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INTERNATIONAL BUSINESS -

Preface

The discipline : International Business Management is a relatively new
discipline in Management curricula. The explosion in the volume of
international trade and investment over the last two or three decades, .
especially with the growth of multinational enterprises, has perhaps triggered
the heed for teaching/developing a course geared to the students expecting to

manage the operations in an inlernational organisation.

The field of international business, as an academic discipline, is broad and
diffuse. That there are divergent views on what a course in International
Business should contain is amply borne by a cursory glance at the various
books on the subject. This diversity came to the fore even in our meetings of
the Course Design/Preparation Committee. Broadly speaking, there seem to
be two strands of thought: one emphasises the international trade and
investment theories, international economics, international environment and
its scanning, international {or multilateral) institutions, etc.; the other strand
concentrates on managerial, strategic and operational issues in managing

international business.

In designing this course, we have followed a middle of the road approach.
We realised that some understanding of international economic environment,
trade and investment theories, and global institutions is necessary to.serve as
a background for the formulation of business plans. The major focus of the
course however is on managerial issues and decision-making, tools of
international management and conflict resolution, and management practices

of multinational corporations (MNCs).

This course is inlended 1o serve as the first in a series of courses that are
being developed/intended to be developed in this area. The idea is to
eventually launch a full-fledged Diploma in International Business. A course
on International Business Management often includes functional areas like
Finance, Marketing, Production, etc. Since there are plans to develop
separate courses on Imernational Finance, International Marketing, etc., we
have intentionally excluded these topics from discussion in this course.
However, you will find a unit on International Production and Logistics.

Recent Trends : There has been an increasing trend towards
internationalisation of business, geographic expansion and multinational
operations. People, products and services are moving across national borders
in unprecedented numbers. Many firms in various countries, developed and
developing, including our own, are expanding exports, creating franchising
arrangements, entering into joint ventures with foreign companies, and

establishing foreign subsidiaries.

Again, over the last couple of decades world-wide competition has increased
in many ficlds. Newly industrialised countries such as Singapore, Korea and
Taiwzan have made their presence felt. United States is no longer the single
dominant force in international trade or multinational operations. Europe
and Japan have been expanding aggressively their international trade and

:onals are also becoming a factor, Following ~
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efficiently in relatively small volumes. This is also true of various trades and
services. SRR

Multinationals : There was a time (30s through the 70s in particular) when
MNCs used to be regarded as evils, corrupt and exploitative. There used to
be outright hostility and condemnation. However, times have changed and
the winds have now turned in their favour. It is being increasingly realised
that MNCs can really be engines of development and create jobs for .
thousands. They are deemed to have the capability of doing something
successfully, can create a world market for’products, have the flexibility to
direct resources and are adept in judging the economic potential of specific-'
products. The opinion now seems to have converged on the view that human
skills, technology and capital provided by these firms are essential for"-
reviving or accelerating the sluggish economies of the developing countﬁes.

The multinational linkages between first and third world countries have
become almost essential for gaining access to markets in developed countries.
Multinationals have the information, technology and marketing channels
through which third world host countries can push exports. As development
strategies increasingly turn.to exports and earning foreign exchange, this
dimension of the multinational functions is becoming critical. The perceived
threat from the MNCs to the society of the host country has greatly
diminished, partly because host governments have gained greater confidence
in their ability to defend national interests through a more calibrated system
of monitoring and control, and partly because multinationals have begun
more explicitly to recognise the need for good behaviour as corporate

citizens.

Both the number and size of multinational corporations have increased.
MNCs have their headquarters in one country but their operations are in
many different countries. MNCs usoally have a strong position in their own
domestic market. They tend to be large in terms of assets, employment and
sales volume, and weild substantial economic power in a number of different
countries. International Business Machines (IBM), General Electric (GE),
Colgate-Palmolive, Ford Motor Company, International Telephone and
Telegraph (ITT) are only a few examples of MNCs from the United States. A
few well known MNCs from other countries include:. Royal Dutch, Shell,
(Britain and Netherlands), Philips (Netherlands), Fiat (Italy), Daimler-Benz
(Germany), Nestle (Switzerland), Nissan Motors, Hitachi and Matishushita
Electric International (Japan) and Iranian Qil (Iran),

The Dllemma : Though the basics of managing a business, domestic or
interriational, remain the same, the decision-making environment
surrounding the international companies is usually more complex and this
has a tremendous bearing on the decision-making process. For example,
exchange rate fluctuations, the varied and unfamiliar political, legal and
cultural environment of different countries put far 100 greater burden on the
- {nternational manager than the purely domestic manager,

International business involves more complexities, more risks and uncertainty
as the operations extend beyond a single national boundary. MNCs have 0
be flexible in adopting to different legal, political, and economic systems, and
conditions. MNCs utilise diverse hl_lmari resources—people with different
languages, values and cultures. Often they are in head-to-head competition
with other MNCs which might also be attempting to develop global markets.

'MNCs have to address themselves to several organisation and management
related questions, for:instance; (i) What structure would be the most”
appropriate for global strategies and for allocating resources efficiently on 8
world-wide basis? (ii) How can different product.lines be produced, :




promoted and distributed most efficiently throughout the worid? (iii) Howe
much autonomy should be given to individual geographical operations
located in various countries?

MNCs often face a djlemma. While they, on the one hand, want to give
autonomy and encourage entrepreneurial spirit which is necessary for gaining
markets in different countries, they, on the other hand, also want to ensure
that activities of individual subsidiaries are integrated into an overall global
strategy and that different lines are managed appropriately. While each
country is economically, politically and socially discrete, the fact remains that

+ a multinational is a singlc system which attempts to tie diverse national units,
one to the other within and between countries. Technically, cach subsidiary is
a resident of the nation state, subject to the sovereign power and bearing the
responsibility of a legal citizen in thal society. Each subsidiary is
simultaneously a component of the multinational system, In each host

. country the multinational subsidiary must somehow find the economic
opportunities and meet the complex set of objectives within the constraints of

that society.

Multinational firins have to operate in different cultures that have different
ways of condu?:ting business and varying norms for managerial behaviour,
For example, while saving time may be very important to an American or
European manager, it may not be so to an Asian or Latin American
manager. The two sets of managers have different time orientations. ‘
Similarly, business ncgoliations in Japan are ritualistic and slow by American
standards, In any case, it is important for MNCs to develop a kind of
cuitural sensitivity to recognise and respect other cultures, values and norms.
Many MNCs provide comprehensive education and training, including
socialisation, to personnel who have to work in foreign countries.

Some management problems may be common in all countries. Technology
(including Information Technology}, modern manufacturing and control
techniques seem to be the converging florces (or some management practices.
However, a deeper analysis would suggest that while problems may be
similar, organisational responses and specific managerial actions may have to
be quite different. The legal and cultural environment prevailing in different
countries is particularly important to MNCs. For instance, while workers’
participation in management (in line with the world-wide trend toward

_ industrial democracy) in the United States is informal and local (and is a
part af collective bargaining), in several developing countries, inctuding
India, workers® participation is based more on official/legislative or
mandatory arrangements. Executives, union leaders and workers generally
resist legalised form of industrial democracy in the United States. In India
and other developing countries these groups clamour for legal framework
and government intervention. The inescapable fact, therefore, is that while
many of the technologies may be similar among many countries of the world,
it may be extremely difficult, if not impossible, to transfer cultural and social

factors.

International managers must strike a delicate balance between uniform
policies, practices and patterns of management that apply across the
organisation (that is, standardisation of managerial policies and practices)
and the need to conform to specific conditions of each country and culture.

Reorientation : Moving from a domestic to a global business requires a major
re-orientation. Management has to change from a narrow focus on domestic
issues 10 a broader international perspective. Initiaily the focus may be home
orienied but in-course of time it must give way 1o the host country and then
probably to a global oricniation. In a global business, management competes
world-wide against (a smail or large number of) other MNCs in world
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The Course : Th

markets. These companies may often rely on global stra
the world as one market rather than a collection of national markets.

e éntire course is divided into five blocks.
Block | 'Intérn_ational_ Business: Role and Progesses’ deals with the basic
le of international business in world

concepts of international business, 10
economy, globalisation of business, and-international trade and FDI theories
Finally, it discusses the international investment process and finance. .

Block 2 ‘Strategic Management of International Business’ considers the
ternational business. Designing an '

strategic aspects of managing in
appropriate structuré for international business, strategic planning in MNCs

and strategic management of international enterprises are discussed. This
block also looks at the ownership stratcgies and the important question

relating to integration and responsiveness.

on’ deals with the information and control

Block 3 ‘Control and Evaluati _
agement and evaluation of

systems, and the varions tools for man
performance. It also discusses the varigus problems arising from‘the’
interaction of multinational compan}; culture and host countries =
environment. Matiers relating to transfer pricing, technology transfer,
employment and labour relations and other management practices are

examined. _
es and Practices’ deals with policies and
ent of human resource, the organisational and
managerial aspects of international production and logistics and, finally, the
role and process of ‘nternational negotiations. Of late, negotiations in the

process of international trade and technology transfer have assumed

considerable importance.

Block 4 ‘Management Process
praclices relating to managem

Block § ‘Regional and Multilateral Arrangements’ begins by cxamining the
role of LDCs in .nternational business. It then focuses on regional trade
groupings and cooperation. The role on multinational (or multilateral)
organisations in international business is examined. 7

—Edltor,
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BLOCK 1 INTERNATIONAL BUSINESS: .
ROLE AND PROCESSES

Block 1: International Business: Role and Processes concentrates on the
conceptual framework of international business and its importance in the
ever-growing interdependent global economy. It deals mainly with the
activities of multinational enterprises (MNEs), and attempts to ‘comprehend
‘the company specific advantages and the environmental constraints faced by
them in managing their overseas operations in order to achieve the optimum
resource utilization, higher profits, growth in business and positive
adjustments in foreign markets. This block has three units.

Unit 1 Introduction attempts to familiarise you with the basic concepts of
international trade and business. The unit begins by explaining the meaning’
of international business. The international business is not a new
phenomenon, it is rather thousands of years old. Its ancestry can be traced to
Mesopotamian, Greek and Phoenicjan merchants. But the involvement of a
large number of MNEs in international production and sales operations
around the world emerged only in the post«World War II period. The unit
gives an idea about the historical developments of international business and
the central actors in it. The role of trade in services and the role of
international trading houses in stimulating world trade is dealt with. The
spread of globalisation is also examined. A brief account of the World's
largest muitinational (transnational) companies is given toward the end.

For efficient management of MNEs, an understanding of the analytical
concepts relevant to the international business is desirable. The theories are
grouped into two categories: the International Trade Theories, which explain
_the reasons for intercountry trade, and the FDI Theories, which are
concerned with the intercountry investment in manufacturing, services and
their management. Unit 2, International Business Theories, is devoted to the

theoretical issues of international business.

The internationalisation of business has captured the imagination of many a
country, especially the developing world. A firm could enter the international
market through various means and modes. Successful international :
businesses, generally, evolve slowly and go through a process of
internationalisation. The process moves from a low level of involvement to a
gradually increasing commitment. The development cycle for
internationalisation follows a sequence before a firm becornes a global
company, All these matters are deait with in Unit 3 International Investment
Process and Finance. The unit begins with a discussion about the successive
stages through which a firm embarking upon the international market may
often pass. Various alternative modes of entry into foreign markets are
explained. Models which may facilitaté the choice of the entry mode are
discussed. The unit then describes the factors affecting the international )
investment decision. Finally, factors affecting the choice of location for FDI
and the controversial qucstlon of transfer pncmg are explained at some

length,
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UNIT 1 .INTRODUCTION - .

. Objectives

After reading this unit you should be able to:
® define internatibnal‘business and highlight its importance,

® explain the historical developments of international business and its
dimensions,

© understand the role of MNEs as central actors in international business,

@ appreciate the role of trade in services and the role of international
trading houses, and

® ‘understand the role of international business in the world economy and
spread of global competition,

Structure

1.1 Concept of International Business

1.2 Nature and Importance of International Business

1.3 Growth of International Business and FDI

14 Dimensions of International Business

1.5 Central Actors in International Business

1.6 Differences between Domestic and International Business
1.7 Trade in Goods and Scrvices

1.8 State Trading in International Busmess

1.9 International Trading Houses

.10 International Business in World Economy

1.1l Globalisation of Business (Spread of Global Competition)
1.12 World’s Largest Multinationals

[.13  Summary

L14  Key Words

1.15  Self-assessment Questions

1.16  Further Readings

Lanten
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1.1 CONCEPT OF INTERNATIONAL BUSINESS

The conceptual framework of international business staris with its definition.

International business can be described as the business carried on across the
national borders between two or more nations, The concept of international
business stems from the business processes intersected by the national
borders. Since the international business processes are not confined to the
geopolitical boundaries in the conventional sense, the term ‘national border’
s 10 be used in a wider perspective. A more flexible concept of the national
»order is the contact line between people and the multinational enterprises
MNEs) possessing a distinctive character attributable to their different
iocial, cultural and economic environments.

A three-pronged approach may be adopted for understanding the concepts
elating to international business. The first prong deals with the transmission
f resources from one country to another in the form of shipment of goods,
ransfer of funds, and movement of people. The second prong is concerned
vith -the relationship of the MNE with the host societies. The third prong
nvoives the elements of conflict arising from the national sentiments and
:ationalistic attitudes guiding both the parent and the host countries. Here,
he MNE has to grapple with Lheaproﬁabllny aspects. It has ajso to grapple

Bl
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with the question of how best to accommodate the interest of the pérént and
host nations. ' L

Resource transmission is based on the mutual benefits expected.from the
trade Mlows between the trading nations and the investment activities - .
undertaken by the MNEs abroad. The resource allocation, according to the
Comparative Cost Doctrine propounded by Ricardo, benefits the countries
engaging in trade. The state intervention may cause trade diversion, which
may distort cost differentials and may direct resources to their inefficient
uses. Trade across borders and investment in other countries (resource
transmission) provide opportunities to the MNEs for taking advantage of
their superior technology, innovativeness, and economies of scale.

The diverse business systems prevailing in different societies confront an
MNE with the choices between conformity and innovation. A suitable
growth strategy has to be adopted by introducing changes in a gradual
manner, acceptable to,the host governments, keeping in view the employment
and wellare of the people. Despite the efforts of the MNEs to follow a
balanced approach, areas of conflicts do arise because of different national
interests. The MNEs are often seen as penetrating into the host country
markets for exploiting their economies. The objectives of foreign investors .
and socio-economic objectives of the host governments may come in conflict.
The conflicts relating to equity participation, use of local inputs,
employment, expansion of exports, etc., may be resolved through

negotiations.

A multi-national enterprise carries out its international operations in two
ways. It may deal with the individual countries separately according to their
politico-economic a_nd social environments, taking care of the national
interests of both the parent and the host countries. With different
environmental factors prevailing in different countries, this approach may
lead to a diversified and fragmented global paitern for the MNE.

Usually, an MNE operates simultaneously in many countries. The multi-
country operations necessitate a suitable overall conceptual framework for
international business. Here, some kind of conflict may arise between the
need for specificity and the need for uniformity in managing multi-country
opcrations. In the second approach, guided by the need for uniformity, an
international firm considers the entire world as a global market, and
attempts to use similar global strategies and goals in the diverse
environments of different countries. The conflicts arising: from pursuing
discrete and uniform policies and strategics are rélated to problems such as’,
product policy, logistic plans and ownership. Although it may appear
difTicult for-an MNE to achieve unified policies in the face of its unique .
global characteristic due to different business laws in different countries, the
success of the giobal firm lies in achieving a balance between fragmentation
and unification. The thrust in the balance however may be towards .-

unification.

T3 NATURE AND IMPORTANCE OF INTERNATIONAL -

BUSINESS

The international business operations comprise ‘many facets; and
international trade is just one of these. Other aspects, such as licensing, joint

" ventures and Foreign Direct Investment (FDI) of international business -

usnally follow later, but not necessarily.
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AN
The United States is by far the largest investor and most of its investment 8

in the industrialised countrigs. The international trade and FDI, being
integral parts of international business, are complementary to each other. A
large part of the trade of the developed countries is among themaelves, and
investment is also mostly in each other. Earlier, the foreign investors invested
their capital in activities like plantations and mincs, but beginning from 30s,
the major type of the FDI ‘took place in the manufacturing industries,
reflecting the steady development of the technology of the MNEs.

Igy vecent years the reverse investment began in the case of the United States,
and it became the most important and largest host country to the FDI. The
increasing FDI into the United States is because of certain country-specific
factors, namely, large market potential, abundant raw materials, declining
labour costs as compared to other higher income countries, and the restricted
trade policy for some products. Certain firm specific advantages gained by
the European, Japanese and Canadian MNEs also encouraged them to invest

in the United States.

Multinationals from the developing countrics have also begun competing
with the companies of the developed countries. Brazil, Argentina, Mexico,
India, Hong Kong, Taiwan and South Korea are the important third world
nations in some ficlds like construction contracts. The international
companies from South Korea, Brazil, India-and Taiwan have offered serious

compelition to the companics from the United States and even to the

apgressive Japanese and German firms. Their advantage lies in their more
adaptive attitudes, willingness 1o enter into joint venlures, partnerships, lower

cost of production and lower profits and remittances.

The importance of a country in the world ecoriomy may be known by its
share in international trade. The United States occupies the largest share in
world trade followed by Germany, Japan and France. But, its share is
declining cominuously and that of the other developed countries increasing.
The developing countries, especially the oil producing countries of the
Middle East, have increased their share in the total world trade.

An interesting part of international trade is that some countries like
Singapore, Hongkong and Taiwan have exports and imports substantially
greater than their GNP. This happens due to the nature of their trade and
their role as offshore assembly platforms (trade entrepots). Such trading
countries export most of their production and allow export related imports.

of its concern with (1) quantum,

International business is important because
d FDI; and (ii) the elfects of

composition and direction of trade (lows an
trade and foreign investment on the importing and exporting firms, and the
world economies at large. Tn the absence of international business, the world
could have remained stagnated as different countries would have been -
producing all the goods of their requirements by using their factor
endowments at sub-optimat level. [t was the merchandise trade in the initial
stages and then the trade in services which provided the stimulus to gainful
resource allocation according to the cost advantages. The imperfectiors and
trade barriers in world market gave rise to licensing, joint ventures and FDI
as other important forms of international operations. Thereforé, the study of
international business is significant in order 10 understand the intricacies
behind the international trade and FDI and their effect on the world

economic growth and welfare.
Activity 1
Contact some exporting company in your town, and as

certain the reasons for
the increase, if any, in its exports. .

Introdactica
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1.3 GROWTH OF INTERNATIONAL BUSINESS AND FDI

v

The genesis of -international business may be traced to the ancient times

when the Mesopotamian, Greek and particularly the Phoenician merchants
carried out their trading activities in different parts of the world. The '
Phoenecians controlied the sea-borne trade and the goods procured by them
from Egypt, Babylonia and Assyria were sold throughout the Mediterranean, -
They were doing foreign business even upto Cape Verde and the Azores
Islands in the Atlantic, and for this purpose used the straits of Gibralter,

In those days, India’s spices and textiles.were also being traded B:v'thé :
Phoenicians to Egypt, Turkey, Greece, and Rome. The trading was mainly
confined to the West Coast of Indiz. Goods were landed-in Southern Arabia

- through sea routes and transported to the Mediterranean ports for shipping

to other trading places. - -

The Roman merchants were active in international business and played an "~
important role in the development of the Roman empire by providing finance
for the military expeditions, Trade was facilitated by the construction of S
roads and development of the banking system. The banks, owned by private
entrepreneurs, accepted deposits for providing loans and credits to.the '

merchants.

* .

Rome was not only the centre of attraction for the merchants. They were '

 pperating as far as the Atlantic Coasts of Africa and Europe and reached

Germany upto the Baltic Sea. Some penetrated even to Turkestan to

: purchase Chinese goods.

The decay of the Roman empire and the rise of Turks £nd the Arab
crusaders shifted the control of strategic ports into the hands of the Arabs
and, subsequently, that of the overseas trade and markets. They purchased
goods from India by establishing trading ports in Sind and dominated the
trade on the Indian West Goast. During the 13th and 14th centuries, the
Arabs spread their network in South-East Asian countries, notably in the
present day Malayasia, Indonesia, Brunei and Southern Philippines.

The international business received stimulation from the events that.
happened at the beginning of the 11th century. The crusaders were forced to
scarch out new avenues for trade. New commercial centres in Italy, such as
Genoa and Venice sprang up and the Europeans, after losing their control of'
the sea routes to India through Red Sea and the Straits of Harmuz, had to
circumnavigate Africa in order to obtain the Indian spices and textiles, which
were in great.demand in Europe. Meanwhile, the European Ren_aissaince lcq
to,voyages and the discovery of America by Columbus and the arrival of
Vasco de Gama at Calicut in 1498,

The hurdle in the growth of international business was eased by the
development of credit institutions and the introduction of methods of
payments. The trade instruments like the bills of exchange and drafts
facilitated the rapid increase in trade transactions, as there was no need for
actual gold or silver to be delivered to settle the unfavourable balance of -
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trade. The bill of exchange assured the payment to the exporter on a Introductien

specified date, Associated with this, the banking houses, functioning in the
Eastern Mediterranean region in the 14th century, became important
financial centres. By the 16th century, Holland developed into an
international financial centre, and the Dutch banks financed the business all

over Europe.

The considerable expansion of international business needed lots of money,
and the individual investors were unable to cope with the situation, It
became inevitable to pool capital together for carrying out large transactions.
The mechanism of joint stock company developed. Initially, the individual
investors were returned their shares after the completion of a particular trade
for which the capital was raised, but later on, the investors were permitted to
keep their money with the company and earn dividends. The shareholders
‘could sell their shares to the company depending upon their market value.

As a matter of fact, a great influence on the international business was
brought about by the Industrial Revolution, which facilitated the application
of machinery into the production process. The Industrial Revolution
oceurred in the UK., and.not only the production of manufacturing goods
took place there but also these goods become cheaper. The excess production
was exported and, in return, food-stuffs and raw materials were imported.

A series of innovations after the Second Industrial Revolution in 1880 caused.
large scale production of a variety of goods which required more raw
materials from other countries. Capital began to flow out for the purpose of
production of raw materials, which were mostly in the extractive industries,
transport, communications and electric power. The world became
interdependent; manufactured goods began to be exported by the European
countries and food and raw materials by the less developed countries. The
import of capital by some countries provided them an opportunity to
develop their own industries and, thus, they became a part of the industrial
world. Japan, in recent years, became an important industrial power by

taking advantage of the capital inflows.

Emergence of Multinatlonal Cdrporation

It was as early as the Fourteenth century that the multinational companies
were involved in foreign busines. The trading firms in the Italian trade
centres of Genoa and Venice operated across the border throughout the
Eastern Mediterranean area. In Britain, trading companies were well-known
for Lheir foreign business during the reign of Queen Elizabeth I. The trading
firms enjoyed monopoly powers in world markets, but they were surpassed
by new forms of enterprises created by the Industrial Revolution. The need
arose for direct investment abroad in order to produce sufficient raw
materials to meet the requirements of the manufacturing plants at home.

The outcome of this process was the formation of multinational companies
making direct foreign investment for extraction, processing and ’
transportation of raw materials to their parent countries. Some individuals
were the forerunners in the.establishment of multinational enterprises. In
1865, Friedrick Bayer, a German purchased some shares in New York just
.after two years of establishing a chemical plant in Germany. In 1876, he
established dyestuff factorics in Russia, in 1882 in France and, in 1608 in
Belgium. According to Fortunc Survey of 1990, this German firm '‘Bayer”
ranked 39th among 500 world’s largest companies in terms of their sales.

Alfred Nobel, a Swedish industria_alisl_established a plant at Hamberg,

'Germany in 1866. Similarly, the Singer company fourided 2 plant at.

