
LEARNING OBJECTIVES

10 International Finance and 
Pricing Implications

After reading and studying this chapter, you should be able 
to answer the following questions:

1. How do currencies and currency exchanges affect 
international business and international marketing 
programs?

2. What factors affect currency movements in the international 
marketplace?

3. How do the law of one price and purchasing power parity 
affect international marketing activities?

4. How do governmental activities influence international 
finance?

5. What are the relationships between international finance 
and the elements of the marketing mix?
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IN THIS CHAPTER

Pricing ArcelorMitall Steel Globally: The Effects of 
Currency Changes

Who claims the title of the richest person in the world? Although Bill Gates and Warren 
Buffet are still near the top of the list, recently a new name, Lakshmi Niwas Mitall, 
owner of ArcelorMittal, has emerged. He founded his company in 1989 in India, and, 
in just a little more than twenty years, it has grown into the largest steel manufacturer in 
the world. With operations in all of the major steel markets plus ever expanding mining 
activities globally, more than sixty countries, the firm faces challenging international 
marketing issues due to international finance complexities.

ArcelorMittal conducts business using a variety of currencies (see Figure 10.1). 
Changes in the value of any of these currencies can affect ArcelorMittal’s marketing 
activities and profitability. The company’s leadership attempts to cope with fluctuations 
in currency exchange rates, but the price of steel and other goods moves up or 
down as currency values change. Shifts in exchange rates affect product positioning, 
demand, and other strategic international marketing factors. As variable and fixed 
costs increase or decrease, profit margins may rise or fall. The company may be 
paying steel workers in Argentina while selling a large supply of steel in China. If the 
Argentinean peso suddenly changes to be worth far more than the Chinese yuan, the 
costs of production increase and the value of the company’s revenue decreases. In 
sum, currency affects the company’s entire marketing strategy.

In response to changes in currency values, the company’s financial team hedges 
or attempts to lessen currency risk. Purchasing various financial instruments makes it 
possible to offset some of the risk of currency movement. Mitall views the expense 
of these instruments as necessary to provide currency stability. Without hedging 
activities, the company’s marketing goals would be more difficult to achieve.
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Governmental regulations also play an important role in limiting or controlling 
currency movement. ArcelorMittal encounters various currency regulations. The 
company’s international marketing strategy accounts for and responds to these 
regulations. The South African Reserve Bank has strict rules regarding the South African 
rand. The Bank must approve a variety of business activities involving the rand while 
it also monitors payments for trade. The National Bank of Kazakhstan maintains even 
stricter regulations. To change the local currency, the tenge, into a foreign currency, 
the company must obtain approval for each transaction on a case-by-case basis. The 
Central Bank of Algeria does not allow cash surpluses to be invested outside of the 
country. Brazilian law allows currency exchange through only one exchange, and only 
with a license by the Brazilian bank. Argentina does not permit the country’s pesos to 
be converted into any different currency. In some instances domestic companies must 
even transfer profits from goods shipped from the country back into the peso within 
360 days.1

At the same time, based on Mr. Mittal’s financial standing, it seems clear his 
company has effectively responded to the complex marketing and business challenges 
associated with currency.

1. How are the concepts of risk and currency values related?

2. Why would governmental leaders become involved in managing currency exchange rates?

3. How would international financial decisions affect the operation of ArcelorMittal?

QUESTIONS FOR STUDENTS

 

Argentina: Argentine Peso Morocco: Moroccan Dirham

Australia: Australian Dollar Oman: Omani Rial 

Bahrain: Bahraini Dinar Poland: Polish Zloty 

Canada: Canadian Dollar Qatar: Qatari Riyal

China: Yuan Russia: Russian Ruble 

Czech Republic: Czech Crowns South Africa: South African Rand 

European Union: euros Thailand: Thai Baht 

Hong Kong: Hong Kong Dollar Trinidad and Tobago: Trinidad and Tobago Dollar 

India: Indian Rupee Ukraine: Ukrainian Hryvnia

Israel: Israeli New Sheqel United Arab Emirates: UAE Dirham

Kazakhstan: Kazakhstani Tenge United States: U.S. Dollar

Kuwait: Kuwaiti Dinar Venezuela: Strong Bolivar 

Mexico: Mexican Peso

Figure 10.1: Examples of Countries and Currencies in Which ArcelorMittal Operates

Note: For details on the Strong Bolivar, see www.economist.com/node/15287355.
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Overview
Many aspects of pricing programs influence international marketing decisions. The 
previous chapter examined international pricing from the perspectives of setting 
prices, discounting, and changing prices. International marketers recognize that those 
three activities are often dramatically affected by outside forces. One primary influence 
comes from financial considerations in the home and host countries.

Financial conditions affect all international marketing activities. From currency 
issues to access to capital, understanding international finance helps increase 
marketing effectiveness. This chapter reviews methods for responding to international 
finance issues within the context of international marketing. Effective responses assist 
international companies in building effective marketing programs.

The chapter begins with an overview of money and types of currencies. Next, 
international finance is described in terms of the basics of capital markets and the 
financing of transactions. The nature of currency exchange and exchange rates are 
then reviewed, as are the factors that affect currency movement. The factors include 
individual and business transactions, trade and investment activities, trade deficits or 
surpluses, inflation, and interest rates.

The role of government in attempting to control the value of a country’s currency 
is then described. Currency regimes, including floating and fixed exchange rates, 
constitute one of the primary tools governments can use to manage currencies. A 
brief history of currency control as it relates to the gold standard and other methods 
of currency pegging will then be presented.

 

ArcelorMittal conducts business using a variety of currencies.
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Currency risk and movement often lead to international marketing problems. 
Methods for predicting currency fluctuations are examined, including hedging and 
futures contracts. The basics of international finance funding, including acquiring 
capital, financing ongoing trade operations, methods of countertrade, internal pricing, 
and shadow pricing, are described.

The conclusion of this chapter relates international finance to international 
marketing, as is highlighted in Figure 10.2. Financial effects on markets, product, 
prices, distribution systems (place), and promotional programs are analyzed. The 
strategic, tactical, and operational implications of the interactions between marketing 
and finance are noted.

Money and Currency
The basis of international finance and its relationship to international marketing begins with 
money. Money is the unit of value people accept as a form of payment. The exchange of 
value is at the core of international marketing. Money has taken many forms, including salt, 
stones, seashells, and beads. For something to be considered as money, it should have 
five characteristics, as displayed in Figure 10.3. Money serves many purposes, including 
being used as a measure of value, as a medium of exchange, and as a savings mechanism.

CURRENCY

Currency represents the form of money used by a specific country or region. Currencies 
change and evolve over time. When East and West Germany reunited in 1990, the 
deutsche mark was used instead of the former East German currency, the East German 

LEARNING 
OBJECTIVE #1: 
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international business 

and international 
marketing programs?

Figure 10.2: The International Marketing Context
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mark. Now, however, German’s currency is the euro. Various symbols signify a currency. 
The $ sign represents the U.S. dollar and the Mexican peso due to a common origin 
with the symbol for the Spanish peso. In fact, some claim that Mexico used the symbol 
before the United States.2

Acceptability It is accepted as payment by a group of people.

Scarcity     When a product is scarce, it becomes more valuable and it takes more 
money to purchase the product, as only a limited supply of money is 
available.

Durability   It will not spoil or become damaged.

Divisibility   It can be divided into smaller units.

Portability   It is small enough that people can easily carry it around.

Figure 10.3: Properties of Money. 

The use of money represents a constant part of life for most of the world.
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Methods of Payment and Banking
Various currencies circulate globally. The use of money represents a constant part 
of life for most of the people in the world. In most countries, money contains both 
bills and coins. The green bills used in America are plain compared with the colorful 
pink, blue, and purple notes used in other countries. Coins often can be made from 
multiple alloys and have striated edges. The penny, nickel, dime, and quarter may 
be replaced by one penny, two pence, five pence, ten pence, twenty pence, and fifty 
pence coins in the United Kingdom. The dollar coin may be reserved for vending and 
parking machines in the United States, but the use of such coins is more common in 
other countries. The one-, two-, and five-pound coins in the United Kingdom or the 
one-, two-, and five-rupee coins in India are both examples. The currency names and 
symbols for the world’s ten largest economies can be found in Table 10.1

In the modern economy, consumers use physical currency less and less frequently. 
Between computer and mobile devices, many purchases are made electronically. This 
also holds true for businesses. The spending of millions of dollars involves the clicking 
of buttons, not the physical movement of briefcases of money.

International Marketing in Daily Life

COUNTRY CURRENCY NAME CURRENCY SYMBOL

United States Dollar $

China Renminbi ¥

Japan Yen ¥

India Rupee Rp

Germany euro €

United Kingdom Pound £

Russia Ruble руб 

France euro €

Brazil Real R$

Italy euro €

Table 10.1: Currency Name and Currency Symbol for the Top Ten Largest World 
Economies

Currency is at the core of marketing. Business activities involve the use of 
local currency in terms of incoming revenues (sales to consumers), salaries paid 
to employees, and payments of company expenses. The currency earned through 
marketing often will be converted or exchanged for a different currency. This may be 
to bring profits back to the home country, transfer funds to a third country to pay for 
expansion, or move the money to yet another country to deposit in a bank. Figure 10.4 
summarizes the ways that business uses currency.
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Before entering a new country, the marketing team considers 
the nature of the currency in the target nation. Decisions regarding 
methods of payment and forms of investment are made based on the 
presence of either a hard currency or a soft currency.

Hard Currency

A hard currency can be exchanged for other currencies worldwide. 
euros, riyals, yen, dollars, and other foreign hard currencies are 
traded for each other at set rates in financial centers such as Paris, 
London, and Tokyo. Hard currencies are also known as convertible 
currencies. Hard currencies stabilize marketing operations because 
the partners in a trading or sales relationship can rely on relatively manageable 
currency risk. Hard currencies allow confidence in the prices and costs of various 
marketing programs, including the value of a coupon or discount, the amount that 
will be charged for advertising time, and the cost of distributing products through a 
network of intermediaries.

