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LECTURE 1

BUSINESS AND ITS EXTERNAL ENVIRONMENT

1.1 Perspectives on the Business Environment
A common way to describe the business environment is to identify its key aspects or perspectives.  These are illustrated below.  Sometimes these perspectives are described as separate ‘environments’, though in reality they are integral parts of the environment as a whole.  The diagram includes the major perspectives on the business environment, but other perspectives such as the natural environment could easily be added. It is often difficult to separate political, economic, legal, and other issues, as the business environment is essentially an eclectic concept.
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1.2 The Business Environment as a Complex Adaptive System

The business environment can be described as a ‘complex adaptive system’.  A complex system is a structure made up of many elements that operate independently and also interact with each other, absorbing information from their surrounding elements.  Complex systems and their individual elements adapt or evolve over a period of time.  Complexity theory, as the study of complex systems is known, is derived from the natural sciences, but it is increasingly being applied to economic systems or economies.  It may also be a useful way of thinking about the business environment.  In a complex system it is important to explore the interrelationships between the various elements or perspectives.

1.3 Organisations, Strategy and the Environment

An understanding of the business environment and the ability to analyse the business environment are essential tools for any organisation. In fact, there should be a sequential development from the organisation’s mission and objectives, and its analysis of the external environment and its own organisational capabilities, to the formulation of strategy, planning, and operations. This process is illustrated below.
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The business environment has been undergoing considerable change in recent years.  This situation is not unique to modern times, but the pace of change seems to have been increasing.  Of course, not all aspects of the environment are constantly changing.  For example, an Act of Parliament may remain in force for many years, but the Act may be re-interpreted or changes in society may alter its impact or make it obsolete.  So changes in some aspects of the business environment may bring about changes in others – or, to express it in terms of a complex system, the elements of the complex system are responding and adapting to each other and thus causing changes in the system as a whole.  Some of the major changes in the business environment in recent years are as follows:

Political Change – in particular the gradual re-emergence of China as an economic power (from 1978 onwards) and the collapse of communism in the former Soviet bloc (from 1989-91).  Other political developments include the USA’s confirmation as the world’s only ‘superpower’ (for the time being at least), the economic success of Asia’s ‘tiger economies’ (mainly from the 1980s onwards), and the growing importance of Latin America’s larger states (especially since the late 1990s).
Globalisation - The huge growth in international trade, international capital flows, and the ability of people to travel, communicate, and work across an increasingly interconnected world has become generally known as globalisation.  Globalisation has major implications for business organisations; even a small business operating locally may find itself competing with a foreign multinational company or have to respond to a change in world oil prices, for example.
 As the world’s nations and their economies have become more open to trade and investment, they have become more interdependent.

Technological Change - Technology is one of the main driving forces behind globalisation.  As with other aspects of globalization, technological change is not new.  ‘Modern’ methods of transport such as the motor vehicle and the aeroplane were first developed in something like their modern form during the years just before and after 1900 respectively. Even the computer has antecedents that date back to the mid-twentieth century in a form recognisable to us today (and much earlier in more limited forms).  However, the pace of technological change seems to have been accelerating since the late 1970s. 

Cultural Change - Globalization has far-reaching consequences for the way people live their lives.  Not only does it bring opportunities for international travel and allow the local supermarket to stock goods from around the world, it also exposes people to unfamiliar cultures and practices.  Cultural change can be regarded both positively and negatively.  There is a view that the world’s cultures are converging and that ‘western’ or American culture is becoming dominant. Examples cited to illustrate this ‘dominance’ include the prevalence of western dress, fast food, and the English language.  However, whilst some degree of cultural convergence has taken place, there is also plenty of evidence of cultural diversity.  Religion also seems to be re-emerging as a dominant cultural characteristic, as illustrated by Samuel Huntington’s thought-provoking analysis of what he calls the ‘clash of civilizations’.

Free Market Economics and Corporate Social Responsibility - Just as free market policies had apparently triumphed as the world was approaching the new millennium, pressure on governments and companies to moderate the harsher aspects of free markets was increasing.  Many commentators are now emphasizing the need for those engaged in any form of economic activity to be socially responsible. Examples of this trend include the following: the ‘fairtrade’ and ‘trade justice’ movements; Jubilee 2000 (calling for the cancellation of poor countries’ debts); the United Nations Millennium Development Goals (targets to improve conditions in developing countries); concerns about the impact of production and trade on the natural environment; and pressure on companies to take full account of their corporate social responsibilities (CSR). 

1.5 Alternative Approaches to Environmental Analysis

PESTLE-Type Analysis - One of the most common methods of analyzing the business environment is to identify and explain the key external factors that are likely to affect the performance of a business.  This approach is centred on the business and is outward-looking. It is therefore generally specific to a particular business, though some of the external factors may be common to other businesses.  This type of analysis builds on the approach taken by SWOT analysis, but the external factors are given more detailed consideration.  Its simplest form is known as PEST analysis. PEST analysis focuses on four key aspects of the external environment: political, economic, social (or sociological), and technological.  Individual factors are identified under each of these headings and their impact on the organization is explored.  Inevitably, some writers have argued that other aspects of the environment should be included in the analysis, so acronyms such as PESTLE and STEEPLE have come into use.  PESTLE (political, economic, social, technological, legal, and environmental or ecological) is now probably the most common form, though STEEPLE adds an additional dimension (ethical).  PESTLE-type analysis provides a starting point for environmental analysis though, despite its popularity, it is of limited value unless accompanied by a detailed understanding and analysis of the factors involved and the interactions between these factors. 

Measures of Competitiveness at the Industry Level - Whereas PESTLE analysis takes the individual organization’s perspective, a more detailed picture of its competitive environment can be gained using some form of objective analysis of the industry in which it operates.  Michael Porter’s Five Forces Model is one of the most widely used methods of competitive analysis at the industry level (or industry analysis as it is often known).  Porter provides a framework for the analysis of competition where rivalry between firms is influenced by five forces: supplier power, buyer power, the threat of entry by new firms, the threat from substitute products, and the nature of the rivalry between the firms themselves.  As with PESTLE analysis, this model needs to be underpinned by an in-depth understanding of the competitive process.

Measures of Competitiveness at the National Level - Studies of the business environment at a national level are becoming increasingly common.  Although these studies are essentially engaged in environmental analysis, they are generally expressed in terms of a country’s international competitiveness.  They compare key elements of the business environment in a variety of countries, attaching a score to each of the elements and then ranking the countries’ international competitiveness according to their aggregate scores. The term ‘international competitiveness’ is not without its critics as ‘competitiveness’ implies the ability to compete. It is therefore more appropriate when applied to business organizations rather than to countries. However, in this context a country that ranks highly in terms of its international competitiveness is one that provides an environment that enables business organizations to be internationally competitive.  

The best known rankings of international competitiveness are published annually by the International Institute for Management Development (known as IMD) and the World Economic Forum (WEF).  The WEF ranks over 100 countries in relation to four main categories: economic performance, especially the quality of the macroeconomic environment; government efficiency, including the management of public finances and the efficiency of political and judicial institutions; business efficiency, including productivity, the efficiency and quality of labour and capital markets, and management practices; and infrastructure, including education, health, science and technology as well as the basic transport and communication infrastructure. This type of analysis builds on Michael Porter’s study of the determinants of national competitive advantage (known as ‘Porter’s Diamond’).  These determinants are: firm strategy, structure, and rivalry (effective strategies and competition); factor conditions (especially advanced factors); demand conditions (demanding and discerning consumers); and related and supporting industries (to provide competitively price, high-quality inputs and business services). 
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Figure 1.1 The Determinants of National Advantage (Porter’s Diamond) 

Analysis of Alternative Futures - Although not yet mainstream, the study of possible future scenarios is becoming more widely accepted as an alternative way of planning for future events.  Whilst the future is to a large extent unknown, it is argued that it is better to attempt to influence events in a positive direction rather than simply to allow negative events to happen.  An example of this approach is the exhortation of most climate scientists that we should modify our behaviour to reduce the future impact of global warming.  Governments and international organizations have also been urged to engage in strategic foresight activities. This approach is not unlike the strategic approach taken by the many of the more successful companies.  It does not of course preclude the possibility of unforeseen events or of forecasting errors (using the term ‘forecasting’ in its broadest sense).  As with other methods of analyzing the external environment, strategic foresight also benefits considerably from in-depth knowledge of the factors involved.
DISCUSSION QUESTIONS AND CASE STUDY TASKS
Part 1: WEF Global Competitiveness Report, 2005-06
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1.   The WEF ranks global competitiveness according four main criteria: 

· economic performance - especially the macroeconomic environment

· government efficiency - public finances and political and judicial institutions

· business efficiency - productivity, labour and capital markets and management practices

· infrastructure – education, health, science, technology, transport and communication

2.   Why do you think the WEF focuses on the above criteria?

3.  Why do you think five of the top ten countries in the global competitiveness ranking are Nordic countries?

4.   China and India ranked 49th and 50th in 2005-06.  What does this tells us about the WEF’s view of low labour costs as a determinant of international competitiveness?  Do you consider this view to be valid?

5.   If China and India are well down the competitiveness ranking, are we right to see them as a competitive threat in the western world?

