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1 Executive Summary 
The global economy has increased the interdependence of national economies. Multinational companies dominate the international economy. The integration of the financial markets and the internet technology give access to investments in foreign countries. 

As investors increasingly buy assets in a high yield foreign currency the exchange rates in this specific currency rises. This leads to a reduction in exported and an increase in imported goods. The balance is easily disturbed and governments find it increasingly difficult to control rising inflation. The economic relations between countries are very complex as each country has its monetary policy. Japan for example exerts a strong control on the exchange rates due to a high export percentage, whereas the U.S. does not use the currency operations as a tool of monetary policy. 

Companies are confronted with different cultures and markets and have to differentiate their products in order to maximize their profit in clearly separated market segments. Investments in foreign countries have become easier, and multinational companies benefit from economy of scales and low cost production using the cheapest resources available. 
2 The global factors 
In a global economy, multinational companies independent of national government, dominate the international economy. This increases the interdependence of nations as each multinational company invests their assets in several countries. Those companies respond effectively to differing regional demand. Furthermore, they benefit from economy of scales and low cost production using the cheapest resources available. The global economy has opened the market boundaries to foreign capital, making investment in a foreign currency accessible. 

The exchange rate is determined by the demand in a currency (export) and the supply of currency (import) as companies need currencies to trade on the open market. The exchange rate fluctuates linked to the interest rate. Furthermore, technology has made the access to investment opportunities in foreign countries easier as investors can now trade directly at foreign stock markets. The integration of financial markets allows investors to hold their money in a foreign currency. 


Demand of currency and exchange rate (Siilats, 2002) 

Foreign investors, who want to hold their assets in a high-yielding currency with a strong growth potential, will invest into a currency with a high exchange rate. Therefore, the demand in this currency will increase and because of the increase in demand, the currency will be appreciated. Additionally, the appreciation of the currency linked to an increase of the interest rate will trigger inflation. 

A high exchange rate in a country’s currency will boost imports as goods and services in foreign countries are cheaper. However, it will lessen exports, which will affect the Gross Domestic Product (GDP). In particular the tourism and retail industries will benefit from a high exchange rate in another currency. This will have an effect on the demand in foreign countries and an increase in GDP for the affected countries. 

However, there are differences in the way governments deal with exchange rates fluctuations. Since 1992, the UK has adopted a monetary policy strategy of floating exchange rates and inflation forecast targeting (Bank of England, 2008). 
The U.S. monetary policy does not have targets for the exchange rate. In case the dollar depreciates the Fed will sell foreign currency to absorb some of the dollars selling pressure (Federal Reserve Bank, 2004). 
The European monetary policy is similar to the U.S. policy, but transactions in Euro against foreign currencies are only used for fine-tuning purposes, in order to manage the liquidity situation in the market and control interest rates (European Central Bank, 2006). 
The Bank of Japan is depreciating their currency by creating an excess quantity of their currency (e.g. open-market trade). In Japan’s case, the rate of depreciation of the exchange rate is increased when inflation and/or output are below their target values (Bank of Japan, 2001). 

Due to the global economy, increased human migration and international movements of capital in integrated financial markets the governmental efforts to dampen inflation by increasing or decreasing their spending are not having the desired effect anymore. 

3 Changes in the world economy 
The current situation with a weak dollar, the credit crunch, the increasing inflation and the housing market crisis as well as a rising unemployment rate has brought the U.S. economy into a recession. In the global economy, the U.S. is a powerful competitor and many foreign countries hold assets in U.S. dollars. Significant changes in the U.S. economy will strongly influence the world economies. As an example, rich-oil states are considering pegging their currencies to the Euro instead of the dollars because the combination of rising oil prices and the falling dollar is distorting their economies and increasing inflation (The Economist, 22 Nov. 2007). Furthermore, Eastern countries have joined the European community increasing human migration in Europe. In Asia, peasants migrate from rural to urban areas. Human migration is having a negative influence on employment. 

Rising food and oil prices keep eroding consumer spending power, which has a negative effect on consumer confidence. The credit crunch affected financial institutions and mortgage lenders as well as the construction business. The services industry, especially firms in the property and finance sector are struggling. 

As financing is required to build new housing, and banks are reluctant to lend more money to construction firms, construction firms are struggling to start or complete building projects. The demand for commercial properties is slowing down due to reduced company investments and the demand for private housing is stumbling because troubled banks have become far fussier about their lending to consumers. Even though the interest rate was cut by the Bank of England, inflation is still rising. In any case, because consumers are anxious about rising prices, a cut in interest rates might not boost confidence. 

Furthermore, resources are becoming scarce. The prices for construction materials, especially oil based raw materials such as paint and rubber, as well as wood and steel, are increasing due to the inflation pressure. Besides raw materials, wages increases put further pressure on already struggling firms. 

