the PPI includes the price of capital goods such as equipment and machinery used in production processes. Total PPI Is reported in terms of PPI imported and PPI domestic for among others, economic evaluation and analysis as well as for policy determination purposes.
A company interested in investing abroad should know how inflation is measured in the host country.
Economic trends have to be continuously updated They also have to be evaluated in terms of relevant economic influences as well as Identified time periods.
High inflation accordingly causes interest rates to rise for two main reasons:
· Banks need to offer higher interest rates to attract money. 
· Governments raise interest rates to slow down economic growth in order to dampen demand.
When interest rates increase due to inflation, borrowing money becomes more expensive and companies are accordingly more reluctant to incur debt for expansion purpose
The exchange rate at a COUNTRYS currency is also affected by inflation The higher the inflation rate of a country is relative to the inflation rates in other countries the more the country's currency will depreciate relative to those of the other countries.
For the international company primarily involved in importing, higher inflation and the concomitant depredation of the country's currency will have an adverse effect in cases where companies import more than they export.

Balance of payments (BOP)
Reflects the value of a country’s economic relations with the outside world 
A country's balance of payment account is defined as 'a national accounting system that records all payments to entities in other countries and all receipts coming into the nation.
The BOP depicts the total transactions that are carried out between the residents of a country and the rest of the world during a given period, usually a year, a quarter or a month.
In financial terms, the operation of the balance of payments is comparable to that of an income and expenditure account rather than a balance sheet.
Characteristics of the balance of payments
The balance of payments reflects demand both at home and abroad
International managers, in particular, need to understand and pay dose attention to the BOP statistics of individual countries for a number of important reasons:
· BOP statistics help to identify attractive markets for a company's products and services.
· BOP statistics could serve to warn international companies of policy changes that could affect a country's business climate 
· BOP statistics can signal increasing risk of lending in particular countries.
· BOP statistics can indicate rreductions in a country’s foreign exchange reserves
· The BOP reflects the relative costs of domestic production and the global competitiveness of the manufacturing sector as a whole

· The BOP accounting system relates to a specific time period.

· It records transactions between residents of the country and residents of all other countries. 

· The BOP accounting system is a double-entry system where every transaction creates a credit entry and a debit entry of equal size or value

Composition of the balance of payments
The balance of payments is divided into two accounts:
· the current account
· the financial account
The current account comprises trade in goods and services, as well as income from assets abroad. 
The first part of the current account is the merchandise trade balance, a measure of a country’s trade deficit, or trade surplus. 
A trade deficit arises when merchandise imports exceed merchandise exports in a given period. 
A trade surplus occurs when exports exceed imports in a given period. The second part of the current account measures transactions in services, while the third part of the current account measures income.
Governments can atempt to exert influence on international trade and investment movements by changing interest rates to slow down or fuel the economy, and by increasing or relaxing trade barriers.





External debt
In the context of the international economic environment, external debt of a country is the amount of money obtained from foreign public- or private-sector banks.
External debt is typically measured in the following two ways:
· the total monetary amount of debt 
· debt as a percentage of GDP.
The larger these two measures become for a country, the more unstable the economy of the country tends to become, given that all other factors remain relatively unchanged.
Where a firm is considering doing business or investing in a foreign country, the later- national manager should monitor and Investigate the foreign-debt commitments of the country, Including trends in the recent past.
Although African debt levels are generally low, the servicing obligation of these debts still forms a large part of the debtor countries' annual expenditure
Privatization
Defined as the selling of government-owned economic resources to private operators. 
Privatization of state-owned enterprises (SOEs) has been an important strategy in the transition of command economies to market-based economies.
The second main driver of privatisation was economic pressure that confronts firms in the international marketplace. The pressure for local responsiveness as well as the pressure for cost reduction that confront businesses as a result of globalization makes it extremely difficult for governments to keep pumping funds into less competitive SOE’s
Transferring ownership from the public to the domestic or foreign private sector by privatisation holds many advantages for countries. These indude attracting foreign direct Investment from abroad, providing foreign entrepreneurs and their skills access to local markets, and acquiring managerial expertise and technology from abroad. 
Specific benefits of privatisation include:
· improving enterprise efficiency and performance
· developing a competitive industry that services consumers well
· accessing the capital, know-how and markets that permit growth 
· achieving effective corporate governance 
· broadening and deepening capital markets
· securing the best price possible for the sale.
The key to successful privatisation is the availability of capital. 
Although privatisation presents opportunities for both local and foreign businesses and investors, careful analysts of all potential benefits, costs and risk factors on which to base such a decision is required






Innovation and entrepreneurship
Widely accepted that innovation and entrepreneurship are the drivers of economic growth in a country. Innovation concerns developments in products, services, processes, organisations, business systems, practices and strategies. 
The political economy and concomitant economic system in a country largely determine the extent of entrepreneurial orientation in country. In addition, certain elements of culture in a country, such as its social structure and religion, either encourage or discourage an entrepreneurial orientation.

The associated economic freedom of a market economy enhances innovative and entrepreneurial activity in that country, more so than in a command or mixed economy. 
A study of 102 countries over a 20-year period found a strong relationship between economic freedom and economic growth.
Widely accepted that innovation and entrepreneurship, generally associated with small business activity in a country, require strong property rights and protection of ownership.
[bookmark: _GoBack]Advances in information technology and e-business, in particular, have undoubtedly facilitated SME activity by benefiting from global electronic procurement systems, and being able to market and sell products and services on the Internet.
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