6.   Is it appropriate to apply the concept of international competitiveness to a country as opposed to a firm?

Part 2: Case Study – The Slovak Economy (1)

Question: Evaluate the competitive environment in Slovakia based on the four main World Economic Forum criteria:
· economic performance

· government efficiency

· business efficiency

· infrastructure
LECTURE 2

PERSPECTIVES ON GLOBALISATION

2.1 The Globalisation Debate

The massive increase in international business activity during the post-war years, coupled with increasing interdependence between the world’s economies, has brought about the use of the term ‘globalisation’.  This term is now also used in a wider context to include political, social and cultural integration between countries and their implications for nation states and the world’s population.  In order to distinguish the difference uses of the term, the globalisation of economies and business activities is sometimes described as ‘economic globalisation’.  The importance of FDI, including international mergers and acquisitions and the industrial relocation, has become a particular feature of economic globalisation.  

Globalisation, in its various forms, has increasingly been accompanied by anti-globalisation protests.  The protestors represent a variety of opinions on topics ranging from environmental issues to labour standards, the protection of ‘western’ jobs and the plight of poor countries.  Jubilee 2000, the ‘Make Poverty History’ campaign and the fair trade and trade justice movements have all put the spotlight on global inequalities that seem to favour rich countries at the expense of poor countries.  Economic globalisation is seen as representing free market economics (or capitalism) and the unfettered power of multinational companies.  Whilst protectionism waned as international business activity grew, the apparent triumph of globalisation has brought increasing calls for protection – either for the rich countries, the poor countries, the environment, the consumer or a variety of other groups and causes. 

2.2 Drivers of Globalisation

Political Drivers – Numerous political forces are at work in the modern world. One of the most important is the relative peace and security that has existed in much of the world since 1945.  The opening up of China and the countries of the former Soviet bloc has also been a significant driver of trade and investment between regions formerly closed to each other. 

Technological Drivers – Some people regard technology as the main driver of globalisation.  Above all the microprocessor, facilitating the development of ever more powerful computers, and the Internet, enabling global communication and the creation of the worldwide web, have been of enormous significance. The establishment of a network such as the Internet involves high initial fixed costs, but additional users, both businesses and consumers, incur falling variable costs as the network size increases. These increasing returns to scale create huge benefits, known as network externalities, as the network expands.

Economic Liberalisation – One of the features modern globalisation has in common with earlier periods of internationalization, especially in the late nineteenth century, is greater economic openness or free trade. Economic liberalization, in its modern form, usually describes internal economic reform such as deregulation and privatisation and the removal of barriers to trade in services as well as the more conventional view of free trade as the removal of tariffs on physical imports. 

Market Drivers – As domestic sales growth in the more developed countries slows down or these markets become saturated, businesses increasingly rely on international markets to allow continued expansion. Rising income in international markets will inevitably encourage this expansion. 

Cost Drivers – The increased openness of the world economy exposes the differences in resource costs in different countries. This allows companies to search for lower costs, either by purchasing raw materials or components abroad, relocating a production process or service operation abroad, or outsourcing some of its activities abroad. Internationalization also enables a firm to take advantage of economies of scale, with the larger international market allowing increased scale of operations, hence lower average production costs. 
Competition Drivers – International competition also drives cost reductions, but its impact is more far-reaching, prompting improvements in quality, efficiency, and productivity in all aspects of a firm’s activities. The need to be internationally competitive, even in the home market, increases as international barriers come down and the world’s economies become more interdependent. 
2.3 The Impact of Globalisation

Globalisation is moving the world’s economies closer to being a single, interconnected global economy.  Of course, in reality there are still numerous barriers between the world’s economies, including a plethora of import and investment restrictions, market regulations, and many other discriminatory government policies as well as natural barriers imposed by history, culture, or geography.  However, there is plenty of evidence of increased global economic activity, international competition, and interdependence between national economies.  Some of the main effects of economic globalization on the business environment are as follows:

· Internationalization of markets, including the development of increasingly global products and the use of global marketing strategies.

· Internationalization of production, including global production strategies such as outsourcing, and the offshoring of manufacturing and service operations.
· Applications of technology, including: rapid communication and data transmission, international technology transfer; increasing opportunities for economies of scope (adopting common production platforms to produce differentiated variants of generic products); changes in the relative importance of economies of scale (helping to reduce the minimum efficient scale of production in conventional large-scale industries like steel, while economies of scale remain important at the level of the organization as a whole).

· Changing structure of industry, as the relative share of manufacturing in national output and employment declines in developed ‘industrialized’ countries and increases in newly industrializing countries. ‘De-industrialization’ in developed countries generally gives way to an increase in service industries, though India is also developing a large service sector, especially in services linked to information technology.

· Changes in the demand for labour. As the structure of industry changes, developed countries increase their demand for educated and skilled labour in high-tech and service industries but reduce their demand for low skilled labour, while traditional manufacturing jobs are created in developing countries.

2.4 Alternative Perspectives on Globalisation

Globalisation is not new - The internationalization of business activity is certainly not new.  Perhaps the main earlier contender for the globalisation label is the latter half of the nineteenth century, particularly the period from 1870-1914. This was the height of the policy of laisser-faire when international trade was arguably freer than it is today. International trade reached roughly the same proportion of world output in 1913 as it did in the mid-1990s (after years of decline during two world wars and the Great Depression of the 1930s). International labour migration was in fact greater as a proportion of world population in the latter part of the nineteenth century than it is today.

Globalization is a threat - Just as globalisation seemed to be reaching its peak as we approached the year 2000, the anti-globalisation movement started to emerge as a powerful dissenting voice, first at the Seattle summit of the WTO (1999), then at a series of other international gatherings in Prague (2000), Genoa (2001), Stockholm (2002), and Cancún (2003).  The anti-globalisation protestors represent a large number of different causes but are united by their hostility towards what they see as the destructive forces of global capitalism.  Sometimes their concerns are incompatible with each other or are only tenuously linked with globalisation, but antipathy towards globalisation has become the rallying cry.  Globalization is variously seen as one or more of the following: a threat to poor developing countries that cannot compete with developed countries; a threat to jobs in developed countries that cannot compete with low-cost industries in developing countries; a threat to consumers who are at the mercy of multinational companies; a threat to the environment as resources are depleted and pollution proliferates; and a threat to national sovereignty and traditional ways of life (in all countries). 
Globalization increases the gap between rich and poor - It is almost certainly the case that the unfettered operation of free markets increases income equalities between rich and poor.  This is true both within countries and regions and also across the world as a whole.  This is not to say that the poor necessarily become poorer as the rich become richer, but rather that the income of the rich increases at a faster rate than the income of the poor.  Statistics can, of course, give a completely different impression if they are presented in different ways.  For example, if we compare the richest one per cent of the world’s population with the poorest one per cent, the income gap has widened in recent years, whereas if we compare the top twenty per cent with the bottom twenty per cent the gap has narrowed.  This is because the economies of China and India, which are still in the lower income group and together account for almost one third of the world’s population, have been growing much faster than the world’s richest countries.

Globalisation leads to cultural convergence - The link between globalisation and culture is often bound up in the debate on national sovereignty.  National culture is regarded as something to be protected and globalisation brings products and values that represent an assault on national culture.  There is a feeling that, increasingly, we all wear the same clothes, eat the same food, use the same technology, and buy the same cars, watches, and household goods, and that these consumption patterns are ‘westernising’, ‘Americanising’ or even ‘McDonaldising’ national cultures around the world. There is of course some truth in this view, but modern culture is almost certainly not as homogeneous as we imagine.  International cultural influences are clearly very prevalent during a period of globalisation, but culture in all but the most remote regions has always been an amalgam of numerous international influences.  In-depth study of the culture of any nation illustrates the diversity of cultural influences within a single country.
Globalisation harms the environment - All economic activity has an impact on the environment, either because it uses resources or because it creates externalities such as waste products or pollution.  Resource use in itself is not necessarily harmful, though it may be if resources are overused or non-renewable.  The accumulation of waste products creates a number of problems and pollution is almost always harmful.  The rapid increase in global economic activity potentially multiplies the harmful effects.  This happens not only because of the growth of world output, the increased demand for the world’s resources, and the global impact of pollution on the world’s natural environment, but also because of the huge increase in trade flows as more and more goods are transported between countries.  Airlines, in particular, have received criticism from environmentalists for their contribution to air pollution.  The problem of international trade is sometimes illustrated by calculations of the ‘food miles’ travelled by the food we eat before it reaches our table, contrasting this with the more traditional reliance on local produce.  

However, there is another dimension to this picture. Globalisation, with its competitive pressures, encourages more efficient production and methods of transport.  Production and transport efficiencies bring more efficient use of resources, therefore less resource depletion, waste, and pollution per unit of output.  If a developing African or South American country can produce food more efficiently, and with less resource use, than a developed European or North American country, it makes sense for the latter to buy its food from the former. Globalisation therefore facilitates global specialisation and more efficient resource use, allowing each country to specialise in what it does best.  In practice, of course, there are many distortions in the global economy, such as subsidies paid to farmers in the European Union or USA, so the benefits of international specialisation are sometimes lost - but this is the result of distorting policies, not globalisation as such.  It is clear that economic activity causes environmental problems and that world population growth brings about an increase in economic activity.  Whether globalisation, that is the breaking down of barriers between nations, is specifically responsible for these problems is another matter.

