Specific Influences on Global Business

When a business becomes a part of the global economy, it is open to additional influences from the external environment, further risks that must be managed.   The most significant influences are financial, political, legal and social/cultural.

Financial Influences

1. Currency fluctuations: Countries have their own currencies which they use for domestic purposes, so when international transactions occur, one currency must be converted into another.   This is performed through the foreign exchange market which determines the price of one currency relative to another, i.e. the exchange rate.   In Australia and many other advanced industrialised economies around the world, a floating exchange rate system is used whereby the interaction between the forces of supply and demand for currency determines the value of a nation’s currency.

Effects of currency fluctuations: due to variations in supply and demand and the fact that many countries have floating exchange rate systems, exchange rates fluctuate over time, which can impact on the profitability/financial stability of global businesses, creating further risk. Exchange rates can appreciate or depreciate – currency depreciation lowers the value of the Australian dollar in terms of foreign currencies, thus each unit of Australian currency buys less foreign currency; currency appreciation increases the value of the Australian dollar

in terms of foreign currencies, thus each unit of Australian currency buys more foreign currency.

Currency fluctuations impact on a business’ activities in two main ways:

(a) When the Australian dollar depreciates, it leads to our exports becoming cheaper, improving the international competitiveness of Australian exporting firms.   Depreciation will also increase the price of imports, discouraging import spending and leading to higher inflation domestically.   Currency depreciation is beneficial to and creates opportunities for domestic businesses, while threatening importers who are unable to compete with the competitive prices of local goods and services.

(b) When the Australian dollar appreciates, exports become more expensive and imports less expensive, hence reducing the international competitiveness of Australian exporting firms.   This can harm domestic businesses and can ultimately force them out of business, as they can no longer compete with the cheaper prices of imports.

Also, a strong domestic currency reduces the amount of global earnings when converted from other currencies, distorting the true performance of the subsidiary and the overall business if the fluctuation is large enough.   While the currency appreciation has lowered the price CCA pays for its imported raw materials, it has reduced the Australian dollar value of income earned from its overseas operations.   Hence, currency fluctuations create

significant risks for businesses when they sell in international markets, but these can be managed through implementation of financial management strategies to regulate these fluctuations.

Currency fluctuations have a major impact on CCA’s and BBG’s profitability, as they affect the price and competitiveness of these firms’ products in foreign markets.   Primarily, currency fluctuations affect CCA and BBG through translation exposure – the risk that a company’s equity, assets or income will alter in value due to exchange rate fluctuations.   These risks and the influence of currency fluctuations are intensified by the fact that CCA operates in 5 countries around the world, while BBG exports to over 100 countries, which will involve many international transactions and conversions of currencies so that exporters can be paid in their domestic currencies.

Fluctuations in commodity prices may negatively affect BHP Billiton’s financial outcomes as the prices they obtain for oil, gas, minerals and other commodities are determined by prices on world markets.   Commodity prices will fluctuate according to demand and supply of commodities, global economic activity as well as geographic factors.   The recently growing Chinese economy has fuelled demand for commodities, driving the prices of commodities up – however, a slowing in China’s economic growth (as seen during the GFC) will lessen the demand for BHP’s products and commodities,

resulting in lower prices and falling revenue.

2. Interest rates: The interest rate is the price of money, the cost of borrowing money and it is the price a lender receives for lending money.   A business that plans to either relocate offshore or expand domestic production facilities to increase direct exporting will normally need to raise finance to undertake these activities – any money that is borrowed will inevitably attract interest.   Traditionally, Australian interest rates tend to be above those of other countries.   Therefore, Australian businesses could be tempted to borrow the necessary funds from an overseas financial institution to gain the advantage of lower interest rates.

However, exchange rate fluctuations also influence the changes in interest rates.   Any adverse currency fluctuation could see the advantage of cheaper overseas interest rates quickly eliminated, and in the long-term, the ‘cheaper’ interest rates may end up costing more.   Similarly, higher Australian interest rates attract greater financial inflow and attract foreign investors to Australia, creating a stronger demand for the Australian dollar and leading to an appreciation in the Australian dollar, which has all sorts of flow-on effects to the domestic economy such as affecting export competitiveness of Australian exporting firms.

Interest rate fluctuations are an important influence on CCA.   Approximately 20% of CCA’s borrowings

come from overseas financial institutions although the company regularly converts these foreign loans into Australian loans to reduce risk.   A rise in overseas interest rates relative to Australian interest rates increases the interest repayments CCA pays on these borrowings.   A rise in interest rates also tends to decrease consumer demand for goods and services and, hence, reduces the demand for CCA’s products.

3. Overseas borrowing: Global businesses may borrow funds domestically or turn to borrowing from the diverse range of sources within the international capital market, which consists of businesses, financial institutions, individuals and governments that lend and borrow worldwide in order to pay for operating expenses and to undertake new investment projects.

The movement towards a business funding its international expansion by borrowing from overseas is a product of global financial deregulation, the development of capital markets and technological advances in banking industries and the Internet.   There are advantages of overseas borrowing compared to borrowing locally such as that there are fewer restrictions on the amount that can be borrowed and repayment periods; finance may be acquired more quickly and easily.

There are two main sources of international finance from which businesses can borrow for international expansion:

(a) International equity (share) market: this involves selling shares of 

ownership to new/existing owners worldwide.   Businesses will use the international market if there is a shortage of funds available in domestic markets.

(b) International bond market: a bond is an IOU from one business to another and requires the borrower to repay a certain amount, plus interest, by a specified date.   A business that wants to take advantage of lower interest rates or access a larger pool of funds will issue an international bond.

Interest rates overseas can significantly impact on an Australian business’ profitability – if the Australian firm has borrowed money from finance markets overseas, its repayments will be affected by the government’s economic management policies and the economic cycle of the country from which it has borrowed the funds.

The temptation to borrow offshore due to relatively low interest rates needs to be considered carefully.   This is because it exposes the business to the risks of fluctuating exchange rates on the FOREX markets.   The Australian business should carefully research overseas economies to assess the financial risk of overseas interest rate rises.

In the 1990s, many businesses borrowed in Swiss francs because the interest rate was so low – but they came to grief when the Swiss currency appreciated compared to the Australian dollar and the total value of the loan increased enormously.   Many businesses found it difficult to repay the loan and suffered financially
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