Glassgow, Scotland in 1887. In India, the commencement of the . .

mulitnational corporate business may be assumed to have stated with the 13
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" International Business in the Post-World War II .Périod

establishment of the East India Company at the beginning of Seventeenth
century. In 1788, Thomas Perry was the first to act as a free merchant in
Madras followed by Jessop's predecessors, Breen & Co, In Calcutta,

Such-trends in the FDI provided new dimensions to the international
business activities. The payments for multinational business took the form of
royalties, license fees and management fees in return for the use of patents,
trade marks and technological know-hotv. - ,

The United States' multinationals began their operations as early as 1850,
when the United Fruit Company established its plants in Honduras and
Nicaragua. As in the case of the others, the U.S. multinationals also
developed in their early stages due to the need for new sources of raw
materials, The U.S. foreign investment took place mainly in oil companies
and mining. It was after the World War I that the U.S. first came on the
international scenc on a massive scale and industries, such as.automotives,
chemicals, petroleum and machine tools developed rapidly by supplying
products to the allies. As the greater part of the 1920's saw a worldwide
economic prosperity, the U.S. automotive industry, began dominating the

world markets,

After suffering a setback following the 1930"s severe recession in the world
economy, the growth of international business in the post-World War II
period, especially after 19350 was tremendous, Both the international trade
and investment grew fast due to changes in’the internationa! economic
arrangements like the proliferation of the bilateral investment treaties
specifically meant for the promotion and protection of the FDI. Other
factors such as favourable political and economic environments of the host
countries, prospects of profits and the developments of new forms of
investments also provided a spurt to the growth of international business.
After the production of merchandised goods, the MNEs also played a leading
role in the international trade in services. In 1989, the contribution of the
trade in services accounted for $ 1000 billion out of the total world trade

amounting to $ 3100 billion.

The new investment arrangements in the form of non-equity involvement in
licensing agreements, turnkey contracts, management contracts, franchising,
international sub-contracting and equity sharing in joint ventures have grown
rapidly since the mid 1970s. The newly industrialized countries (NICs)
entered into such contracts and, after attaining export capability, they began
exporting technology abroad, both in the form of joint ventures and the
FDI. Many OPEC nations are now having joint venture arrangements with
the parent companies in their downstream processing, refining and - '
distribution of related petroleum products. In the ASEAN countries, Japan is
the major partner in the petrochemical joint ventures.. -

During the decades-of the Fifties and Sixties, United States continiued to Ibe‘ -
the major investor in foreign countries. The book value of the U,S. FDI - .

increased from $ 11.8 billion in 1950 to § 78.1 billion in 1970. The bulk of

_the U.S. foreign investment went to Canada and Western Europe, which
received more than 50 per cent of the total U.S. EDI in 1970, The influx of

Americarn investment in Western Europe was mainly meant to take
advantage of the emerging prosperity of the Common Market countries and
to protect its export markets from their tariff barriers. The markets for Euro-
dollars and Eurobonds also developed in West Europe, promoting U.S.

investments there, When the U.S. Government imposed restrictions on the

American FDI, the U.S. MNEs cc_:ntinued to expand by usipg these markets. -
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The LDCs were not a large recipient of the U.S. direct investment during this
period. The reason was America's lesser accent on investment in the .

" extractive industries and greater accent on investment in manufacturing. The
U.S. investment in Latin America in.the manufacturing sector, increased only.
from S 1.8 billion in 1950 to $ 4.6 billion in 1970. In Asia, during the same
period the investment increased from $ 100 million to § 150" million, indeed a
meagre amount. The total U.S. direct investment in manufacturing increased
from $ 6.4 billion to $ 32.3 billion over the same period, Thus, the U.S.
multinationals changed their geographic as well as investment foci, resulting

in very marginal or no development of LDCs.

In the 1970s, the developed countries invested relatively large amounts in the
developing economies. In 1975, the U.S. foreign investment going to the

developing countries amounted to about 47 per cent of its total international

investment, and to Japan it was about 60 per cent. However, the trend was
reversed in th 1980s and the developing countries again received relatively
small amount of FDI. In 1986, the foreign investment by the U.S. and Japan
to the developing countries was.about 27 per cent and 33 per cent

respectively.

The increase in FDI in the developing countries during the 1970s was in
response to the optimism about the growth potential of these countrics which
did not continue in the 1980s. Some of the important reasons for this decline
may be stated as the decreasing confidence in their credit worthiness due to
the debi crisis in those countries, recession and macro economic instability
(which further went to undermine the confidence of the investors), reduction
in the attractiveness of large resource based projects, particularly petroleum
owing to the nationalisation drive in the Middle East and the relative
improvement in the profitability in the industrialised world itself.

The greater amount of Japanese investment is still being -directed to the
United States, but it has also shown an upward trend in Latin America and
Asian countries, particularly the NICs, The interesting aspect of the
international business during 1970s and 1980s is the decline in the dominance
of the U.S. MNEs and the increase in the competitive strength of the
European and, Japanese multinationals, and of even some MNEs of the
developing countnes A reverse investment occurred in the U.S. The MNEs
from Europe and Japan began investing large amounts of FDI in America.
They have also provided competition to American firms in the overseas
markets. A greater foreign investment took place in the manufacturing and
service industries, showing a movement away from resource based projects.

Those of the LDC's which have liberalized their economic policies have
attracted relatively larger amount of FDI and have made good progress in
their economies. Two lessons emerge from the investment behaviour in,
relation to FDI. One, the magnitude of FDI depends on the economic
success of a nation, One would rarely find a case where foreign investors
have taken interest in countries where unfavourable attitude to the
international investment -and an uncongenial environment prevails. Two,
infrastructural development is an essential prerequisite for attracting FDIL
The prospects of the FDI in the LDCs, therefore, will depend upon the
economi¢ policies pursued by those countries with regard to the foreign
investment and predictable-political stability, and also the protect1on these

countries can give to the trade marks.

Activity 2

From the above discussion ubout the growth of .international business, list
jome important evenis which provided a spurt to the foreign trade and
nvestment. '

Istrodmction
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 DIMENSIONS OF INTERNATIONAL BUSINESS

International business has many dimensions. It is not merely the borgcr
crossing which is sulficient to compyehend the numerous problems faced by
the MNEs in the overseas markets. Different countries follow different -
business laws, tax systems, and have different political, economic and
cultural environments. The strategies of the MNEs aiming at efficient
management and ‘optimum returns are shaped by the external factors. An
MNE, having company specific advantages on which it may have some
control, has to confront and manage the foreign environments which may
not be within its control. The formulation of policies to achieve efficiency in
the functional areas, such as production, finance, marketing and human '
resource management, has to take into account all these realities:

Two types of theoretical issues are involved in the international business
management. The first type involves the study of trade and the FDI theories,
and the second type is concerned with the financial matters which are, in '

- turn, affected by the financial factors such as fluctuation in foreign exchange

rates, changes in political and economic conditions and inflation, All these
factors have to be taken into account while evaluating the fruitfulness of the

foreign investment.

The MNEs are often criticised in their host countries. It is, therefore,
advisable to maintain good relations with the host governments and convince
them that their intention is not merely the pursuit of profit but directed at
raising the level of growth and employment. It is important for an MNE to
adopl an adjusting attitude towards the policies and programmes of the

different host nations.

The international business also includes the study of international
‘accounting, pricing, international management and marketing as they have a
direct bearing on the operations of an MNE. Foreign competition is a
continuing phenomenon, and this requires an MNE to make the necessary
changes in ils production techniques for lowering cost, raising productivity
and improving the quality of its products, to exist in a globally-oriented

business.

The various dimensions of international business may be summarised in
Table 1.1, -
Table 1.1
DIMENSIONS OF INTERNATIONAL BUSIN ESS

= -

Host Country
Environment Factors

Inlcrnational trade theory : {b

foreign exchange theory,
Economic variables such as
input, foreign exchange and
balance of payments.

Non economic variables,
such as political, cultural
and social sysiems

MNE specific
Advantages

FDI theory

adoption of entry
methods and policies -
for risk management .




Table 1.1 Introduction

Multinationals
respenses to the
government policies,

Host country laws aboul

" tradle, foreign investment
1axes and foreign exchange
controls. International such as transfer
organisations such as IMT, price, tax planning
GATT, UN Agencies and the foreign exchapge

international code of coaducl. exposure management.
Functional Areas of MNE

Aclivity 3

From Table 1.1, mention : (i) the company specific advantages and the hoslt
country specilic advantages aud (if) also prepare a “task wheel', showing the
cortroliable and non-controdlable fuctors for an MNE. T

Hosi Country Specific
Company Spacific Advantages - Advantages

1.5 CENTRAL ACTO_RS,IN INTERNATIONAL BUSINESS

The multinational enterprises are the central actors in international business.
An MNE—also known as Multinational Corporation (MNC}, International
Corporation (IC) and Transnational Corporation {TC)—conducts the
business across the borders of a country and has been described in various
manners. The U.N. Centre for Transnational Enterprises defines the- '
Multinational Corporation as “‘enterprises which own or control production
or service facilities outside the country in which they are based.” Feyerweather
defines them as ‘“‘multiculiural, multinational, global spanning systems™.
Rodriguez and Carter refer to a multinational firm as “a company with
substantial operations (usually 10% or more of its total activity) carried on
outside its own national borders. These activities may be trading or

manufacturing”

According to Phatak (Arvind K. Phatak, Managing Multinational
Corporation, Praeger Co., New York, 1974, pp 21-22) “A multinational
company is an enterprise that has an interlocking network of subsidiaries in
several countries, whose executives view the whole world as its theatre of
operations, and therefore obiain and allocate financial, material, technical
and managerial resources in a manner conducive to the achievement of total
enterprise objectives.” Like a firm doing business in a domestic market an
MNE is also required to take decisions about the prospective returns. In
addition, the MNEs may also have to take into the account the fluctuations
_in interest rates, exchange rales, impediments to trade, repatriation of funds
and inflation in the countries where its subsidiaries operate.

Thus, the essence of mulitinationality is the international production. An
MNE is that corporation, whose business operations are across the border,
‘foreign to total sales (F/T ratio) is 30% or more and the attitude of
management is geocentric, having a global orientation. The MNE is not
supposed to adopt the ethnocentric approach as it is home-oriented, and it
will not be called a true MNE even if it follows the polycentric approach

which is merely the nost nation oriented.
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1.6 DIFFERENCES BETWEEN DOMESTIC AND
~ INTERNATIONAL BUSINESS .

4

Both the domestic'and international businesses consist of consumers,
producers and agencies purchasing goods and services. People in
international business have also to resort to market surveys in order to know
the customers’ preferences for products, price promotion and distribution
stategies. What then are the differences between the two? The striking
differences in the domestic and international business are in terms of -
environmental factors.affecting the decisions of the investors. :

The economic and political risks confronted in the international business
distinguish it from the domestic business. It is important for a multinational
enterprise to study the prevailing economic and political conditions of the
host country and also forecast the likely trends in them. The balance of
payments position explains the performance of the external sector. A large
deficit on current account of the balance of payments-would mean dismal
market opportunities. The rate of growth of the GNP, rate of growth of the
labour force and labour productivity and per capita income are also
indicators pointing out the future business possjbilities in a particular

country.

The political situation also influences the investment decisions. A change in
the government may lcad to the blockage of funds. In some cases, the
political risk may be considered very high when expropriation of the foreign
capital, an extreme step, may appear to be a possibility.

In the international business we have also to consider the variations in the
exchange rates, inflation and policies. of the government. The exchange rate
changes involve the (ransaction, translation and operational risks. The

volatility in the exchange rate affects the management of the working capital .

and the profitability of the international investment. A careful scanning of
the environments of foreign economies is highly important in the decision

making process for the international investment, its management,’ expansion
of existing subsidiaries and the worthwhileness of the foreign jinvestment. -

1.7 TRADE IN GOODS AND SERVICES

. . k o .
It is important to uhderstand thé distinction between trade in goods
(merchandise trade or visible trade) and trade in services (invisible trade).
The merchandise, i.e., the imports and exports of raw materials and
manufactured goods may show either trade deficit or surplus in the current
accournt of a country's balance of payments, The invisible trade relating to
the traditional services, such as shipping, aviation, communication, banking
and insurance, plays a vita] role. It sppplements the, trade in goods and may

thus reduce the trade deficit. The trade in services has assumed a new trend, -

i.c., moving from the traditional servicés to the non-traditional services such
as data processing, computer programming, scientific research, engineering,
and consulting. The services are rapidly growing, and have opened new vistas
for international trade. The developed countries are row orienting their
economies from the industrial sector to the service sector, because foreign
trade in services has become a critical factor for economic growth and

employment.

fn India, the trade in services has played a positive role, reducing our trade
deficit and improving our foreign exchange position. Its role in India’s Sixth
and Seventh Five Year Plans may be summarized in Table 1.1, '




-

Table12 - - . . .
Key Indlcators of Indla's Balance of Payments’
(1;\5 per ceol of GDP}

latroduction

Year Exports Imports- Net . Trade Current -_
. Invisible _Balance Account
: ’ Balance
1980-81 4.8 9.2 2 —44 —I.2
1981-82 - 4.9 8.7 24 —318 —L.5
1982-83 ' 5.1 84 - 2.0 —32 —1.3
1983-34 4.9 7.7 1.7 * —28 —1.1
[984-85 5.2 8.1 L7 —29 —1.2
Averape
1980-85 5.0 8.4 2.2 —3.4 —13
1985-86 4.4 8.1 . 1.4 =37 —2.3
1986-87 4.5 7.7 1.2 —3.2 —2.0
1087-38 49 7 1.7 0.9 —2.B —1.9
1988-89 5.3 8.9 0.8 —3.5- —-2.7
1989-90 6.4 9.3 0.6 —29 —2.3
Average ’ :
1985-90 5.1 8.3 1.0 —32 --2.2

Source : Government of India, Economic Survey 1990-21. p. 152

-Table 1.2 shows that the trade deficit in the Sixth plan averaged 3.4 per cent
of the GDP, but it was brought down to 1.3 per cent on account of the
surplus enjoyed by India in trade in services during this period averaging 2.2
per cent of the GDP. Although, the surplus in trade in services declined
during the Seventh plan to 1.1%, it was still significant, as it lowered our
trade dificit'from 3.2 per cent ta 2.2 per cent of the GDP.

Activity 4 .

Study the latest economic survey of the Government of India, and note the
role of services on the current account of India’s balance of payments,
Attempt similar study of the data relating to some other developing
countries. Compare the data and offer your comments.

1.8 STATE TRADING IN INTERNATIONAL BUSINESS

State trading, as defined in the Havana Charter, means trading by the -
government or the government controlled enterprises.

~ According to Kostecki (in his book State Trading, 1978), 20 to 25 per cent of
the international trade during the 1970s was carried out through the state
trading, State trading has occupied an important place in the foreign trade of
the developing countries, and ranges from 10 per cent (in the case of Brazil)
to 90-100 per cent (in case of Egypt). As the foreign trade was the state
monopoly in the erstwhile communist countries, usually the entire foreign
trade transactions were carricd out by way of state trading. In India, the
share of public sector in total exports was 24.1 per cent in 1988-89. Most of
the state trading in India is through the State Trading Corporation (STC).

19
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Thestate engages in the international tfade for achieving external and
domestic objectives. The external objectives of the state trading are
improvement in the international bargaining power and terms of trade,
export expansion, fulfilment of the international obligations and linking of
trade with socic-economic policies. The aim is improvement in the conduet
of the international trade and increasing gains to the nation. The domestic
objectives behind the state trading are protection of the domestic industry,
achievement of price and distribution policies, augmenting of government
revenue, health and the public security.

State trading would improve the welfare of the nation so long as it is
employed to overcome the market imperfections, If it tends to distort the
international trade flows like tariffs and quantitative restrictions, it may
adversely affect the international welfare. Moreover, state enterprises have
generally not been found operating as cfficiently as private enterprises, and
on this ground their contribution to the welfare of the nation is refatively -

lower.

19 INTERNATIONAL TRADING HOUSES

International trading houses are established to facilitate the trading activities
at the global level. The foremost function of an international trading house is
to coordinate the exchangé of goods and services between the importers and

exporters of different countries.

Having a world-wide network of staff and communication units, these
trading houses carry out market research in order to identify the potential
buyers of different products supplied by different countries in the overseas
markets. They also maintain trained personnel for assisting the exporters in
procedural matters and the business laws of the trading partners. They also '
arrange the logistics, and accept financial liability for the shipments. :

As a matter of fact, the international trading houses are extensions of export
management companies (EMCs), which are independent businesses and act
as the export departments of some other manufacturers who are not directly
enpaged in the export activity. In countries, such as Canada, certain
manufacturers organise an export consortium for trading their exportable
products. There are several trading houses operating in South Korea, Brazil
and the United States, but most important are the large Japanese trading
companies, known as 50go Shoshas, which, after achieving success in various
export markets, expanded their role from an international focus to a more

global and multinational outlook.

These days, the international trading houses participate in joint ventures,
provide finance for procurement of raw materials and assist in the third
world country trade negotiations. With their pool of skilled and knowledgeable
personnel in different parts of the world, they are well qualified to provide ~
liaison function in multilatera! negotiations, and can identify the potential
participants in international joint ventures, In many cases, they serve 8 ..
banking role, which is made possible by their close connections with geveral

international banks. -

110 INTERNATIONAL BUSINESS IN WORLD e
ECONOMY s o PP

Although many structural problems have occurred in the world ‘edohomy,',
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especially after the 1973 oil crisis, international business has taken an upward
trend. International trade has grown from $ 136 billion in 1960 to § 2 trillion
in 1980. During the 1980s, the-world trade rose rapidly. According to the
data in the 1991 edition of the IMF's Direction of Trade Statistics Year Book,
international trade accounted for more than 3 trillion in 1990, The value of
the world trade increased by about-14.6 per ¢ent (in U.S. dollars) in 1990
compared to 8.1 per cent in 1989, and 14.5 per cent in 1988. However, the
growth of trade in volume terms slowed by about 3.9 per cent in 1990 and
7.1 per cent in 1989 due to the decline in global economic activities,
disruption in trade ameng the central and East European countries and rise

in the oil prices. -

In 1990, the trade of the industrial countries grew at about the same rate as
the world trade. Their exports rose by 15.3 per cent and imports by 14.8 per
cent. Germany overtook the United States as the world’s leading exporter.
_The exports and imports of the developing countries increased by 13.0 per
cent and 15.3 per cent respectively in the same year, Among the developing -
countries, the Middle East recorded the fastest export growth in 1990 (23.9 .
per cent) mainly because of the higher oil prices. Its imports rose by 16.9 per
cent the same year. The aggregate trade surplus of the Middle East shows thc

highest rise since 1981 (in US dollars).

The growth in the exports of the developing countries was 12.3 per cent in
Asia, and it was outpaced by the rise in imports (14.3 per cent). The world
trade flows are summarized in Table 1.2,

Table 1.3

World Trade Flows
(blllon U.5. dollars)

Destination With Indusirial With Develaping With USSR and Total
countrics counliries select other
. " countries!
"Origin Exp. Tmp. Exp. Imp. Exp. Imp. Exp. Trap.

Industrial couniries

1984 8719 903.2 i3l 388.5 26.7 . 29.7 12245 1326.3
1989 1611.7 . 1651.6 463.4 544.2 351 30.0 2127.5 2218.%
1990 1867.1 1906.9 527.6 614.8 372 35.3 24524 25707
Developing countries . 3

19‘34 345.9 3215 169.5 172.4 26,3 24.3 565.7 5298
[98% 478.0 449.5 251.2 250.0 J2.2 28.4 785.3 763.3
1930 550.3 552.0 2839 289 ] -28.1 258 887.3 880.0

1— Albania, Bulgaria, Cuba, Czechoslovekia, rormer GDR, Democratic Pwples Republic of Korea
and Mangolia.

Source : IMF, Direction of Trade Statistics Yearbaok. 1991,

Activily 5
From Table 1.3 ascertain the growth in foreign trade of (i) industrial
countries and (11) devclopmg countries between 1984 and 1990 (in U.S.

ddhm)
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111 GLOBALISATION OF BUSINESS (SPREAD OF
GLOBAL COMPETITION) -

The United States enjoyed a considerable lead in the international business
before and immediately after the World War II. The economic recovery .of
Western Europe and Japan in the early 1950s began eroding the U.S.
domination, and created competition for global markets. One of the
outcomes was that the number of the largest American companies in the 13
major industries of the world, such as aerospace, automotive, chemicals,
electrical equipment, food products, paper petroleum, pharmaceuticals,
textiles, got reduced from 11 in 1959 t0 7 in 1976. Companies from Japan
and Western Europe, particularly the German, Swiss and Dutch, have
increased their share in the international trade and investment.

The spread of competition may be realised from the rise of the Japanese
MNE:s as a global force. In 1970, there was only one Japanese company '
among the 50 largest industrial companies in the world. The number
increased to six by 1980. This trend continued, and in 1990 the Japanese
have outstripped the United States in automobiles and steel. On the trade
front also, the pattern shows a decreasing share for the United States and
European countries, and a larger share for Japan. Even the multinationals
from the developing countries are now in competition with each other in the

international market.

The success of the European and Japanese multinationals in the face of the
global competition can be attributed to their higher rates of savings,
investment, technological development, improvement in management styles
and higher productivity of labour. In view of the superiority gained by the
multinationals of these nations, Lester Throw (A Strategy for Revitalising
American Industry, Columbia Management Review, XXVII, No. ! (Fall,
1984, p.9) lamented that unless the US corporations and government took
urgent measures, its domiriance as an industrial power would fast disappear,
and it would be overtaken by Japan. In his words: ‘
“America faces a problem that is simply put. The huge technological
-edge enjoyed by America in the 1950s and 1960s has disappeared...We
are now faced with competitors who- may-be in the process of
achievements and may be with the process of-moving ahead of us...when
our effortless superiority has vanished, the American economy has been
absorbed into a world economy. For most goods there is now a world
market not just an American market. Competition is world-wide—not

just American.”

What Lester Throw has said may be taken as 2 warning by all those
countries and governments, which are slack in ypgrading their technologies
and improving the quality of their products, but wish to compete at the
world level where intense competition is a fact of life today.

1.12 WORLD’S LARGEST MULTINATIONALS

International trade and investment are now being dominated by the world’s
Jargest multinational companies. The United States which enjoyed a
considerable lead before and immediately after World War Il in the
international business lost much of its share to European, Japanese,. -
Canadian and even to the multinationals of the third. world countries. -The
relative performance and the number of the multinationals controlled by a
particular country are indicative of its economic strength at the global level.




- The relative importance of the multinationals may be determined in terms of
their sales, profits, assets, stockholders equity and the number of the
employees. One can understand the tides and trends of the world economy
by looking into the operations of these companies. Some of the world's
largest multinational companies are General Motors (U.$.), Royal
Dutch/Shell Group (Britain/Netherlands), Exxon (U.S.}, Ford Motor (U.S.),
I.B.M. (U.8.), British Petroleum {Britain), Mobil (U.5.), Toyota Motor
(Japan), General Electric (U.S.), Phillip Morris (U.S.), Fiat (Italy), Pemex
{Mexico), Siemens (Germany), Boeing (U.S.), and Asea Brown Boveri
(Switzerland).

Among the largest U.S. multinationals, the producers of motor vehicles and
petrofeum are the biggest companies. Other important multinationals of the
U.S. deal in aerospace, computers, electronics, beverages and chemicals. Like
the U.S. multinationals, the European group of the largest multinational

" companies is also dominated by the petroleum and motor vehicle industries.
In West Europe, nearly a quarter of the total multinationals are Germany
based which shows its rapid industrial development in the post World War 11
period. The three countries, namely Germany, France and Britain, account
for more than fifty per cent of the largest fifty multinationals of West
Europe. Other important multinationals where European countries are
having adequate shares are food, chemicals, farm products, electronics,

- aerospace, and building materials.

Japan has made significant development in the international business by
accelerating its foreign investment. The traditional efforts in exporting have
been supplemented by FDI made by the Japanese multinationals. Toyota
Motors of Japan occupics a place in the top ten largest multinationals of the
world. The Japanese multinationals are dominated by motor vehicles and
electronics. In addition, they are providing intensive competition in the
overseas market in the fields of computers, office equipments, metals, farm
equipment and petroleum refining.