Globalisation is really regionalisation - A few years ago Alan Rugman, a respected international business scholar, wrote a book with the provocative title ‘The End of Globalization’, in which he argues that most ‘global’ activity is in fact regional.  Over 60 per cent of world exports of merchandise goods in 2005 came from the so-called Triad nations of North America, Western Europe, and Japan. The regionalisation of international business activity is even stronger in relation to foreign direct investment (FDI); about 85 per cent of world FDI outflows in 2004 originated from the Triad countries. Although the balance of international activity is beginning to change as countries like China and India develop, it is still heavily dominated by the three Triad regions.  The implication of the above argument is that some countries and regions play a much more prominent part in what we call globalisation than others. The process of globalisation may be gradually encompassing an increasing number of countries, but its effects are uneven in a variety of ways.

DISCUSSION QUESTIONS AND CASE STUDY TASKS

Part 1: Discussion Questions

1.   List the factors that might be said to provide evidence of globalisation.

2.   The term ‘globalisation’ came into common use in the 1990s.  Is it a new
      phenomenon?

3.   In what sense, if any, is globalisation a threat?
4.   Does globalisation increase the gap between rich and poor?
5.   Is globalisation leading to cultural convergence?
6.   Does globalisation harm the (natural) environment?

7.   To what extent is each of the following a problem for developed countries?

(a) 
Off-shoring

(b)  De-industrialisation

(c)  A reduction in the demand for traditional labour skills

Part 2: Case Study – The Slovak Economy (2)
Question: Identify the ways in which globalisation has affected Slovakia
LECTURE 3

POLITICS, CULTURE, INSTITUTIONS AND ECONOMIC DEVELOPMENT

3.1 The supremacy of market economics?

There has been a growing consensus in favour of market economics in recent years.  Indeed, the current consensus represents the culmination of a long tradition dating back to Adam Smith in the late eighteenth century.  The collapse of communist central planning in the former Soviet Union and Central and Eastern Europe and the superior economic performance of the major economies of North America, Western Europe and East Asia seem to reinforce the supremacy of market economics.  Even China, the last significant stronghold of the communist philosophy, appears to have achieved economic success as it has opened its economy to market forces.  Of course, there is a legitimate debate about the relative merits of ‘shock therapy’ and ‘gradualism’ as routes to a market economy in the transitional economies of Central and Eastern Europe.  However, there is a good deal of evidence to suggest that markets are at least a necessary condition for economic success.  Evidence also suggests that trade liberalisation, an important symbol of market openness, has been a significant factor in generating economic growth in the CEE countries.
3.2 The Cultural and Institutional Context
The success or failure of each economy is also affected by the institutions of the country concerned.  Each economy is rooted in national history, culture and tradition.  Industrial policy in Japan or France, for example, may not work as well in the UK or USA because the Anglo-Saxon countries lack Japan’s culture of national consensus or France’s close relationship between public and private sectors.  ‘Institutions’ describe the political, economic, legal and social framework of a country and may be formal or informal.  Formal institutions include the system of governance, constitution, legal system, financial system and other man-made rules and procedures by which a country operates.  Informal institutions include cultural factors such as customs, practices and ways of thinking.  
Culture is itself an overarching factor in the way a society operates.  Culture, in its broadest sense, consists of a complex set of learned, shared and interrelated behavioural patterns which distinguish one society or group of people from another.  These behavioural patterns reflect common values, attitudes, customs, manners, beliefs, practices, language, aesthetics and education.  Culture has also been described as a ‘collective programming of the mind’ (Hofstede).  The main elements of a country’s or ethnic group’s culture are as follows: language, which often reflects thought patterns as well as acting as means of communication; education, which has a major influence on values, standards of conduct and ways of thinking; religion, which provides the bedrock of people’s beliefs, ideas and behavioural norms; and social structure and institutions – the way a particular society is organised, its social hierarchy and systems.  Attitudes towards gender equality, individual freedom, work, business (e.g. profit-making, the charging of interest etc.), material possessions, time and the future etc. are all influenced by culture.  On a practical level, manners and customs are also visible elements of culture.  Whether they are created by human design or have evolved over time, institutions play an important role in shaping a country’s economic development.  This does not necessarily mean that countries have nothing to learn from each other - rather that each country’s economy should be understood in its appropriate context.

National cultures are sometimes described in one or more of the following ways:

· Higher-power distance cultures versus low-power distance cultures – in the former power and authority are accepted without question, in the latter they are not.
· High-context and low-context cultures – in the former the context in which business is undertaken is as important as the transaction itself, in the latter the context is less important.
· Individualism and collectivism - in the former individuals are more important than society, in the latter the cohesiveness of society is all-important.
· Risk avoidance – countries which prefer risk avoidance tend to adopt systems and rules to minimise the risks.
· Masculinity versus femininity – ‘masculine’ values include achievement, assertiveness, individualism and ambition.  ‘Feminine’’ values signify caring, helping, quality of life and family values.  Some countries are described as ‘masculine’ or ‘feminine’ because of the predominance of particular values.

One of the most important implications of a country’s cultural and institutional structure appears to be the system of incentives it creates.  According to North, the world’s developed economies, especially the ‘western’ economies, generally have a system of incentives which induces efficiency, productivity and economic growth, whereas many of the poorer nations do not - or, if they do, these economic incentives are often stifled by high transaction costs.  
3.3 Markets, Institutions and Economic Development
Despite a wealth of evidence in favour of the superiority of markets, a country’s economic development does not appear to be solely dependent on its use of market forces.  If it were, two propositions ought to be true: (1) all countries should be able to develop at a comparable rate simply by adopting market reforms; (2) all economically successful countries should have placed a similar reliance on market forces in achieving their success.  Neither of these propositions appears to be true.  In the first case, there are clearly examples of countries which have achieved some success after introducing market reforms; Chile, Argentina and New Zealand come to mind, but none of these has achieved unqualified success, especially in the case of Argentina.  There are also one or two struggling African countries such as Uganda that have attempted market reform, but whose economic progress has been limited.  In the second case, the US, European and Japanese experiences of development have been built on very different mixes of market economics and government intervention.
There is a popular misconception that markets are a free-for-all, representing the survival of the fittest.  In reality, they need rules to determine the behaviour of the economic players.  Institutions and culture help to determine these rules and patterns of behaviour and provide a system of incentives.  Perhaps the most important rules in a market economy are the rules that protect private property.  These property rights are partly determined by formal institutions such as laws and partly by informal institutions.  Informal institutions are often more complex and more difficult to change than formal institutions.  They include customs and practices, norms of behaviour and patterns of interpersonal relationships.  Many of these informal institutions are in fact defined by culture and are passed on from one generation to another.  Ideas and philosophies may also have a powerful influence on a country’s institutions and economic development.

Sometimes economic development is rapid, as in China or East Asia’s ‘tiger economies’, sometimes it is steady, as in most of Western Europe, sometimes it is negative, as in a number of African countries from the mid 1960s to the mid 1990s.  For all of these countries, however, it is an important issue.  In order for an economy to develop, it is not sufficient to introduce a set of market reforms, no matter how successful they have been elsewhere, it may also be necessary to transform society in more fundamental ways.  This point is made forcefully by the former World Bank and Nobel Prize winning economist, Joseph Stiglitz.  Equally, it may be argued that the reforms themselves should be introduced or adapted in a way which is sensitive to a country’s institutions.  It may be that, in some circumstances, a country can exploit its distinctive institutions in a way which overcomes the imperfections of markets.  This view has been proposed in the case of South Korea’s use of active industrial policy during its period of rapid growth prior to the Asian financial crisis of 1997-98.  

3.5 The Institutional Context of Economic Development in the CEE Countries
Let us consider the major institutional influences on the modern transitional economies of Central and Eastern Europe. These influences are illustrated in the above diagram.  It is important to note, that the precise mix of influences is distinct for each of these economies.  This is true especially in relation to history and culture, but there are also differences between each country’s experience of the communist years as well as their experience of political and economic reform since 1989.


















Diagram: Institutional Influences on the CEE 2004 EU Accession Countries
It seems clear that, without institutional change, the market economy is unlikely to operate efficiently in transitional economies.  As a general proposition this may be relatively uncontroversial, but the need to implement such change has often been underplayed or ignored.  Whilst institutional change can be implemented at the formal level, there may be both positive and negative effects at the informal level - positive in terms of cultural strengths, negative in terms of the influence of conflicting ideas.  Even in terms of formal institutions there are significant issues to be addressed.  One of the major issues is the role of government and other authorities in managing the change process.  However, it is no use replacing market failure with government failure.  In principle, action by government may be justified where it can reduce or eliminate market imperfections and where institutions necessary to support market reforms can be created by government (in the case of formal institutions) or positively influenced by government (in the case of informal institutions).  It is also possible that the solution lies in another direction, such as through education or membership of international organisations like the EU – which governments may play a part in but which they do not necessarily manage at the micro level.