Soft Currency

A soft currency is unstable and will not be traded at major financial centers. A soft 
currency can be exchanged or used for purchases within a country, but has limited 
or no use in other countries. Soft currencies are more commonplace in less- or least-
developed nations. Soft currency values fluctuate more and create uncertainty in a 
marketing program. In order to adapt to a soft currency, the finance department will 
undertake additional efforts to find methods for managing currency.

After discovering the form of currency that will be used in a foreign operation, 
international marketers consider other international finance factors. Among them, 
exchange rates for money, exchange regimes, and global currency institutions are 
considered. The topics form the basis of international finance.

International Finance
International finance involves the study of currency exchange, investments, and 
how these processes influence business activities. Actors in global international 
finance include governments, international organizations, commercials banks, central 
or government banks, large and small corporations, and individuals. Managing the 
exchange of currency and gaining access to funds are necessary for all international 
businesses. This includes access to capital to conduct operations as well as the 
financing of transactions.

CAPITAL MARKETS

Any location, online or physical, where businesses or individuals can raise funds 
becomes a capital market. The funds pay for entry into foreign markets, trade 
with foreign partners, research and development, a physical presence such as an 
office building or manufacturing plant, and a long list of other domestic and foreign 
expenses.

Companies raise two types of funds in global or local capital markets: debt and 
equity. Debt refers to funds that may be paid back or that are owed. Debt takes the 
form of loans, and structured loans by governments or companies are called bonds. 
Typically debt includes the money borrowed plus some interest or fees. The use of fees 
is common in Muslim countries, where religious law forbids charging interest. Granting 

Bank Deposits and Withdrawals

Conversion to Move Across Borders

Employee Salaries

Expenses

Sales 

Taxes and Fees

Figure 10.4: Currency and Business Activity
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a degree of ownership, typically in the form of stock, in return for an investment of 
money, results in equity. Important international differences exist regarding usage of 
capital markets. American firms tend to raise funds more through equity markets than 
they do through loans and debt. European firms have a stronger tendency to raise 
funds through debt rather than equity.

Companies gain advantage through access to international capital markets. By 
being able to access multiple markets, firms can access the most efficient and lowest-
priced sources of debt and equity. When funding cannot be found in a company home 
capital market, the firm’s leaders may look in other countries.

Company finance officers work to attain the best balance of debt and equity, 
considering local taxes, regulations, and other variables. When a company balances 
debt, which carries greater risk, with equity, which has a higher cost, across international 
capital markets, the finance department is seeking to diversify the degree of risk a 
company assumes. Reducing risk applies to lenders, investors, and companies. As 
more and more international companies enter global capital markets, greater choice 
allows for less risk. In addition, by being in multiple countries, companies suffer less 
vulnerability to country-specific economic problems, such as a recession.

THE FINANCING OF TRANSACTIONS

When customers make purchases, currency exchanges facilitate the transactions. 
The use of money within a nation’s boundaries normally means a company will take a 
common currency as payment, and the trade is relatively simple. Most foreign travelers 
quickly adjust to prices, currency values, and other issues such as making correct 
change when purchasing goods.

Complications emerge when transactions take place across national boundaries. 
Purchases will be affected by the values of the currencies involved. International 
transactions are affected by currency values, changing currency values, and other 
factors. Transactions between businesses, with governments, and with individual 
consumers are all influenced by the value a currency holds in relation to currencies in 
other countries.

The Nature of Currency Exchange
A currency’s exchange rate is the rate at which one country’s currency can be 
traded for another country’s currency. Consider a German marketer wanting to 
purchase advertising time in the British television market. The price of a thirty-
second commercial on the BBC network will be stated or denominated in British 
pounds. To purchase the time, the marketer will pay in pounds. It is likely that much 
of a German firm’s cash will be held in euros; however, BBC may not accept euros 
as a means of payment. Instead, the German marketer exchanges euros for British 
pounds to complete the transaction. A certain number of pounds will be equal in 
value to a certain number of euros. In September of 2010, 1 euro was worth around 
85 pence (100 pence equals 1 pound much as 100 cents equals 1 dollar).

Marketers can use a variety of sources to identify the value of an exchange. 
Typically, the bank or a similar institution that completes the currency exchange will 
provide the rate. Exchange rates can also be found in a newspaper or online. The rates 
in these examples are called spot rates. Spot rates are a set rate of exchange for a 
delivery of currency within two days of the agreement to exchange currencies. Many 
of these exchanges are immediate, but for large purchases, businesses may need the 

A currency’s 
exchange rate is the 
rate at which one 
country’s currency 
can be traded for 
another country’s 
currency.
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extra two days to complete the transaction. 
The exchange rates that tourists use are 
often the spot rates plus a premium to allow 
for a small profit.

Currency conversion exchange rates 
take the form of direct and indirect quotes. 
Direct quotes calculate the home currency 
price per unit against that of the foreign 
currency. Using this method, the example 
above would be 1 pound = 1.17 euro. 
Indirect quotes are calculated using the 
value of the foreign currency. Direct quotes 
are the more commonly used, but indirect 
quotes are used by the Euro zone, Australia, 
and New Zealand.3

A potentially complicating calculation 
occurs when the currencies involved vary 
widely in terms of value, because the 
exchange rate can be confusing. Consider 
the Japanese yen. A kilogram of rice in the 
country may cost around 225 yen.4 This 
does not mean that rice is expensive. It just 
means that the value of a single yen is lower 
than the value of a single U.S. dollar or a 
single euro. In Japan, the direct quote for the euro would be 111.98 Yen = 1 euro. This 
means it requires approximately 112 yen to purchase 1 euro, and that one kilo of rice 
costs around 2 euros. In Japan the indirect quote would be 1 yen = 0.0089 euro. This 
means that 1 yen is not worth even 1 euro “penny.”

COMPUTING EXCHANGE RATES

A key variable that marketers consider is the percentage change in a currency’s value 
over a period of time. Continuing with the previous example, a marketer may want to 
know how much the value of the euro relative to yen has changed over the past month. 
In other words, a euro may be able purchase more or less yen, depending on market 
movements.

Different formulas must be used to calculate percentage change in the currency 
depending on whether a direct or indirect quote is used. Figure 10.5 presents the 
formula for both calculations. Regardless of formula, the same percentage change 
should result.

Regardless of the method used, the same outcome has occurred: the euro lost 13% 
of its value relative to the pound. To rephrase, the pound is now worth 13% more in 
euros than it was at the beginning rate.

In international marketing, exchange rates affect prices of goods, values set for 
promotional items such as coupons and discounts, the use of credit including terms 
of repayment, and more general issues. A product’s positioning often reflects a price/
quality relationship. When a currency increases in value due to a shift in the exchange 
rate, a product may suddenly become more of a bargain or less attractive, not because 
the product has changed, but because the relationship between the price and the 
product’s quality has been affected.

The value of the Japanese yen is less than 1 euro penny.
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Factors That Affect Currency Movement
Currency values move. The exchange rate between two currencies changes over time. 
The underlying reason for this is supply and demand for money. Figure 10.6 provides 
a list of currency movement drivers or factors, excluding the governmental activities 
that will be discussed later in this chapter.

In the transaction described earlier in this chapter, a Germany company’s euros 
were exchanged euros for pounds to facilitate the purchase of BBC advertising time. 
Currency movements might have an impact on the transaction. An increase in the 
demand for the pound will change its value, just as increased demand for a product 
might cause the product’s price to rise. Should the value of the pound relative to the 
euro rise, the cost of purchasing advertising time will be affected.

The typical small daily individual transactions that increase demand for a currency 
will not move its value; approximately $3.2 billion worth of currency are bought and 
sold each day.5 Consequently, the value of a single currency can change greatly 
depending on these transactions. Several factors affect currency value. Various forces 
cause some currencies to be purchased and others to be sold.

The currency exchange process can be viewed as being a tug-of-war, albeit a highly 
complicated one. On one side are those buying a currency. When one side wishes to 

Figure 10.5: Direct Quote and Indirect Quote Percentage Change Formulas

    ending rate–beginning rate
Direct Quote = 
        beginning rate

   1.02 – 1.17

      1.17

     = –0.15

     1.17

     = –13%

Indirect quote   =  beginning rate – ending rate 

        ending rate

     85-98

         98

    = –13

          98

    = –13%

Beginning Rate: 1 pound = 1.17 euro
Ending Rate:1 pound = 1.02 euro

Beginning Rate: 1 euro = 85 pence
Ending Rate: 1 euro = 98 pence
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make purchases of a currency, the demand for that currency will rise. In 
essence, that team pulls the rope in the direction of a more expensive 
or valuable exchange rate. On the other side are those wishing to sell 
the same currency, or those who are pulling the rope in the opposite 
direction. These forces lead to a lower price or a weakening of the 
currency.

The various actors pulling on the rope, including individuals, 
companies, and governments, can switch sides if needed or if a potential 
benefit arises, which further complicates the process. Someone or 
some group might switch when they believe money can be made by 
speculating on a weaker currency. Governments may intervene due 
to the possible political implications of a change in a currency’s value. A follow-the-
leader mentality can emerge in which everyone switches to one side when it becomes 
apparent that it is going to “win.” Other external factors also influence the game. 
Inflation, interest rates, and trade activities all affect the process of currency valuation 
and currency exchange.

Taken as a whole, this tug-of-war will be a great deal more complicated and the 
winner will be much more difficult to predict than when a game is played by children 
in a backyard. Some argue that the outcome is impossible to predict. This means 
that although it is possible to examine the factors that influence currency values and 
currency exchanges, there are no rigid rules. Prediction is possible; however, certainty 
about the accuracy of that prediction is not.

Even with those difficulties, understanding currency movements represents a 
fundamental element of international marketing. A South Korea automaker may be 
exporting to South Africa. Due to the strength of the South African rand compared to 
the South Korean currency, the won, the Korean company’s exports become priced 
too high for the South African market. The company’s chief financial officer might 
predict that the rand is going to devalue relative to the won, which would lower the 
price of the automobiles. Based on this prediction, the company will continue to 
export to the market and wait for the currency to devalue. If the company predicts that 
the rand will continue to stay strong, the company may decide to start manufacturing 
within the country. By manufacturing within the nation’s boundaries, the company’s 
costs would be in rands, which might make it possible to lower the price of the cars 
in the market.