~ From the third world countries, South Korea dominates the scene. South
Korea has diversified its industrial structure, and has made a good progress
in electronics, motor vehicles and textiles. The' third world multinationals
have 10 be aware of the R & D activities of the multinationals of the
developed countries. They should pay attention to the upgradation of
technology, cost effectiveness and improvement in the quality of their
products in order to facc the rapidly growing competition in the international

business.

1.13 SUMMARY

The international business may be defined as the business carried out across
the national borders. The concept of international business stems {rom the
business processess intersected by the national borders. These-processes may
be reviewed in three ways: (a) resource transmission-approach; (b} interaction
between the MNE and the host societies; and (¢) conflicting interests between
the parent and host nations.

The genesis of international business may be traced back to the ancient times
when the Mesopotamian, Greek and, in particular the phoenician merchants,
carried out their trading activities in different parts of the world. The sea-
borne trade was controlled by the phoenicians, and the network of their
foreign business spread in many countries.

When the Turks and Arabs took over the control of the strategic sea routes
such as the Red Sea and the straits of Hormuz, the crusaders were forced to
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search out new avenues, and they had to circumnavigate Africa in order to
procure the Indian spices and textiles which were in great demand in Europe.
Many voyages were undertaken culminating in the discovery of America by
Columbus and the arrival of Vasco de Gama at Calicut in 1498.

The development of credit institutions, construction-of roads and .
introduction of the methods of payment like the bills of exchange and drafts
stimulated the growth of the foreign business. As the individual investors
could'not cope with the increasing financial requirements of international
business, the growth of the {oreign business was facilitated by the
establishment of joint stock companies.

The enormous impact on international busiress was brought about by the
Industrial Revolution at the beginning of the Seventeenth century, facilitating
the application of machinery into production process. A series of innovations
after the Industrial Revolution caused large scale production of a variety.of
goods, which required raw materials from abroad in greater quantities. The
outcome was the extraction, processing and transportation of raw materials

to the parent countries.

The growth of international business was tremendous in the post-World War
Il period, especially after 1950. Both the world trade and investment grew
rapidly. During the decades of the 1950s and 1960s, the FDI was dominated
by the United States, but in the subsequent period, the trend moved in
favour of the European and Japanese and even some MNEs from the '
developing countries, The bulk of the FDI by the developed countries”
occurred among themseives and LDCs were by and large neglected for

international investment.

International business has many dimensions. It is not merely the border
crossing which is sufficient to comprehend the numerous environmental
factors faced by the MNEs in the overseas markets. The external factors are
also to be taken into account by the MNEs while formulating strategies for '
efficient management and optimum returns. International business also
includes the study of international accounting, international pricing,
international management and international marketing as they have a direct
bearing on operations at the international level. ' : '

The MNEs, like the global octopuses, are the central actors in the
international business. They have received both appreciation and criticism.
Their contribution to the spread of knowledge and technology and in raising
the standard of living all over the world has been highlighted by many
writers, while there is no dearth of the critics who have spoken about their.
exploitation of local markets, transferring of obsolete technology and keeping
the less developed countries (LDCs) dependent upon the developed world.

International business differs from the domestic business in terms of the
environment they face. The foreign investors confront different socio-
economic, cultural and physical environments in different countries.
Therefore, they make necessary adjustments in their strategies keeping in
view the diverse environments in the overseas markets.

Recently,
countries in reducing their trade deficit. Governments have entered into

international business for minimising the possibility of monopoly or
concentration and for meeting their welfare objectives. State trading is
competing in many products in the foreign markets.

The international trading houses have been established in many countries for
facilitating both foreign trade and investment. The international business has .
taken an increasing share in the world economy. There is now global

the trade in service has assumed significance and has helped several
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competition in the international business. The domination of the United Introdaction
States before and immediately after World War II has been constantly

challenged by the European and Japanese companies, and even by the

multinationals of the LDCs.

1.14 KEY WORDS

International Buslness: Business carried out across the national boundaries,
Some important forms of international business are: export and import of
goods and services, licensing agreement, management contracts, joint
ventures, manufacturing and or marketing in other countries.

Multinational Enterprises (MNEs); The central actors in international business
whose business operations extend beyond the national borders. Foreign to
total sales ratio (F/T ratio) is usually 30 per cent or more, and the attitude
of its management is giobally oriented. .

‘Fragmentation : An approach under which an MNE presents different
policies for different world markets (or countries) depending upon the unique
conditions prevailing in those countries.

Unification : An approach Lo international business dealing with multi-
country problems. In this case, the MNE has a multi-country orientation,
treats the entire world as a global market and attempts to unify the diverse

environments of the world economies.
State Trading : Trading by the povernment or government controlled
enterprises.

International Trading Houses : Exports consortia of non-compeling
manufacturers for exporting the members’ products. The international
trading houses facilitate trading activities at the global level by coordinating
the exchange of goods and services between the exporters and importers of
© different countries. They are now extending all sorts of services relating to

‘the foreign busiress.
Soga Shoshas : Japanese large trading companies operating as international
trading houses.

Trade Entrepots : Offshore assembly platforms maintained by certain
countries, like Singapore, Hongkong and Taiwan for export purposes. They
freely allow export related imports.

" Ethnocentric : Home oriented attitude of the MNESs.
Polycentric : Host-nations oriented attitude.
Geocentric : Globally oriented attitude.

1.13 SELF-ASSESSMENT QUESTIONS

1) Define international business, and bring out the differences between the
domestic business and international business,

2) What is the essence of multinationality? Elaborate this concept -on the
basis of several definitions of an MNE.

3 Examine the impact of the Industrial Revolution on international
business. ]

4) Compare and contrast the growth of international business during the

pre and post World War II period.
' 25
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5)  Explain the factors responsible for the development of the modern
—-multinational enterprise.

6) Discuss the various dimensions of international business.

7)  Discuss the relative performance of one largest MNE from each of the
United States, Europe, Japan and the third World countrics.

8) Discuss the changing nature of the FDI in the United States. What
factors, in your opinion, have contributed to the rise of European and
Japanese multinationals? What new patterns are emerging in FDI?

9) Examine the imporiance of the trade in services, and highlight the role-
of the international trading houses in stimulating the foreign trade and
investment.

10) Analyse the importance of international business in the world economy.

11} {n what ways has the state trading provided a formidable challenge in
the international business?

12) Discuss evolutionary patterns in the organisation structure of
international business.

13} Compare the key global strategies and the organisati‘onal structures of
the MNEs of the United States, Europe, Japan and India.
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UNIT 2 INTERNATIONAL BUSINESS
| THEORIES |

Objectives
After reading this unit, you should be able to :

® understand the analytical foundations of international business
® be familiar with the international trade theories
® explain the FDI approaches to international business.

Structure ' "

2.1 . Foundations of International Business
2.2 International Trade Theories
Theory of Mercantilism
Theory of Absolute Cost Advantage
Theory of Comparative Cost Advantage
Heckscher-Ohlin Model
. Leonief Paradox
23 FDI Thearies
: Market Imperfections Approach
Product Life Cycle Approech
Transaction Cost Approach
The Eclectic Paradigm
24 Summary
2.5 Key Words
2.6 Self-assessment Questions
2.1 Further Readings

21 FOUNDATIONS OF INTERNATIONAL
BUSINESS . :

The analytical framework of international business is build around the
activities of MNEs enunciated by the process of internationalisation. The
EDI on the part of an MNE attempts to overcome the obstructions to trade
in foreign countries. The strategies relating to the functional areas, such as
producticin, marketing, finance and price policies, are adopted by the MNEs
in such a manner that an amicable relationship between home and host

nations is created.

Foreign direct investment can be distinguished from the other forms of

international business, such as. exporling, licencing, joint ventures and
management contracts. Basicaily, it reacts to the restrictions in foreign trade,
licensing, etc., and its growth at the global level has taken place mainly due
to the imperfections in the world markets and protective trade policies
pursued by different countries for the sake of protecting their economies. The
ways in which the MNEs have provided challenges.to the imperfections and
restraints in the world markets from an important part of the conceptual

methods underlying the expanding role of international business.

Before the emergence of the MNEs, foreign trade and international business
were regarded as synonymous, and international trade doctrines based on
labour cost differentials and free trade guided the international transactions
among different trading partners. The multinationals undertook FDI abroad,
and their innovative efforts in technological development and management
techniques, in a way, refuted the traditional trade theories. Several FDI
theories have been developed in support of international business for the «
improvement and welfare of world ecomomies. ‘
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The fast growth of international business has also been conducive to foster
close internationzl economic relations among different countries of the
world. Now, the world economy is not only interdependent but also inter-
linked, and any kind of R&D taking place in any part of the world has jts
impact on the entire global economy.

The multinationals are to keep a constant surveillance on the fluctuating
foreign exchange rates and inflation as these have 2 direct bearing on the
profitability of international operations. The socio-cultural, political and
cconomic environments of host countnes also affect the investment decisions

of foreign investors.

2.2 INTERNATIONAL TRADE THEORIES ARV

International business began with international trade operations, facilitated” |
by the laissez faire in the world economy. It improved the well-being of "~
many nations, and the imposition of trade barriers reduced the gains from.
trade, giving rise to the search for alternate avenues to exporting. The lﬁtler
resulted in the establishment of subsidiaries in foreign countries throu

FDI. In this context, it is pertinent Lo understand the determinants of and
the effects of international trade and FDI on the trading partners,
international operations of multinationdls and the economies of the home
and host countries, Several theories have been formulated, from time to time,
which form the bases of international trade and FDI.

Theory of Mercantilism

During the sixteenth to the three-fourths of the eighteenth centuries, the
world trade was being conducted according to the doctrine of mercantilism. "
It comprised many modern features like belief in nationalism and the welfare "
of the nation alone, planning and regulation of economic-activities for ' .
achieving the national goals, curbing lmports and promoting exports. 5

The mercantilists believed that the power of a nation lied in its wealth, Wthh
grew by acquiring gold from abroad. This ‘was considered possible by
increasing exports and impeding imports. Such reasoning gathered support

“on the ground that gold could finance military expeditions and wars, and the

exports would create employment in the economy. Mercantilists failed to
realize that simultaneous export promotion and import regulation are not
possible in all countries, and the mere possession of gold does not enhance
the welfare of a people. Keeping the resources in the form of gold reduces
the production of goods and services and, thereby, lowers welfare. The
concentration in the production of goods for domestic consumption by using
resources in a less efficient - manner, would also mean lower production and

smaller gains from international trade

The theory of mearcantilism was reJccted by Adam Smith and Rlcardo by
stressing the importance of individuals, and pointing out that their welfare
was the welfare of the nation. They believed in liberalism and enlightenment,
and treated the wéklth of the nation in terms of the “the sum of enjoyments”
of the individuals in sociely. Any activity, which would increase the
consumption of the people, was to be considered with favour. Their trade
doctrines were based upon the principles of free trade and the specialisation
in the production of those goods where resources were most suitable.

Theory of Absclute Cost Advantage

The theory of absolute cost advantage -was propounded by Adam Smlth
(1776), arguing that the countries gain from trading, if they specialise
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according to their production gdvantages, His doctrine may be understood
{Trade) Theorles

with an example presented in Yable 2.1. -

Table 2.1
Labour Cost of Praduction (Iin Hours)

I unit of goods A I unit of goods B
Country I 10 20
Country 11 ' 20 10

Table 2.1 shows that, in the absence of trade, both the goods are produced in
both the countries, becaunse of their demand in the domestic markets. The

" cost of production is determined by the amount of labour required in the
production of the respective goods. The greater the amount of labour, the
higher will be the cost of production, and the commodity will have a larger
value in exchange. The pre-trade exchange ratio in country I would be

2A=1B and in country II TA=2B.

If trade takes place between these two countries then they will specic.lise in
terms of absolute advantage and gain from-trading with each other. Country
I enjoys absolute cost advantage in the production of good A and country IT
in good B, One unit of good A may be produced.in country I with 10 hours
of labour, whereas it costs 20 hours of labour in country II. The production
of the unit of good B costs 20 hours of labour in country I and [0 hours of
labour in country II. After trade, the international exchange ratio would lie
somewhere between the pre-trade exchange ratio of the iwo countries. If it is
nearer to country [ domestic exchange ratio then trade would be more
beneficial to country Il and vice versa. Assuming the international exchange
ratio is established JA=IB, then both the trading partners would be able to
save 10 hours of labour, which may be used either for the production of
other goods and services or may be enjoyed by the workers as leisure, which
improves their welfare in either way. The terms of trade between the trading
partners would depend upon their economic strength and the bargaining

power.

Theory of Comparative Cost Advantage

Ricardo (1817), though adhering to the absolute cost advantage doctrine of
Adam Smith, pointed out that cost advantage to both the trade partners was
_not a necessary condition for trade to occur. It would still be beneficial to
both the trading countries even if one country can produce all the goods with
less labour cost than the other country. According to Ricardo, so long as the
other country is not equally less productive in all lines of production,
measurable in terms of opportunity cost of each commodity in the two
countries, it will still be mutually gainfull for them if they enter into trade.
Ricardo's theory may be explained by referring to Table 2.2.

Table 2.2
. | unit of good A I unit of good B
Country I 80 90
Country II . 120 100

In Table 2.2, country I enjoys absolute cost advantage in the production of

both the goods A and B as compared to their production in country IL. But

country I has comparative cost advantage in good A and country Il in good

B. We take the help of the concept of opportunity cost in order to know the

relative comparative advantage in the production of the goods in the two 20
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countries. The oppertunity cost to produce one unit of good A is the amount
of good B which has to be sacrificed for producing the additional unit of '

good A,

In the example given in Table 2.2, the opportunity cost of one unit of A in
country I is 0.89 unit of good B and in country II it is 1.2 unit of good B.

" On the other hand, the opportunity cost of one unit of good B in country I is

1.125 units of good A and 0.83 unit of good A, in countryII. The
opportunity cost of the two goods are different in both the countries and as
long as this is the case, they will have comparative-advantage in the
production of either good A or good B, and will gain from trade regardless
of the fact that one of the trade partners may be possessing absolute cost '

" advantage in both lines of production. Thus, country I has comparative

advantage in good A as the opportunity cost of its production is lower in
this country as compared to its opportunity cost in country IT which has

comparative advantage in the production of good B on the same reasoning.

The gains from trade in terms of Ricardo's doctrine may be understood by
distinguishing the terms of trade under *autarky’ (i.e., having no trade with
the outside world because of the closed economy) and in terms of trade with
the outside world. The domestic exchange ratio is determined by internal cost
of production. In Table 2.2, the exchange ratio before trade in country I
should be 1A-0.898 and in country [1 1A=1. IB. If the international exchange
ratio prevails between 0.89 and 1.2, the international trade would be gainful
to both the countries. Assuming it settles at 1A=1B then country I gains-10
hours of labour and country Il gains an equivalent of 20 hours of labour.”

Both the absolute- advantage and comparative advantage theories failed to -
realise that the welfare of society does not depend only on the gains from the
international trade but depends upon the way the gains are- distributed. The
individual gains under the theories are not guaranteed unless the government
adopts an appropriate redistribution policy. There have to be certain

incentives for the producers also in order to keep them engaged in the -
exportable production. These theories have also been criticised on the ground -
that labour isnot the only input determining the cost of production, )

Activity |

With reference to Table 2.3, cxamine whether India enjoys an absolute
advantage or disadvantage in wheat and petroleum. In what commodity do
(ndia and the U.A.E. have comparative advantage? What are their gains
{rom trading with cach other, il the international cxchange ratio is
established at 6W=6P. '

“Table 2.3
Oulput/Labour Hour

1 Unit of wheat L unit of Petroleum
India ) [ 4
U.A.E. 1 3

Patterns of Multilateral Trading

Trade patterns in more than two countries involving two of ‘more than two
commodities may be summarised in Tables 2.4 and 2.5. '




Table 2.4
Domestle Exchange Ratlos

1 unit of A = 0.89 unit of B

Country 1
Country II 1 unit of A = 1.2 unit of B
" Country III lunitof A=1unitofB

Table 2.4 explains that given the domestic exchange ratios in different
countries, the possibilities of multilateral trading among them would depend
upon the existing international terms of trade. The limits within which the
three countries may be benefited by trade are 0.89B < PA/PB < 1.2B. After
trade, if PA/PB settles as PA/PB > 0.89B and >> 1B, then country I exports
goods A to both the countries 11 and 111, and imports B from them. All the
three trade partners benefif by such trade. On the other hand, then PA/PB is
g’reatef than' 1 unit of B but less than 1.2 units of B then both the countries I
and III export good A to country II and import good B from these
countries. In the case of PA/PB settling equal to 1 unit of B, trade will occur
only between country I and country II. Country I will export good A to
country I and import good B from country II. Country III would not.

~ benefit from its entry into the international trade. -

w

. Table 2.5 .
The Case of More Than Two Commoditles

il

Commodily Pricc in country Price in country Price in country
Iin Rupees 1I in Daollars LIT in Franks
A 2 10 3
B 5 8 _ 5
g . 7 7 7
D 9 X 5 10
E 13 2 14

In Table 2.5, prices per unit of different products are given in three countries
dities would or would

in terms of their respective currencies. What commeo
" not be dealt with among the trade partners would depend upon the
- prevailing exchange rates of their currencies in the market. If Re=$1=F1,

the price ratio in country 1I and country III remains the same.

Country 1 will export commodities A and B to country I1 and import-
commodities D and E from this country. In the case of country III, the
exports of country I would consist of commodities A, D and E while
commodities B and C would be non-tradable between them. Commodity C is

non-tradable among all the trade partners.

. Along with the change in the exchange ratio in the currencies of the trade
partners, the prices of all the commodities in the trading countries are
expressed in the same currency and then compared with the prices in the
domestic economy. For instance, if Re 1 equals $2 and Re | is also equal to

" F2 then the prices of different goods in countty 1I and 111 will be calculated
in rupee terms and then compared with the price in country I for the-purpose.

of exports and imports.

Activity2 _
With reference to Table 2.6 determin
and imported by India from Japan if (a) Y1=Re 1, (b)
(c) Y1=Rs.2. . o

e which commodity will be ciportcd to
Y1=Re 1.5 and )

Ioternational] Business
(Trade) Theorles ’
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Table 2.6

Commuodity Price in India Price in Japan
: Rupees Yen
A 2 ’ 8
B 8 14
C 12 12
D 16 8
E 24 2

Efficiency in International Trade

Efficiency may be achieved in international trade and gains maximised if a
country trades in those goods where it has comparative advantages
determined by the international price ratios. Given the competitive market
system, a country under non-trade situation would be optimising its
production and the welfare of its people when the marginal rate of
substitution in consumption (MRS) equals the marginal rate of
transformation (MRT) in production, and it is, in turn, equal to the relative
price of the two goods, say A and B, PA/PB®The supply side of the
economy of a country is illustrated by production possibility curve (PPC)
and the preferences of the consumers are given by the community
indifference curve. The efficiency in the production situation and the
optimisation of the welfare of a country under autarky trade policies may be

understood from Figure 2.1.

Y I
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Figure 2.1 : EMclency under Autarky

In Figure 2.1, the production limits of a country are explained by the AB
Production Possibility Curve. There are two goods A and B. Good A which
may be assumed an agricultural commodity, is measured along the X axis
and good B, a manufacturing commodity is measured along the Y axis.
Given the resources and the techniques of pr )
produce OA amount of good A or OB amount of good B. An equilibrium in
the domestic economy is achieved at point E where the price line PP in
tangent to the production possibility curve and the community indifference”
curve L1 is also tangent to the price line at the same point SR

oduction, the country may either




MRS = MRT = PA/PB. On cither side of E, the consumer will get on the
lower indifference curve and lower wejfare which is not a preferred situation
when tlie same resources can yield higher satisfaction. The country will not
have resource allocation inside the PPC, because it will end up with low
production of goods. The efficiency in both production and consumption in

a closed economy will be at point E.

The country will experience gains from trade, if the international terms of
trade differ from the domestic terms of trade and the resources are
reallocated towards the production of the commodity having remunerative
price in the foreign market. The cfficiency in and the gains from
international trade may be illustrated in Figure 2.2,

Y

Figure 2.2 : Efficlency under Interneilonal Trade

Figure 2.2 examines the possibilities of trading and achieving efficient
production and consumption in an economy which is opened to world trade.
Before trade, the country produces and consumes at point E with welfare
contour §;I'y. Under trade, the world price is given by PzP2 showing the
exports of goods A which are being more profitable in the international
market. The production is oriented towards good B where the country now .
enjoys competitive advantage and produces at J, which is the point of
tangency between RPC and the world price line. At point J, the MRT=the
international terms of trade, i.e., PTA/PTB. The consumption is at K where
the highest LI's is tangent to the international price line PoP2. Here,

MRS =PTA/PTB. The gains from trade are apparent by the movement of the
country from indifference curve LI, to lal's, which is a higher social welfare

curve.

cause of fwo reasons: (2} the possibility of
ble terms in the foreign exchange markets: and
n exportable products. If a country is’

The gains from trade arise be
exchanging goods on favoura
{b) the possibility of specialisation i

[ntemulivng} Uwsiics.
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abundance in terms of th

unable to change its production structure, the trade will still be gainful due
to the higher prices abroad. For instance, the K'D amount of goods A :ﬁay
be imported by exporting only the ED amount of good B while production
continues at E. This places the country at 1a1’z, indifference curve, which is .
higher than L'y, and yields a higher amount of welfare EP; is the world
price line, and it is drawn parallel to P;P; world price line, which means that
trading is taking place at the international price line I2¥'z and the indifferenice
curve is tangent to the EPy world price line at K'. The movement from E to
K’ is the gain from trade arising from the possibility of exchange.

- However, this would not be the optimal situation. The country would be

maximising gains if it could produce more of good B by withdrawing
resources from good A and produce at J and consumes at K. Both the
community indifference curve and the ‘PPC are tangent to the world price
line PzPs, and MRT=MRS. The movement from K1 to K represents the
gains arising from the possibility of specialisation in production. There isa
balance in trade, i.e., the exports of the country are cqual to its imports
PBx JC=PAxCK; P stands for the price of the tradable goods.

Heckscher-Ohlin Trade Model
Adam Smith and Ricardo's trade models considered labour as the only factor

input and the differences in the labour productivity determining the trade. Eli

Heckscher (1919) and Bertin Ohlin (1933) developed the iptcrnational trade
theory (H.O. Trade Model) with two factor inputs, labour and capital,
pointing out that different countries have been bestowed with different factor
endowments, and the differences in factor endowments cause trade between

the trading partners.

The theory is based on the assumption that there are impediments to trade,.
and that there is perfect competition in both the product and factor rr_xal:kéts.',
Further, the theory is based on the comparative advantage in terms of the’ |
relative factor prices. A country, specialising in the .producticin of the goods

which require its abundant factor can export them, Thus, if a country is rich

in capital, it will produce capital intensive products and export them-in .
exchange for the labour intensive products. On the other hand, another
country, rich in labour, will produce labour intensive goods and export them.

It will import capital intensive goods.