DISCUSSION QUESTIONS AND CASE STUDY TASKS

Part 1: Mini-Case - Privatisation in the CEE Countries after 1989
Privatisation provides an example of the importance of culture and institutions.  Here, privatisation is defined in its narrow sense as the transfer of ownership of enterprises from the state to the private sector.  Considerable emphasis was placed by western advisers on the need to privatise a large share of the business sector as quickly as possible, in the belief that private ownership and the existence of a large private sector were essential prerequisites for a market economy.  Indeed, almost certainly they are, but in order for privatisation to be successful a number of institutional factors need to be in place.  These factors initially depend upon the method of privatisation chosen.  For example, voucher privatisation requires readily accessible company information to be available to ordinary people, efficient stock markets for the subsequent sale of shares, legal protection for shareholders and incentives for shareholders to take a personal interest in their investments.  There is also a need for mechanisms to bring about company restructuring and better management – a need for the full range of institutions which support an efficient equity capital market.  Even more fundamentally, markets only work effectively when there is competition.  Although designed to ensure the acceptance and involvement of ordinary citizens, voucher privatisation had the effect of establishing Anglo-American style share ownership in countries not well prepared for this economic model, either in terms of their formal or informal institutions.  Stiglitz argues that ‘the failure of privatisation to provide the basis of a market economy was not an accident, but a predictable consequence of the manner in which privatisation occurred’.  This may not be a widely accepted view, but there have certainly been problems which could have been resolved if the privatisation process had been managed more carefully.
Questions
1. What institutional mechanisms were lacking when many Czechoslovak companies

    were privatised under the policy of voucher privatisation?
2. What institutional problems might arisen with the following privatisation policies:   

    (a) foreign joint-venture privatisation (e.g. Skoda cars)

    (b) privatisation by management or worker buy-out (e.g. VSŽ), or 

    (c) the mass privatisation of small businesses by public auction (e.g. shops and 

          restaurants)

3. Trust is a key element of business relationships in many countries.  To what extent 

    might the absence trust have created problems during the Czech or Slovak 

    privatisations?
4. To what extent might old ways of thinking have slowed down the process of 

    economic reform in the CEE countries?  In particular, consider the legacy of 

    produced-led as opposed to consumer-led ways of thinking.
Part 2: Case Study – The Slovak Economy (3)
Question: Identify changes to (a) formal institutions and (b) informal institutions that might help to improve the performance of the Slovak economy.
LECTURE 4
THE ROLE OF NATIONAL GOVERNMENT IN ECONOMIC SUCCESS

4.1 The Importance of Macroeconomic Stability

It is now widely recognised that economies and companies generally perform better if there is a stable economic environment over the medium to long term.  In particular, this means a steady rate of economic growth which is consistent with low inflation, relatively full employment and balance of payments equilibrium.  Of course, general economic stability does not mean there will never be structural problems that cause unforeseen price rises, persistent unemployment in certain  regions or industries or persistent imbalances in international trade.  It does mean, however, that there should be a reasonable degree of stability in the economic cycle rather than dramatic changes as an economy moves from boom to recession.

4.2 Trends and Fluctuations in an Economy
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The long-run trend indicates the growth in the productive capacity of an economy over a period of time.  This is determined by the quantity and quality of labour, capital, technology and other resources available to a country at a particular time.  In modern advanced economies, the main way to increase the productive capacity and therefore the trend growth rate is by increasing productivity, i.e. the output derived from given inputs.  Technological advances are important sources of productivity growth, but an economy can also become more productive by improving the quality of labour (education and training), by stimulating competition or by increasing the flexibility with which resources are used, among other things.  

In the short run, economies tend to experience cyclical fluctuations, moving from boom to recession and back to boom over a period of perhaps seven or eight years.  Government macroeconomic policy should therefore be designed to maintain aggregate demand in line with an economy’s productive potential.
4.3 Government Policies for Macroeconomic Stability

The Aggregate Supply and Demand Model provides a useful way of analysing what happens when the short-run economic cycle becomes out of line with the long-run economic trend.  Aggregate demand consists of consumer expenditure, investment expenditure, government expenditure and net exports (exports minus imports), i.e. total expenditure on goods and services produced in a particular country.  Aggregate supply is the planned real output of goods and services in an economy.
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If the government increases its net expenditure (expenditure minus taxation), it will cause aggregate demand to rise (AD1 to AD2).  This will create a short-run equilibrium at price P1 and output Y1.  Firms will increase output by using their resources more intensively in the short run (e.g. labour working overtime), but they will incur higher costs (rising short-run aggregate supply curve) and prices will rise.  In the long run, however, the economy will not be able to sustain this level of output and output will return to the long run aggregate supply curve (LRAS) at the long-run equilibrium output level Ye.  The price level has now risen to P3.  Hence, the overall effect of the increase in government expenditure is to cause inflation without any sustained increase in output.  The role of government policy therefore should be to maintain aggregate demand in line with the trend growth in the economy.  As the productive capacity of the economy increases over time, governments can allow aggregate demand to increase but only in line with aggregate supply, otherwise they will cause inflation.

Demand management therefore does not help to expand an economy in the long run (contrary to the belief of many politicians and others).  The only way to increase growth rate of an economy in the long run (i.e. the trend rate) is to improve the productive capacity of the economy.

4.4 Selective Government Intervention

There are no quick ways for governments to create sustainable economic growth, but can they give industry a boost by selective intervention?  An important distinguishing feature between the three economic models discussed in Lecture 4 is the role of government.  Of course, all governments intervene in some aspects of national life, especially in law and order, defence and foreign affairs, and even Anglo-Saxon governments find it difficult to resist intervening when their national interest appears to be at stake.  However, whereas the role of government is essentially passive and discretionary in the Anglo-Saxon model, government operates in partnership with the private sector in the European model and is generally more directive in the East Asian model.  

At times, ‘Anglo-Saxon’ governments seem to allow even their more prestigious firms to flounder or succumb to foreign take-overs.  Rolls Royce cars are a prime example - where the business was sold to Volkswagen and the Rolls Royce name has transfered to BMW.  Of course, these same governments do not necessarily see this as a problem; if Rolls Royce becomes more efficient and innovative as a result of German ownership, so be it.  Take-overs are generally less common in Germany, especially where foreign companies are the ‘predator’.  Such take-overs are not only highly regulated but are regarded with some suspicion in Germany’s highly organised economy.  Business practice sometimes rushes ahead of public consensus, however, and mergers are now becoming more common throughout Europe.  These mergers are probably a response to competitive pressures, both in the Single European Market and the global economy.  The conventional European approach tends to lead to over-regulation, both in goods and labour markets, but government intervention has also produced some advanced education and training systems and a well developed industrial infrastructure.

Active government direction of resources in East Asia has clearly produced internationally successful industries and products.  It has also resulted in excess capacity in these industries, misdirection of resources more generally and an industrial culture which favours productivity and growth over profitability.  Opinions are divided on the overall effectiveness of the East Asian approach.  Some argue that government policy in the ‘tiger’ economies has created growth mainly by intensive resource use rather than through real productivity improvements; others that technology has led to genuine productivity growth. Whether highly active government intervention offers the best long-term prospects of economic success in an increasingly competitive international environment is an open question.
DISCUSSION QUESTIONS AND CASE STUDY TASKS

Part 1: Discussion Questions
1. To what extent is the conventional Keynesian view of demand management out of 
    line with the aggregate supply and demand model outlined in this lecture?

2. How can a country increase its trend growth rate over a period of time?

3. Under what circumstances should governments intervene to help industry?

Part 2: Case Study – The Slovak Economy (4)

Question: How should Slovakia sustain or increase its long-run growth rate?
LECTURE 5
ALTERNATIVE MODELS OF ECONOMIC SUCCESS

5.1 The Anglo-Saxon (or Anglo-American) Model

The US economy has been described as the prime example of the so-called Anglo-Saxon (or Anglo-American) model. Other examples include the British, Australian, New Zealand and, in some respects, the Chilean economies.  The Anglo-Saxon model represents a free market or ‘laissez-faire’ economy (or liberal market economy) where government economic intervention is confined largely to cautious fiscal and monetary policy and where individual freedoms take priority over collective action; this view of society is sometimes described as liberalism.  However, liberalism in the Anglo-Saxon model balances individual freedom against individual moral responsibility and stresses the importance of property rights in establishing the ground rules of the market system.  Society tends to be ‘atomistic’ - organised predominantly around individuals, the non-extended family, and other groups of individuals with common interests.  

The model is often characterised by policies of privatisation, deregulation, labour market flexibility, and by independence and competition between firms and other economic agents.  The Anglo-Saxon model, or more particularly its US version, has been in the ascendant during the 1980s and 1990s, dominating the aid policies of the IMF and World Bank and the trade policies of the World Trade Organisation.  It has also influenced many of the debates on EU economic policy, especially the arguments for flexible labour markets in an integrated European economy.