INDIVIDUAL AND BUSINESS TRANSACTIONS

General economic health can lead to more pulling on the “supply” or the “demand” 
side of the currency tug-of-war. When economies are doing well, consumers spend 
more, companies are more likely to make foreign investments, and greater transaction 
demand for currency occurs. Transaction demand refers to demand for the currency 
needed to conduct business activities, such as importing goods or investing in a 
country’s stock market. The opposite is also true. When economies are weak, lower 
demand for the currency will be present. There will be lower consumer and business 
spending, fewer imports, and investors will view domestic companies as less appealing.

While much of the demand for currency results from individual and business 
transactions, speculators make some currency purchases with the goal of profiting 
from the transaction itself. Basically, they hope to purchase the currency at a low price 
and to sell it later at a high price. The attempt to make money in the currency market 
is called currency speculation. These investments are made based on predictions 
of future changes in the currency’s value. After the recent financial crisis in 2008, 

Individual and Business Transactions

Inflation

Interest Rates

Trade and Investment Activity

Figure 10.6: Nongovernmental Factors 
That Affect Currency Movement
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speculation has come under criticism for not providing any value and for leading 
to currency movement based purely on profit for speculators. Others argue that 
speculators play an important role in balancing out both sides in the tug-of-war.

TRADE AND INVESTMENT ACTIVITY

Business transactions take the form of trade and investment activities. Countries track 
these activities using a balance of payments statement. The statement catalogues 
all of the currency-related activity within a country. It allows international marketers 
to obtain a broad overview of the trade activity within a country and the country’s 
economic ties with the globe. Central to international marketing, trade consists of the 
exchange of goods and services across borders.

Trade plays a central role in a country’s overall economic position globally. Some 
countries, such as China or Germany, have a tendency to save, to keep large reserves 
or savings of currency, and to export. Others, such as the United Kingdom, import 
many goods and have high consumer spending rates. A look at the balance of 
payments statement would reveal this. Figure 10.7 provides an example.

Countries buy and sell goods and services as well as financial assets. A balance 
of payments statement tracks these activities. The balance of payments statement 
contains five components: current account, capital account, financial account, net 
errors and omissions, and reserves and related items.

The current account catalogues trade in merchandise, services, income, and current 
transfers. Current transfers refer to any transfers of currency that are not capital-related 
such as gifts and grants. The 400 million Saudi riyals (SR 400 million) given by Saudi 

The currency exchange process can be viewed as being a tug-of-war, albeit a highly 
complicated one.
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Arabia to Pakistan during the 2010 floods would belong under the current account or 
as a current transfer.6 Trade balance statements refer to the current account. A surplus 
or deficit means a trade surplus or deficit. Map 10.1 displays the current account 
balances of various countries.

U.S. International Transactions 2009 (in millions of dollars)

Current Account

Exports of goods and services and income receipts 2,159,000

Imports of goods and services and income payments –2,412,000

Unilateral current transfers –124,943

Capital Account

Capital account transactions, net –140

Financial Account

U.S.-owned assets abroad, excluding financial derivatives –140,465

Foreign-owned assets in the United States, excluding financial derivatives 305,736

Financial derivatives, net 50,804

Net errors and omissions 162,008

Figure 10.7: Abbreviated Balance of Payments Statement for the United States

Source: Adapted from Bureau of Economic Analysis, “U.S. International Transactions Accounts Data”  
(September 15, 2011), accessed at www.bea.gov/international/bp_web/simple.cfm?anon=71& 
table_id=1&area_id=3.

Current Account
Balances in Billions
of U.S. Dollars

over $100
$50 to$100
$10 to $50
$0 to $10
-$0 to -$10
-$10 to -$50
-$50 to -$100
0ver -$100 
no data

Map 10.1: Current Account Balances Globally  
The current account catalogues trade in merchandise, services, income, and current transfers.



348 Part IV: International Pricing and Finance

In contrast, the capital account contains capital transfers, nonproduced assets, 
and nonfinancial assets. Typically, not much activity takes place in the capital  
account.

More activity can be found in the financial account. The account tracks direct 
investments, portfolio investments, and other financial assets. This includes buying 
bonds or stocks, and foreign direct investment such as buying a factory or an existing 
company.

Ideally, the balance of payments would balance the activity in the current account 
with activity in the capital and financial account. Compilers of the balance of payment 
statement typically cannot acquire all of the information needed to finalize the 
statement. The incomplete information may be due to unreported activity, timing 
problems, or simple mistakes in filling out forms. To make sure the statement balances, 
net errors and omissions are added.

The final item on the balance of statements is reserves and related items, or the 
represents reserves held by official governmental authorities. The reserve currency 
refers to the currency most commonly held in reserve accounts. Most commonly, 
countries hold the U.S. dollar in reserve.

TRADE DEFICITS

Trade consists of exports and imports. Exports are goods or services that are shipped 
from a home country and sold in a foreign market. Goods or services shipped from a 
foreign country into the home market are imports.

Depending on the relationship of exports to imports, a country experiences a trade 
surplus or a deficit. A country can have a trade surplus or deficit overall, or the trade 
relationship between a pair of two countries can lead to a deficit or surplus between 
just those two actors. A trade deficit exists when a country imports more than it 
exports. In that case, local consumers are spending the local currency on imported 
goods. These goods all have to be initially purchased in the currency of the country 
of origin, which leads to increased demand for the foreign currency rather than the 
domestic currency. Barring activity by one or both of the governments, or possibly 
other currency influencing factors such as inflation or interest rates, the increase in 
demand will result in the foreign currency appreciating or rising in value relative to the 
domestic currency.

A country with more exports than imports enjoys a trade surplus. A trade surplus 
has the opposite effect of a trade deficit. Foreign consumers are purchasing many 
domestically produced goods using the local, home country currency. Local purchases 
lead to increased demand for the domestic currency and less demand for the foreign 
currency. The resulting pressure on the domestic currency leads to an appreciation 
relative to the foreign currency. Figure 10.8 lists the top ten trade deficit and surplus 
nations in relation to the United States.

Trade relationships affect international marketing decisions. The United Kingdom 
traditionally has a trade deficit with Germany. Germany historically focuses on 
exporting while the United Kingdom and other Anglo countries such as the United 
States traditionally have trade deficits.7 In the United Kingdom, British exporters may 
decide to wait for the German currency (the euro) to appreciate relative to the British 
pound. When this happens, the price in Germany of the British exports will drop, which 
in turn will increase export levels.

A trade deficit exists 
when a country 
imports more than it 
exports.
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INFLATION

Inflation occurs when the price of goods and services increase. Inflation affects 
whether a currency will strengthen or weaken. Rates of inflation vary by country and are 
partly a result of supply and demand for a currency. Price increases within a country are 
not always accompanied by salary increases in that same country. For consumers, this 
means that goods and services become more expensive as inflation rises. As a result, 
governments often take steps to control inflation by manipulating the currency supply 
in a country. Governmental spending and taxes influence currency supply and demand 
indirectly. Officials can take steps using these tools when needed.

In other cases, governmental leaders conclude they can help an economy by 
increasing the supply of money. In these cases, a federal reserve or a national bank 
will introduce more money in the system to increase supply for the domestic currency. 
Currency values move in response to inflation, both current and predicted. Inflation 
that is expected in the future weakens the purchasing power of a currency, and the 
exchange rate will reflect that weakness. In India, year-to-year inflation was 10.5% 
in June 2010, which meant that, on average, the price of all goods rose 10.5% as 
compared to the previous year. The price of milk went up approximately 1.8 rupees 
to 29.4 rupees per container.8 The price increase has the most profound effect on 
bottom-of-the-pyramid consumers. The result was that inflation increased pressure 
on the rupee, which led to concerns about currency weakness.

Inflation concerns international marketers because it influences price. A company 
in a country such as the United States with a low inflation rate may encounter 
difficulties when payments are delayed from a firm in a nation with a higher inflation 
rate. In essence, the U.S. company will be paid with a “cheaper” currency. The R2C 

Trade Surplus (U.S. dollars) Trade Deficit (U.S. dollars)

 1. Hong Kong (17.6 billion)  1. China (29.5 billion)

 2. Netherlands (16.2 billion)  2. Mexico (5.3 billion)

 3. Australia (11.6 billion)  3. Japan (4.9 billion)

 4. United Arab Emirates (10.6 billion)  4. Germany (3.6 billion)

 5. Belgium (7.8 billion)  5. Nigeria (2.4 billion)

 6. Singapore (6.6 billion)  6. Ireland (2.4 billion)

 7. Brazil (6.1 billion)  7. Russia (2.2 billion)

 8. Panama (4.1 billion)  8. Venezuela (1.8 billion)

 9. Turkey (3.43 billion)  9. Saudi Arabia (1.6 billion)

10. Chile (3.41 billion) 10. Italy (1.5 billion)

Figure 10.8: Top Ten Trade Deficit and Surplus Nations With the United States 

Source: Adapted from Daniel Workman, “Top 10 Export Trade Surpluses by Country 2009” (April 
16, 2010), accessed at www.suite101.com/content/top-10-us-export-trade-surpluses-by-country-
2009-a226355; and from “Top Ten Countries With Which the U.S. Has a Trade Deficit: For the Month of 
July 2011,” Foreign Trade, U.S. Census Bureau, accessed at www.census.gov/foreign-trade/top/dst/current/ 
deficit.html.

Inflation occurs 
when the price of 
goods and services 
increase.
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The Law of One Price and  
Purchasing Power Parity
Anyone traveling to a foreign country realizes that exchange rates do not always link 
to what can be purchased with a country’s currency. Textiles may be relatively less 
expensive, while electronic goods may be relatively more expensive. These differences 
are contrary to the law of one price. The law of one price states that identical products 

Corporation, makers of the popular Thomas the Train Engine toys, experienced lower 
profits in 2010 due to currency inflation in key markets.9

INTEREST RATES

Interest rates are defined as the percentage rate charged or paid for the use of money. 
The amount of interest charged by lenders relates to currency demand. Rising or lower 
interest rates influence the tug-of-war between the weakening and strengthening of a 

currency’s value. Many consumers have an interest rate attached to a 
savings or checking account. Governmental debt or bonds also earn 
interest, and typically the governmental interest rate determines the 
interest rates offered by other lenders within the country. Countries 
with high interest rates, all else being equal, will experience a higher 
rate of foreign investment in bonds and other instruments linked to this 
interest rate. The result can be an increased demand for the currency.10

Inflation also affects interest rates. The Fisher effect states that 
the nominal or stated interest rate of a country is equal to the actual 
interest rate plus the rate of inflation. As inflation reduces the value 
of a currency, interest rates need to reflect both elements. The 
formula for the Fisher effect can be found in Figure 10.9.