In the H.O. trade theory, the factor abundance has two meanings: the factor -
e factor prices, and the. factor abundance in terms

of the physical amount of the factors. Assume there are two countries: I and
11, then the richness of the country in terms of factor prices means relatively -
low price of the factors of production. Country Iis rich in capitalas . ",
compared to country IL, if P./Pic < Pzo/Pzc. Pic is the price of capitalin - .
country I and Pi_ is the price of labour in country 1, and Py is the price of ..

capital in country II and Pa. is the price of labour in country I1. The second. -

definition of the factor abundance cOmpares the overali physical amount of .
labour and capital, Country 1 is capital rich, if the ratio of capital to labour,

in this country is larger. Cy/Ly > Ca/La, -where C; and Ly-are the,‘tptal;i_{,,‘,,:;' ‘

amount of capital and labour in country I, and Cz.Lz are the total-amgunt, of
capital and labour in country 11, respectively. The H.O: trade theory;halds. .2
{ the factor abundance is defined in-terms of factor; prices; because of*

good, i ecay
the incorporation of the demand factor:in it: The importance of. this theory,:

which has the effect of determining the trade patterns and-the. gains from .,
trade, may be summarised in Figure 2.3. o T -
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Flgure 2.3 : Trude Pattems and Gakns from Trade under H.0. Theory

Figure 2.3 illustrates the pre-trade and after-trade production and
consumption in the two countries. Country I—capital rich, is measured along
the Y axis and country JI—labour abundant, is measured along the X axis.
There are two goods. A and B. Good A is capital intensive and good B 1s
labour intensive. Before trade country I is producing and consuming at G

and country IL at H. The IL,11, community indifference curve in the two

countries is tangent to their production possibility curves ABand A'B'at G
and H, respectively. In the domestic market of country 1, good A is cheaper

and good B is expensive. In country fI, it is good B which has lower price,
good A being costly.

In the overseas market, the price is given by the P2P2 international price line.
Now, the countrics move (0 the points J and K tangent to the international
price line, and country 1 is producing more of good A and couniry 1l more
of good B. By exchanging goods of their specialisation under free trade, they
reach to the IoI'% indifference curve at point E and enjoy gains from the
international trade as B lies on the higher indifference curve.

As in the case of the classical trade model, the H.O. trade theory also cannot
guarantee the- (desired) income distribution among different classes in the
country. In country I, the returns 10 capital are higher and, in country II, the
returns to labour are higher because of ihe grealer demand for producing

respective goods for the world market.

The basic trade models are based upon certain assumptions, such as no

transportation cost and free flow of information 1o all the producers and
consumers. They do not take into account the effects of trade on the world

* prices. These trade theories are static, and ignore the effects of technological
progress on the growth of the world economy. These are the real issues and
need to be incorporated in a modified version of the classical and neo-

- classical theories: --—-
may influence the world

in certain products, it
which seek to maximise

If a nation has monopoly
ains by “‘optimum tariffs"’,

price. It may enhance its g
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the welfare of the country. Trade may complicate the growth process. It may
affect the e'mployment and may even reduce the welfare of the country. This
may occur in the casc of immeserlsing growth (when benefits from the higher
output are neutralised by the unfavourable terms of trade). The country ends
up with lower real income after growth because the gains arising from higher
output are wiped out by the deteriorating terms of trade. It may, however,
by noted that the modified version of the basic theory does not alter the
conclusion that a country produces and exports the commodity in which it
has comparative advantages, and uses the abundant factor in its production.
Trade benefits the nation, but the distribution of gains may be skewed. .
Adjustment to trade is not costless but the shortterm cost to adjustment
should be weighted against the Jong-term gains from trade.

The Leontief Paradox

There was a setback to the proponents of the H.Q. trade theory in the early
1950's, when Leontief tested his hypothesis that capital rich countries export
capital intensive goods and import labour intensive goods and vice versa with
the help of the input-output data of the United State’s economy. His results
refuted the H.O. contention. It was a shocking news for the economists that
the U.S. being a capital rich country should be €xporting labour intensive
goods and importing capital intensive goods, Several. explanations were
looked into for resolving the Leontief paradox. The key factors identified in
support of the Leontief paradox were: U.S. protective trade policy, import of
natural resources and the investment in human capital.

William P. Travis examined the Leontief theory in terms of the U.S. tariff
policy. When Leontief tested his hypothesis, the U.S. was importing more of
such items as crude oil, paper pulp, primary copper, lead, metallic ores and
newsprint, which are capital intensive. Thus, according to Travis, the U.S.
protective trade policy was responsible for Leontief’s findings.

The U.S. imports of natural resources like minerals and forest products and
the exports of farm products further support the Leontief presentation.
Investment in human capital raises the productivity of labour. That is why
the exports of the U.S. consisted of labour intensive products and its imports
were of capital intensive nature,

Fl

Activity 3

Diraw the prodnction po and
country showing R as the autarky equilibrium p
point of optimum gains from international trade.

ssibility curve and a set of indifference curves for_z: )
aint and P as the eqailibrivm
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2.3 FOREIGN DIRECT INVESTMENT (FDI) THEORIES (Trads) Theorls

The search for FDI theories is a recent phenomenon, despite the domination
of world production and trade by the MNEs in the post Second World War
period. It was in 1960, when Stephen, H. Hymer, in his doctoral dissertation.
The International Operations of National Firms: A Study of Direct Investment
(published in 1976) revealed that the orthodox theories of international trade
and capital movements are unable to explain the involvement of MNEs in
foreign countries. Their existence owed to the local firms weilding market
power, and who acted as their agents.

The approaches which explain the activities of multinational enterprises may
broadly be classified into four groups. Firstly, there is market imperfection
approach whose theoretical framework considers certain specific-advantages,
also known as ownership advantages, enjoyed by an enterprise. The FDI is
controlled through these advantages and the international companies also
enter into collusion with other firms for increasing their profits. Secondly,
Product Life Cycle model examines the various stages of the firm. There are
sequential stages in the life cycle of the products innovated by a particular

company.

Thirdly, the failure of the orthodox theories of international trade and

capital movements based upon the assumption of perfect competition and its
prevalence in different segements of international market provide adequate
explanation for the substitution of the FDI. It gave rise to the transaction
cost theory of the FDI that the firms undertake foreign investments for
raising their efficiency-and reducing the transaction costs. Fourthly, the
eclectic paradigm encompassing other FDI theories which provide an
analytical framework to the analyst for carrying out empirical investigations
most relevant to the problem at hand. The eclectic paradigm is not a theory
in itsell but some sort of synthesis of the conflicting theories.

Market Imperfections Approach

The rise of the MNEs continuously puzzelled the minds of neoclassical
economists as to how these enterprises could make profits in foreign
countries where production costs are more than at home. Being generally
unaware of the host country's environment, it should be rather difficult to
take advantage there. It may be better for the foreign company to pass on its
advantages to the local entrepreneurs who, together with other local
(inherent) advantages, could produce at 2 lower cost than the foreign

investors.

The answer to this paradoxical situation is available in the presence of the
imperfect market in the foreign countries. Hymer presented a case for market
imperfection approach. According to him, the orthodox theorics of the
international trade and capital movements were inadequate to explain the
involvement of MNEs in international business. Their presence is due to |
market imperfections. The advocates of this approach thought that the
prevailing market imperfections were ‘structural’ (imperfections of
monopolistic nature), and arose from the innovation of superior technology,
access to capital, control of distribution system, economies of scale,
differentiated products (by the introduction of different advertising methods)
and superior management. These factors enabled the foreign enterprises more
than offset the disadvantages from their operations in the foreign
environment and_the additional. cost incurred there., . . -

Hymer was basically concerned with the market power of the MNEs, which,

restricted the entry of other firms. The market power arises from collusion kY
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Role and Procetses profits. There is one way casval link between the behaviour of the firm and
the imperfect market structure. The market power is first developed in the
domestic country and, after the profit margin becomes lower in the home
country, the firm invests abroad and controls the foreign markets by its

patent rights.

Product Life-Cycle Approach

The product life-cycle approach is associated with the work of Raymond
Vernon. Published in 1966, it deals with the evolution of the U.S.
multinationals and foreign direct investment patterns. In Vernon's model,
three stages are followed in the introduction and establishment of new
products in the domestic and foreign markets, with emphasis on innovation
and oligopoly power as being the first basis for export and later for the FDI.

The first stage in the sequential development of the product is the new -
product stage which emerges in the home country following innovations asa
result of intense R&D activities by the company. The product is introduced
in the overseas market through export, and the innovating firm earns -
excessive profits both from domestic sales and exports abroad because of its

monopoly position.

The second stage is characterised by the mature product stage, when the
demand in the foreign countries expands and the host country firms begin to
produce competing products. The home country enterprise is induced to '
invest abroad for taking advantage of its technology and increasing demand’
for the product. As the company specific advantages of the firms controlling
the technology are much higher than the local firms, the production in the
‘host country would be cheaper. It stimulates foreign investment in

subsidiaries.

In the third stage, the product becomes standardized, and competition grows
in the world market. The MNEs invest even in the LDCs, where the cost of
production is lower. The host country, otherwise, has to import these
products from abroad because its own production cost is more.. The foreign
investment may take the form of licensing arrangements also, ’

The initial analysis of the product life cycle approach gives a good account’
of the nature of the expansion of the U.S. companigs after World War 11
The theory was modifed by Vernon in 1971 and 1977 in the light of the ’
oligoploy threat arising from global innovative activities. He identified the
first stage as the emerging oligoploy, the second stage as the mature
oligoploy and the third stage as the senescent oligopoly, referring to the state
of production when the standardized product is entirely produced abroad.
The home country, where the product was initially innovated, imports all of
the goods that it needs. Vernon's PCM model may be summarised in

Table2.7. Table 2.7
Vernon Prodact Life Cycle Approach

Nature of Stage Produce at Nature of Foreign Modified
Product Home of Internal invest. . (197
Abroad : Business
(1966) ’

Mew Product I Home Expory Nil - : Emerging
oligopoly
gnncwauon

. ased)
- e . _ . _Mauwring II Abroad Import FDI . Mature

Product ~ Ce - . (By subsi- cligopoly

dianies) -

Standardized LI Abroad " Import (By licensing Senescen

38 Product arrangements)  oligopoly
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Table 2.7 shows the original and modified product life ¢cycle models of
Raymond Vernon.

The product life cycle model is useful in explaining the foreign investment
patterns of the U.S. companies, but it has limited application to the firms
going international, which were motivated by locational advantages. The
location advantages led to the establishment of assembly plants of
automobiles in the foreign countries. The FDI is also stimulated by the
import restrictions and currency realignments. When a domestic devaluation
of dollar occurred in the 1970s in relation to such major currencies as
Japanese Yen and German Deutsche Mark, the exports of these countries no
longer remained profitable in the U.S, market. The Japanese.and German
firms increased their investment in the U.S. economy to establish production

facilities there,

Transaction Cost Approach

The transaction cost or internalisation approach was brought into
prominence in the 1970s by McManus et. al. by emphasising the effects of
the MNE on the internalisation of the external markets. The imperfections in
the foreign markets are assumed of natural types rather than of structural
type, i.e., imperfections of monopolistic nature. The analysis of the
proponents of the Transaction Cost Approach is based on the criticism of
neoclassical economics which arises from the non-realization of the
assumptions of perfect competition.

. £
In the absence of the perfect market and the price sysiem giving flawed
signals, the transaction costs, such as the cost of information, enforcement of
agreements, and the cost of bargaining are often quite high. The price
existing in the foreign countries may not be based on market forces. The
agents of the corporation in the foreign markets may exploit the
multinational by gencrating non-pecuniary externalities. Such disadvantages
to the company may be neutralised by adopting a mode of organisation
which attempts to coordinate the different production units in a hierarchical

manier.

The multinationals adopt a hierarchy for reducing the transaction costs. The
MNEs through the FDI create opportunities for interactions in the host
country for the appropriate mode of production and distribution patterns.
Such interactions increase the gains from trade benefiting the interacting
parties. Hymer and Kindleberger have treated the FD1 as a way to maximise
the monopoly position for internalizing the pecuniary externalities. The
transaction cost theorists have considered the FDI for reducing the
transaction costs and internalizing non-pecuniary externalities.

The distinction between pecuniary and non-pecuniary externalities is made
on the basis of the type of market. If the market is of the structural
imperfections type, where the monopolists differentiate their products, the
pecuniary externalitics arise out of the monopolistic behaviour of the
participating companies. The non-pecuniary externalities occur in & natural
type market imperfections. For transaction cost approach, it is not necessary
for a firm investing abroad Lo possess monopolistic power. It nceds the
market to be of such a type as to make hierarchical coordination possible,
thereby reducing the cost of production as compared to coordination

through the-price-system:--———----- -- S ‘ o

Thus, the MNEs undertake the organisation of their production in a
hierarchial manner rather than through the market for eliminating the cost of . 39
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nan_.zral imgerfection. The internalisation is possible in many ways through
horizontal investments as well as vertical investments. The latter type conuiats

“of both backward and forward integration. Thy internalisation Is also

possible through equity joint ventures, spot purchases and long-term.
contracts, new forms of investment and counter trade.

re-

Horizontal Investments g

Horizontal investments take place for the internalisation of such assets of the
company, which are intangible and cannot be priced in the market. Some of
the intangible assets are the firm's specific knowledge, goodwill, managément
skills and marketing know-how. The basic problem is the protection of the
investor's right against the infringement of his patents (in the case of
knowledge) and trade marks or brand names of the products creating .
goodwill for the producers. ' :

If the patent system is such that the host colintry authorities provide full
protection to the patents, then the more prevalent form of international -
business will be the licensing arrangements. When the patent rights are not
well-protected and the transfer of knowledge may not easily be codified into
patents and the fear of imitation is around, the horizontal investment will be
the alternative undertaken by the investor himself for keeping his innovations
secret and internalising the foreign market for his particular technology.

Vertical Investment - '

The vertical FDI for integrating the various stages involved in the final
production is the most common form of internalisation. It has been found - -
both in backward and forward integrations. The MNEs based in the ,
developed countries have undertaken direct investments for procuring and
maintaining smooth supply of such raw materials as crude oil, iron ore.and
natural rubber needed for their downstream activities. The transaction cost
theorists advocate that such backward integration is made when the
transaction costs of buying new materials and intermediate products are

high. The quality control also becomes possible in vertical integration,

Internalisation of foreign markets also takes place through forward
integration in the form of distribution and marketing services. If the
distribution and marketing services are left to the distributing agents, these
may be problems with regard to their reliability. These may even be defaults
in the timely supply of the products, its demonstration, installation, after
sales services, etc, All this bring a2 bad name to the company. Thus, an MNE
invests abroad not only to lower the transaction cost but also to retain its

goodwill.

e

Free standing companies
In the period prior to World War I, many of the European multinationals

were free standing companies. They were active in mobilising resources from

the capital rich countries like the United Kingdom, and investing them in the.
capital poor countries. The foreign investment in Malaysia in the rubber
plantations and tin manufacturing conforms to this type of investment
pattern, Indeed, free standing firms raise funds freely from the major capital.
exporting countries, and locate the plants abroad for reducing the transaction
cost. The lenders prefer to invest in equity capital rather than buying foréign
bonds, because they can exercise.a greater degree of control over the
management of standing firms. - '

__Some writers, such as I_:‘i__e_ldhoﬁse,‘do not include the t_'reé_ s'ta_nding"firn'ls in -
the transaction cost approach. Their assertion is that the MNEs acquire -~

competence from their R&D activities in the domestic market. These .
advantages are exploited in the foreign markets later on, The free standing
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firms do not develop any skill, and they just operate on a little more than a Intematlonal Buslness
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brass name plate somewhere in the city. The incapabilities and the lack of
efforts on the part of the free standing firms to develop specific advantages
have been found to be the main reasons for the failure of some British and

U.S. companies.

Equity Joint Ventures

Equity Joint Ventures are also explained by the transaction cost approach
and preference for such alternatives as contracts, mergers and acquisitions.
Under the equity joint ventures, the management and profits are shared by
. two or more participants, while in contracts a single party holds the

responsibility. The possibility of supplying the low quality input is much
greater under the contract management, as the contact supplier does not
share the loss of profit. In the case of equity joint ventures, the party
supplying the inferior input is to bear the burden according to its equity
stake. Thus, the equity joint venture arrangements are preferable, because
they combine the interests of the interacting parties.

The equity joint ventures are in a better position to meet the high transaction
cost conditions in contrast to the mergers and acquisitions, when there are
complemcntary assets in the parent and host countries. If such assets are
pooled in joint, ventures, the, company specific advantages and the country
specific advantages are coordinated more efficiently, leading to success. The
case of Japanese MNEs is prominent in this regard. They preferred to enter
into joint ventures, when their experience of forcign markets was little
because of the new businesses being different.

Spot Purchases and Long-Term Contracts

Spot purchases and long-term contracts for the supply of the raw materials
and intermediate products are used as the efficient mode of organisation
when the predictability of environment is quite satisfactory. It recuces the
cost of enforcement, because of the ex-anfe arrangement reached between the
partners. But the drawback of contractual arrangement is that it operates
under uncertainties, and its execution becomes complicated as the degree of
uncertainties rises. The contracts are more operative and sucessful in the case
of recurrent trades Involving small number conditions and relatively

predictable environment.

New Forras of Investment and Counter Trade

These are the substitutes of FDI. The transaction cost theorists treat them as
an attempt to have greater enforciability of the contracts, which is not
possible in the simple type of contracts. Counter trade, which is a recent
-phenomenon, is not merely a barter trade. It also involves the reciprocity
clause and inherent attributes of increasing the enforciability of the contracts.
The counter trade constitutes more than 15 per cent of the world trade. It
served very well when the FDI was not considered 2 viable or desirable

option.

On the same lines, new forms of investment as contractual substitutes to the
FDI, like turnkey contracts, franchising, product sharing and management
contracts, have been supported by transaction cost approach as other ways
of international business. They have been encouraged by the LDCs to obtain
technology, management skills and access to the markets dominated by the
MNEs. At the same time, it avoids the cost of environmental uncertainties.

The Eclectic Paradigm

The eclectic paradigm was developed by John Dunning in 1979 as an attempt
to synthesise the other FDI approaches based on the company specific . - . al
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advantages, internalisation advantages and country specific advantages, As it
is a synthesis of some of the foreign investment theories, it does not qualify
1o be a separate theory itself. : - :

The main purpose of the eclectic paradigm is to provide an-analytical
framework o the analyst so that he could choose the most suitable approach
for the investigation that he intends to undertake. For example, the
transaction cost approach may be most relevant for the investigations
relating to the hierarchical coordination of the different stages of the
production process. An MNE adopts both backward and forward .
integrations in this case. - '

The eclectic paradigm assumes thai the MNEs possess ownership advantages
from their intangible assets in the form of technology. This has enabled them
to reduce the transaction cost through the internalisation process.
Internalisation advantages arise because of the exploitation of technology
and the locational and other advantages accruing in the host country.

Although, the ownership advantages may be transferred to the host country
though the licensing arrangements; yel certain advantages are such that non-
transferable benefits from them would occur only if they are managed within
the MNEs themseives. Such advantages are organisational and

entrepreneurial capabilities of the managers of the international firms, their
experience of loreign markets, their political contacl$ and long-term business &
agreements with other enterprises. The control over technology and its
coordination with the host country resources would promote R&D efforts,
which can lead to the rapid growth of internationalisation of the world

economy.

The MNEs follow different approaches for reaping the ownership

advantages. Some adopt the competitive approach for competing in the
international markets, while others pursue the monopolistic approach.
According to the competitive approach, the MNEs develop their
competitiveness for a place in the foreign countries. In the case of
monopolistic approach the ownership advantages arise from the monopolistic
competition where the firms seil differentiated products. '

The eclectic paradigm provides merely a comprehensive framework. It does
not specifically highlight the advantages of competitiveness in the foreign
countries. It also does not take into account any single FDI theory on
priority basis. 1t points out the circumstances which the investigator should
take into account in deciding which FDI theory would suit his needs. The
relevance of the eclectic paradigm lies in its application to the simultancous
operation of the market imperfection approach and the transaction cost
approach. The former theory helps in identifying the benefits enjoyed by the
MNEs due to the imperfections in the foreign countries, and the latter is :

“helplul in the reduction of the cost of transactions.

Activity 4 . :
What differences do you note between. the international trade theories and
the FDI theories? State the distinguishing features of the FDI approaches?
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2.4 SUMMARY

The analytical framework of international business is buiit around the
activities of the MNEs explained by the process of intcrnalisation. Before the
emergence of the multinationals, foreign trade and international business
were Synonymous. international trade doctrines based upon labour cost
differentials and free trade guided the international transactions. Innovative
efforts of the MNEs, in technological development and management styles
superseded the international trade theories. The theorists began to develop
the FDI approaches in support of international business for the improvement

and welfare of the world economies.

Several theories have been formulated, from time to time which have
attempted to explain the basis of international trade and FDI. With regard
to international trade, the doctrine of mercantilism was the earliest, Its
postulation was that a nation could become tich by acquiring gold from
abroad which was possible by increasing exports and decreasing imports. The
interest of the nation was supreme to.them. Adam Smith and Ricardo
rejected the mercantilist notions on the ground that the gains of individuals
were the gains of the nation and any activity which increased the
consumption of the people should be considered with favour.,

of the Absolute. Cost Advantage, in

Adam Smith propounded the theory
d from trade'if they specialised

£776. He argued that countries gaine
according to their production advantages. Ricardo (1817) pointed out that

even if one country enjoyed absolute cost advantage in the production of
goods as compared to the other country, the trade would still take place and
would be gainful 1o both of them if the other country was not equally less
‘productive in all lines of production. They would specialise according to their

comparative cost advantages and gain [rom trade.

The Heckscher (1919) and Ohlin (1933) formulated their trade doctrines
known as the H.O. Trade model. It is a two factor model and propoées that
f:ount;ies are endowed with different factor endowments, and the differences
in factor endowments give rise to trade between the two trade partners. The
theory treats the comparative advantage in terms of the relative factor prices;
A co_untry specialises in the production and export of those goods which
require its abundant factor. Thus, a country rich in capital specialises in
capital intensive products, exports them and imports labour Intensive - |
products. There was a setback to the proponents of the H.O. Trade Theory
in the early 1950°’s when Leontief refuted this theory by testing thé input-
output data of U.S. economy. He found the U.S.—a capital rich country—
, exporting labour intensive goods and importing capital intensive goods.

The search for the FDI theories is a recent phenomenon, It was in 1960 that
_Hymer, in his doctoral dissertation, pointed out that the orthodox theories of
Enlernational trade and capital movements were unable to explain the
involvement of the MNEs in foreign countries. The FDI approaches may be
-class_iﬁed into four groups. First, the market imperfection approach which
considers that an MNE enjoys certain ownership advantages and controls the
EDI through them. The advocates of this approéch thought that the
grcvailing market imperfections were structural impert'eclioﬁs of a
monopelistic nature, which arose due to innovations, superior technélogy,
access to capital, control of distribution system, economies of scale,
differentiated products and superior management. Thesg factors enabled the
MI\{ES to offset the disadvantages of their operations in foreign_
environments. '

l.nlu'nﬁon.g.l_Bml m
(frade) Theories
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Second, the product life cycle model examines the various stagés,'c;f the -
international involvement by the firm. There are sequential stages in the ljfe
cycle of the products innovated by a particular company. Lo

Third, the transaction cost or internallsation approach' which is based on the
recognition of the fact that the assumptions of the neo-classical economies
can be met in actual practice. This model considers the imperfections of the
natural type in foreign markets which are different from the structural .
imperfections of monopolistic nature. The MNEs undertake the FDI to raise
the efficiency and reduce transaction cost like the cost of information,
enforcement ‘and bargaining. If production is left to the agents in foreign
countries the trafisaction costs may be excessive because of the generation of
non-pecuniary externalities by them. Such disadvantages to the firm may be
minimised by replacing the price systems with the adoption of a mode of
organisation, coordinating the different production units in a hierarchal

manner.

Internalisation is possible in many ways through horizontal in_vcstménts,
vertical investments (arising from backward or forward integration), equity
joint ventures, spot purchases and long-ternt contracts, new forms of -
investments and counter trade. “

The fourth is the eclectic paradigm which encompasses other FDI theories. It
aims at providing an analytical framework to the analyst for carrying out
empirical investigations in accordanceé with that theory (or approach) which
is most relevant to the problem in hand. :

2.5 KEY WORDS

- .
| L

Absolute advantage : Greater advantage or efficiency in the.produétio:i of
goods enjoyed by one country over another country. This is the basis of
trade according to Adam Smith. S ' ‘

Basis of Trade : Factors that cause the international trade,

Gains from trade : Gains arising from international trade which tékcs:pla'ce
on account of specialisation advantages of the trading partners. .
Law of Comparative Advantage : Ricardo’s basis of international trade. It
states that trade would still be gainful even if one country is less efficient
than the other, but specialises in the production of commodities or goods
where its disadvantages are relatively lower (comparative advantage) and
exports the same. CT '

Autarky : The absence of trade or the economic isolation of a country,
Production Posslbility Curve : It shows the various possibilities of production

of two goods in a country, given the factor endowments and technology: The
curve is also known as transformation curve or production frontier. .