The USA has achieved considerable economic success during the post-war years, particularly during the 1990s.  The Anglo-Saxon model may not, however, work equally well in every country.  American culture supports a belief in the virtues of self-interest (taking personal responsibility for one’s own welfare) and freedom of the individual.  In turn, these ‘virtues’ encourage entrepreneurship and competition between individuals.  American capitalism is not simply a ‘free-for-all’, however.  Property rights (ownership rights) are clearly established and legally enforceable.  The USA has perhaps the most litigious culture (in terms of civil litigation) of any country in the world.  It also has the world’s most competitive internal market.  Its economy has been built on the free market principle, with relatively less government intervention than most other national markets.  Whilst non-intervention has not always precluded a tendency towards defensive import protection, the United States is regarded as having one of the most flexible internal markets.  Although these conditions clearly do not apply universally, it may be argued that they are increasingly a feature of the global economy.

5.2 The European (or Rhine) Model

Although there has been increasing integration between the Western European economies during the post-war years, and especially since the formation of the European Union, the region has a much more overt cultural diversity than the United States.  Despite this, it is possible to speak of a European model (or Rhine model) to describe the political and economic systems of Western Europe.  At best, this description is an approximation and applies more closely to the northern countries of Western Europe than to the Mediterranean countries in the south.  The European model is often applied to Germany, Austria, Switzerland, Belgium, the Netherlands, the Scandinavian countries and, perhaps less accurately, to France.  The model is based on consensus politics and the concept of a social market economy (or co-ordinated market economy).  The desire for consensus is illustrated by the generally successful political coalitions which govern many of these countries or by the way in which industrial policy involves government, industry and trade unions in decision making.  

The social market economy can be contrasted with the free market economy. While the latter is a ‘laissez-faire’ system, leaving the economy largely to market forces, the social market involves more active government intervention.  In particular, high levels of taxation are used to pay for social policy - health, education, housing, pensions, unemployment benefits and other forms of social insurance.  Social provision is generally much higher in Germany, the Netherlands and the Scandinavian countries than it is in the United States or United Kingdom, for example.  Equally, although there is some concern about the high cost of social protection, there is still a general consensus on its desirability in these countries.  From a business perspective, the high social cost of employing labour increases production costs, though high productivity offsets these costs to some extent. 

Clearly, the term ‘European model’ simplifies the picture in these countries.  The Scandinavians have tended to favour high rates of taxation with correspondingly high levels of social provision.  They have also invested heavily in education and research and political consensus has been a cornerstone of social and industrial policy.  The so-called ‘negotiated economy’ involves a continual dialogue between the public sector, business, institutional investors, trade unions and other interested groups.  The ‘Scandinavian model’ is a term sometimes used to describe these distinctive features.  Germany seems to characterise the mainstream European model, though here again there are many distinctive features.  Germany has a devolved or federal system of government. Its Bundesländer (federal states) have considerable powers and its major institutions, including the Bundesbank (the German central bank), have clearly defined roles, independent of government.  Germany has a highly developed social security system and places a strong emphasis on education and vocational training.  A particular feature of German industrial relations is the participation of workers in company decision making under the policy of co-determination or Mitbestimmung.  The Dutch and Belgians have generally followed a similar path, though since the mid-1980s Dutch Governments have adopted austerity measures aimed at reducing their large public sector.

France has the second biggest economy in the EU, after Germany, though the French and German political and economic systems are less similar than might at first appear.  France has a more centralised system of government and there are closer links between public administrators and industrialists than is the case in other European countries.  French Governments have generally favoured a more active role in economic development - known as indicative economic planning or dirigisme - though active government intervention is now becoming more restrained in France, as it is in the Netherlands.  EU integration and global competition are also putting pressure on European governments to privatise and deregulate their economies, control government expenditure, reduce the non-wage costs of labour and increase labour market flexibility.  Nevertheless, the European model offers a ‘partnership’ between government and the private sector rather than pure free market economics.

5.3 The Japanese or East Asian Model

The characteristics of Japanese society and the Japanese economy describe what might be called the Japanese or East Asian model.  The latter term is used here as it also offers a reasonable model for South Korea, Singapore, Taiwan and other countries of the region.  Indeed, it is the success not only of Japan but also of the Asian ‘tiger economies’ as a whole which has prompted renewed international interest in this model.  The East Asian model incorporates a liberal view of international trade and free enterprise, but also represents a more authoritarian, close-knit and highly regulated view of society where the collective good supersedes individual freedom.  Japanese companies typically establish clusters of suppliers when they set up plants abroad; this practice also enables them to keep close checks on the quality of supplies and to facilitate their just-in-time approach to production, keeping stock levels of parts, work-in-progress and finished goods to a minimum. Their emphasis on quality in all aspects of production is typified by the Japanese concept of kaizen, the practice of involving all employees in the search for ‘continuous improvement’. This pursuit of quality, increasingly copied by American and European companies, has become known as total quality management. Despite their hierarchical structure, Japanese companies encourage a more participative and consensus approach to management than their American and European counterparts.

Japanese governments have tended to adopt supportive policies towards their industry. In particular, the Ministry of International Trade and Industry (MITI) has helped to shape the country’s industrial structure, by directing resources, overseeing the distribution of credit, and promoting networks of companies, in order to maximise the country’s advantage in international trade. Partly as a result of this policy and also because of Japanese success in creating high quality technological products, Japan has become a major trading and investing nation.  The company networks (or keiretsu) for which Japan is famous, link manufacturing, distribution and finance companies to their mutual advantage.  Japanese society is characterised by close relationships between government and industry, between companies and between management and labour.  Traditionally, large Japanese companies have provided lifetime employment for their more valued employees in return for lifetime loyalty.  Job mobility between companies is much less common than in North America or Western Europe.  Japanese governments have encouraged exporters and channelled resources into particular industries which have export potential - industries like motor manufacturing, electronics and computing.  On the other hand, they have also adopted more restrictive policies towards imports and foreign investment, favouring imports of necessary raw materials but not competitor products, allowing inward investment but discouraging foreign control of Japanese companies.  Import barriers are not, as often supposed, the result of excessive tariffs but rather a consequence of the plethora of regulations, testing procedures and complex distribution systems in Japan. These restrictions and procedures are faced by Japanese companies as well as foreign ones but the Japanese are used to dealing with them and their companies are an integral part of the complex network of distribution.  

Japan has enjoyed enormous industrial success during the post-war years but the Asian financial crisis of 1997-98 and the performance of the Japanese economy throughout most of the 1990s have cast doubt on the country’s economic stability and on some of the policies adopted by Japanese governments.  In particular, several of Japan’s leading financial institutions appear to be unstable, with large portfolios of loans which are commercially imprudent.  This may represent the down-side of Japan’s reliance on close relationships between government and companies.  Astonishingly, recent estimates suggest that Japanese non-financial companies have collectively achieved a rate of return on equity capital which has been below the cost of capital during the 1990s, implying that the overall value of Japanese companies has been falling during this period.  Japanese prowess in industries like motor manufacturing, electronics and computing cannot be denied, but it appears that the Japanese have paid a high price for their success.  Many other industries, such as agriculture, retailing and banking (despite the size of the major Japanese banks), lag behind the best-performing industries, some of its leading multinational companies are heavily indebted (such as Mitsubishi and Nissan), and Japan’s highly regulated system means that the economy lacks the competition necessary to keep domestic prices low.  Whether the problems which have emerged during the late 1990s, in countries like South Korea and the other ‘tiger economies’ as well as Japan, are sufficient to make us question the validity of the entire East Asian model - or are simply a temporary setback - is a matter of debate.

5.4 Comparison of British and German Systems of Corporate Governance

British system (similar to US system):
· Greater reliance on share capital than bank finance

· Normally  one share, one vote

· Board of directors elected at annual general meeting (AGM)

· Board of directors controls company on behalf of shareholders

· Single-level board of directors with executive and non-executive directors

· ‘Outsider’ system of ownership – a large number of widely dispersed independent shareholders and institutional investors

· active takeover market – the market for corporate control keeps directors and managers on their toes

German system (similar to other ‘Rhine model’ systems):
· Greater reliance on bank finance than share capital

· Two-tier board: supervisory board (Aufsichtsrat) has overall control, board of managing directors (Vorstand) is appointed by the supervisory board to run the company

· Supervisory board is made up of elected stakeholder representatives (representatives of shareholders, employees/trade unions and sometimes banks, suppliers and customers)

· Some restrictions on voting rights

· ‘Insider’ system of ownership and control – concentrated shareholdings (e.g. families, other companies, banks etc.) and shares are often held for long periods

· Close relationship between banks and companies

· Limited takeover activity, very few hostile takeovers

DISCUSSION QUESTIONS AND CASE STUDY TASKS

Part 1: Discussion Questions

1. What are the main advantages and disadvantages of the British system of corporate 
    control?

2. What are the main advantages and disadvantages of the German system of 
    corporate control?

3. To what extent do these systems help to explain problems associated with each of 
    the following?

(a) the collapse of the US company Enron
(b) the hostile takeover of the German company Mannesmann by the British company Vodaphone
(c) plant closures by the Anglo-Dutch steel company Corus as a response to overproduction in the world steel market
(d) recent announcements of record profits British banks
4. Do European companies need to become more ‘Anglo-Saxon’ in order to succeed 
    in the global economy?
Part 2: Case Study – The Slovak Economy (5)

Question: Should Slovakia adopt the Anglo-Saxon model, the Rhine or neither?
LECTURE 6

INTERNATIONAL MARKETS AND TECHNOLOGICAL DEVELOPMENT

6.1 The Evolution of Competition in New Markets

It is by no means certain how the process of competition works.  Economic theory has generally been better at comparing static market structures like perfect competition and monopoly than at analysing the dynamic process of competition.  One of the major debates on the dynamic development of markets, especially in technology markets, is around whether new product development is demand-driven or supply-driven.  Danny Quah argues that, unless there is sufficient demand for a new product or new technology, the product is unlikely to take off.  He draws lessons from China’s experience in the middle ages.  China has been at the forefront of the development of a number of innovations throughout much of its history, including the invention of paper and glass.  However, China has fallen behind Europe, America and Japan during the last three or four hundred years.  According to Quah, this was because consumers were not ready for some of China’s technological developments so the market did not take off.  Clearly, there are examples of new products in the modern world that have not taken off because of a lack of interest from consumers.