Overall, interest rates serve an important role in international marketing. When 
borrowing internationally, interest rates set both the cost of much debt and the return 
on savings. By influencing currency demand, the difference in interest rates between 
countries will typically be offset by the differences in exchange rates.

Nominal rate = real rate + inflation

Nominal interest rate in Mexico = 5%

Inflation rate in Mexico = 2%

5 = x + 2

3 = x

Real interest rate in Mexico = 3%

Figure 10.9: Fisher Effect Formula

INTERNATIONAL INCIDENT 
Your company has started to actively conduct business in Venezuela. The country, while 
an attractive market in many ways, maintains strict limits on currency conversions. In 
practical terms, you are unable to transfer your earnings from Venezuelan strong bolivars 
into the euros needed to repatriate the money to your Belgian headquarters. Your local 
partner does not support the Venezuelan government and tells you about a currency 
black market where you can exchange the money. While the black market operator 
charges a higher rate to cover the increased risk, it would give you the opportunity to 
move the revenue out of the country. Do you politely thank your friend for the advice 
but turn down the offer? Do you consider the offer? The Venezuelan government has 
begun taking over foreign companies with little to no compensation. Does that affect 
your decision?

LEARNING 
OBJECTIVE #3: 

How do the law of one 
price and purchasing 

power parity affect 
international marketing 

activities?
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should be priced identically in different markets, once 
the price is converted to the same currency in each 
market. Consider a staple product such as bread. The 
price for bread in Poland may be 1.5 zloty. In Belarus, 
the same loaf of bread may cost 1,500 Belarus rubles. 
If the exchange rate is 1 zloty equals 1,000 rubles, then 
the products actually have the same price. The apparent 
difference is due to currency differences. Figure 10.10 
provides details.

Now consider if the price of the bread was 1,500 
rubles in Belarus and 2 zloty in Poland. Using the same 
exchange rate, the price of bread in Poland can be 
converted to Belarus rubles, as shown in Figure 10.11. 
The resulting price is 3,000 rubles. This means that the 
price of bread, once currency differences are accounted 
for, is higher in Poland than it is in Belarus. In other 
words, the zloty does not go as far in Poland as the 
ruble does in Belarus, at least for a loaf of bread.

PURCHASING POWER

The law of one price often does not apply. A soda or a candy bar or bus rides all 
frequently are more or less expensive in other countries due to purchasing power 
differences. Purchasing power refers to the amount of goods a unit of currency 
can purchase. If hypothetically 1 euro could be exchanged for 1 Japanese yen, this 
would not mean that the currencies would purchase the same amount of a good, a 
bowl of rice, for example, in the respective home markets. Purchasing power reflects 
the strengths of different currencies in terms of their abilities to purchase goods. 
Marketers are concerned with purchasing power because these differences influence 
costs and prices across markets. The Big Mac Index is released periodically by The 
Economist magazine. The index compares the price of the Big Mac (or a comparable 
sandwich) in all of McDonald’s markets. The price of the burger should be relatively 
the same, but the Big Mac Index indicates otherwise. Price differences may be due 
to different costs for the various components of the burger, unequal labor costs, 
increased or decreased demand for the sandwich, cost of transportation of goods, 
consumer psychology within a country, or governmental activities, particularly taxes 
on imports.

PURCHASING POWER PARITY

Purchasing power measures using a single item or product can be flawed. Specific 
product features or issues surrounding that product might explain the unique high 
or low relative cost. Instead, the price for a basket of goods can be used to identify 
differences in purchasing power. This approach is referred to as purchasing power 
parity.

The Organization for Economic Co-operation and Development (OECD) creates 
more exhaustive measure of purchasing power using the prices for a basket of more 
than one thousand goods and services. Figure 10.12 displays the similarities and 
differences in the ranking for the OECD and Big Mac indices.

Purchasing power can drastically influence costs and revenues. Understanding 
purchasing power can lead to more effective methods for comparing costs, prices, 

Price of Bread Poland = 1.5 zloty

Price of Bread Belarus = 1,500 rubles

Exchange rate: 1 zloty = 1,000 rubles

Price of bread in Poland converted to Belarus rubles 

1.5 * 1000 = 1500 rubles

Figure 10.10: Example of Law of One Price 

Price of Bread Poland = 2 zloty

Price of Bread Belarus = 1,500 rubles

Exchange rate: 1 zloty = 1,500 rubles

Price of bread in Poland converted to Belarus rubles

2 * 1,500 = 3,000 rubles

Figure 10.11: Example of Law of One Price Not Applying
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and sales across countries. The process at least partially removes the role of currency 
exchange from the comparison. During the Mexican currency crisis of 1994, the amount 
of Mexican pesos that could be bought by 1 U.S. dollar dropped 37% from December 
20, 1994, to January 5, 1995. The drop in currency value affected consumption, but it 
did not decline by 37%. By considering the actual purchasing power of the currency 
instead of its value relative to the U.S. dollar, companies were able to maintain a more 
realistic perspective on the market.

Purchasing power parity scores can be used as another way to calculate price. 
Instead of focusing on established currency exchange rates, marketers can instead 
use purchasing power parity to convert to an appropriate price for the new market. 
Purchasing power parity scores can be treated as a form of currency conversion.

Consider the example of the price of bread in 
Poland and Belarus. If 3 zloty purchase the same 
basket of goods in Poland as 3,000 rubles do in 
Belarus, the ratio of 3 zloty to 3000 rubles can be 
used to establish an exchange rate. If bread costs 
1,500 rubles in Belarus and 2 zloty in Poland, the 
difference in terms of purchasing power parity is 
500 rubles. Using the exchange rate, as in Figure 
10.13, the difference is 1,500 rubles. A company 
considering selling bread in Belarus would be well 
served to consider the purchasing power parity 
price of bread when entering the market. Setting 
the price only based on exchange rates might price 
the bread out of the market.

The OECD and the Big Mac Index

OECD PPPa Big Mac Index 

Top Five Japan (1) Norway (1)

Switzerland (2) Switzerland (2)

France (3) Brazil (3)

The Netherlands (4) Euro Area (4)

Sweden (5) Canada (5)

Bottom Five South Africa (36) Philippines (21)

India (37) Malaysia (22)

Turkey (38) Thailand (23)

Iceland (39) China (24)

Russia (40) Hong Kong (25)

Figure 10.12: A Comparison of the Weakest and Strongest Currencies

Source: Adapted from “Consumer Prices (MEI),” OECD (October 6, 2011), accessed at http://stats.oecd.
org/Index.aspx?querytype=view&queryname=221; and “When the Chips Are Down,” The Economist (July 
22, 2010), accessed at www.economist.com/node/16646178?story_id=16646178.

Note: a. PPP stands for purchasing power parity.

Price of Bread Poland = 2 zloty

Price of Bread Belarus = 1,500 rubles

Purchasing Power Difference: 3 zloty = 3,000 rubles

1 zloty = 1,000 rubles

Price of bread in Poland converted to Belarus rubles 
using purchasing power conversion

2 * 1,000 = 2,000 rubles

Figure 10.13: Purchasing Price Parity Example 



Chapter 10: International Finance and Pricing Implications 353

Governmental Activity and  
International Finance
Currency and currency exchange are part of the foundation of an economy. 
Consequently, governments often play active roles in currency management. 
Governments can be viewed as referees or even the commissioner of the tug-of-war 
contest over currency values. Almost all global currencies are created and backed by 
the government in which they are used. This allows governments to play the most 
central role in the control of currency value. Through central banks or federal reserves, 
governments have an almost limitless supply of money. When a government needs 
more currency, more can be created, which increases the supply of the money and can 
lead to inflation. Governments can also purchase large amounts of foreign monies or 
domestic currencies. These purchasing actions increase demand for the currency.

Consider a situation in which the European Central Bank believes that the euro is 
too strong relative to the pound. This may limit investments in Germany and other 
European countries from the United Kingdom because the weak pound increases costs 
for members of the European Union. In an attempt to move the currency value, the 
European Central Bank increases the number or supply of euros. A higher supply of 
any good, even currency, should lead to a decrease in price. Basically, governments 
often attempt to influence the tug-of-war and the overall value of currencies.

Governments take steps to influence the value of a domestic currency; however, 
non-currency-related motives often drive these actions. Governments often increase 
the supply of money within a country to help spur economic growth. The increased 
supply of domestic money can weaken the currency on the global market. During the 
Irish economic downturn of 2009, the Irish government accused the United Kingdom 
of expanding the money supply in an effort to devalue the pound. The devaluation 
caused economic problems in the Irish Republic.11 Marketers in both countries that 
followed the currency activity were better able to predict the resulting economic 
issues, which might lessen the effects of the governmental action taken by the U.K.

CURRENCY REGIMES

Governments also actively set up controlling structures or regimes around domestic 
currencies. Officials decide which regime to use and then employ governmental 
instruments to maintain the regime. The type of regime influences the manner in which 
the currency exchange rate moves and the activities that governments take to maintain 
that regime. This movement and these actions in turn affect marketing activities. 
Broadly, the structures can be classified into two different methods for establishing and 
monitoring the domestic currency’s exchange rate: floating exchange rate and fixed 
exchange rate regimes.

Floating Exchange Rates

The first type of exchange rate regime, a flexible or floating exchange rate, occurs in 
circumstances in which the value of the currency is allowed to respond freely to market 
forces. Forces of supply and demand apply. Governments may act to influence the tug-
of-war and may even have stated goals regarding currency value, but governments 
do not set hard limits regarding how far the rope can be pulled in one direction or the 
other.