Community Indifference Curve : Curves showing various ¢ombinations of two
goods giving equal amount of satisfaction to the community or eountry.

Terms of trade : Ratio of export prices to import-priccs.'

H.0. trade theory : Postulation that countries specialise in the production
and export of those goods which require’ their abundant or cheap factors. A
capital rich country exports capital intengive goods and imports labour’
intensive goods. : ' : |
Leontief Paradox : Theory that refutes the H.O. Trade Model by stating that
the capital rich country exports labour intensive goods and imports capital

intensive goods.
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Immeserising growtl'; » It occurs when benefits from the higher output in . ' "Trade)
LDCs are wiped out by their deteriorating terms of trade, I giving low real raded
income.

Unnatura! market imperfections : Market imperfections arising (rom the
ownership advantages of a company. The market imperfections approach is '

based on this premise,

Natural market imperfections : Imperfections arising from lack of perfect
; knowledge on the part of the buyers and sellers. The natural market
imperfections give rise to the development of the transaction cost like the

cost of information, enforcement and bargaining.

Dunning's Eclectic theory : It attempts to synthesize all the FDI theories, and
provides an analytical framework to the analyst for selecting a theory most

relevant to his problems.

‘Product Life Cycle model : It explains the various stages of the international
involvement of the firm. - '

Flrm specific advantages : Also known as ownership advantages, such as the
superior technology, access 10 capital, organisational and marketing skills, .
trade marks, brand names, economies of scale and product differentiation.
Country specific advantages : Also known as locational advantages, they
include natural resources, efficient and skilled low-cost labour and trade

barriers restricting imports.

2.6 SELF-ASSESSMENT QUESTIONS

1) Briefly discuss the foundations of international business,

2) Explain the theory of mercantilism. Is it being applied in the present
day world?

3) Examine the implications of Adam Smith's theory of absolute cost
advantage.

4) Critically examine Ricardo's comparative cost theory of international
trade. What is common between Smith's and Ricardo's trade theories?

5) Discuss the Heckscher-Ohlin Trade Model. In what ways does it differ
from the earlier trade doctrines?

6) Explain the Product Life Cycle Theory of the FDI. Give suitable
examples of countries which have gone through the various stages of
product life cycle model.

0] Discuss the Market Imperfections Approach. How did the company
specific advantages help the formulation of this theory?

8) What is the Transaction Cost Approach? Examine the relevance of the
natural type market imperfections in its development, and discuss the
various ways the transaction cost theory operates in the foreign

countries, -
9) What is eclectic paradigm? Discuss the applicability of this model.
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UNIT 3 © INTERNATIONAL INVESTMENT
PROCESS AND FINANCE

Objectives

After going through this unit, you should be able to:

® develop a perspective on how a domestic firm turns into a multi-national
enterprise .

® identify the alternative methods of entry into foreign markets

® cvaluate the entry options and suggest the optimal one for a firm at a
given time and space

® understand the mechanism of transfer pncmg and its role in
multinational business management.

Structure

3.1 Introduction |
3.2 Internationalisation of Firms
‘3.3 Corporate Life Cycle Theory
34 Alternate Methods of Entry
Licensing
" Franchising
International Joint Venlures
Subsidiaries ond Acquisitions
Strategic Alliances
s Madels for Making Entry Mode Choice
3.6 Determinants of International Investment Decisions
FDI as a Response to Risks
Factors Influencing Foreign Investment DECLSIOn.S
3.7 Choice of Locations for FDI
Interface between Strategy and Choice of Location
38 Transfer Pricing
39 Summary
3.10  Key Words
111 Self-assessment Questions
3.12  Further Readings

3.1 INTRODUCTION

In the previous three units we discussed the concept of international trade
theories of FDI and international trade, growth of international business etc.
In this unit our discussion will centre around international investment
process and finance. The internationalisation of business is a widely observed
phenomenon today. More and more firms are seeking business outside their
national boundaries. In its etfort to go international, a firm often grows
through various successive stages. In this unit, we will explain these stages
. and also, at considerable length, various alternative modes of entry into the
foreign market. This unit will later address itself to determinants of "
international investment decisions, factors influencing FDI, FDI location
choice and, last but not least, the practice of transfer pricing.

3.2 INTERNATIONALISATION OF FIRMS

Fhe internationalisation process of a firm can be visualised as a series of -
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successive stages of development. A purely domestic firm gréduatcs to a-
multi-national enterprise stage through the following stages: S

e Domestic firm with no export

@ Marginal exporter

® Exporting through markeling intermediatries

@ Exporting through own marketing facilities abroad
@ Foreign procuction through investment abroad.

This classification of successive stages focuses only. on the distribution aspect
of marketing and, therefore, does not provide a complete picture. More
specifically, while it does describe correctly, though incompletely, the growth
stages, it does not explain the behaviour of the firms.

3.3 CORPORATE LIFE CYCLE THEORY:

A more perceptive theory explaining the evolutionary processes through
which a company passes has been termed as ‘corporate life cycle in
international marketing'. The stage of a company in the evolutionary cycle
can be determined by the degree of commitment it has towards export

markets. The stages in the evolutionary cycle are:

Stage 1 Opportunism

Stage 2 Limited Commitment

Stage 3  Limited Fixed Investment for Exports

Stage 4 Substantial Dependence on Exports

Stage 5 Equal Treatment of Domestic and Export Business.

In the first stage, the attitude is essentially reactive. There may be some
excess capacily at a point of time. If there are overseas enquiries, the firm
takes advantage of it and exports. In stage 2, the firm discovers that exports
can be a profitable long-term supplement to domestic business and decides to
garmark a certain proportion of total production for the export- market.
Export business thus becomes a part of the corporate planning process. In
the third stage, the firm gets sufficiently emboldened to invest specially for
exporl production, i.e. it creates additional production capacity. In the next
stage, the extent of export business increases in quantitative terms. In the
final stage, the distinction between domestic and export business ceases to

exist and the firm becomes global.

While this corporate life cycle theory is definitely an improvement, this does
not still explain why a firm decides to follow this sequence. The theory which
provides an explanation has been advanced by Ahorani, who suggests the

following stages of entry in foreign markets:

® Licensing

@ Exporting

@ Establishment of local warehouses and direct local sales
® Formation of a Joint Venture '
@ Foreign Direct Investment. . 2
These entry strategies are assumed to be hierarchical in nature. The i
explanation of this hierarchy is based on the hypothesis that foreign business
is risky. A firm exposes itself to an increasingly higher leve

its level of commitment 10 international business. At its most risk-averse
phase, a firm decides to enter foreign markets through licensing arrangement
with a local party. In the next stage, the firm is willing to accept 'the risks of -
servicing foreign markets through exports. This means exposing oneself to,
the risks of transit, non-payment, Currency fluctueations, among others. In the
‘next phase, the firm discovers that to consolidate and expand the gains of
export business, it must invest on the creation of a marketing set up-in the

| of risks based on
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foreign market(s). Once the firm achieves a certain threshold of export
Process and Flnance

turnover, it commits itself to local production but in view of the large risks
involved in setting up foreign manufacturing facilities, it tries to reduce the
risk exposure by entering into joint venture arrangements. In the final stage,

it decides to go alone and emerges as an international firm.

This is the accepted explanation of the internationalisation process of a firm
in the international marketing literature. In the management literature,
however, this theory has been questioned and an alternative theory of
internationalisation has been proposcd. This theory suggests that a firm
makes a conscious evaluation of the three alternative ways of servicing

foreign markets, viz.,

1) through direct exporting, with/without foreign marketing facilities,
2) .througha licensing arrangement with a local party,

3) through direct investment.

Which strategy will be optimal at a point of time and for a specific market
will depend upon the relative cost-benefits of each strategy. We will discuss
this theory in detail at 2 later stage. We will now take up for disciission each

element of the entry strategies as proposed in the marketing literature.

Activity 1

a) Do you agree with lhe concept of corporate life cycle? Can you identify
some Indian firms curreniiy operating at each stage of this life cycle?

up [00 per cent Export-Oriented

b) Several Indian businecss houses have sel
units be slotted in.the Corporate

Units. Conceplually, where should such
life cycle?

3.4 ALTERNATIVE METHODS OF ENTRY

A firm seeking to enter into foreign markets may do so through one or mMore

of the following mechanisms arrangements.

Licensing

When a Compﬁny is unwilling to take any risks for the sake of international

Business, it sometimes opts for licensing as the mode of entry. Licensing is,
simply put, nothing but entering into a contract (o aliow another firm to use
an intellectual property, such as, patent or 2 trade mark: This definition
clearly brings out the fact that as an entry mode, this option is not available
to all firms. Only those which have saleable technology, know-how, can us¢

the licensing route.

the fact that it involves no investment and

The attraction of licensing lies in
And if successful, it can generateé a fairly

very little up-front expenditures.
high rate of réturn.

the holder of the knowledge (technology or
e to the buyer for his use against the payment of
her.be a one time jump-sum payment or 2"

n of the two. o

Under a licensing agreement,
know-how) transfers the sam
a fixed amount; which-can-eit
percentage of sales, or a combinatio

]
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Licensing arrangements suffer from several disadvantages from the

standpoint ol the licensor. First, the licensor does not have any management.
control over the licensee and is therefore unable to control either the quality
or_price. An uns_grupulous or inefficient licensee can therefore cause damagé
to the long-term development of the market potential.’ Second, licensing is .

extremely limited.in its scope. The licensor cannot have a share of the returns .

from the manufacturing and marketing opérations of the licensee. Third, the
life of the successful licensing arrangements is normally short, as the licensee
may develop his own manufacturing capability within a reasonable short-
period. But the most dangerous aspect of the licensing arrangement is that
sometimes the licensees, after they internalise the technology a'nc_l,also in -
some cases improve upon it, turn into competitors of the licensors.

Franchising ‘ « - o0
A similar ‘method of entry is franchising which is globally very common in.
the food, soft drinks and fast food business. Franchising is a form of ‘
marketing, under which the parent company allows the franchisée to use its
methods, symbols, trademarks and architecture. The contract will spécify the
place of -operation of the franchisee and the period for which the I
arrangement will remain valid. Several forms of franchising are in operation.
One form is hundred per cent franchisee ownership; the second form
envisages a concept of area or master franchisee who in turn can appoint

" sub-franchisee(s). The third is where the franchise is in fact owned by the

parent firm itseif. This happens essentially at the market-testing stage. The
principal wants initially to find out the market potential himself before
deciding whether large scale franchising will be profitable.

The basic advantage of this entry method is akin to that of licensing. The
upfront expenditure is minimal while the return can be substantial. The
disadvantage lies in the fact that unless strict monitoring is done, franchisees
may default on quality and delivery, thus affecting the reputation of the
principal. '
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International Jolnt Ventures

International joint venture involves creation of a separate legal entity by an
association of two or more firms. Normally, one of the partners will be a
local firm though it is not necessarily so. The choice of this entry method is
dletated by several Important considerations, Firat, it reduces the cost of
entry because the equity will be divided between/among the partners, The
foreign firm can thus make an entry into a market even with a minority
participation and still can have substantial management control. Second,
having a local partner can reduct the political risks. In an environment
which may not be friendly to foreign investors, having a local partner can
help in creating a more acceptable public perception. Third, the local partner
is expected to have a good grasp of local operating conditions and therefore
can be of preat help to the foreign firm which is unaware of these details.

While these advantages can be substantial, the biggest danger of international
joint venture lies in the inappropriate selection of a partner. If the choice is
proper, the strengths of the parties will be complementary. But if the choice
is wrong, either in terms of operative attributes or management cultures, the
joint ventures are bound to break up. Several surveys have shown a
considerable ‘divorce’ rate among the joint venture partners or taking over of

the businesses by the dominant partners.

The choice of the joint ventures as the en.try mode may, however, be dictated
" by the host country’s regulations. Some countries stipulate that foreign firms
can set up facilities only in association with local firms.

Subsldiaries and Acquisitions

Wholly owned subsidiaries have been the preferred entry mode for large
enterprises. The advantages of complete ownership are: avoidance of conflict
of interest, as may happen in the case of joint ventures, and fullest
exploitation of the markel potential in terms of both manufacturing and.
marketing. But these advantages are to be evaluated against the large scale
commitment of financial and managerial resources. Some firms which are
anxious to keep their competitive edge under the strictest control, normally
favour this entry mode. Examples are IBM and Coca Cola. But the recent
attempts of these firms to enter the Indian market reveal that such firms may
opt for any othér mode, such as, joint ventures, if that facilitates the process

of entry.

Acquisitions can be considered as the entry mode if ‘greenfield’ projects are
time consuming, especially when the corporate strategy dictates an earlier
entry in the market. The success of acquisition mode is strictly dependent
upon the parent firm's ability to integrate the acquisition in its organisational .
framework. There are several instances where the present firm failed :
miserably and had to sell the acquired firm later at a considerable loss.
. - !
Strategic Alliances
This has emerged as the latest ool in multinational business management,
though it is also used sometimes as a specific entry mode.

To some extent, its popularity is due to the growing disenchantment with the
tool of take-overs and mergers which dominated the last decade..Strategic
alliances seek to create a synergy between two firms by complementing each
others” strengths. The urge to become a partner rather than a competitor is
due to the need to become an insider in all the major markets
simultaneously. This has become critical for several reasons including the
astronomical-costs-of-R&D-product-launch and the increasingly slerider
leadtime before which competitors catch up. Even for the largest companies
in the world, the need to find partners in such a scenario is becoming critical.

Interoationa] Rnvestmont
Process and Flaance
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For example, two of the largest global firms Daimler-Benz and Musublsh:
Corperation have entered into a strategic alliance. "Explaining the need for
the alliance, the Chairman of Daimler-Benz said, *“What we are trying to do
is just to remain competitive in a global industry, and this globallsanon of -
industry, at least in our sectors, means that you have to set up international
alliances because the time has come to an end when you can dream ofjust
acquiring huge companies in other parts of the world.” S £

Time-Warner, the world’s largest entertainment company -is trying to develop

a set of multilateral strategic alliances with several market leaders in Europe.

The strategic objective of Time-Warner is similar to that of Daimler-Benz. In
an interview with the Business Week, Steven Ross, Chairman of Time- -

Warner Inc. said:

“To succeed in thlS business {of entertainment) today, you must be in
all the major markets of the world. Qur objective is to build global
parlnershlps European and Japanese are annexing American properties
outright. We are making alliances at the subsidiary level with the

partners keeping (in mind) their strengths.”

Which are the firms suited to become alliance partners? Several faclors need

1o be considered:

— the degree of complementarity between the product portfolios. of the
partners; .

— the degree of sustenance that an alliance partner can draw from the -
sérvices and markcung strengths of the other;

— the extent of commonality in the geographlcal markets presently bcmg
served by each firm. :

It is clear that the greater the complemcntamy in terms of products, senuces.
marketing attributes, and higher the dissimilarity in terms of markets bemg
served, the greater will be the potent tial benefits from the- alliance. _For '
example, in‘the Mitsubishi-Daimler-Benz alliance, Mitsubishi: wants to have
access to the very strong service networks of Daimler-Benz m Europe whllc
Daimler-Benz wants to benefit from the tremendous techno‘.loglcal muscle of
Mitsubishi. Similarly, in the Time-Warner case, all the partners would benefit
from an access to an enlarged software bank (movies, TV shows, etc.) with a
minimum of new investment. The partners in addition would be able to use
T:mc-Warner 5 very strong international distribution network.
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_ Activity 2
Scan few recent issues of some business magazines and prepare a list of firms
adopting various modes of entry. :

Activity 3 _

I) © Read one or more business magazines {e.g. Business India, Business
Today, Business World) and ascertain if any strategic alliances have
been entered into by Indian firms with foreign multinational firms for

- (i) operations in India, and (ii} operations abroad.

Name of Firms entering into . Maln Features of
Strategic Alilance Strategic Alliance

3.5 MODELS FOR MAKING ENTRY MODE CHOICE '

Several models have been developed in the literature which help in bringing

to the surface the variables which are to be considered in making a decision
. on the entry mode. 'We have outlined below the basic structure of the model,

developed by Agnon, Hersch and Rugman which is the most accepted

_versioh now.

The model's basic hypothesis is very simple. Each mode of entry has a set of
specific costs. Thercfore, what a firm has to do is to quantity these costs and
pick up that mode which promises to be the least costly.

There can be two conceptually distinct types of EDI decisions. First, where
the FDI is being made to service a foreign market. This is the normal
situation. But there can be a second type. This occurs when an enterprise is
making the investment abroad to service the home market, by bringing back

the output,

The anaiytical procedure for both cases is the same as shown below :

Model 1:  Servicing the foreign market
i) Exportif:C+M* <C*+ A"
(Exporting is cheaper than FDI}
and - C+M* < C*+D¥
(Exporting is chcaper than licensing)
iy FDIif:C*+ A*»<C+M*
o (FDI is cheaper than exporting)
TTand  CTRACHEDH
(FDI is cheaper than licensing) ) 53
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iii} . License if : C* + D* < C* + A®
(Licensing costs less than FDI)
ang C*+D*<C*"+M* ' :
(Licensing costs less than exporting)

Notations are:

C Normal cost of production at home

C* Normal cost of production abroad

M* Export marketing costs including tariffs, freight, etc. )

A..\ Additional cost to the firm to operate abroad, viz. environmental,
- cultural, political, information costs. '

D* Knowledge dissipation costs, as the licensee starts sharing the

knowledge.

Model 2: Serving the Home market
The firm has three options:

i)  produce domestically
ii) produce abroad and bring back home the production
iii) License a firm abroad for export to home market.

The decision, here too, will depend upon the comparison of cost relevant to
each mode. ' :

Specifically, the conditions will be:

i) produce at home if C < C* + M* + A"
and C< C¥ + M* + D* . : .
where M is the additional cost of importing the output from the-foreign
location. : .
ii) produce abroad if C* + M +A*<C
and C* + M + A* <C* + M + D*
iii) license if C*+ M+ D* <C*+M+ A*
and C*+ M +D*<C - “ -

3.6 DETERMINANTS OF INTERNATIONAL

INVESTMENT DECISIONS

Foreign direct investment decisions are quite often taken in the.context of -
the risk perceptions of the firm. The most common-tisk that has prompted

- possibly the largest volume of foreign investment is the perceived threat of a

Government closing access to a specific market through 'tariffs qr-_qtl;i‘e;f' -
control instruments. But there are many other threats which a cp'rnpang can
foresee and its foréign investment policy is formulated gccordingly. :

Protecting Competitive Edge

Industries which are resource intensive are always conscious of the need to:-

protect their access to these resources, such as crude petroleum or copper.
The response is almost always vertical integration by setting up subsidiaries
in countries where the resources are located. This, response is-also
conditioned by the fear that some competitors having secure access to.raw
material resources may cut off supplies to others who have not protected -
their supply lines. The high-technology firms facz a different type of risk but
the tesponse, there too, is quite often foreign direct invcstmcnt;.‘cven.;ho_ugh,
the nature of their product-set may not be such as to warrant fgr'_eigg';l s
production under normal trading conditions. The technology-based firmis-are

" always afraid that their:competitive edge will wither:away over time as .lh_e"\"

ro g - mar
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technological distance between them and the local producers gets reduced.
Process and Flnance

And this will create pressure on the local government to promote local firms
at the cost of foreign firms. Tha.probability of this eventuality can be
postponed, if not climinated, by creating manufacturing facilities in the local

markets.

Herd Mentality .

Foreign direct investment in highly oligopolistic industries follows a pattern
which is based on ‘herd mentality’. The economic and the marketing -
parameters of the oligopotlistic industry are such that if one firm decides to
make a substantial investment in a market, others will perceive this move as
a long-term competitive threat 10 their own positions, even in their home
market. This results in wave-like investment flows in certain sectors in
countrics where a dominant foreign firm has made a foray. Examples of such
behaviour in the recent past arc the foreign investments in the semi-
conductor and the microcircuit production in South East Asia and the soft
drink industry in Latin America in the *60s and "70s.

Threat Recipfocity

Foreign direct investment decisions are also sometimes influenced by the
need to take an aggressive posture, faced by competitive threats from abroad.
When foreign firms start manufacturing operations abroad, local firms
perceive this as a threat. The strategy which some firms adopt in such a
situation is to set up their own production facilities in the domeslic market

of the foreign firms.

Factors Influencing Foreign Investment Decision

Apart from the risk perception, there are many other factors which influence
foreign investment decisions. Some of these are strategic while others are
responses to operational problems. A study which made a survey of the
reasons which promoted firms to invest abroad has identified the following

réasons.,

I. Defensive Strategies
A company operates abroad Lo defend its existing business as a result of:

® Government action in establishing or increasing:

A rtariff barriers
A import controis
A legislation (at home or abroad) against monopolies or trade

agreements.
Demands for local manufacture and other problems of nationalism in

?
overseas markets.

@ Transport costs and delays.

® Difficultics with agents, and licensees

® Troubles with after-sales service and other technical difficulties abroad.

® The need to protect patents

® The nced to ensure supplics of raw materials and compgqnents

® The need to go international when compelitors, suppliers or customers do
s0.

® The need to protect shareholders at home {rom trade recessions at home
by: ' .
| .
A a geographical spread ‘
A product group diversification(which may involve-geographical as ° - .. &%

well)
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I1. Aggressive Strategles
The search for: .
@ More profitable uses for underemployed resources at home in:

A Capital and cqu1pmcnt
A personnel,
A know-how

& The more effective use of opportumtles by the developmcnt of global
plans and strategies for resources and markets.

© Access to foretgn knowledge or methods.

@ The need to expand, when this can only be abroad, and the possibility of

escaping from constraints at home.

II1. Other Pressures
® Influence of governments for example :

by general encouragement to foreign 1nvcstment
tax concessions

cheap loans

grants or guarantees

] buildings
® influence of other companies, ¢.g. approach for know-how

® Internal to company, such as pressure groups advocating overseas
manufacture because of the expertise and insights of members.

N

A comprehensive enunciation of factors may give one a feeling that all

foreign investments are the result of conscious decision making, that will be a -

tavestry of truth. There have been many instances where the decisions to go
abroad have been totally.ad hoc and sometimes even against the declared
corporate policy. However, the incidence of such cases has in all probablhty

' .-*.

been declining over time. T g

3.7 CHOICE OF LOCATIONS FOR FDI

Whilte the above listing of factors can provide an explanation why a firm
opts for foreign direct investment, it does not explain how a firm makes a
choice among alternative sites, In other words, how do the vocational factors
and host countrys' policies influence the relative attractiveness?

Among the locational factors, most important are relative labour costs,

production and marketing infrastructure, cost of maintaining expatriate stafT,
transport costs, if the production is to be exported out, p0551b1l1ty of usmg it
as a platform to enter other markets, among others. ; 0

Host governments' policies can remarkably affect the choice of location. In
recent years, governments of developmg countries are extending substantial

fiscal and financial benefits to foreign investors. These benefits can influence .

the relative profitability of projects across countries. At the macro level, the
level of withholding tax, policies on repatriation of dividends, royalty
payments, etc., price stability and overall eco-political stability are some of
the important variables to be considered by the investing firm.

An empirical analysis on FDI in manufacturing in developing countries has
found some evidence in support of the following hypotheses:

— . .._._3)—Higher-the per capita. income, more attractive. the.countrj is to the
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b) Developing countries which are urbanised are favoured.
c) Greater is the infrastructure, more is the attraction. )

d) Higher is the tax level, less is the attraction.

Interface between Strategy aﬁd Choice of Loéation

ned by the specific type of corporate

Choice of a location is largely determi
c. Three types of strategics have been

strategy being pursued by the enterpris
identified. .