However, recent work by Paul Geroski casts doubt on the above hypothesis, arguing that many new products are driven by supply-side technological developments.  For example, the internet was initially developed for specialised use by academics and the military.  As the technology improved, the internet was gradually made available to businesses and the general public.  The Internet’s development seems to have been driven by technological advances, both in computer hardware and software (especially the development of internet browser software) rather than by consumers wanting it for particular uses.
In the early stages of the development of a new market, there is often competition to create an industry standard.  Gradually, a dominant standard emerges (e.g. Microsoft Windows operating system) and competition gradually brings improvements to this industry standard.  As a product approaches maturity, process improvements often become more important than product improvements and dominant firms concentrate on trying to reduce their costs.  This process can be seen in the car manufacturing industry as General Motors and Ford find it increasingly difficult to create innovation product designs.  Price and cost competition forces them to improve their efficiency, sometimes by relocating to low-cost countries.  Product innovation then comes mainly from newer firms or firms outside the mainstream (e.g. Toyota).

In practice, both supply-side and demand-side factors are probably important in determining the development of new products and the way in which a market develops.
6.2 Other Characteristics of Technology

Technology markets are often characterised by (a) networks, (b) industry standards and (c) product platforms.  The internet is a prime example of a network, though networks may also include groups of companies with common interests (such as the Japanese keiretsu or the numerous trade associations that exist in most countries).  The benefits of networks increase as the number of users increases.  Even small firms can then benefit from a large international network.  The benefits that come from the increasing size of a network are known as ‘network externalities’ (benefits that arise for all members in addition to those enjoyed by the new member).  Industry standards are established where it is beneficial to have compatibility between complementary products, such as VHS recorders and videos or standard USB ports so that digital cameras, memory sticks and numerous other products and devices can be plugged into computers.  These standards often arise out of a natural competitive process rather than being laid down by the regulatory authorities, but they can bring enormous benefits to their users.  Technology markets are also characterised by product platforms like the Microsoft Windows operating system.  In effect, this system has become something close to an industry standard, but it also provides a ‘platform’ on to which a variety of software programmes can be installed.  Platforms also exist to reduce costs in car manufacturing, allowing different models to be ‘built’ upon a common production platform.  In this case, however, a single platform is not as widely used as it is in computer markets.

Another feature of technology markets is the role played by knowledge as a resource.  Knowledge has some of the characteristics of a ‘public good’, especially non-rivalry among consumers.  Thus, knowledge can be shared without the sharer’s knowledge being reduced.  Access to knowledge can of course be restricted (i.e. some consumers may be excluded), but there are significant benefits to society if information and knowledge are made widely available.  Networks also encourage the spread of knowledge.  In this way, technological innovations often spread more quickly from one firm or consumer to another, from one application to another and from one country to another (the ‘spill-over effects’ of technology).

6.3 Technology, Globalisation and Economic Development

Technology is major driver of globalisation.  At its core, globalisation involves what the New York Times journalist and author, Thomas Friedman, calls a ‘flattening’ process.  According to Friedman, the world is being flattened in the sense that technology is creating a ‘flat’ or level playing field by allowing developing countries like China and India to become participants in international business on a par with the richer developed countries. This view implies that all countries could potentially participate in globalisation, though in practice a number of obstacles may prevent this. 

Information and communication technology is a key element of technological change.  The widespread use of personal computers, the Windows operating system, and standard business software packages, coupled with the development of the Internet and the worldwide web, has enabled businesses and individuals to communicate and share information across the world.  It has increased the connections between different parts of the world, making the world appear smaller (reinforcing the concept of the global village).  This characteristic of globalisation has been described as the ‘death of distance’ (Frances Cairncross), implying that distance or spatial separation no longer has any significance when conducting business or personal affairs.  Whilst this is largely true in relation to communication and information flows, it does not necessarily apply to all areas of business or personal activity. For example, where face-to-face contact is required, as in conventional retailing, or physical goods have to be transported, distance and location still matter. There may also be a number of other reasons why proximity to the customer is important, including the need for cultural awareness. Nevertheless, technology has allowed us to overcome many of the barriers that distance used to represent.

DISCUSSION QUESTIONS AND CASE STUDY TASKS

Part 1: Discussion Questions

Extract from the conclusion to ‘The Weightless Economy in Economic Development’
By Danny Quah, London School of Economics, Economics Department, 

January 1999

This paper took the view that weightless-economy changes are significant because they shorten the relevant ‘distance’ between consumers and producers of knowledge-products. This then allows analysis on two fronts. First, what is special about the knowledge embodied in IT for economic growth? What interesting economic features do traditional models of knowledge and growth miss? For one, in reality, copyrights matter for IT more than do patents for protecting knowledge as intellectual property. But copyrights protect in ways fundamentally different from patents; compared to the latter, the level of protection afforded is weak. One reason this can be sustained is that the cost to consumers of using IT is not just the sticker price of the product, but the associated costs of learning to consume the knowledge-product. Second, what does empirical evidence show in other situations where similar distance-reduction has occurred? Clearly, 14th-century China, for one, did not have computers and information technology. But, as argued above, the tensions manifest between mismatched demand and supply sides of technology can provide useful lessons. Building on these observations, the paper then developed an analytical model to show how demand side factors can produce a range of predictions consistent with both 14th-century China and the current information technology industry. 
One policy implication from this study is the importance of training and education, but not just in providing skills for work and production, but in providing a sufficiently strong demand base. Unless a demand side can be cultivated that appreciates and exploits sophisticated and advancing technology, economic growth can slow or, ultimately, fail to continue. Training and education need not be along narrowly-defined skills dimensions, but they can provide a double impact in strengthening both demand and supply sides of technical development. Finally, patterns of demand emerge not just from developing skills and education in the population at large. They are affected also by government efforts at regulation. Government policy that strongly curtails private use of new technologies/excess taxation/insufficient access provision can have adverse long-run consequences on growth in the economy.
Questions

1. What, according to Quah are the key factors that determine both the supply and 

    demand for technology products?
2. Why does Quah argue that demand is at least as important as supply in achieving 

    technology-led economic growth?

3. Why do you think Quah states that ‘the level of protection afforded [by IT 

    copyrights] is weak’?  Given that he also thinks that IT copyrights are important, do 

    you think that copyright protection should be strengthened for IT products and, if 

    so, how?

Part 2: Case Study – The Slovak Economy (6)

Question: How can the demand for technology in Slovakia be increased?  Is an increase in demand likely to stimulate the supply of Slovak-made technology products?
EXAMINATION
The examination for this lecture programme will be based on the Case Study on the Slovak economy.  You will be asked to answer TWO questions from a choice of six questions.  The questions will relate the material in the lecture programme to the Slovak economy.  The time allowed for the examination will be ONE HOUR.

CASE STUDY: THE SLOVAK ECONOMY

Deloitte Country Guides: Slovakia
	Why Invest in Slovakia?
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	As a member of the European Union Slovakia boasts industrial heritage, favourable location as well as some of the lowest costs in Central Europe. The cities in Slovakia also promote the living standards of Western Europe at a fraction of the cost. In recent years the government of Slovakia has promoted a series of pro-investment economic reforms creating an inviting investor situation as well as investor confidence.

Slovakia: Basic facts 2006
Population

5,439,000

GDP per capita

$8,524

GDP growth

6.1%

Inflation

2.7%

Unemployment rate

11.4%

Minimum wage

$235

Corporate tax

19%

VAT
19%
There are several key benefits in investing in Slovakia including:
· Leaders in Economic Reform
The World Bank has recognized Slovakia as the country with the most significant economic reforms. The most significant advantage to Slovakia is the tax rate. The 19% flat tax rate for companies and individuals makes Slovakia favourable even after initial tax incentives have finished. The flat tax that was introduced in January 2004, as well as having no tax dividends, has given Slovakia a competitive edge with foreign direct investments. 
· Low Labour Costs
With an average gross income of € 448 per month in 2005, Slovakia has the lowest annual salaries in Central Europe. While Slovakia’s neighbours experienced large amounts of foreign direct investments in the 90’s Slovakia was left largely untouched. This has driven up the salary cost in other Central European countries while Slovakia lagged behind. In support of foreign investors the government has issued a flexible labour code and has put a cap on social costs. 
· Strategic Location
Geographically, Slovakia bridges Western and Eastern Europe, facilitating a combined market of over 455 million people. Within Central Europe, Slovakia allows easy access to neighbouring countries such as Poland, the Czech Republic and Hungary. Combined these four countries form a market of 64 million people and due to accelerated economic growth, it has experienced a steady inflow of foreign investment and a gradual increase of purchasing power of their population. 
· Leading Sectors
The automotive sector is currently one of the fastest growing sectors in Slovakia, primarily due to the significant amount of brown and greenfield investment already operative or currently planned. The expected car production of 900 000 units in 2007 will make Slovakia the top per-capita car producer in the world. Other sectors active with respect to foreign investment are engineering, electronics, business process outsourcing and ICT. Investors from these sectors have already discovered Slovakia as a suitable location for their business operations. Still unutilized potential is in a pharmaceutical sector, biotechnology and in tourism. 
· Investment incentives
The inexpensive, skilled and disciplined labour force is one of the most valuable incentives to invest in Slovakia. The most competitive labour is found in the East of the country with unemployment reaching around 17% in some areas. In connection to this the Slovak government tends to offer economic incentives to invest in specific regions throughout Slovakia.