The float allows the currency to move in value. When there is increased purchasing 
of a currency by another currency, such as more euros being bought by pounds, the 

Floating exchange 
rate occurs in 
circumstances in 
which the value 
of the currency is 
allowed to respond 
freely to market 
forces.
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exchange rate changes and the value of the currency being purchased will increase. 
The rise in the value of one currency relative to another is appreciation. In contrast, if 
the number of purchases of one currency by another decrease, representing a drop in 
demand, the value of the currency being purchased goes down. The decrease in the 
value of one currency relative to another is depreciation.

Beyond demand, supply also affects the tug-of-war or currency value in a flexible 
exchange regime. If the central bank or a similar governmental institution increases the 
supply of a currency in the world market, the increased supply should result in currency 
depreciation across the board. If the government instead takes steps to purchase 
its own currency to remove it from the currency market, supply decreases and the 
currency appreciates. In September 2010, Japan increased the supply of yen in order 
to depreciate the currency. The value of the yen decreased by 3.1% against the dollar 
and 3.4% against the euro.12

Fixed Exchange Rates

The other method governments can use to control the tug-of-war is called a fixed or 
pegged regime. Under this regime, a predetermined band or par value establishes 
the value of a currency. The government sets limits as to how far the rope can move 
in either direction during the tug-of-war. These limits can be thought of as lines 
in the sand. As long as the movement is between the lines, the government does 
not act. If it appears that the rope is going to move too far in either direction, the 
government takes aggressive steps to ensure that the currency does not move outside 
the designated range.

Supply and demand still apply to currencies that are pegged, but the governments 
act more aggressively in response to potential movements in value. The movements 
may occur in the black markets that typically spring up for controlled currencies due 
to the appeal of uncontrolled movements. Central banks intervene in the currency 
market through purchasing of currency or creation of more currency in response to the 
potential for the currency to no longer maintain par value.

Revaluation and Devaluation

In some cases, the government cannot prevent the rope from moving past the line in 
the sand. Think of the government as one person all alone on one side of the rope while 
everyone else gangs up and pulls on the other end. Even the largest of governments 
typically cannot keep the rope from moving past the band. In these cases, the central 
bank will set a new par value or line in the sand. Revaluation refers to a government 
increase in the par value of a currency under a fixed-rate regime. Devaluation refers 
to a government decrease in the par value. In late 2010, the Vietnam currency, the 
dong, faced aggressive activity in the black market for the currency. In response, the 
Vietnamese central government devalued the dong by 2% against the U.S. dollar 
setting the new exchange rate at 18,932 dong for 1 U.S. dollar.13

Analysis

Advantages and disadvantages exist for both exchange regimes. For a fixed exchange 
regime, marketers can be mostly sure of short-term stability. The value of the currency 
should stay within the prescribed band. The risk with a fixed exchange regime lies 
in the underlying supply and demand features of currency. If the par value becomes 
too disconnected from the demand or the supply for the currency, the peg can be 
“broken.” This occurs when the central bank for a government can no longer maintain 
a peg. Think of it as the government falling down while pulling on the rope. The 

The other method 
governments can use 
to control the tug-of-
war is called a fixed 
or pegged regime.
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currency can wildly change in value, leading to drastic losses 
in value in some case, which can cause significant economic 
problems.

Possibly the most famous example of a peg being broken 
happened on Black Wednesday, September 16, 1992, to the 
prestigious British pound sterling. The United Kingdom had 
entered into the European exchange rate mechanism, which 
pegged the sterling to various other European currencies that 
also were part of the agreement. Being unable to maintain the 
peg, the government left the exchange rate mechanism on this 
date.14 The rumor at the time was that George Soros, the famous 
currency speculator, was responsible for breaking the pound 
sterling. Not only did he potentially break the peg, but also he 
possibly made $1 billion for his efforts.15

For a flexible exchange regime, the opposite concerns exist. 
The float tends to be protected from extreme fluctuations in 
value. Instead, daily market forces tend to move the currency 
up or down. Short-term risks are relatively high, but over the 
long term the currency should remain relatively stable. Flexible 
exchange regimes cannot be broken, but tend to be far more 
difficult to predict in the short term. For example, while the 
overall trend for the Canadian dollar has been appreciating versus 
the dollar, with the value of the currency rising by 50% from 2002 
to 2008, on any day the value of the Canadian dollar may drop.16 
Predicting the long-term trend is easier than predicting day-to-
day changes. Figure 10.14 provides some names of fixed and 
flexible regime countries.

Global Currency Institutions
Due to the importance that governments place on currency and currency values, 
throughout history governments have banded together to stabilize currency values. 
The history of currency controls and regimes continues to be a key area where politics 
affects marketing activities. Within the United States, some citizens and politicians 
have recently made calls to return the country to the gold standard, the historical 
system for valuing money.17 A brief review of the recent history of currency provides 
the background needed to understand why the current system exists. By better 
understanding the history of the system, marketers can better predict potential future 
changes and comprehend the historical roots of governmental actions. Figure 10.15 
lists key points in the history of currency exchange.

Fixed Regimes Flexible Regimes

Belize Algeria

Bolivia Brazil

Brunei Egypt

China euro Zone

Ecuador India

Hong Kong Japan

Iran Kenya

Lebanon Mexico

Lesotho Nigeria

Malawi Philippines

Panama Sudan

Rwanda Switzerland

Syria Thailand

Turkmenistan United Kingdom

Uzbekistan United States 

Figure 10.14: Sample of Countries With Fixed 
and Flexible Regimes

Source: Adapted from “Annual Report on Exchange 
Arrangements and Exchange Restrictions 2008,” 
International Monetary Fund.

Figure 10.15: Highlights of Currency Exchange Control

Pre-1914 Gold standard pegged to the British sterling.

1914 to 1944 Unstable period with most currencies floating.

1944 to 1971 Gold standard pegged to the U.S. dollar.

1971 to Present Major world currencies float with some emerging markets pegged.
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Before 1914, gold was typically the underlying medium of exchange between 
countries. Most countries pegged their currencies to a certain weight of gold or to the 
British sterling, the dominant global currency. The sterling was convertible to gold at 
the Bank of England, and many other countries held sterling for that reason. By the 
time World War I started, it was clear that the Bank of England did not actually own 
enough gold to cover the obligations on all of the sterling in circulation, and countries 
stopped using the gold standard based on the British sterling.

The period from World War I to the end of World War II was marked by currency 
instability. The majority of currencies floated, and the global depression of the 1930s 
made the return to the gold standard not feasible. Many European countries then used 
currency manipulation to spur economic growth during the 1930s and to attack their 
enemies during World War II.

After World War II, the Allies agreed that steps should be taken to ensure 
currency stability during the postwar period. The various governments met in Breton 
Woods, New Hampshire, in 1944 to deal with these issues. The meeting created 
the International Monetary Fund and the International Bank for Reconstruction and 
Development, which is also known as the World Bank. These institutions established 
separate but related missions.

The primary responsibility of the International Monetary Fund is currency stability. 
The organization provides short-term loans in response to currency crises and works 
diligently to monitor currency activities. Loans from the International Monetary Fund 
may be denominated in special drawing rights, the value of which reflects a basket 
of the member country currencies. The World Bank concentrates on long-term 
development. Initially, the Bank gave loans and grants to European countries to fund 
reconstruction. More recently, the Bank’s focus has shifted to less- and least-developed 
countries.

The Bretton Woods agreement also 
established a global currency system. The 
signatories agreed to fix the value of their 
currency in terms of either the U.S. dollar 
or a certain weight of gold. In turn, the U.S. 
dollar was always convertible to $35 per 
one ounce of gold (the “gold standard” 
that politicians refer to). This American 
gold standard stayed in place until the 
early 1970s, when forces put pressure 
on the peg. The American government 
had to pay out gold and other reserves 
to protect the peg but eventually was 
unable to continue this activity broadly 
because of an insufficient amount of gold 
being held in U.S. reserves. The system 
collapsed and the U.S. dollar and many 
other countries moved to a flexible 
exchange regime.

The International Monetary Fund 
continues to actively monitor currency 
activities. In 2010, Greece faced country-
level economic concerns. The currency for 
Greece is the euro. A disconnect ensued 
between the unique economic events 

The United States does not rely on the gold standard for 
currency valuation.
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within Greece and the value of the euro. The resulting stress on the euro threatened 
the viability of the currency and led many to suggest that Greece should leave the 
Euro zone.

In response, the International Monetary Fund took steps to stabilize both the 
Greek economy and the value of the euro. A loan of €110 billion ($143 billion) plus 
strong recommendations for governmental actions together helped to stabilize the 
situation.18 Tourism makes up almost one fifth of the Greek economy.19 Marketers in 
this industry would obviously be concerned with currency and overall financial stability 
in the country. In this case, marketers would carefully watch International Monetary 
Fund actions before determining whether to leave the country or to hope to ride out 
the instability and maintain a position in the market.

Managing Currency Risk
Effective strategic international marketing management leads to revenues and in most 
cases profits. Currency fluctuations can wipe out those profits. Costs can increase 
within the country, or if the costs of manufacturing the good are in a separate currency, 
costs can go up while the value of the currency goes down. As a company’s activity in a 
country increases, the exposure to currency risk increases. A 10% drop in the value of 
a currency causes problems when a company has revenues of $200,000 in the country. 
A 10% drop in the value of a currency is a catastrophe when revenues are $20 million 
(a $20,000 loss versus a $2 million loss). Successful international marketers take steps 
to limit monetary risks.

PREDICTING CURRENCY RISK

The best international marketing strategies can fail due to uncontrollable currency 
changes. Successful prediction of currency risk in itself can increase firm profits. One 
common way to predict currency risk involves consideration of how the currency 
market perceives different currencies. The Wall Street Journal and The Financial Times 
typically list two different exchange rates. The first rate listed is the spot rate, or the 
exchange rate with a guarantee of two-day delivery. The second rate or set of rates are 
forward rates. Forward rates are the exchange rates for the delivery of the currency 
at a specific time in the future, which is typically 30, 90, and 180 days using what are 
called forward contracts.