On the other hand, government spending is increasing in the UK in order to finance huge projects like the construction of the Olympics site or the new terminal 5 at Heathrow. This spending re-balances the slowing down demand for private homes and commercial properties, and increases the supply by building companies. 
4 Organisation strategy 
The British company Fairview New Homes Ltd. is a good example to illustrate the way organizations in the construction sector have managed to stay profitable in this inflationary environment. Fairview offers a much-diversified product to homeowners ranging from studio to one, two, and three bedrooms apartments as well as penthouses and houses with a choice of between two and five bedrooms. Fairview covers almost all market segments, which enables them to increase or reduce the supply in each market segment to meet the demand (Fairview New Home Ltd., 2008). 

By covering almost all market segments and supplying the UK with an increasing number of homes, Fairview makes use of their buying power to acquire raw construction materials at a lower price. 

Fairview carefully selects the construction locations, creates stylish homes, and offers homebuyers incentives like paying the stamp duty and legal fees as well as a percentage of their deposit. This makes buying a home affordable to first time buyers. Furthermore, they assist in arranging mortgages with approved financial institutions. Fairview’s incentives do not only attract first time buyers, but also investors looking for buy-to-let properties. 

Another example is Persimmon Plc., which builds the same kind of homes as Fairview. They have invested in land to ensure future developments and work closely with the Government to resolve the undersupply in housing. Additionally, Persimmon has teamed up with Westbury Partnerships to supply more ecological and more economical factory build homes. Those are built at Space4, their manufacturing plant. Furthermore, Persimmon has reimbursed a substantial part of their debt in order to prevent higher costs linked to interest rate increases (Persimmon Plc., 2008). 

Even though, the property market is slowing down, the pound is still a strong currency. Rich investors, especially from the Middle East, continue investing into the British property market. 
5 Types of costs 
It is important to distinguish between different types of costs because each company has to make decisions regarding their business strategy by choosing between the alternatives available to reach a specific target. 
A company will attempt to maximize profit by choosing the alternative, which brings the highest return. However, this rationale decision might be slightly distorted due to limited information. 

By taking a decision and choosing a specific alternative, a business will incur opportunity costs. Take the car manufacture as an example: 
The target of a car manufacturing company is to maximize sales to increase their market share and reduce their production and trading costs. However, the development of new products requires substantial investments and the current global market situation requires them to recover the invested capital in a very short period. 

Even if a car manufacture does not produce more vehicle units, the equipment and factory as well as their employees still cost. Those costs are fixed costs, which can only be avoided if the company goes out of business. A car manufacture will do anything possible to avoid stand still of the production chain. The machinery and the plant will depreciate with the years and new investments will be required. At some point, the company will have to make an investment decision: Keep the old equipment and increase repair costs or invest in new equipment (replacement costs). Even if the equipment can be sold for its rest value, historical costs should not be taken into consideration for future investments. Only future costs should be considered. As an example: If the company has to increase its debt in order to invest in new equipment, this will increase the fixed costs of production. 


Types of costs (Matthews, 2008) 

To produce cars the car manufacture will need raw materials. The need for those materials will increase based on the number of cars produced. Those costs are variable costs and increase with the output produced. When a company buys raw materials, it should try to use its buying power to reduce the costs. Tata Motors’ strategy to reduce production costs was vertical integration with steel makers. 

Most of the car manufacture companies will produce car parts, which can be used in all their models. AMAG for example uses the same chassis for VW, Seat, Skoda and Audi. By using the same parts and therefore producing a higher number of identical chassis, AMAG reaches economies of scale and reduces the average costs. 
6 Demand elasticity 
A company selling the same product in several market segments will have to be very careful regarding its price policy in each segment. The price set for a specific product in a market segment depends on the price elasticity of the demand in this specific market segment. If a company offers the exact same product for different prices in several market segments, they run the risk that consumers in the market segment with the higher price start buying the product in the other market segment at a lower price and resell it in their market segment. 

To avoid running into such a situation, the company will ensure that the two market segments are clearly separated and perhaps change the characteristics of the product for each market segment. The changes in product characteristics will depend on the market segment share and the elasticity of the demand in each market. 


Market segmentation (Matthews, 2008) 

As an example: 
A car manufacturer sells an exclusive car in a European country where they own 60 per cent of the market. They increase the price by 20 per cent and the expected demand reduction is 5 per cent. 

The demand elasticity of the European market is: 
20 : 5 = 4 

In the Asian market, the car manufacturer owns 40 per cent of the market. If they increase the price by 10 per cent, the expected demand reduction is 20 per cent. 

The demand elasticity of the Asian market is: 
10 : 20 = 0.5 

The weighted elasticity for the market as a whole in this example is: 
(0.60) x 4 + (0.4) x 0.5 = 2.4 + 0.2 = 2.6 


Price elasticity of the demand (Kingston University, Business and Financial Environment I) 

Price discrimination can only be practised in case the competition is imperfect (e.g. monopolist), where the markets are clearly separated and where the consumer is misinformed (e.g. no access to price information in other markets) or where the barriers are too high to allow the resale of the purchased goods in the other market segment. Furthermore, there should be a deferring downward-sloping demand curve in each market segment. 
However, this practice allows a supplier to maximize their profit by charging different prices in two clearly separated markets. 
7 Appendices 
None 
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