	Challenges for Investors
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	· Land issues
When investing in Slovakia a particular attention needs to be placed on land issues. Especially in greenfield investment, there are repeated cases that a suitable site for an investment project may require a prolonged acquisition procedure. This situation has been caused by numerous unsolved heritage disputes in the past, restitutions claims and poor recording system during the period of planned economy prior to 1989.
· Shortage of labour
In the western part of Slovakia, where the majority of FDI projects ended in the previous years, the investor may face a shortage of qualified labour especially in the manufacturing sector. The most critical is the automotive industry that is gradually reaching a high level of saturation and direct competition in labour availability.
· Qualifying for incentives
When it comes to investment incentives, the Slovak state aid rules and regulations are in compliance with the EU legislation. In order to qualify for incentives a foreign investor must meet certain criteria. These criteria vary from the part of the country where an investor wants to place the project. A major setback for an investor is that a submitted application for state aid may face a prolonged approval process as each investment project is evaluated on an individual basis. The state aid is guaranteed only after being approved by the European Commission.
· Bureaucracy and corruption
There are still issues with the countries of Central Europe with excessive administration, bureaucracy and corruption in spite of EU membership. Slovakia similarly like other neighbouring countries is fighting this problem. 


Prezentácie:

INTERNATIONAL ECONOMIC PERSPECTIVES

Andrew Harrison

University of Teesside

Business and its External Environment

1.1 Perspectives on the  
 Business Environment

1.2 The Business Environment 
 as a Complex Adaptive System

· A complex system: a structure made up of many elements operating independently and also interacting with each other

· Complex systems adapt or evolve over time

· Complexity theory is derived from the natural sciences, but may be a useful way of thinking about the business environment

1.3 Organisations, Strategy and the Environment

1.4 Developments in the 
      Business Environment

· Pace of change in the business environment seems to have been increasing

· Not everything is constantly changing, e.g. an Act of Parliament, but events may lead to reinterpretation, its impact may change or it may become obsolete

· An example of a complex adaptive system

1.4 Developments in the 
      Business Environment

Political Change:

· Gradual re-emergence of China after 1978

· Collapse of the former Soviet bloc after 1989

· US confirmation as the only ‘superpower’ (pro tem?)

· Economic success of Asia’s ‘tiger economies’

· Growing importance of Latin America’s larger states

1.4 Developments in the 
      Business Environment

Globalisation:

· Huge growth in trade, capital flows, ability to travel, communicate and work across an interconnected world

· Major implications for business organisations, even small businesses

· Increasing interdependence of the world’s economies

1.4 Developments in the 
      Business Environment

Technological Change:

· Technology is one of the main drivers of globalisation

· Technological change is not new, e.g. cars, aeroplanes and computers, but …

· The pace of change seems to be increasing

1.4 Developments in the 
      Business Environment

Cultural Change:

· Globalisation exposes people to unfamiliar cultures and practices

· The cultural convergence view: ‘western’ or American culture is becoming dominant, e.g. dress, fast food and the English language

· The cultural divergence view: culture is more varied than before

· The re-emergence of religion: a ‘clash of civilisations’?

1.4 Developments in the 
      Business Environment

Free Market Economics and CSR:

· As free market economics ‘triumphed’, pressure to moderate the harsher aspects was increasing

· Emphasis on social responsibility

· Examples: 


- ‘fairtrade’ and ‘trade justice’


- Jubilee 2000


- UN Millennium Development Goals


- concerns for the natural environment


- pressure on companies to embed CSR

1.5 Alternative Approaches to 
      Environmental Analysis

Pestle-Type Analysis:

· Identification of key external factors

· Generally specific to a particular organisation

· Builds on the approach of SWOT Analysis

· PEST, PESTLE and STEEPLE

· Limitations: 


- only a starting point for analysis; needs to be underpinned by understanding of the issues


- makes artificial distinctions between factors


- ignores interactions between factors

1.5 Alternative Approaches to 
      Environmental Analysis

Measures of Competitiveness at the Industry Level (Industry Analysis):

· More objective analysis of the competitive environment

· E.g. Porter’s Five Forces Model:


- supplier power, buyer power, threat of entry by new firms, threat from substitute products, nature of rivalry between firms

· As with Pestle, needs to be underpinned by understanding of the issues


1.5 Alternative Approaches to 
      Environmental Analysis

Measures of Competitiveness at the National Level:

· Scores are attached to factors affecting international competitiveness (the national environment) and countries are ranked

· Problems with the concept of ‘competitiveness’

· Examples: IMD and World Economic Forum competitiveness rankings

· WEF criteria: economic performance, government efficiency, business efficiency and infrastructure

· Cf ‘Porter’s Diamond’

The Determinants of National Competitive 
Advantage (Porter’s Diamond)

1.5 Alternative Approaches to 
      Environmental Analysis

Analysis of Alternative Futures:

· Future scenarios as a way of planning for future events

· Also to influence future events in a positive direction

· Example: measures to avoid the future impact of climate change

· Requires ‘strategic foresight’, as well as understanding of the issues

Perspectives on Globalisation

2.1 The Globalisation Debate

· Increase in international business activity and interdependence between the world’s economies: economic globalisation

· Political, social and cultural impact of globalisation

· ‘Anti-globalisation movement’ – Jubilee 2000, ‘Make Poverty History’, ‘Fairtrade’ and ‘Trade Justice’ etc.

· Clash between free market economics and calls for protection of the poor, the environment and other groups

2.2 Drivers of Globalisation

Political Drivers:

· Relative peace and security since 1945

· Opening up of China since 1978

· Opening up of the former Soviet bloc since 1989

2.2 Drivers of Globalisation

Technological Drivers:

· The main driver of globalisation?

· Especially the computer and microprocessor and the Internet and Worldwide Web

· Network effects: increasing returns to scale (falling average costs) and increased market potential as network size increases (‘network externalities’)

2.2 Drivers of Globalisation

Economic Liberalisation:

· Free trade and the removal of tariff barriers

· Economic openness also includes:


- Domestic economic reform (deregulation and privatisation)


- Removal of non-tariff trade barriers


- Service liberalisation

2.2 Drivers of Globalisation

Market Drivers:

· Businesses rely on international markets if there is slow growth or saturation in domestic markets

· Rising income in international markets will encourage expansion

2.2 Drivers of Globalisation

Cost Drivers:

· Openness of the world’s economies exposes cost differences and encourages outsourcing and offshoring

· International expansion also allows increased economies of scale

2.2 Drivers of Globalisation

Competition Drivers:

· International competition drives cost reductions and improvements in quality, efficiency and productivity

· International competition increases as barriers come down

2.3 The Impact of Globalisation

· The interconnected global economy is interrupted by restrictions, regulations, discriminatory policies and natural barriers

· But evidence of global activity includes:


- Internationalisation of markets


- Internationalisation of production


- Apllications of technology, including economies of scope and scale


- Changing structure of industry


- Changes in the demand for labour

2.4 Alternative Perspectives on
      Globalisation

· Globalisation is not new

· Globalisation is a threat

· Globalisation increases the gap between rich and poor

· Globalisation leads to cultural convergence

· Globalisation harms the environment

· Globalisation is really regionalisation

Politics, Culture, Institutions and Economic Development

3.1 The Supremacy of  Market
      Economics?

· Consensus in favour of market economics

· Reinforced by : 


- collapse of central planning


- superior performance of US, Western   


  Europe and East Asia


- Lessons from China

3.1 The Supremacy of  Market
      Economics?

· Debates: 


- ‘shock therapy’ versus ‘gradualism’


- ‘globalisation’ and economic inequality

· Markets are at least a necessary condition for economic success:


- importance of trade liberalisation in 


   transitional economies

3.2 The Cultural and 
      Institutional Context

· Economies are rooted in history, culture and tradition

· E.g. industrial policy in Japan or France may not work as well in the USA or UK

· Institutions are the political, economic, legal and social framework of a country

· Formal institutions: system of governance, constitution, legal system and other rules

· Informal institutions: cultural factors, ways of thinking etc.