Usually differences exist between the spot and the forward rates. The differences 
result from market predictions of future currency movement. A forward rate lower than 
the spot rate indicates the presence of a discount. A forward rate that is larger than 
the spot rate is called a premium. The efficient market theory posits that in cases of 
complete openness and knowledge, exchange rates would reflect this knowledge, 
market predictions would be accurate, and speculation would not lead to profit. A 
thirty-day forward contract, according to this theory, would perfectly predict the actual 
exchange rate in thirty days. Research on the topic fails to find evidence of this effect.20 
Instead, speculators attempt to make money in exchange markets by taking advantage 
of a misalignment between the spot rate and the forward rate.

Debt ratings offer a second country-specific predictor of currency risk. Sovereignty 
debt ratings assign a score that represents the chance that a country will default on 
governmental debt. The ratings assess the overall fiscal stability of a country, which 
directly ties into currency stability. Moody’s and Standard & Poor’s provide two of the 
most commonly used sovereignty ratings. Much like ratings for corporate debt, a 
country with a AAA sovereignty rating has less risk than a country with a lower rating 
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such as AA or BBB. A drop in rating can change the behavior 
of the global currency market and lead to more selling of the 
country’s currency on the global market. Figure 10.16 provides the 
sovereignty ratings for select countries.

For international marketers, the importance of sovereignty 
ratings includes guiding decisions whether to enter new markets. 
The lower the probability that a currency will devalue, the lower 
the risk of conducting business in that country. Currency values 
affect sales prices, valuations assigned to inventories, the costs 
of marketing activities such as advertising and promotions, and 
eventual bottom-line profits.

HEDGING CURRENCY RISK

Currency risk can be lessened through various hedging techniques. 
Hedging refers to any financial process that lessens financial risk. 
In the context of currency risk, hedging involves purchasing various 
financial instruments. Forward contracts can be used to lock in an 
exchange rate for thirty, sixty, or ninety days. If a company has 
a set amount of profit it wishes to convert within a set period, a 
forward contract for that amount can be purchased guaranteeing 
the exchange rate.

Companies may also purchase currency futures contracts. 
Futures contracts allow the company to sell or buy a certain 
amount of a foreign currency at a set exchange rate on a specific 
date. Futures and forward contracts are similar but differ in two 
important ways. Forward contracts are for specific transactions, so 
they are customized to specific amounts. Futures contracts are for 
standardized amounts. Forward contracts, while listed for thirty-, 
sixty-, and ninety-day contracts, can be purchased for a set date. 
Futures contracts have a small number of maturation dates, four 

typically, in a given year. The advantage of futures contracts is that only a percentage 
of the contract needs to be presented to purchase it. This allows the money that would 
be needed to purchase a forward contract to be used for other business needs.

International marketers use hedging and futures contracts to ensure the success 
of a marketing effort. Should a Thai company ship one thousand units of a product 
to Saudi Arabia to be sold at a value of 40 Thai baht per unit, these contracts help 
guarantee that payment in the Saudi Arabian riyal will equal those 40 baht.

The Basics of International Finance Funding
When entering new markets, companies require capital. Capital will be required to set 
up office space, establish distribution channels, purchase warehouse inventory, and 
fund any other long-term purchases designed to support activities in a new country. 
Often that capital comes from internal sources of funds. When the new business is 
structured as a subsidiary, the funding comes from the parent company in the form of 
loans or transfers of funds.

Several additional sources of financing may be used. When the source of expansion 
capital will be equity, companies can seek investors at the three dominant exchanges 

Country Rating

Argentina B–

Belgium AA+

Canada AAA

Colombia BBB

Fiji A

Honduras B

Malaysia A+

Pakistan B–

Qatar AA

Spain AA

Uganda B+

United Kingdom AAA

United States AA+

Venezuala BB–

Vietnam BB+

Figure 10.16: Examples of Standard & Poor’s 
Sovereignty Ratings

Source: Adapted from “Sovereigns Ratings List,” 
Standard & Poor’s, accessed at www.standardand 
poors.com/ratings/sovereigns/ratings-list/en/us? 
sectorName=null&subSectorCode=39.

VIDEO LINK 10.2: 
Global Markets and  

Sovereign Debt
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in London, Tokyo, and New York. Frankfurt and Hong Kong are also hubs for financial 
activity. In each of these centers, shares of stock are sold to raise capital for the venture.

When the company wishes to use debt to expand operations, bonds may be sold 
in a variety of markets. Two types of international bonds can be issued. Bonds issued 
outside of a country but are denominated in a currency different from the country of 
purchase are called Eurobonds. A bond for a company 
or country that is sold outside the home country and that 
is denominated in the currency of the country of issue is 
a foreign bond.

When internal funding through internal company 
loans or sales of common stock is not sufficient for the 
expansion, external sources of funds may be sought. 
Debt may be borrowed locally. If necessary, the parent 
company can provide a guarantee in order to achieve 
approval for the loan. When local or international banks 
are not sufficient, developmental banks may also be 
a source of funding. The World Bank is one place to 
obtain funding. Regional and national developmental 
banks such as the Inter-American Development Bank, 
the African Development Bank, or the U.S. Export-
Import Bank can also provide funding. Figure 10.17 
lists some regional and national developmental banks.

FINANCING ONGOING TRADE OPERATIONS

The transfer of either goods or currency is at the core of foreign trading. Terms of 
payment refers to the agreed-upon payment in return for the goods or services. While 
currency is the dominant payment form, other methods can also be used. In the case 
of cash terms of payment, the cash can be COD (cash on delivery of the goods) or 
it can be CBD (cash before delivery of the goods). In many cases, the seller provides 
credit to facilitate transactions.21 Negotiating credit terms is an important part of 
international pricing.

A unique aspect of international pricing occurs when two companies and countries 
engage in countertrade, where goods are traded or exchanged without the use of 
hard currency. The four forms of countertrade include

• barter,

• buy-back,

• compensation deals, and

• counter-purchases.

Barter involves the direct exchange of goods between two companies involved in 
a transaction. If Honest Tea were to trade finished tea products made in the United 
States for raw ingredients from an African nation without cash changing hands, a barter 
arrangement has been reached.

Buy-back countertrades are agreements to sell one set of goods and services used 
in the production of products for another set of goods and services. A price for each 
will first be negotiated. The seller agrees to buy some of the goods and services being 
produced as part of the payment system. Should a South Korean DVD manufacturer 

U.S. Agency for International Development

Asian Development Bank

African Development Bank

European Bank of Reconstruction and Development

European Investment Bank

Inter-American Development Bank

Overseas Private Investment Corporations

U.S. Export-Import Bank

Figure 10.17: Partial List of Regional Developmental and 
National Banks

Source: Adapted from Suk H. Kim and H. Kim Seung, Global 
Corporate Finance, 6th ed. (London: Blackwell Publishing, 2006).
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sell production equipment to Thailand and agree to buy finished DVD systems from 
the company in Thailand as part of the payment price, a buy-back agreement exists.

Compensation deals include both cash payments and exchanges of materials. A 
Chinese company requires lithium cobalt oxide to manufacture lithium batteries. The 
company could purchase the ingredient from a supplier and make payment in the form 
of finished batteries and cash.

Counter-purchases require two contracts. The first specifies the selling price for the 
item. The second spells out a period during which the buyer is able to resell the item 
in combination with other goods and then repay the original seller with the proceeds. 
Counter-purchases are also called offset trades and are often made with firms in less- 
or least-developed nations.

Countertrade benefits various countries by allowing countries with lower levels 
of foreign exchange to attain improved technologies. When Russia trades oil for 
automobiles, the Russian economy benefits from the technologies in the vehicles that 
are being exchanged for an abundant resource.22

The challenges of pricing in countertrade arrangements include finding common 
ground on the prices of the items to be exchanged, the exchange rate or monetary 
value assigned to the goods, and the volume of goods sent to each party. Individual 
company leaders, such as the automobile manufacturers selling to Russia, may feel 
constrained by the terms of the countertrade.

The Russian economy could benefit from the technologies in the automobiles that 
are exchanged for an abundant resource, oil.
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INTERNAL PRICING

Due to the wide variety of companies engaged in partnerships, joint ventures, 
integrated distribution systems, licensure arrangements, and other intra- or 
intercompany connections, managers in these organizations seek to reduce costs 
and lower the impact of governmental restrictions. Transfer prices help achieve these 
goals. In intracompany pricing, a commodity sold by one subsidiary of a company 
to another section in a second country features a set price that bypasses taxes and 
tariffs by simply shifting funds internally. Many governments have become aware of 
these programs and have introduced methods to collect taxes by claiming unreported 
profits.

Sustainability advocates increasingly push for shadow pricing for internal financing. 
Shadow pricing means that the opportunity and environmental costs are included in 
prices, such as water or air pollution. Developing country officials might complain that 
the environmental costs, especially in terms of carbon output, of foreign manufacturing 
should be included in assessing price.

Companies also may move money to certain countries that have low to no tax. 
Called tax havens, increased international attention focuses on stopping corporations 
from avoiding taxes.

International Finance and  
International Marketing
As the world of commerce becomes increasingly based on global interactions, the 
role finance plays in international marketing has grown in importance. Any company 
seeking to sell goods in other countries will be faced with finding ways to integrate 
a financial system with the marketing program. Failure to do so may lead to the 
frustration of finding customers, contacting them, successfully generating sales, but 
then not making profits due to financial problems rather than problems with the 
marketing program.

To fully develop an international marketing program that accounts for financial 
concerns involves adjustments to all parts of the marketing mix. Financial issues affect 
markets, products, prices, places (distribution systems), and promotions. This section 
provides a review of some of the major concerns.

MARKETS

Target markets in other countries may be skewed due to currency changes. Weaker 
purchasing power may shift the price-value relationship and might result in a need to 
target a different segment. For example, inflation in a country can limit the ability of 
consumers to purchase houses. Suppliers of building materials would be noticeably 
affected by increasing costs and prices. Inflation in Brazil during the 1990s was severe. 
Those seeking to build homes would purchase materials as soon as they could afford 
them, because waiting would result in a higher price for each item. The net result was 
sets of neighborhoods with partially built houses.