Market Strategy’

This strategy is adopted when the corporate objective is either to capture or
definc a market by local production. The investment is basically export-
substituting in character. Multinationalisation is achleved by spreading the
location of production by setting up ‘relay subsidiaries'. The final output is
essentially targeted to meet local production. Marginal amount, if at all, may
be exported either to the parent's couniry or 1o other markets.

Production Strategy
This type of strategy is-adopted to take advantage of inequality of
production costs between countries. Traditionally, differences in labour costs
have explained substantial flows of direct foreign investment in those
industrial sectors where labour cost forms an important component of total
cost. The objective of such investment is not normally serving the local
market. Bulk of the production either will be exported back to the parent

firms or to other export markets.

Supply Strategy

This strategy is adopted by tirms whose primary production inpuls are
natural resources, such as oil companics. Historically, large amount of FDI1
has gone to those countries which have abundant natural resources. Here

too, the bulk of the production is for cxports.

[ Choice of Location :an Example ’ A
“Once the capital of a global empire, London is increasingly being ‘_' .
bypassed as a crowded, expensive, polluted city on the fringe ol‘lﬁn o
emerging European Community (EC). '
Grand Met, the British food conglomerate that owns Pillsbury, _wili‘:- '
move its European food headquarters from London to Paris in April;-
i 1992, ' S
The company joins other corporate giant :
Hotels—that aré side-stepping London to set Up European 0
on the continent. -
. «With the formation of the European C
starting to look at the whole idea of being more central.” ¢+ - n¥E TR
- Competition to be Europe’s paramount city is fierce, with Paris, ""_"'_" -
Brussels, Berlin, Frankfurt, Amsterdam, Rome, Milan and Madr_i_d._vyipg_ :
. to unseat London, the largest player. Coon

Real estate prices in London, prohibitive
" as a result -of the British recession and ar
" gther European capitals.

'Rental cosls were a major factor in Sherat

" headquarters [or Europe, Africa and West

s—Quaker Oats and Sheraion,. .
perations .

ommunity, American firms-are,

ly high in the 80s, have fallen .
¢ now more competitive with
on’s decision to moveits ™1 '
Asia from London to. - Ty
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..l Duslness :
Regd 11

Activiiy 4

in the above section, we have analysed a large number of factors which are
considered by foreign investors in selecting locations-for their plants.
Attempt an evaloation of few Indian cities in terms of their auractwencss to
foreign enterprises.

3.8 TRANSFER PRICING

Transfer pricing has emerged as one_of the most controvers:al aspect of

MNC operations as it can- bé used for tax dodging. But theré are several
important managerial issues wnh regard to transfer pricing which we will
discuss first.

Transfer pricing problem arises whenever. there is inter-divisional or inter-
unit trade. There cap be-two situations::

a) where the goods/services being traded between two units of the samie
' enterprise do not have an organised external market. For example,
components being supplied by a subsidiary to the parent company

b) where there is an orgamsed external market.

This distinction -is important because in the latter case, it is possible to find
out what will be the price, if trade is conducted freely. The price that prevails
when the parties to a transaction are.not related is called the ‘arm’s length
price’. But where there is no external market, no such berichmark exists.
And, therefore, the process of fixing prices for inter-unit or inter-divisional
transactions tend to be somewhat arbitrary and judgemental.

In-such cases, prices are based on formula such as, manufacturing cost of the
unit plus a mark up for covering fixed costs and profit; manufacturing cost
of the most efficient unit of the Group plus a standard mark up or price
determined by negotiations,

It is obvious that when prices aré not subject to market forces but are
independently determined, the efficiency of the units cannot be properly

measured. The proﬁts/losses of a unit can be the result of purely accounting -

decisions. In such a suitation, managerial motivation can also become a .
casualty.

Even when there is an external market and therefore arm’s length pricing is
technically feasible, an MNC may decide to fix prices in some other way.
This may happen because the basic objective of an MNC is to maximise
group profits. This may necessitate showing, on paper, more or less profit

being earned by one unit than what has been actllally realised. This brings us

to the issue mentioned at the outset, that of manipulation of prices as a
deliberate policy.
Manipulation of Transfer Prices

Manipulation of transfer prices is motivated by several enwronmental
variables. Principal among these are:

® Corporate tax rates on profits
® Import duties

@ Risk exposure on remlttances

Let us examine these cases.

T




Corporate tax rates : The objective of an MNC is to minimise its globat tax
liability. To accomplish this, the parent organisation will like to show more
profits in that country where the tax rate is the lowest, Let's take a simple
example. The parent firm is in USA where profits are taxed at 40 per cent. It
has two subsidiaries, say at Canada and Hong Kong, with tax rate at 30 per
cent and 10 per ceni respectively. Suppose there is some amount of intra-unit
trade. It would be advantageous for the company to charge Jower prices for
sales made by the Canadian subsidiary to the Hong Kong Unit, as it will
reduce the profits of the former and boost the profits of the latter.
Conversely, when the Hong Kong subsidiary makes sales to the Canadian

. unit, it will jack up-the prices.

The same situation will prevail when there is one subsidiary. In that case, if
the tax rate applicable to the parent is lower than that of the subsidiary,
more profits will be shown to have accrued to-the parent firm at the cost of
the subsigdiary. It is therefore clear as to why the government of the host
country gets concerned with such practice. This is because the country with
the higher tax raie stands to lose considerable amount of tax revenues.-

Most governmcnts have, therefore, enacted laws to prevent such )
manipulations to the extent possible. This is sought to be achieved by not
:ac_cepting the firm’s prices but by estimating arm’s length prices, If there is a
‘double taxation treaty between the government of the host country and that
of the MNC, there is normally a provision regarding transfer pricing in that
agreement. This provision usually provides that where there is a common
participation in the management, control or capital of the W0 companies
‘resident in each of treaty territories, and dealings between the two companies
have not been on an arm’s length basis, sO that the profits of one company
are lower than they would have been had transactions been arm’s length, the
taxable, profits of the company whose profits have been depressed may be
increased accordingly”. (Eric Tomsett, Tax Planning for Multinational

Enterprise).

Import Duties : If there aré high import duties, the motivation to indulge in
export pricing is strong. Suppose, the parent company in USA has a
subsidiary in Indonesia which imposes & 50 per tent ad-volarem dutywmithe
components being supplied by the parent unit. By stating a lower price, the
MNC can save substantial amount of customs duty, But here too, there 13 &
danger. The customs authorities may refuse 10 accept such artificially
lowered prices and jack up prices for customs valuation and duty assessment

purposes.

Remittances ot Profits : Many countries in the developing part of the world,

impose some estrictions on the amount of dividend paymenis an MNC will
e allowed to take out of the country. Transfer pricing manipulation can
circumvent the restrictions on the remittance of dividends. Sale prices of the
parent to the subsidiary will be raised while the sales price of the subsidiary
i be teduced. This is the standard method adopted by many
firms. There are aiso interesting variations. In one case, one muitinational
enterprise having manufacturing capacity in Colombia used to ship the goods
to a subsidiary in Mexico, which in turn resold it to the paren't' firm in USA.
The intermediate sale to the Mexican unit was made to facilitate remittances
of profits to USA as there were no such restrictions in Mexico.

to the parent wi

It can be concluded that transfer pricing is the inevitable outcome of .
divisionalisation or inter-unit trade. Given the naturé of such transactions,
there can be some degree of arbitrariness in the fixation of export prices,
which cannot be avoided. Deliberate manipulations of export pricing to
avoid taxes-or..othei'_na_tio_r;al_regulatory measures are however illegal and the
government of the host country can take remedial measures.
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3.9 SUMMARY"

Internationalisation of business is a phenomenon which can be observed all
over the world. Many firms in developing countries which hitherto restricted
their operations to the domestic market are, with liberalisation of their
economies, now looking for markets abroad. They are thus graduating to
multi-internationalisation of business. According to “Corporate Life Cycle
Theory” the transformation of the firm into successive stages is evolutionary
in character and the stage on which a firm may be found would depend on
the degree of its commitment towards export market. The various stages in
the evolutionary cycle are: Opportunism, Limited Commitment, Limited
Fixed Investment for Exports, Substantial Dependence on Exports and Equal
Treatment of Domestic and Export Sales. The Theory, however does not
explain why a firm decides to follow the laid down sequence. An alternative
explanation is provided by Ahorani who suggests Licensing, Exporting,
Establishment of Local Warehouses, Formation of Joint Ventures, Foreign
. Direct Investment as hierarchical stages of entry in foreign markets. This
hierarchy is based on the hypothesis that foreign business is risky, The theory
by Ahorani has been questioned and another thecry has been proposed.
According to the latter theory a firm makes conscious evaluation through.
alternative ways of servicing market viz., Direct exporting, Licensing
Arrangement and Direct Investment.

A player intending to enter into international business could do so through
various modes: Licensing, Franchising, Joint Venture, Subsidiaries or
Acquisition of existing businesses, Strategical Alliances etc. Lalely, strategic
alliances have appeared in a big way on the international horizon. Each
mode of entry has its cost and bepefits. Based on these two parameters some
quantiiative models for deciding entry choice have been proposed. However,
the simple decision rule is: Pick up a mode which promises to be the least

costly.

- FDI decisions depend upon the risk perceptions of the firm. In order to

protect its long-term interests a firm may behave or show responses ip
different ways. Apart from risk, strategic and operational factors may
influence FDI decisions. Strategies pursued by a {irm operating in foreign
markets may be defensive or aggressive. A lirm deciding in favour of FDI
has to.take decisions regarding location of ils facilities, plant or business.
Relative labour cost, production and marketing infrastructure, cost of
maintaining expatriates, transport costs, etc. will influence the location
decision. Choice of location is largely determined by the coporate strategy
pursued by the firm viz., market strategy, production strategy and supply
strategy. N : '

Transfer pricing is sin quo non of international business and has been the
subject of much debate. The technique of transfer pricing (over and under
pricing) for goods and services supplied by the parent to the subsidiary or
vice-versd, or,by one subsidiary to another in the same group is often used
by multi-nationals for tax dogding. The variation in corporate tax rates and
import tariffs and restrictives on quantum of remittances provide the
necessary motivation for resorting to transfer pricing practices. The
governments of concerned countries adopt a variety of mechanisms to
combat such attempts of the multinationals.




i I ntermationa)
. Internationn) Investment

] 3.10 KEY WORDS ‘ ' . . ) Process wnd Flnande

Corporate Life Cycle Theary : The postulation that graduation to suceessive
stages in international business is an evolutionary process. At what stage a
company is in the evolutionary cycle can be determined by the degree of its
commitment to export market, o
Licensing : Contracl between lwo {irms under which one firm allows another
to use its intelectual property, such as patents, trade markets, or know-how.

Franchising : A form of marketing under which a parent company allows the

franchisce to use its name, methods, symbols, trade marks and architecture )
etc. In-other words it is a sponsorship by which large corporations set up’

self-contained branch units. T

Joint Ventures : Creation of a separate Jegal entity by an association of two
or more firms (¢.g. one or two foreign and one or two local).

.Subsidiary : A legal entity set up by the parent company in.another country
which is owned (fully or partially) and controlled by the latter.

Acquisition : Instead of scitiﬁg up a new legal entity by the parent in another
country, an exisiting local enterprise may be acquired (often with full
ownership) and established as a subsidiary.

Strategical Alliance : An understanding between Lw0 or more firms (one
often foreign and another local) on some aspects of management, control
and operations in relation to manufacturing or marketing or both of the
existing or necw business. .

FDI (Foreign Direct Investment : Dircct investment {or setting up production
and marketing facililies in another country by an international enterprise.
.FDI may takes place through establishing subsidiaries (fully or partially
owned), joint ventures (with equity participation), acquisitions etc.

‘Herd’ mentality : The mentality depicted in the behaviour of 16cal firris in
clustering around the original foreign investor in a potentially new
industry/market.

Transfer price : Price charged for goods for services supplied by the parent to
the subsidiary or vice-versa or by one subsidiary to another.

’

311 SELF-ASSESSMENT QUESTIONS

. ' | .
l) *India’s democratic system and its emphasis on small business
development make it 2 promising market for franchising opportunities. .
But it is not an automatic assumption. What works in one country will
work in another. Whether a concept will suceeed in a given country is a’
function of taste, political environment, the economy and price range.
Without careful analysis of the products and the market pla;e; it may
not work."” Comment on the above statement, What are your own

views?

2)  What are the different stages through which a firm graduatés to become
multi-national enterprise? At what stage would you like (o place most of
the Indian firms which are doing foreign business?

3) What is the Corporate Life Cycle Theory? Explain its various stages
with Indian examples.

4) What are the different modes of entry into international business? ,

} Explain_bri_efly._by bringing ous their merits and demerits.
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3)

6)

7
8)

9)

10).

11)
12)

13)

The preferred mode of internationalisation of Indian corporate sector
has been the joint venture. Can you explain the reasons behind this
hehaviour? ' .

Reading some relevant recent literature, prepare a brief notg on the
Government of India’s policy on FDIL Do you think this policy will be
perceived to be friendly by foreign investors? :
Discuss some models for making entry mode choice. Explain the models,
with hypothetical data, ' o

What are the determinants of international investment decision? What.
different strategies could a firm follow? - o
What factors would influence the choice of location for FD1? Which-
location factors do you think are more important for the foreign
investors in the Indian context? : -
What could be, the different bases for transfer prices in the context of '
International business? : . : -
What factors provide motivation to niultinational firms to manipulate
transfer prices? S
What mechanisms are available to the Government to stop/check, .
manipulative transfer pricing practices? Discuss. - T
Read the passage below. which gives a brief account of some recent
strategic alliances in Europe. Can you identify some sectors where

Indian firms should seek strategic alliances abroad? What argl._l;ments
can-you offer to support the view that for these firms strategic alliances

would be the best entry mode? - .
In March 1992 Philips, the Dutch electronics group, and Grundig, the

German consumer electronics company announced that they would join

their video and cordless telephone operations. .
On the same day, Olivettj, the Ttalian computers and office equipment

" group announced an »lliance with- Canon, the Japanese camera and

electronics group, to produce bubble ink-jet printers.
These moves are part of a growing trend among Europe’s ailing .

electronics manufacturers to seek alliances in the hope of regaining their .

competitiveness in the market placé.

They intlude another recent announcement by Philips that it was joining
forces with Motorola, the US group, to design and develop
semiconductor chips for Compact Disk Interactive, a new CD-based
medium combining graphics, data, CD audio and video.

A spate of similar links hag also taken place in Eu;ope’s-semiconductor
and computer industries over the past year as difficult market
conditions forced companies to adopt strategic measures,

Earlier this year Groupe Bull of Franceé, the computer group,
announced a link with IBM of the US to develop advanced
semiconductor chips. And 8GS-Thomson, the Franco-Italian
semiconductor group is to collaborate with GEC Plessey
Semiconductors of the UK in the chip. development, and with Philips in
a semiconductor plant in Grenoble. ' , :

Such partnerships have been spurred by the growing recognition among
Europe's indigenous manufacturers that their US and Japanese
"competitors could be the main beneficiaries of the single European
market. European electronic companies have accepted they need help to
survive in increasingly competitive markets otherwise they will not be

able to fund the R&D needed 1o keep pace with technology.
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Even cash-rich Siemens has realized that it cannot afford the investment Interantlonal Investmsnt
Process sod Flosnce

needed to stay in the race and recently announced ventures in chip
development with both IBM and Toshiba of Japan.
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BLOCK II STRATEGIC MANAGEMENT OF
' INTERNATIONAL BUSINESS

The previous block, besides highlighting the role of international trade and business,
dealt with the theories relating to international trade and business and the process of

international investment 2nd {inance.

This block “Strategic Management” is concerned with strategic aspects of and issues
in international business and has three units.

Unit 4 gives an account of the evolution in the Structural Deslgn of MNEs. The
process of integration of domestic and overseas operations of the MNEs is explained.
The managerial attitudes of the MNEs—ethnocentric, polycentric or geocentric—are
reflected in their policies and practices. These are briefly examined. The unit
highlights the evolutionary patterns of American, European and Japanese MNEs.
The unit ends with the concluding comments an designing an appropriate structure.

Unit 5 deals with Strategic Planning in MNEs. What kind of planning would be

" needed depends upon the stage of growth of the MNE and the degree of
diversification in its operations. The types of planning in.terms of focus and modes
of plahning are explained. This is followed by a discussion about planning practices
in MNEs. ‘A subsidiary may start as a totally dependent unit but may become,

~ eventually, a relatwcly independent entity. However, before the latter occurs, the
submdtary may have 1o traverse a certain evolutionary (or development) path. What
in general is this path is discussed. Towards the end, pitfalls of MNE strategic
planning, environmental scanning and scanning modes are discussed.

Unit 6 deals with Strategic Considerations. It begins with a discussion about
ownership strategy and possible areas of strategic alliance. This is followed by a _
discussion about the need for integration and responsiveness. A multifocal strategy

requires multiple tools to build new perspectives. How can these perspectives be built -

are analysed. The unit ends with a discussion on topics: how to maintain a dynamic
balance and what ‘could be the ways to bring about flexible coordination among the
units of a multinational enterprise and commitment among organisational members.
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UNIT 4 STRUCTURAL DESIGN OF MNEs

Objectives

After reading this unit, you should be able to:

® identify the organisational structure and its position in evolution,

#® understand the managerial orientation,

& understand the evolutionary changes of MNE structure of the U.S., Japan and
Europe, and

@ identify the appropriate structure of MNE in its stages of development.

Structure

4.1 Introduction

42  Pattern of Evolution

4.3  Managenal Attitudes and Structure
44  American MNEs :
45  Japanese MNEs

46  European MNEs

4,7  Organisation of ABB

‘48  Designing Appropriate Structure
49  Summary

4,10 Key Words

4,11 Self-assessment Questions

4.12  Further Readings

4.1 INTRODUCTION

This unit gives a generalised pattern of organisational evolution of MNEs. As we
discussed in the previous block, the changes in structure occur due Lo the changes in
an MNE's commitment to international business. and to the needs for integration
with-domestic business. The structures can vary from a simple export department to
a transnational matrix. In fact, changes in structure take place concurrently with
changes in managerial attitudes. The Unit gives an account of the transformation
that has taken place in the organisation structures of MNEs originating from U.S.,
Japan and Europe. An illustrative status of recent restructuring of ABB is given.
Thereafter the unit proceeds to a discussion of general classification of structure on
the basis of function, producls, arez or a combination of two or more bases.

4.2 PATTERN OF EVOLUTION

There are two related processes involved in the growth of a domestic firm to an
international one. These are: geographic dispersion of corporate resources and
corresponding changes in organisational development. One can classify the
evolutionary pattern of MNEs from purely domestic company to 2 transnational
corporation into five types. The organisation structure and characteristics of these

types afe given in Table 4.1,
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Struteglc Managemont

Evolutlon of Internatlonal Business and Organisatlonal Structuré

. Tabledl. .

TTATT T

Types Structure _Diversifl- " Characterlstlcs
catlon - o .
A) Domestic Export within Minimum * Product/market diversification .
the Marketing minimum initial exports, trade,
Deptt, loose formal relationship, n
) specialized effort - ;
B) Export Export Deptt. Low Early foreign praduct stages and-
a5 & separate specialized effort, exports become more °|
entity important, more formal relationship
C) Joternational International Low Export bias eliminated and
: ) Division foreign market sntry by any
: strategy, licensing and FDI abroad,
mature stage of a few products,
standardisation of producte and processss,
- _increa.sed formalised relationships
D) Multinationat ~ World-wide Medium  Growth through diversification,
Product/Areca increased international investment,
based structure greater formalisation
E) Transnational Matrix/grid High Substantial increase in

type Structure

foreign investments, widespread and

 diversified international business
(glebalisation of business), increased
‘formalisation and greater number
of exgcutive incharges.

A company gets into foreign markets by
growth in international business evolves
international division, world wide produ

starting export sales to other countries. The
from the export department to the
ct, or mixed matrix structures. Chandler’s

thesis- of “structure follows strategy™ can be explained in terms of the patte}n of

evolution of multinational busines
determines the structural design of the organisation
objectives. We shall now discuss different types o

in Fig, 4.1A and Fig. 4.1B.

s organisation. It is the strategy of an MNE, which

by enabling it to achieve its

Type A: Domestic Oriented Flrm

Flg. #.1A: Organlsatlon of Ijommlc Orlented Firm (Nerrow-product line)

President
& Board
Production Fisanes Pertonnel Marketing
Domesuc]| Bxport
Fig. 4.1B: Wide Product Line
President
& Beard
|
Divisions
| |
Product Product Product’
GroupI Group Il Group IIL
Domeitic/Export Domeatic/Export Domestic/Ex,

f organisational structures as shown




- Type-A domestlc orlonted flrm can sither be organised on functional basis or produst
gtoup basis. The former is mors prevalent when the flrm has & narrow product®
range. Most of the overseas sales occur due ta ynsdliclted ordeta, Asithe orders are

.small in relation to domestic market, the marketing departmcnt/dl"mﬁ.lh',m'ﬂ-look
after bpth domestic sales and exports. (Figure 4.1A)."All sales, whether domestie and
export, are looked after by the marketing manager. Howsver, scparale supervisors
may be appointed to take care of domestic or export-sales. - -

In cases where the firm has a wider produet line, it might have organised on the -
.basis of product groups. Each product group division will have all the functional
departments. In such a situation, the exports from each product group may be small
compared to the domestic market. In such a situation, each group handles exports
separately. As exports are small, the firm does not need to move corporate resources

to fully exploit the foreign markets (Figure 4.18).
As exports start increasing in proportion 1o its total sales, the company may think of
having a separate export department with the necessary specialists to facilitate the -
exploitation of foreign markets. Thé export effort gets centtalised in the corporation
and a separate is set up. This is shown in Figure'd.2. The firm may be organised on
functional or on product group basis. As the export profit may be more than the
domestic, the corporation tries to shift from the staff function of the export
department to the line functions in its overseas activities.

Type B: Export Orlented Firm
Fig. 4.2: Organlsatlon of Expori Orlented Flrm

Piesident
& Board
Davitiont
Functional| -
. Produdiion Finance Personnel Domestic Export
or Marketing Murket
Product . o
Groops | | X |
— Groupl Group I Group I Rrport
Divizion

nsion when the product division is unable to meet the
Iso realise that the exports are not necessarily the only
imum entry may be found in some

Type-B organisation creales L&
export orders. The {irm may a

means of entry into the foreign markets. The opt :
- other-alternatives, like licensing or direct investments. Such decisions may require a

" kind of search, which is free from functional or geographic bias. At that time, the
firm moves to establish a full-fledged international dlvlslon as against just an export
department (see Figure 4.3).

Type C: International Orfented Flrm
Flg. 4.3: Organlsation of International Firm

Presidant
& Board
I
Divisiona
-
Produat . :
Group[ 1 Group II . Group IT Intemational Divisian
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Subsidiaries ii saveral companies my be set up. The international division

coordinates all overseas operations (subaldiaries businesses, franchises, govt. vontures,
ete.) of the compuny. The subsidlaries in forelgn countries are often organised by *
regions which report to the international dlvislon, The importance of international -
division lies in the fact that it provides a base or “umbrella” for the international
sperations of the company. The worKing of the subsidiaries abroad is balanced in a
manner so that oplimum yiclds are achieved. This form may help an MNE to

allocate resources or make investment worldwide.

The internationat division type of structure may sometimes create frictions between
domestic and international divisions, such as divided loyalties, completion in -
attracting competent operating personnel, etc. The international division, in course of
time, may get isolated from other segments of the corporate headquarters. ‘It may
become an organisation in itself. Decisions may be taken which are unu{holésome
from the total point of view. As long as it does not depend on the corporate
resources, it may tend to operate independently. The international division'may enter
into various contractual arrangements, including joint ventures in overseas markets.