3.2 The Cultural and 
      Institutional Context

· Culture is an overarching factor in the way a society operates

· Culture: a complex set of learned, shared and interrelated behavioural patterns

· Behavioural patterns reflect common values, attitudes, customs, manners, beliefs, practices, language, aesthetics, education, social structure

· Culture: ‘a collective programming of the mind’ (Hofstede)

· Culture creates a system of incentives

3.2 The Cultural and 
      Institutional Context

· National cultures may be:

· High-power distance or low-power distance cultures

· High-context or low-context cultures

· Individualist or collectivist cultures

· High-risk avoidance or low-risk avoidance cultures

· Masculine or feminine cultures

3.3 Markets, Institutions and 
      Economic Development

· Despite the superiority of markets, economic development does not seems to depend only on market forces

· If it did . . . 


(1) all countries should develop if they adopt market reforms


(2) all successful countries should have placed equal emphasis on market forces

3.3 Markets, Institutions and 
      Economic Development

· Popular misconception: markets are a free-for-all

· All economies need rules

· Institutions and culture help to determine these rules

· Need rules to protect private property: property rights

· Culture, ideas and philosophies may have a powerful influence on economic development

3.3 Markets, Institutions and 
      Economic Development

· Economic reforms alone are not sufficient – society may need to be transformed

· Note Stiglitz’s criticisms of the IMF

· Reforms should be sensitive to a country’s institutions

· A country’s institutions may help it to overcome market imperfections (e.g. in S.E.Asia?)

3.4 The Institutional Context 
      of Economic Development 
      in the CEE Countries

3.4 The Institutional Context 
      of Economic Development 
      in the CEE Countries

· Institutional change can be achieved at the formal level, though it is not always easy

· At the informal level cultural strengths may clash with conflicting ideas and practices

· The role of government is important, creating formal institutions to support market reforms or positively influencing informal institutions

· Market failure should not be replaced by government failure

The Role of Government in Economic Success

4.1 The Importance of 
      Macroeconomic Stability

· Economies and companies generally perform better in a stable economic environment

· Steady economic growth consistent with low inflation, full employment and balance of payments equilibrium

· Reasonable stability over the economic cycle

4.2 Trends and Fluctuations in 
      an Economy

4.2 Trends and Fluctuations in 
      an Economy

· Long-run trend indicates growth in an economy’s productive capacity over time

· Productive capacity is determined by quantity and quality of labour, capital, technology and other resources

· In advanced economies the main way to increase productive capacity is by increasing productivity

4.2 Trends and Fluctuations in 
      an Economy

· Technology is important for productivity, but so are the quality of labour, competition and flexible resource use etc.

· In the short run economies experience cyclical fluctuations

· Macroeconomic policy should aim to maintain aggregate demand in line with an economy’s productive potential

4.3 Government Policies for 
      Macroeconomic Stability

4.3 Government Policies for 
      Macroeconomic Stability

· Aggregate demand = consumer expenditure + investment + government expenditure + net exports (exports minus imports)

· Aggregate supply = planned real output of goods and services

· If government increases net expenditure (expenditure minus taxation), AD will rise (AD1 to AD2) with short-run equilibrium at p1 and y1
4.3 Government Policies for 
      Macroeconomic Stability

· Prices will rise (P0 to P1) because of the upward sloping SRAS curve

· In the long run, the economy will return to the LRAS curve (indicating its productive capacity) at equilibrium P2 and Ye

· The overall effect is inflation without any sustained increase in output (GDP)

· Demand management does not help to expand an economy in the long run

· Governments must help to increase the economy’s productive capacity (i.e. LRAS shifts to the right)

4.4 Selective Government 
      Intervention

· All governments intervene in some ways, but can they create sustainable economic growth?

· Role of government in industry is essentially passive in the Anglo-Saxon model, active in the East Asian model

· Anglo-Saxon governments may see foreign takeovers as beneficial, whereas German governments are more sceptical

· European governments tend to ‘over-regulate’ but have created good education and infrastructure

4.4 Selective Government 
      Intervention

· East Asian government intervention has produced successful companies but has also misdirected resources

· Has Asian economic growth resulted from intensive resource use or productivity growth?

· Highly active government intervention seems not to offer the best long-term prospects in the global economy

Alternative Models of Economic Success

5.1 The Anglo-Saxon (or Anglo-
      American) Model

· Applies to US, UK and other mainly English-speaking countries

· Free market (or liberal market) economy

· Government intervention is mainly confined to cautious fiscal and monetary policy

· Individual freedom (and responsibility) takes priority over collective action (liberalism)

· Society is atomistic

· Importance of property rights

5.1 The Anglo-Saxon (or Anglo-
      American) Model

· Policies include privatisation, deregulation, labour market flexibility and competition

· Free market economics dominant in the 1980s and 1990s, including policies of the IMF, World Bank and WTO (the ‘Washington Consensus’)

· Influence on EU policy?

· US strong economic performance since the 1990s, but large income inequalities

· US has strong property rights, litigious culture, encourages entrepreneurship and competition

· Is the global economy becoming Anglo-Saxon?

5.2 The European (or Rhine)
      Model

· Mainly describes the countries of Northern Europe, especially Germany, Netherlands and the Scandinavian countries

· Consensus politics and industrial relations

· Social market economy (or co-ordinated market economy)

· High levels of taxation to pay for social policy and social protection

· General support for social protection but concerns about high social cost of labour and other business costs

5.2 The European (or Rhine)
      Model

· Systems of government vary, e.g. Germany and France, though government spending is generally high

· More active industrial policy intervention, especially French ‘dirigisme’ – partnership between government and industry

· Highly developed education, training and transport infrastructure

· Economic growth has been generally slow in recent years, but international trade is strong

5.3 The Japanese or East Asian
      Model

· Relates to Japan, Singapore, South Korea, Taiwan and other E/SE Asian countries

· Combines a market system with active government intervention

· The collective interest supersedes individual freedom (cultural cohesion)

· Japanese companies operate in keiretsu, use just-in-time production, promote quality and continuous improvement (kaizen), but have complex distribution systems

5.3 The Japanese or East Asian
      Model

· Close relationships:


- between government and industry


- between companies


- between management and labour 

· Selective industrial policy:


- promotion of export industries


- restrictive import and inward FDI policies


- low-interest preferential bank loans


- promotion of keiretsu and chaebol  (S. Korea)


- tax and other incentives

5.3 The Japanese or East Asian
      Model

· Highly productive and internationally competitive companies, but high production costs

· More recent problems (post-1990):


- high level of debt and insolvency


- excess production capacity


- poor profitability


- highly regulated home markets


- Asian financial crisis (1997-98)


- slow economic growth in Japan since the early 1990s

5.4 Comparison of British and 
      German Systems of 
      Corporate Governance

British system (similar to US system):

· Greater reliance on share capital

· Normally one share, one vote

· Board of directors elected at AGM

· Board of directors controls the company

· Single-level board of directors (executive and non-executive directors)

· ‘Outsider’ system of ownership

· Active takeover market – the market for corporate control

5.4 Comparison of British and 
      German Systems of 
      Corporate Governance

German system (or ‘Rhine’ model):

· Greater reliance on bank finance

· 2-tier board: supervisory board and board of managing directors

· Supervisory board: elected stakeholder representatives

· Some restrictions on voting rights

· ‘insider’ system of ownership and control

· Close relationship between banks & companies

· Limited takeover activity, especially if hostile

International Markets and Technological Development

6.1 The Evolution of  
     Competition in New Markets

· Debate on the dynamic development of markets: demand-driven or supply-driven?

· Danny Quah: a product is unlikely to take off if there is insufficient demand (drawing on historical experience in China)

· Paul Geroski: many new products are driven by technological advances

6.1 The Evolution of  
     Competition in New Markets

· Early market development (Geroski):


- competition for an industry standard


- gradually a dominant standard emerges


- process improvements gradually replace product improvements and dominant firms focus on cost reduction


- product innovation often comes from newer or non-mainstream firms

· Supply-side and demand-side factors may both be important in practice

6.2 Other Characteristics of 
      Technology

Technology markets are characterised by:

· Networks, e.g. the internet, but also networks of companies (e.g. keiretsu); increased network size brings network externalities (reduced costs and increased market size)

· Industry standards – allow compatibility between complementary products

· Product platforms – allow complementary products to be ‘built’ or installed upon a common platform

6.2 Other Characteristics of 
      Technology

· The role of knowledge as a resource

· Knowledge has some characteristics of a ‘public good’, especially ‘non-rivalry’ among consumers

· However, access to knowledge can be restricted, but the spread of knowledge is beneficial for society

· Networks encourage the spread of technology, including international ‘spill-over effects’

6.3 Technology, Globalisation 
      and Economic Development

· Technology is a major driver of globalisation

· Technological globalisation involves a ‘flattening’ process (Thomas Friedman) – allowing developing countries to do business on a par with rich countries

· In practice, obstacles may prevent this

· Widespread use of ICT enables worldwide communication and information sharing

6.3 Technology, Globalisation 
      and Economic Development

· The inter-connected ’global village’ 

· The ‘death of distance’ – does spatial separation no longer matter?

· Location still matters

· Technology allows us to overcome many (but not all) of the distance barriers we used to face
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