Currency values influence the selection of market segments to target in foreign 
markets. Rapid changes in currency values often lead to reconsideration of market 
segmentation. Marketers of necessities are more likely to adjust package sizes in 
response to fluctuating currencies. Companies offering sundries tend to shift sales to 
more stable currency markets or use other means to ensure profits.

LEARNING 
OBJECTIVE #5: 

What are the 
relationships between 
international finance 
and the elements of 
the marketing mix?
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Price sensitivity defines bottom-of-the-pyramid consumers, which makes this 
segment particularly vulnerable to currency fluctuations. Marketers are hesitant to 
increase prices, because the capacity to consume largely drives demand for bottom-
of-the-pyramid consumers. With small margins, currency changes may lead marketers 
to stop targeting the bottom-of-the-pyramid segments.

International financial issues also influence access to debt and capital markets. In 
many cases, limits are placed on the amount of foreign currency that can be exchanged 
in a country. In those cases, local sources of financing become necessary. The lack of 
sophistication in local financial markets and the inability of foreign companies to 
access those markets may reduce the feasibility of entering a market or cause struggles 
after entering.

PRODUCTS

Price and quality drive perceptions of products. Positioning relative to competitors 
depends on effective management of these perceptions. Purchasing power differences 
can make positioning difficult to manage when entering a market. To maintain a 
sufficient level of profit, company leaders may need to raise prices.The new price leads 
to repositioning, which must be reflected in the rest of the marketing mix, including 
promotional activities.

Access to financing constrains the ability of marketers to research new products 
within a country. New product development can be expensive and often requires 
an injection of capital. In essence, it may not be possible to develop and sell some 
products in foreign markets due to financial constraints. An investigation of financial 
circumstances should precede any decision to enter a new market.

PRICES

Financial conditions strongly affect international pricing programs. Currency exchange 
and credit influence the prices of products and of the resources needed to produce 
and distribute those products. The marketing team works in concert with financial 
experts to make sure prices can be set to achieve company goals.

Fluctuations in currency create one marketing challenge. Currencies may change 
in value unpredictably and quickly. Argentina recently experienced a major currency 
crisis. On January 7, 2002, the government devalued the country’s currency, the 
Argentine peso, by 29%.23 The peso continued to devalue in world markets for the 
rest of the year. Any company conducting business in Argentina needed to make 
adjustments to try to maintain profits. Firms that positioned products based on price 
were strongly affected.

Inflation constitutes another of the major threats to international pricing 
programs, especially when the currency for the exporter’s country has a 
manageable rate of inflation but the host country’s rate is high. When this 
situation occurs, a product may be sold at a price that does reflect the item’s 
true value. In addition, the basic components of international finance and 
the effects of these factors on international pricing, as displayed in Figure 
10.18, deserve additional consideration.

Exchange Rate Fluctuations

In the early part of the 2000s, the value of the dollar against the euro made purchases 
in euro zone countries more expensive. When the trade rate was at nearly $1.30 for 
1 euro, dollar buying power was substantially reduced. American tourists traveling to 

Figure 10.18: International Finance 
Factors That Affect Pricing

Exchange Rate Fluctuations

Price Escalations

Administered Prices
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popular destinations noticed their dollars would not buy as much. For some, this led 
to travel to other places. Others purchased fewer items while visiting places such as 
Spain, France, or Italy.

By the end of the decade, economic circumstances in Europe resulted in an 
exchange rate of less than $1.00 for 1 euro, thereby increasing dollar buying power 
in euro zone countries. American travelers were enticed by marketing campaigns 
noting that going to Europe could be visited at “bargain” prices. When pricing items, 
exchange rates affect what people buy and the methods marketers use to reach them.

Price Escalations

As a product moves from one country to another, the costs of transportation, 
middlemen charges and markups, tariffs, and other expenses cause the price of 
the item to rise (Figure 10.19). A bottle of Spanish wine may sell in Madrid for the 
equivalent of $5, yet sell for $10 or more in other countries due to these uncontrollable 
factors. Price escalations make competing in foreign markets more difficult for many 
exporters. Many countries seeking to support more open trade will establish foreign 
trade zones or fee ports in which various tariffs and taxes are not charged, which helps 
control price escalation in those zones. When a market is large enough to justify the 
risk and expense, companies may begin manufacturing within the country to avoid 
some of these costs. Price escalation may be particularly problematic when targeting 
bottom-of-the-pyramid consumers. Increased costs often put marketers in a position 
where either the profit margin must be greatly reduced or the product price becomes 
too high for consumers to afford.

Figure 10.19: Causes of Price Escalations

Transportation Costs Cost of Transporting to the Market

Tariffs Governmental Fees 

Importer Margins Profit to Cover Process of Importing

Wholesaler Margins Cost Associated With Inventory Management and 
Distribution

Retailer Margins Mark-Up in the Retail Store

Taxes Value-Added or Other Government Taxes

Administered Prices

Administered prices are set by individual governments, often in an attempt to weaken 
foreign competitors by setting prices for an entire market. Critics argue administered 
prices are simply a form of price fixing, with governmental approval. Some international 
agreements allow for administered prices, which tends to stabilize trade relationships 
between countries, even though the lowest prices may not be offered to consumers in 
any of the nations involved.

Administered prices may also be used for sensitive, high-demand, or essential 
products. Governments can set the price for rents in densely populated areas or 
for staple foods such as milk or rice to ensure appropriate access. In some cases, 
governments do not set the prices. Instead, when a government is the largest 
purchaser of the item, it can influence the product’s price. By being a large purchaser, 
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the government can negotiate a lower price. For instance, the Russian government 
recently asked for a 15% reduction in HIV drug prices from the pharmaceutical 
company GlaxoSmithKline.24

PLACE (DISTRIBUTION)

Differences in purchasing power lead to different distribution costs. One type of 
transportation may be more expensive than another in a foreign market. Packaging 
may also cost more in one market than another.

The ability to distribute or move currency in and out of a country may also be different 
in various markets. The ability to change the local currency for a foreign currency is 
called currency convertibility. As noted in the opening ArcelorMitall vignettes, many 
governments limit currency convertibility and some completely forbid it.

PROMOTION

Consumer promotions depend on stable costs and prices. The success of coupons and 
other similar discounts results from the perception of increased value due to decreased 
price. Currency fluctuations during a consumer promotion can alter this relationship 
and decrease the effectiveness of the promotion.

The same applies to trade promotions. Trade promotions aimed at distributors 
typically consist of discounts. With larger purchases being made, trade promotions 
may be even more vulnerable to shifts in value due to shifts in exchange rates.

In sum, international finance directly relates to the marketing process. It influences 
the entire marketing mix and affects the firm’s bottom line. Profit, a core component of 
business activity, can be drastically impacted by international finance issues, especially 
currency movements. Careful planning and coordination between the marketing team 
and those in finance are required in order to manage these issues.



Chapter 10: International Finance and Pricing Implications 365

Chapter 10: Review and Resources

STRATEGIC IMPLICATIONS 

International marketers face international finance concerns when entering or maintaining a presence in a 
market. The stability of the local currency will influence the initial decision to enter the market. Unstable 
currencies may defer entry to a later date. Once in the market, currency control measures will be an important 
strategic consideration for company leaders. These hedges have costs. The marketing and finance teams must 
decide whether the currency risk is extreme enough to warrant hedging, or if the company’s exposure is large 
enough to justify the additional costs.

Effectively finding sources of financing as well as balancing debt and equity remainas key strategic issues 
for international marketers. Equity gained by selling shares of stock relinquishes ownership and some degree of 
control. Debt has a specific cost. While activity in global markets provides for access to more sources of capital, 
it does not remove the need to select the best combination of financial instruments.

TACTICAL IMPLICATIONS 

Hedging currency risk can be complicated. The tactical choices include the types of contracts to buy, the size 
of the contracts, and timing the maturity of the contracts with the need for the currency. These short-term 
transactions can become a juggling act. International marketers work with the finance department to ensure 
effective timing of the flow of money to support marketing transactions.

When the financial instruments are in place, marketing activities can be undertaken. Establishing distribution 
systems, creating supportive programs such as coupons or premiums, and preparing advertising campaigns 
will proceed with greater confidence. Understanding when monetary transactions will take place helps the 
marketing manager understand when the company can expect to receive revenues and when it will render 
payments to suppliers and others in the target market country.

Product positioning efforts are affected by international finance. The price/quality relationship can be 
altered by inflation, devaluations of currency, and other shifts in monetary markets. Consequently, the 
marketing team should remain in constant contact with the finance team in order to be able to adjust to 
monetary differences and maintain the desired position in the marketplace.

OPERATIONAL IMPLICATIONS 

Individual employees deal with currency issues on practically a daily basis. International marketers responsible 
for a specific country or region will normally know the approximate exchange rate without needing to look it 
up. The exchange rate is used to calculate sales, costs, and profit.

Individual salespeople should be trained in the basics of international finance. Potential customers in other 
countries are likely to ask about methods of payment and how each side will be protected from currency risk. 
In essence, these financial concerns represent part of the price to a foreign buyer.

Expatriate employees will require training in the areas of exchange rates and currency fluctuations. These 
employees will need to adjust to the monetary system in the country to which they are sent. They will be 
affected by other issues such as the currency in which they receive their salaries and expense reimbursements, 
and will also be influenced by transaction fees charged to move money back to their home countries.

In essence, every person, from the CEO to the first line person serving in a foreign country, will be better 
served by having a working understanding of how international finance affects them and their company.
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REVIEW QUESTIONS

1. What are the five properties of money?

2. What is the relationship between money and currency?

3. Define hard currency and soft currency and note how the two types of currency are dissimilar.

4. Define capital market, and explain the roles debt and equity play in capital markets.

5. Define direct currency exchange rate quotes and indirect currency exchange rate quotes.

6. What are the four factors that affect currency movement?

7. How do transaction demand and currency speculation affect currency values?

8. What are the five components of the balance of payments statement?

9. Define inflation and explain how it affects currency values.

10. How does the government influence currency value?

11. Describe a fixed or pegged currency exchange and contrast it with a flexible or floating regime.

12. What were the outcomes from the Bretton Woods agreement?

13. What does a low or high sovereign debt rating mean?

14. Define futures contracts and forward contracts.

15. Define hedging and note how it is used in international marketing.

16. Where can companies find capital?

17. What are common forms for the capital?

18. Define terms of payment and list examples.

19. Name the types of countertrade.

20. Define internal pricing, shadow pricing, and explain how they are different from one another.

21. How does international financing affect markets?

22. How does international financing affect products, prices, distribution systems, and promotional programs?

DISCUSSION QUESTIONS

1. Brainstorm and list all of the various ways that businesses use currencies. Is there any part of international 
marketing that is not affected by currency?