Such an organisation is suitable under the following conditions:
— when foreign sales are relatively small to the domestjc sales,

— when dctivities are spread over a limited number of countries,
— when product lines are few, and

— when the demand pattern is homogeneous,

Type<D structure emerges when the international operations continue to grow. The
critical psychological level is reached when the international activitics become equal
ar greater than any one of the activities of the demestic division. At this stage, =~
straing may develop due to the size of operations and heavy flow of communications.
The international division gives way to product groups which are given,
concurrently, the world wide responsibility in case of wide product line companics. A
world wide product based organisation is responsible for production, marketing and
profitability of products throeughout the world. A comparatively narrow product line
company will organise itself into and have a region-wide integration e.g., North
American, Latin American, Western Europe, Asia and so on. (see Figures 4A & 4B).

Type D: Multlnationsl Firm
Flgure 4.4A: Orgazlsation: Narrow Product Line

Presldent
& Board
[
Dhvisions
North Latin ]
America America Europe . Affaa [ Asia

Flp. 4.4B: Organlsatlon: Wide Product Line
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The units in the countries within a region are likely to be fairly interdependent. A

firm at the stage of its evolution is & multinational firm. The ownership and
management of the parent corporation is csscntlally with the materials of one (i.e., .
parent) country. "The firm has units/subsidiaries in different countries bur its production
system is intcgrated inlernationally (i.e., centralised control of production). The
centralised control is leased primarily on ownership, i.c., equity based control.-Most
top corporate managers are novice-country materials, Initially all decision making in
relation to subsidiaries may be centralised at the headquerters. However, as the firm
grows overscas, political pressures develop to compel! greater local control and newer
subsidiary autonomy- Tt is also quite possible that as the firm gathers more
environmental experties in headquarters and perceives more clearly the advantages of
grealer integration, it will attempt to reestablish central contro] over its forclgn

opcrauons

Type-E transnational firm attempts to integrate worldwide operations, and seeks to
serve the stakeholders in each nation. A transnational firm is owned and managed
multinationally, i.e., ownership and management of the parent corporation resides in
the hands of the nationals of more than one country. The decisions making may be
centralised, but is free of national bias, except as legally imposed. The firm loses
loyalty to a single nation. The members of a transnational firm develop loyalty to
the firm of a sort that transcends national identity. The national outcome is that,
convert of psychologically based national bias in decision making is eliminated ‘and
this may result in better allocation of corporate resources. When a multinationai firm
acquires the character of transnational firm and in the process loses its hither to
national loyalty, it may bring the latter to some kind of friction with its (establish)
parent government. Thus, the evolution of a multinational to a transnational firm
may bring with its significant changes in its behaviour. A transnational firm may
generally have a matrix structure which tries to integrate three dimensions:
functional areas, product lines and regions. This provides sufficient decentralisation
1o national managers to meet regional needs and the needs of product lines.
However, there is a centralised coordination system (Figure 4.5).

It has been observed that the traditional organisational structure (independent
international division) is now changing fast into global product divisions because of
the inhetent competitive advantages of the latter. The benefits such as cost
effectiveness, improved communication and resource transmission, and above all, 2
global stategic focus are the main reasons for a more worldwide organisation. Thus,
an MNE goes through a series of structural changes in search of more suitable design
fisting its strategy. The organisational structure keep on changing in response to the

strategies adopted by an MNE.

Type E: Transnational Firm
Fig. 4.5: Mauatrlx Organisation
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Stralégic Managemant

Activity 1

Jdentiy the organisation structure adopted by the parcnt- t.x:rnpany- of.lyoﬁr‘uﬁ'i't-_.(if‘.:i'@
s a subsidiary). Draw the organisation chart and discuss the rationalg behind such.a

IR

strugture,

4.3 - MANAGERIAL ATTITUDES AND STRUCTURE )

Perlmutter has identified three types of attitudes in the choice or organisational
structure, They are: L S
Ethnocentric = —  Home-oriented

Polycentric .-  Host-nation oriented

Geocentric - ~—  Internationally oriented

The international division or multinational product wise division tries to concentrate
all concerned activities into a centralised division, Foreign units or subsidiaries are . .
given guidance from the central office. The ethnocentric firm organises itself into
product groups, and views the world as homogenous, Most of the staff are from-
home countries, and they could have less international experience. There might be
difficulties in communications and host governments may expert pressures on the
MNEs to change ethnocentric attitudes. : .

A polycentric organisation is based on area. Each region is treated as an independent
profit centre. The regional managers control the operations in their region. It
responds to local interests more effectively. ’ : : '

A geocentric firm intcgratés its worldwide operations, and uses a matrix structure. It

is staffed by the best men from any nationality.
activity 2
Identify the managerial personnel in various units of an MNE with which you are

familiar, specifically drawing the background of the top menagement of any one
such units, - '

‘4.4 AMERICAN MNEs

The U.S. companies can be identified as belonging to international (or diversion) '
model (i.e., Type C of Table 4.1). As the key tasks were to lrausfer'knqwlcd'ge and-
expertise overseas, the structure and process became important. Though the parent
companies transferred new products and processes to the subsidiaries, they were free
to adapt them.to-the local conditions. The structure was that of a ‘coordinated _
federation’. The decisions on assets, resouyces and responsibilities. were decentralised
with control from headquarters. This was achieved through formal planning and
control systems. The structure is that of a multinational form but subsidiariés are
dependent on headquarters, ) ) '- . ’ "

Studies of the U.S. Companies during the 1960s revealed that they had three tipes of
structures: internationai division; areasbased global structure and product-based -*




global structure. The United States’ MNEs have widely used international division Structural Design
type of structure with domestic orientation. However, by the end of the 1960, many of MNEs
MNEs gave up the international division. This was due to the mature nature of

MNEs. For instance, UNIVAC division of Sperry-Rand International Corporation

abolished international divisien due to the difficulties they faced in transferring ideus

from the domestic groups to interpational operations. Similar experiences led several

U.S. companies to change to the area or product based global structures.

The U.S, companies had ro non-U.S. members on their subsidiary boards until

recent years. When the U.S, companics moved towards the multinational (or .
-international diversion} structure, regional headquarters were established, However,
 they faced the following problems:

— The personnel assigned had little international experience

— The psychological barriers came in the way of allocating corporate resources in
the interest of global optimisation. '

— Non-availability of the headquarers’ personnel led 10 the employment of local . -
managers. -

These factors led the U.S. companies to move towards multinational structure with
polycentric orientation. '

It may be stated that the number of the MNEs in the United States with global
product/area-based structures is still low. According to the study conducted by
Hulbert and Brandt James M. Hulbert and William K. Brendt, Managing the
Multinational Subsidiary, Holt, Rinchart & Winston NY 1980, the multinational ,
companies with geocentric attitude accounted for-one third of the companies surveyed
while two thirds followed international division structure.

4.5 JAPANESE MNEs

The Japanese pattern of multinational business is closely related to the operations of
their trading companies. The organisational structure of the Japanese companies
developed on the basis of the information collected by them in the process of
:xporting and their linkage with the major banks providing financial res'purccs.

[raditionally, the focus in the overscas.operations has been more on trade than
yusiness. The level of multinationalisation is low in personnel mmanagement but high
n functional areas such as R&D, marketing and finance, The stages-of
nterfationalisation and organisational structure with respect to the Japanse
nternational operations are given in Table 4.2.

Table 4.2: Stages of the Organisation of Japanese MNEs

tages Management Focus Organlsation

Perspective .
I} Management by HQ Trade, Technology Export Department
licensing

I} Delegation of Management  Ovérseas Preduction Overseas projects _
to Operating Units units coordinate all department/International
aspects business department

I} Regional Coordination QOverseas business Full-time dir:clqr
a more central for overseas projects

role department

!j Management from a Separate management of ~ Separate operational HQ
global perspective overscas operations or special subsidiary

7} Integrating global into Globallpcrspcctivc both Re_-inlegraledlin a
the {irm as a whole donrestic and overseas unified organisation
' ’ operation

le Japanese compantes are considered to be on the ‘global organisation’ model
:age V of Table 4.2). This modei assumes centralised assets, fesources and
iponsibilities. The overseas operations are & means Lo reach foreign markets to

ild global business. The subsidiaries have a limited role of implementing plans and 11

B e T i

B LT

Ewrn e ey




smtlgic.'Mnnngmem

12

policles of the headquarters, The character of the structuro {s liko that of a
‘centralised liub', Even after opening subsldiarics in forcign countries for
menufacturing, the web-like structure (see Figure 4.6) of the trading companlos
remained intact, reflecting thelr importance. The Japanese multinationat trading
companies have their domination on the different aspects of involvement in
international business. The subsidiaries operating in foreign countries are not
independent with regard to decisions on sales promotion and selection of distribution
channels. They have to seek advice from’ their parent trading companies. The parent
trading companies continue to perform search, financing and control functions, The
Japanese companies do not yet permit-the non-Japanese on their boards.

Fig. 4.6: Shows the scheme of Japanese tradlng corripnny's multinatlnnal structure.
A ] C "] B P
| .

Tochnslogy wnd Intarmedis e Produats

Jupuncia
Trding "f'.u"::'
Corpany
r Q X Y Z

Forrign b wfactarieg Subsbfindas Jalntly gwndd by |y pancmt wsufaanu, fipuren
vad g comparien and locel e

The Japancse MNEs have a special problem in the multinational management. The
strength, which led them to become 'Kaisha', has turned to their disadvantage in
dealing with personnel, legal requirements and social customs in different countries.

Most of the subsidiaries are managed by the Japanese expatriates. All the basic
decisions are made by the head office in Japan. The handicap is that Kaisha-is based

in a homogenous society,.and is an integrated institution.

NEC of Japan leaves personnel maters to the local non-Japanese and tolerates ‘
differences. Fujitsu has shares in Amdahl but does not involve in the management of
Amdahl. So far tHe Japanese companies have not considered foreipners in the

management of their companies.

4.6 EUROPEAN MNEs

The European international companies, at the initial stage, followed ""mother
davghter” form of organisation (see Figure 4.7) which involved personal and
informal contacts between the parent company and the subsidiary rather than a
formal system. The reason was that the subsidiaries operating in the colonial- '
tefritories administered by the home countries of the parent companies enjoyed
certain competitive advantages, .., tariff concessions. They were given autonomy,
except in the case of large scale capital investment, Every national unit was treated

" as an independent entity. With increasing competition in the world market, this type

of organisation has gradually been replaced by divisionalised and global structures
(i.e. Type D of Table 4.1} which provide for greater coordination. Hulbert and
Brandt in their study of the organisational structures of United States, European and
Japanese multinationals found that European companies had lately become more
global oriented in contrast to the U.S. companies. Forty four per cent of the
European companics used global structures. The companies operating through the
international division structure, according to this study, accounted for only 17 per

cent.

The European companics had in their boards nationals of the countries where they

exported or manufactured. The management systems arc built around a “world
federation of nniional organisations”, which are responsive (o environmental
changes. Most of them aré both global and local in their overseas operations.




Figure 4.7: shows Mothcr-Dang'httr Internatlonnl Struciure Structural Degign
of MINEs
Proident
[T ] Tertign
oro

Cyralami

Chid
Farzign
Subidiery X

Cusl
I'rlua
Dhviizn A

Chief
Fortiga
Sebiidlary ¥

Chul Founce

Trotax
Dislsion ll

Chizt
Forxign
Subilliacy 2

Chidd
Domeutic
Subndinngy

R

Indian Multinationals '

Indizn companies, mostly, limil themselves to exporting, and are thus enthrocentric
" in orientation. They have gone across the Indian borders mainty 10 avail of export

incentives. A very few companies in India have moved to the international division

structure. The number of companies adopling global organisational structure is
insignificant.

Aclivily 3

Try 10 obtain orgaﬁisation structure of one MNE ecach of the U.S., Europe and
Japan in India, List the commenalities and differences.

=

ORGANISATION OF ASEA BROWN BOVERI (ABB)

4.7

We will now illustrate the matrix structure with a recent example of ABB. ABB was
created in 1987 with the merger of two large Eutopean companies: Asea (established
in 1890), Sweden and Brown Boveri (established in 1891), Switzerland. ABB started
entering trans-Altantic by acquisition of minerity investments in 60 companies in the
U.S. The major acquisitions were Combustion Engineering (8 1.6 bn.) anu
Woestinghouse’s Lransmission and distribution operation in 1989. The headquarters of
the Company is at Zurich. The structure of ABB is presented in Figure 4.8,

Figure 4.8: Structure of ABB
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‘All activities of ABB are classified into 50 business areas (BAs). These BAs are
combined into eight business segments, and each segment is headed by a'BA leader.
Each country can have any number of business areas, ABB has a total of 1,200 -
companies. These compani¢s are again split into several prof't centres. There are
around 4500 pruﬁt centres. It encourages the starting of a new company for each

business area in a counlry

4

Top Management: Top management consists of CEO and EC members. CEQ is at
headquarters. The top management consists of CEQ and 13 Executive Committee
members. They are responsible for the global strategy and performance. Members
are composed of several nationalities like Swedes, Swiss, Germans and Americans.
They are located outside Zurich, The Executive Committee meets once in 3 weeks.
The meetings are held around the world.

Business Area (BA) Leaders: The BA leaders are members of the Executive
Committee. Each heads one business segment (like power transformers, instruments,
industry segments, etc.), one regior: and some stafl functions. He is responsible for
the global strategy of the business segment, cost and quality standards, allocation of
the exports and share of experience by rotating people across borders.

For instance, the BA leader.for power transmission is a Swede. The headquarters are
at Mannheim, Germany. He controls 25 factories in 16 countries. Each of thése units
is run as an independentcompany. The BA leader’s job is 1o set global strategy, and
to allow each company's indepandence to execute (The Motto is: Think Global, Act

"Local). This enables the company to reduce throughput time, maximises design and

production [lexibility to méet the needs of the domestic customers.

The BA Managemeni Board consists of the BA leaders, who are either Chairmen or
Presidents of large companies in the group. It could be located in the U.S,, Canada,

.Swedcen, Norway, Germany and Brazil. Their role is to have global strategy for
power lransformers, review performance and resolve problems. They meet four to six -

times a year.

The BA stafl at Mannheim consists of a few persons, who are responsible for critical
activities like purchase, R&D etc. They try to coordinate the local companies. The
BA leader distributes the detailed information to all the 25 companies under his
group. The functional coordination is done through calling all funcuonal managers
onge Or twice a year to exchangc detalls :

Another BA leader is responsible for Germany, Austria, [taly and Eastern Europe,
located in Germany, with the business area responsibility of installation materials.

Country Managers: ABB, Germany, has its own chiefl executive and supervisory
board constituted as per the local laws (like having Germarr bank officials and trade
union representative in the board). It may have separate companies in Germany in
50 business areas. The country Managers are expecied Lo be responswe 10.the local
conditions in respect of all the companies of ABB in that country.

Local Presidents: The local companies have Lhcxr own presidents. A prcsuient has to
report to two basses: the BA Leader and the Country Managcr (the regional line
managers). That is, if there are several business area companies in a country, each
company will report to its country manager and Business Area Leader. The BA
leaders may be different, located at two places. .

48 DESIGNING APPROPRIIA"I_‘E STRUCTURE

There are many types of organisation structures, which an MNE can adopt in its
international operations: Functional, Product-based, Area-based and M:xed

structures.

_The Functional Structure is approprlate for a firm producing st standardlsed products.,

This is suitable during early-stages ol an ‘nternational business, with low produet or
arca diversification. Most of the small firms or extractive industries adopt this form
of structure. The divisions are based on major tasks. This provides ease of

R




supervision, fosters professional identity and allows specinlisation, Somet/mes, it may Structural Deelgn
of »NES

create difficulties in coordinating activitics of various departments,

The Product-based Structure consists of divisions according to products or services,
This simplilics coordination among functions within the division, and allows growth
witHout loss of control. As the divisional goals are clear, both authority and
accountability for decisions is with the product division. This structure is suitable
when the company has dissimilar product lines. Such structures arc adopted by
automobile companies, ¢.g., General Motors, Chrysler, etc. However, there are somé
disadvantages in such structures, like duplication of resources and sub-oplimisation
among divisions. While it encourages competition among divisions, it might reduce

the specialisation of the functional skills.

Area-based Structure means divisions according to the end-user regions. It helps in
simplifying coordination among lunctions. Under this form, divisional goals are clear
and this permits the growth without loss of control, It also allows proper authority
with accountability in the division. This structure is suitable for a mature company

_ with narrow product lines. Area-based structure is used by pharmaccuticals, food
and beverage MNEs. The disadvantages are similar to the product-based structures.

The Matrix-based Structure has two dimensions, viz,, product and area. It atlempis
to balance the two. While this structure provides resource flexibility and balance in
the organisation, it results in dual reporting responsibilities: the maltrix structure

. enables more information fows and helps control at headquarters. This is suitable
for the MNEs, which are [acing two equally important challenges. Many electronic
companics, like General Electric and Philips, have adopted this structure. Experience
indicates that this structure may be unstable, and might sometimes lead to conflicts -

"due to the dual authority. -

There might be a hybrid type of organisational structures. Thi:-hybrid type could
combine elements of two structures to minimise the disadvantages, ¢.g., functional-

cum-product based.

Aclivily 4
Approach a knowledgeabie executive of a multinational subs:diary. and oblain
information on the strucrure of the parent company. Evaluate us appropriacencss,

4.9 . SUMMARY

_In the context of the international operations, a firm may pass through five-stage
evolution. Transformation from one stage to another depends upon its involvement,
commitment and other attributes. Along with the changes in structure, the’
managerial attitudes and personnel manning the various units may also change. Due
to historical and cultural factors, they may have ehtnopoly—or geo-centsic emphasis.
The structural and attitudinal‘characterislics of the MNEs of American, Japanese
and European origin were déscribed. Ah illustration of ABB was given to highlight
the current experiments in the structure of the MNEs, Finally, some indications were
provided on choice of appropriate structure out of four basic structures, viz,,
Functional, Product-based, Area-based and Mixed structures.

The organisational structure of ‘the multinationals has grown from a simple export
department to the International division, having subsidiaries and joint ventures in

several countries. With incgeasing competition in the world economy, the _

organisational structures of the MNEs has moved to product/area based and global

matrix forms. The organisational structure of the international business has evolved

in response to the strategics adopted by the MNEs in the differsnt phases of their 5

growth.

EER N f=ri e

T XIS

ST

—s——amepe e




Strategle Management

16

410 KEY WORDS

International Divislon: A separate division is formed exclusively to look afer forelgn
business. ' _

Multinatlonal Firm: A firm with units/subsidiaries in various countries, but with an ~
internationally integrated production system. International business is divided into
region-wise or proeduct divisions, looking after both domestic and international

operations.

Transnational: A corporation (parent company) owned and managl:d by the nationals
of more than one country. Decisions are [ree of the national bias. The firm follows
global strategies. The total business is integrated, and a matrix structure emerges.

Matrlx Organlsation: Attempt to Intograte functions, product-line and reglons. A
national unit will report to two bosses, -

Ethnocentrlc: Management attitude and the personnel are home-country oriented.
Polycentric: Management attitude and the personnel are host-country oriented.

Geocenlric: Management attitude and the personnel are internationally Sriented.

411 SELF-ASSESSMENT QUESTIONS

1) What types of organisation structure may usually be evolved during different ‘
stages of internationalisation? - o :

2) Differentiate between the evolutionary pattern of MNEs originating from '
dilferent countries like U.S., Japan and Europe.

3) Does the organisation design of ABB reflect the emerging pattern of MN Es"?

_4) Elaborate on the appropriate design at a particular stage of development of an

MNE.
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UNIT 5 STRATETGIC PLANNING IN MNEs

Objectives
After reading this unit, you should be able to:

® identily planning needs and focus,

® understand the planning modes adopted and longitudinal changes within MNEs,

understand the subsidiary devc!opniem path and its role ‘in MNE planning,

L J
® identify the general pitfalls in planning, and
o

understand and appreciate the environmental scanning and modes used.

Structure
5.1 Intreduction
5.2 Type of MNEs
5.3  Planning Needs
5.4 Planning Focus
5.5 Planning Modes
5.6 MNEs Planning in Practice
57 Subsidiary Development Path
5.8 . Pitfalls in Planning
59 Environmental Volatality
5.10 Environmental Scanning
5.11  "Scanning Mode
5,12 Comparabiiity
5.3  Summary
5.14 Key Words
5.15 Self-assessment Questions
5.16  Further Readings
Appendix;: Hoechst {An I[llustrative Case)

51 INTRODUCTION

Strategic planning is an important tool used by the MNEs for meeting their strategic
objectives, viz., expansion, etc. The planning concept changes with the change in the
stage of development of an MNE. The focus accordingly, may, change from purely
financial planning 1o strategic planning. The planning process depends on various
factors. There are some diffcrences in the planning pattern of the MNEs of different
country origins. However, one can identify the kind of relationship that exists
between the parent company and subsidiaries in so.far as planning is concerned. In
spite of instituting a formal planning process, many MNEs are prone to pitlalls.

One of the major concerns in strategic planning is environmental volatility. Different
industries are affected by different factors with varying intensity. This necessitates an
MNE to identify the scope of enviranment scanning and the appropriate mode of

collection of informaltion,

I 1 s

STy




. Strateglc Maunimm'.

18

52 TYPE OF MNEs

Most of the MINEs are multi-plant firms. The MNEs try to make {ull use of (special)
‘firm-specific advantages' which are usually intangible, viz., technology know-how,
management and marketing skills. They create an “'internal” market by establishing
property rights over their specific advantages. The firm specific advantages help them
in offsetting additional costs and risks which are associated with foreign operations.
You will appreciate that a multi-national firm, compared (o a local firm, incurs
certain inherent disadvantages which arise due to natural market imperfections or
uncertainities. It has to incur additional costs (i.e., transaction costs to obtain or
collect information about overseas markets) and risks from cross-cultural operations.

The MNEs attempt to minimise transaction costs by the process of internalisation i.c.
by setting up their offices or units or by transferring their own people abroad. In this.

way they try.to extend their own direct operations rather than simply use the -
external market- Many intermediate product markets, particularly for types of
knowledge and expertise embodied in patents and human capital, are difficult to
organise and costly to use. In such cases the firm hes an incentive 1o create internal
markets whenever transaction can be carried out more efficiently within the firm

than through external market.

The creation of an internal market permits the firm to transform an intangible piece
of research into a valuable property specific to the firm. The firm can exploit its
advantage in all available markets and still keep the use of the information internal
to the firm in order to recoup its internal expenditure on wsc:arch and knowledge

generation.

The internalisation process may result in three types of the MNEs viz., horizontally
integrated MNEs, vertically integrated MNEs and diversified MNEs.

The horizontally intergrated MNEs have [irm specific advantages in technological
knowhow, management skills and marketing knowhow. Such an MNE 1ries to
maintain and utilise its unique advantages as a competent edge over other MNEs in
the global markets. Most of these MNEs exploit their firm specific advantages and
overcome the market imperfection such as buyer or market uncertainities through
internalisation. Such MNEs expand horizontally, This kind of phenomenon observed
in pharmaceutical industris. The second type of the MNES are vertically integrated,
examples of these can be found in oil and mineral industries. Firms in these
industries try to establish control and minimise transaction costs. For example in the
oil industry, an MNE may try to integrate from extraction to transportation to .
refining and distribution of oil. This'creates internal market within the MNEs.