2. The Indonesian rupiah has recently weakened. Explain how each of the following is related to the weakening in 
value: (1) individual and business transactions, (2) inflation, (3) interest rates, and (4) trade and investment activity.

currency

hard currency

soft currency

international finance

capital market

exchange rate

trade deficit

trade surplus

inflation

interest rates

flexible or floating exchange 
rate

pegged or fixed regime

forward rates

sovereignty debt ratings

hedging

futures contracts

terms of payment

countertrade

TERMS
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ONLINE VIDEOS

STUDENT STUDY SITE

3. Examine the U.S. balance of payments statement in Figure 10.8. Using the numbers there, calculate the American 
trade deficit. How does this trade deficit then influence the value of the U.S. dollar? If other forces do not prevent 
this change, what should the long-term value of the trade deficit be?

4. What are the advantages and disadvantages of a fixed or flexible currency exchange regime? How can 
international marketers use the type of exchange regime to predict potential currency movements?

5. Trace the history of the global currency exchange controls from 1900 to the present. The movement in general 
has been from fixed systems to flexible systems. Study Figure 10.11. The majority of countries that are classified 
as “developed” have what kind of exchange regime? Why might that be?

6. As the brand manager for a large Brazilian company, you are concerned about exposure to currency fluctuations 
hurting your profit in Mexico. What steps could you take to hedge this risk?

7. There are three international finance factors that affect pricing (see Figure 10.17). Discuss them and steps 
international marketers can take to limit these effects.

ANALYTICAL AND INTERNET EXERCISES

1. You are an Australian marketer whose company is entering the Indian market. One Australian dollar is worth 
43.34 Indian rupees. Is this an indirect or direct quote? Calculate whichever quote it is not. When the company 
first entered the Indian market, the exchange rate was 1 Australian dollar = 44.56 Indian rupees. Calculate the 
percentage change in the rate.

2. One of the most significant currency events of the past twenty years was the Asian currency crisis of 1997. 
Complete online research regarding the crisis. Were fixed or flexible regimes involved? What was the role of the 
International Monetary Fund in responding to the crisis?

3. The CIA World Factbook (https://www.cia.gov/library/publications/the-world-factbook/index.html) includes 
current account balances for countries. It also lists top exporting and importing trading partners. Look up a 
country of your choosing. Find out whether it has a trade deficit or trade surplus, then find the country’s top 
trading partners. Finally, look up exchange rates for the country of interest, and its trading partners. How well 
does the exchange rate reflect the trading relationships between the countries?

4. Using Google, find a currency that has weakened or strengthened relative to the euro in the past year. How would 
this change in value effect international marketers interested in doing business in the European Union? How 
would it affect the marketing mix, particularly price?

5. Currency values can become political issues. The value of the Chinese yuan or renminbi is historically a source 
of conflict between the country and its trading partners. Research the conflict and provide an update on recent 
steps regarding the value of the Chinese currency.
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CASE 10

For most consumers in developing countries, credit 
is an afterthought, an easily accessible component of 
making a purchase. Certainly credit scores are tracked 
and access to credit can be limited for individuals with 
a bankruptcy or foreclosure. Still, for the majority of 
consumers, the next loan is the swipe of a credit card 
away.

Obtaining credit is difficult for bottom-of-the-
pyramid consumers in developing markets. It is 
estimated that two thirds of the world’s population 
cannot obtain access to credit from banks. Instead, 
credit, if available at all, can only be accessed through 
loan sharks and other forms of organized crime.25 This 
debt comes with a hefty cost. Interest rates can be 
extremely high.26

The lack of reasonably priced credit has 
implications for international marketers. It keeps many 
consumer stuck in poverty. It limits purchasing power, 
constrains development, and is a key component of 
bottom-of-the-pyramid markets.

For years, individuals and groups have looked for 
ways to respond to the global credit access problem. 
In 1976, Nobel Prize winner Muhammad Yunus came 
up with a solution—microfinance. On a trip to his 
home country, Bangladesh, Professor Yunus conducted 
an informal survey of the loan shark loans to local 
villagers. The total amount of the average loan was a 
small $27. The pain associated with this debt in terms 
of the amount of interest charged was unequal to the 
value. The banks in the country would not lend to the 
villagers because they were not “credit worthy.” They 
had no collateral and low earnings. The profit on a $27 
loan also seemed too small for them.27

Stepping into the void in the market, Professor 
Yunus loaned the $27 himself. From there 
microfinance was born. The concept of microfinance 
is simple. By fixing the institutional gap, credit can 
be made available to impoverished individuals. This 
provides them the funding needed to start businesses 
and earn their way out of poverty. Women are more 
likely to repay loans, which makes them the target 
market for the majority of microfinance loans.

Mallamma was a forty-two-year-old entrepreneur 
in Hyderabad, India. She used a microfinance loan 

Obtaining credit is difficult for bottom-of-the-
pyramid consumers in developing markets.

of 10,000 rupees to start a fish business. In one year 
she grew the business to the point that she is seeking 
a second loan of Rs 50,000 to hire an employee and 
continue expanding. In Hyderabad, another borrower, 
Geetawati, used an Rs 10,000 loan to buy a sewing 
machine after her husband passed away. In one year, 
she grew the business to the point that she earns 
Rs 100 per day and has an employee. Both women 
repaid their initial loans.28

Professor Yurus founded the Grameen Bank, which 
now lends more than $1 billion each year. Ninety-seven 
percent of their borrowers are women, and all of the 
loans are self-financed, making the bank highly stable. 
The company also keeps costs very low. Advertising 
or other promotions are not used. The simple 
product coupled with the social goal of helping the 
disadvantaged allows them to be highly efficient.29 This 
efficiency has allowed the Grameen 
Bank to start loaning to poor 
consumers in developed countries, 
including the United States.30

Microfinance has boomed in the past decade. 
In India alone, the sector grew at a 50% to 70% 
annual rate from 2006 to 2009. More than eight 
hundred microfinance institutions now operate in 

Microfinance and Bottom-of-the-Pyramid Consumers

VIDEO LINK 10.3: 
Microcredit
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the country.31 There are 183 members of Sa-Dhan, a 
network of microfinance lenders, and for this group 
the amount of loans grew from Rs 3,456 crore to 
Rs 11,734 crore.32 Microfinance has become a key 
component of the Indian economy. It has led to some 
migration from cities to rural areas to take advantage 
of the jobs created by microfinance.33

Professor Yunus started a global movement. 
More than 150 million bottom-of-the-pyramid 
consumers have borrowed money from a microfinance 
institution.34 The average microfinance loan is $1,026 

and only 3.1% of loans default. The default rate is 
better than that for many banks lending to developed 
market consumers. The amount of finance tripled 
between 2004 and 2006 to $4 billion globally. The 
majority of lending goes to women and 85% of 
lending is conducted in Asia where the movement 
originated. Growth is fast in other regions, especially 
Latin America. Even with this growth, it is estimated 
that 95% of the potential market for microfinance has 
borrowed money. In markets where microfinance has 
deep roots, such as Bangladesh, 60% to 75% of the 
market borrows, which suggests that there is great 
potential for growth.35 Table 10.2 lists the top fifteen 
microfinance institutions globally.

Microfinance has been criticized. As global 
banks move into the market, many worry that the 
social roots of the process will be lost. For example, 
CompartamosBanco, a Mexican microfinance focused 
bank, was criticized for using an initial public offering 
to raise $1 billion in credit. Professor Yunus started 
microfinance by doing the opposite of what banks do. 
CompartamosBanco instead acts more like a bank, 
including charging high interest rates of up to 80% a 
year.36 Other critics point out that many microfinance 
borrowers may have been successful without the loan. 
The loan is not the root of their success. Instead, their 
success resulted from successful business and marketing 
strategies coupled with a great deal of hard work.37

Even accounting for the criticisms and changing 
nature of microfinance, Professor Yunus started a 
significant social and financial movement. Providing 
access to credit has the potential to help pull least-
developed countries out of poverty and increase 
purchasing power for billions of consumers. The 
vast implications for international businesses and 
marketers continue.

1. Is the goal of microfinance profit or a social benefit? 
Can it be both?

2. Consider how you use credit on a daily basis. How 
would your life be different without this credit?

3. Conduct an online search of the world’s poorest 
countries. Do you think microfinance will be effective 
in these markets?

4. What business benefits are 
there from increased wealth in 
least-developed countries?

5. Do you agree with the criticisms regarding banks 
moving into the microfinance market? Why or why 
not?

NAME COUNTRY

ASA Bangladesh

Bandhan (Society and NBFC) India

Banco do Nordeste Brazil

Fundación Mundial de la Mujer 
Bucaramanga

Colombia

FONDEP Micro-Crédit Morocco

Amhara Credit and Savings 
Institution

Ethiopia

Banco Compartamos, S.A., 
Institución de Banca Múltiple

Mexico

Association Al Amana for the 
Promotion of Micro-Enterprises 
Morocco

Morocco

Fundación Mundo Mujer Popayán Colombia

Fundación WWB Colombia—Cali Colombia

Consumer Credit Union “Economic 
Partnership”

Russia

Fondation Banque Populaire pour le 
Micro-Credit

Morocco

Microcredit Foundation of India India

EKI Bosnia and  
Herzegovina

Saadhana Microfin Society India

Table 10.2: Top Fifteen Microfinance Institutions

Source: Adapted from Matthew Swibel, “The 50 Top Microfinance 
Institutions” (December 20, 2007), accessed at www.forbes.com/ 
2007/12/20/microfinance-philanthropy-credit-biz-cz_ms_1220 
microfinance_table.html.

VIDEO LINK 10.4: 
Fighting Global  
Poverty