The third type of.the MNEs are those which are diversified into different products. '
The advantages to the MNEs arise from utilising the market imperfections in terms -
of information cost and government regulations in different countries, teducing its
cost of information and search cost (Rugman et. al., 1986), o t

Activity 11
Name and describe any one MNE witli which you are acquainted. Identify in ‘what
calégory this company falls. ' : o

.........................................................
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5.3 PLANNING NEEDS’ B | e MNES

The p!anmng needs of lhe MNE*; may differ among different types of t.ompamcs
One can differentiale on the basis of two criteria: stages of growth on the basis of
products,.and manapgement siyle (whether it is broad or narrow in scope). Leontiades
(1977) has idgntified three stages in the growth-gvolation or organisation structore

and strategy, which are presented in Table 5.1:

Tahle 5.1
Evolutlun of Structure ard Strategy

Stage Structure Stralepy

Single product line
Related product line
Unrelated product line

I Functional
H Produclt
n Divisional

The emphasis under these stages may vary. 1t may be cither narrow or broad in
scope for the corporate planning. One can classify Polaroid company being at stage ]
and narrow in scope. Proctor and Gamble has diversified from its basic soap and
detergents into related consumer goods. Thus, it can be said that the company has
moved to stage TI [rom narrow 1o broad category. Colgate Palmolive, which is very
diversified and has a broad management style, is ar stage 11[. Depending upon the
company¥'s entphasis; narrow or broad; diffef¢mriindsnfplanning approachcs are-
required, I one takes a marrow scope manugement-Gagel Qifterent stdgesi-the i1
traditionat! planning madel may be attight-at-stage-l="Fhe-emphasis- will-be -on—- ----.

lunctional plavning. The J,’I mnulzl is *mdz?l.l orienled, I(n stuge I, when- -an MNE
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Planning focus can be analysed in terms of types, time horizon an d I'c)rrr'a'alnfy'Thl sue s
basic orientation of the MNEs can beictassifiediinta.threg groups, viz., strategy,

gramriing and operatlons planning. Strategic planning.involves...

husmess ququ
overall missidne,. objccuvas FHEN “3Ad foticies. It identifies strengths and wcakncsses I

of the company Vvis-a-vis macro- enwronmeht and the time horizon is 5 10, ycars..,.p
Business unit planning unit programrmng deals with selected strategic, busmess units. ..,
- It may include market selection, product;planning, and marketing s:.ra;;glcs Thc .
. time horizon is 13 years. The operations, plannmg is mainly concerned v:ith short
term opcrauonal activities. Dcpendmg on the organisational set up and the' naturc of
planning, one- can classily planmng l'ocus into four phases of planning evolution:’
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55 PLANNING MODES .. . = .

_ and manage the business.

Tuble §.3: Plauning Mvolution

* Plin Attribule

_Phnse  ObJective _Plan arentation
- 1) Meet budpet - linancial plunning . Annual budgets, Functional
IR lous ; .
2) Predict tulure Foreeust hased planning  Mulu year budgels
k)] Think siralepically _ Lxternally oriented * Thorough sileation anulysis-
. ' planiting -~ and competilive assessment
4) Create (uture Strategic Management Well-defined strategic
. , o framework strategically fogused
S - . - organisation, Supportive value
“system and climate. -
. Adapted from: Gluck, Kaulman and Walleek, Phases in the Evolution of Strategic Decision,
Murking, JPa rnal of Business Strutegy, Winter 1982, Yol 2, No. 3. .
Activity 2 ) - . I L

Describe the orientation and objectives of planning in your drganisation.

.....
v l‘r‘\'-
et ey ...........................-......'.'..,':,.‘.‘_....... ..... prarw .
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One way to.view strategic planning process is to look at the structural relationshiip in
a large organisation between the user and the planper. ~ | .- ' : :

Corporations have tricd various ‘ways to tackle the issue of ngency'in a complex
organisation. They have attempted structuralror cultural solutions as control,
mechanisms:;. The structural solutions have resulted in multi-divisional structure ina
large and diverse corporation. Here,
into manageable units and assigning responsibility and accountability to each unit,
The cultural solution assumes shared values and goals, The,corporation tries to grow
on a set of ‘core skills'; and invést heavily in socialising the members. '

cive, review and approve plans, monitor-and reward

The principals are those who rec
those who prepare, propose and implement plans

the performance. The agents are

In a large organisation, normally those managers wio prepare plans will know more
than the managers who have the authority to revise or approve. ' :
-

Due to their superior information, the former, who are a sort of agents, ¢an avoid or

defeat control by the latter. There are two dimensions in‘/this, agency relationship
between the principals and those who prepare plans: Shared Values and skills and
experience, and Information Asymmetry. Based on this thinking Allaire and
Firsirotu (1990) have classified five planning modes as'shown in Table 5.3.

Table 53: Plannlng Modes _

Modes Agents Advantage Shared Yalues
Leader driven planning L H- :
Culture driven planning H H
Line driven planning M : . M
Number driven planning H L
Staff driven planning L ] L

M = Medium H = High

an attempt is made to divide the.corporation . - .-

L= Low

R




Most of the companies which depend on the leader-founder have in fact, one-system -
corporation, There ig one-game business ¢.g.,, Wall-Mart, Federal Express, clc. '
Whengver the leader-founder is replaced by a professional manager(s), the company
may ‘move either to culture driven or line driven management. The culture-driven

' planning is mostly observed when the product and geographically diverse '

requirements have a major centre of gravity in terms of goals, skills and values of the-

company. IBM has a single centre of gravity under worldwide design, manufacturing,
and marketing computer systems. Similarly, 3M regards itself in bonding and coating
- packages, Proctor and Gamble in market development and distribution of consumer
packages. These companies have created a culture driven planning, and their plans
arc simple and action oriented. All this has created a funcrional coliure supported by
tangible means of promotion and reward systems. Here. culture predominates ovier

* plans or budgets.

In line-driven planning, as there may be diversity in the social context and in the
geographic diversification of the MNEs, attempis 10 specify some key requirements
such as legitimacy and credibility of numbers, relative information plans between
agents and principals, small set of corporate values and unifying themes. An example
is Philip Morris who have leadership in product innovation and quality. The
. incentive systems.has to be adaptive and flexible. This type of planning depends on
_line managers for both strategic thinking and implementation.

. Number-driven Planning: When the MNEs diversify into different fields, both product

‘and geographically based control through the planring process becomes long and
detailed. The management trigs to control the different activities of its subsidiaries
through numbers. The number-driven planning is, based on two premises: belief in
market control and control by incentives. Strategic business units (SBUs).are set up,
and their performance is monitored through quantitative indicators, such as market
share, ROl and cash flows. In'some ¢oncentrated industries, there could be a lagged
response from the market. This happened to Pratt and Whitney when they lost to
GE in the jet engine business. The Japan Airlines was unhappy with Prait and
Whitney regarding their service, and changed with a long lime-lag.

. Finally, the Staff-driven planning normally means top-down planning with cerporate
planners playing an active role, A great deal of information is accumulated to

control and catch the line people. T]iq line, personnel start thinking that their fate

. depends on their ability to control pressure from the headquarters.-This results in a

cat and mouse chase between the staff planners and the line managers. Though a

corporation may have a:fancy for plarning Aith scenarios, the actual cvents may

bring many surprises. ) “ -

Out of these five, the first three have been found 1o be functionally successful in

large corporations, while the other two may be found to be dysfunctional.

AN ILLUSTRATION: General Electric (GE)
From Table 5.4, it will be seen that the dynamics of strategic planning at GE have

been changing.
Table 5.4: Strategic Planning at GE

Year * Modes of Planning Detalls
1950 and Culture driven planning Growth in diversity of business—
1960 competed in 23 out of 26 -
' . two-digit SIC
* 1970 . Number-driven Planning Porifclio planning (1970)
Elaborate data bank basis
ol PIMS
p _ 43 SBU
1977 Staff-driven planning 6 Sector executives (1577)
1981 Line-driven planning - Reduction of corporate slafl
' ' - and number of SBUS

. Emphasis on general values

Sector executives as chiel
operaling officers
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. GE has changing its ,planning modes, Until, the' 1960s, it was ope{'aung an-the; bas1s i
e of culture dmrcn planmng By. 1968, it h',ld dwe}'s:i'cd intg different mdusl[u;sr. :
. ' began to move towards numbcr-d;;yqn plapning. in. the, carly 7(s, prpl,'ess:onal.,{ W :
. : p]unmng was adopted, .and 43 s;rateg| blﬁg‘lc&ﬁ Mnits wc;elqcﬁned. Thenj) started - oo
moving towurds staﬂ' drivén’ plt.nmng ;p,,l 1), when, Wc}sl] Jook: aver. as GEQ, he . - -
tried ta push it lo Imc-drwcn plpnnmg“rqc;ucing the, plannpng staff and hlq,rarg:hy., I
BI.SO rcduced SBUS' DRI NIRRT TS R adle modwa . UL

Strategic Munagement
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[dentify the mode of plnnmhg adopred 'by thc orgamsallon wuh w.nch you ;Ire N
associated. Describe i any changc has takcn placu, |n lhc reccnl ]J‘dSl e -

5.6 MNEs PIJANNING IN PRACTICE i .5j

E Boamin: o FIR TN 9o 1 T
Because of the nature 01' growth and the comp!cxny involved in the multmanonal
- operations strategic planning-has become almost meyuable Sevcral studiés feveal ™
that there has been tendency on the' pan of'more and more MNEs, ‘after. 19705, to
resort to strategic planning, Table 5.5; bascd on some research 'studies;’ gwcs g
comparative view of long range plannmg adoptcd by: Amcncan. German’ and
Japanesc companies. Though' the simpleé sizé: 1s limited to a‘few-MNEs &nd 1'hc1r
various subsidiaries, it mdwate.s thatiboth Afnerican and’ German compames have a
strategic planning of 3-5° years at the: headquarters It was ‘found that'only 72 per's
cent of the Japanese compamcs have' yearly resoned o strategic planhing. Other-!
Japanese companies or ad hoc plarinmg by’ the hcadquarters"Thc straicgm‘planngﬁg
of 3-5 years for subsidiaries is mdte prevalent in‘the AmiErican ‘cdmpanies thin In‘the
German and Japanese. While German compames mostl;.r crnphasm: most]y on ycarly

operauonal plannmg, Japanese compamesl adopt both ycarfy and ad h: .rp[anmng of

AT S|

subsidiaries. , AT TPy R _._(l., ERTIRTE .

[

T

among the American the MNEs than the Gcrman or .Tapancsc. German,and .4‘.,, i
Japanese subsidiaries adopt ad hee informal communication in the planmng process.
In terms of the exwent of information exchange, the majority 'of communication in all
the three countries consists of one way communication.from the hcadquarters to:the
subsidiaries. This indicates that the MNEs from all the three countries, i.e., the US,
Germany and Japan use sirategic long-range planning and-environmental scanning
for the integration and coordination of their glabal activities. As such,
communications are very much headquartcrs-oncmed The subsidiaries have a
marginal role in determining the goals are targel-setting of their operatiofs.

-Table 5.5: Loog Range Planning

American - German Japanese
* Sample size: " HQ. 9 ' 7 14
Sub. .24 . T43 ' 22

Planning

Headquarters .

3-5 years 100 100 'J'-Z

Yearly . - ’ — 14

Ad hoc ' — — 14

Subsidiarics -

3-5 years 46 . ) 33 C 18

Yearly 18 63 45

Adhoc 38 4 36 -

22 Source; Negandhi, 1987, p, 233,

damee roiprn - -




Tible 5.6: Subaldint  valvement Strateglc Planning

. Anwneap German _ Jupanese In MNE
1} Nature of Communication -
, Formal Ml 54 50
" Adhoe. i e 46 50
-2)I Information exchange - ’
. _Exlcnsivc ‘ 2 ‘ 3l ' 34
P 5 7 A

I_Onc way from HQ
- Snun:e' Negandhi,.1987, p. -

e L

Activity4:0-

Meet an. cxecuuvc of the subs:dmr) ol an MNE, and discuss with him ths nawure of
stralcglc.phnmng adopled by the pmienl company, and the extznt of involvement of

_the subsldlar) in the process.

g-_', DRI A PE R R PP
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5.7 SUBSIDIARY DEVELOPMENT PATH

The.strategic planning ar subsidiary level helps the MNEs to localise the global
strategy according Lo lhe local market conditions. Here, one has to differentiate
between the subsidiary operating as an autonomous functioning unit and a mere
bré.nch' with no autonomy. The latter rnore or less is a foreign affilizte, and is meant
to work as a public rclations office {(may be 10 appease the local government), It will
‘be-a ‘papersubsidrary’” If it is an autonomous’ business entity, it would act to
localise the global strategy ol its parent company. It can also maximise the
--subsidiary’s added value to the parent company. Strategic planning process would try
-10 provide a forum for the development of subsidiaries consistent with the company's
global rmss:on objecuw.s and culture. It will butld up the confidence of the local .
managemem and also help them in aligning their plans, goals and activities for the

common vgab)lc'purposc

Logellsation of Glabat Stratepy

Many MNEs have allempted to adapt Lo differences in market segments. This has
been done by Microsoft Corporation, which allows jts European subsidiaries to
develop their own strategy to meel the local needs. Similarly, Digital Equipment has
started its own subsidiary centre in Europe, primarily to serve the European market,
This may maximise the subsidiaries’ added value. The {irm looks after the subsidiary,
and its plans are designed to complement the global strategy. The subsidiary’s added

value is p]anned 10 increase in several functional areas.

. Growlh and Development of the subsidiaries

Thc growth of the subsidiary can be measured in terms of the sales volume, asset

) vo!umc or number of the employees. The growth of a subsidiary, can be classified
into three stages. The relationship of the subsidiary with the parent company would
depend upon the stage at which the subsidiary finds itsell. In other words the
-relationship would corréspond to the stage of growth. Table 5.7 summarises the three
growth stages and the corresponding subsidiary culwre. In ihe initial stages
subsidiary is conccrncd with the product and sales of the products. As it grows in the
“markel, it may develop the mentality to act as a branch to the MNE. Once this
happens, there is the likélihood of the subsidiary becoming a self-contained business
where planning, control and management become integral pants of the subsidiary.

The subsidiary's dependence on the parent company may diminish.
23
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Table 5.7: Subsldlary Devalopment Path
Subs!dlory culture

Growth Stage N
—  Childhood Product and sales mentality
—  Adolescence Branch mentality
—  Adulthood Self<ontsined business mentality

In the initial stages the planning effort is that of top-down from the headquarters to -
the subsidiaries. As the subsidiary matures, it increeses its autonomy in planning its
futiire business. This was the basis of the Digital European Headquarters in Geneva -
where it has been’ decentralised since early 1980s. Involving the subsidiaries in
strategic planning by the headquarters increases the confidence of the subsidiary
managers in the overall global strategy. Proctor and Gamble have started using this
approach in recent years. Similarly, Colgate has created a global market. The parent
company is involved more in giving the direction, setting global vision, and -
allocating the company’s resources and capabilities, while encouraging
entrepreneurship among its foreing subsidiaries. Finally, strategic planning also gives
the subsidiary the means to-integrate its plan with corporate plans and goals to

accomplish its purpose.

Aclivily 5

Meet the executive of a mulunallonal’submdlary Dlscuss wuh him to 1dtnl.1.l'y lts

culture and positton in the stage of development.

5.8 PITFALLS IN PLANNING

Earlier, it was pointed out that strategic planning is being increasingly adopted by
the MNEs. However, some of the suryeys have revealed the pitfalls of the planning .
process of the MNEs. Steiner and Schollhammer (1975), in their Cross Country”
MNES study, have stated some critical pitfalls in planning (as identified by the -
respondents). The author's survey included the US, European and Japanese
companics. They have classified 5¢ reasons into lour categories ol pitfalls as follows:

a) Pidalls in getting started.
b) Pitlalls related 10 misunderstanding of the nature of long range planning.

¢) Pitfalis in doing long-range planning.
i} Managenal involvment,
ii) Process of planning,
iii) Credibility of result, and

d) Pitfalls in using long range plans

At each stage of the process, there are several pitfalls in mull:mauonal long range )
planning. Ranking of the [0 p:lfalls is given in Table 5.8. These are the ones that
most of the executives felt they should avoid. There are some pitfalls, which are
considered less important depending on whether the company can easily avmd or
whether they have a limited negative impact on the effectiveness. Such pitalls relate
to assumptions about planning that.it is hard or easy, or that techniques are not |
useful. These pitfalls can be easily overcome. According to the Survey, the major
pitfal} is that “top management becomes so engrossed in current probems that it
spends insufficiznt time on long range planning, and the process becomes dlscredncd_.
among the managers and staff.” This may have the greatest ncgauve impact on
planning effectivencss. The mhcr reasons in lhe dccreasmg 1mponance are given in

~the aforésdtd Table. -




Table 5.8 : Ten Important Plifalls In Planning

Range Order Pitfalls
X k) Engrossed in current problems
2) . Delegation to a plaaner
3 _ Developing suitable company goals
4) " Climate {resistant to planaing)
5 Lack of lnvalvenient
6) . Assummg planmng as scparate from Lthe management praccss
N Not usmg plans as standards lor performance
8y . Failure to review by top manngcment with other levels
a9 * Failure to locate 1he ‘planner i in‘the hierarchy
10) ~ . Failure to understand the ‘natuse of planaing by the top management

_Saurce: Steiner and Schollhammer, 1975
Actlvity 6

Examlnc thoroughly the strategic pIannmg precepts and process in your organisation.”
What do you think are the pitfalls? How could they be avmdcd?
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The MNEs, by their very nature, have to globalise their strategic approach. The -
globalisation exposes the business to more risks than the domestic operation. Though
- the global operauons give the MNEs flexibility in their operations, the advantages
‘may be short run or may disappear, depending upon how an MNE tackles the
environment, As you might be aware, there have been major changes in the
. envuonmcntal some of these are given in Tab]e 5.

" The MNEs‘have to walk on a nghtropc betwesn the home and host countries'
demands. The factors, for which political pressure may be brought to bear include
employment, technology and exports. Both only want to encourage more
employment in their respective countries. Once the MNEs ‘establish overseas
manufacturing facilities, they might be able to meet the hpst country demands with
regard to employment etc., but may lose compctltwencs ‘In the home country due to
the *hollowing effect’ i.c., the loss of creative aspects in changmg or shifting the
production processes. Thls might, in turn, change the country's irade pattern.

The earlier ¢conomic logic of looking for low wage countries for production is losing
its relevance due to:

® the reducing proportion of direct labour ¢ost in the total cost

] the relative cost advantage becoming marginal, and

L thc improvement in productivity as a result of rcstruclunng of the manufacturing

systcms
- Table 5.9: Environmental Trends
Environmental Drlves . Demands )
] ) Host ' Home
Political Factors . Employment Employment
Technology Hollowing
Acquisition Effect
.- Exports Trade Patterns
Labour Use Labour Content

" Economic Tssues ~

Slrlluglc Plapning
in MNFEs
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Exchange Rates Restructuring

Industrial . Productivity
Policy
Social Demands Freedom Control
Technology Imperatiy ~ Market Access " New Manufacjuring

Material Sciences

_ Competitive Dimensions Canvergence Divergence
Source: Barrke James (1990).

The social pressues are mounting in different countries as living standards improve.
Besides, a new set of manufacturing techniques like CAD (Computer Aided Design),
CAF (Computer Assisted Engincering), FM$ (Flexible Manufacturing Systems),
CIM {Computer Integraied Manufacturing), «nd Robotics are available now. These
deve!opments have reduced the praduct cost, an< increased ﬂcxlblhty in product:on
runs.” All these factors create conflicting demands by both host and home countries

for the MNEs,

There are divergent pulls of compeuuvc dimensions: one js towards standardlsatlon of
products (homogenous products) to meet the needs around the world, and the other
is the move towards finer customer segmentation due to different countries being at
different stages of development, and also due to different customer preferences.

The MNEs (ry to minimisc these environmental risks either through restructuring of
their busmcss or/end through migration. !

510 ENVIRONMENTAL SCANNING =~

The MNEs normally, before entry, try to obtain all the needed information about the
market potential-and competition-in different countries. Once an MNE hasg .. .~ +
established its operations, the information required- would:broaden. The:process of]
information. acquisition-is referred-to as scenning: Kcagan (1982) has identifjed!fous
major categories of information. These are: . ... ., b vin -

rir

@ Market information,
@ Presciptive information,

® Rcsourcc information, and
L Genera] mformauon IE

RPN r; S IRPEELS RV

The market mformauou deals with marketmgmu; factors. compqtluua progluﬁm:.a
nature of competitive operations and investments. The presctiptive information is L
about regulations, relating both'to:the-home and the host country, witliregard- téion
foreign exchange, taxes, incentives and apy other regulations.affecting the companyu!
The resource information is mostly about various resources, other rcgulatlons
affecting thé company €.g.; manpowér; money, raw materials potentisl "ﬁ‘o i’ §-
and mergers, joint ventures, and any regulauons in this respect. Gener#l

scientific and management pracuccs in different countrics.
Aanigrsim omased ogolhis 1) avirslar 2y

Af—'“ﬂt" 1. -: C e e e e N g oi Jns-‘ru'unqml ad)

Diescribe the characteristics of enwronmc-u Scanning l‘or which information hﬁi"ﬂi‘ﬂé
regularly collected.
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5.11 SCANNING MODE

‘Once the type of information needed is identified by the MNE, there will be a |
aystematic scanning of infarmation, There are two modes of scanning, surveillance

- ane search. In surveillance, information is collected on the basis of whatever crosses

. the scanning field. In search, there is a deliberate information search. The
surveillance orjentation can either be just viewing for general exposure or focussed

. attention. The latter means monitoring wel] defined external information. In seach
orientation, it can be cither investigation or research, Investigation has limited scope,
and consists of mostly informal attempts to seek specific information. The research is,
a formal approach to acquire specific information. Most of the MNEs resort to
.monitoring of surveillance and investigation by search.

512 COMPARABILITY .

A number of problems may be encountered regarding the comparability of
international statistics. A standardised data gathering technique, may be based on
several assumptions. However, these assumptions may have different interpretations
in different countrics. For example, the TV in Germany is treated as recreation and
entertainment, but in the U.S. it is a household equipment. Similarly. the definition
of youth and age classification may have a different meaning in different countries.

«

Activity 8 .

Discuss with the executive of an MNE subsidiary about the scanning mode adopted
by it. Ascertain how the parent company makes the data/information comparable?

513 SUMMARY

. The firm's specific advantages largely determine the strategy of an MNE, There are
three stages in the growth of the organisational structure and strategies of the MNEs.
"The growth stage, in turn, determines the planning needs as to whether a specialist

- or a generalist would be required. The time horizon of strategic planning can vary
from on¢ year Lo ten years. The modes of planning can vary from ‘leader driven’ to
‘staff driven’. Some modes of planning may be more appopriate or successful such as

 leader-driven, culture-driven and line-driven planning. The other modes like number-

-drivén and staff-driven planning may often be found to be dysfunciional. This fact

- was highlighted by the illustration of the G.E. planning modes. The role of the
‘subsidiary in the overall corporate planning may change from simple sales mentality
to self-contained business mentality, depeding upon its stage of growth and maturity.
PDespite strategic planning being in existence for a number of years now, the planning
“rocesses, in many companies, may sulfer from some common pitfalls, such as

overriding importance being given to gurrent problems.

Planning involves a good assessment of environmental trends. Many companies have
introduced environmental scanning sysiems 1o collect and analyse the data.

514 KEY WORDS

““Identifying the purpose and appropriate staf( to do the
planning-
Planning Modes: Modes for initiation of planning activity in the company

Planning Needs:
27
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Localisation: Adaptmg to Jocal environment

Valatllity: Rapid changes n ths envirortent which may afl‘ect the operations of a '
" company

Scanning: Acquisition of relevant information
Scannlng Mode: The method uulnscd for gathering mformauon

515 SELF-ASSESSMENT QUESTI_ONS

1) What are the evolutionary changes in the MNE strategy and structure?
2) What is planning evolution? Illustrate with a case,

3) How does nationality of an MNE affect its planning? :

4} W.'hat are the development paths for a subsidiary vis-a-vis thc': parent company?
§) What are the major pitfails of planning? '

6) How does one identify the environmental volatility for a given company?

*7) Describe the variables for the environmental scanning and the corresponding

modes of scanning.
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- Appendix: HOECHST (An Illustrative Case)

Hoechst started, in 1863, as a small dycsiuffs factory, and steadily expanded. During the
inter-war period it became a parl of the [G Farben Industries along with Bayer,
BASF and Afga. After World War [1, it was reconstituted Lo its original shape. The

* Hoechst group had the highest profit in 1988 (in its over 100 years history). It

-* reported DM 2 billion post-tax profit on its sales of DM 41 bn, The group has 454
. companies, world-wide. the region-wise distribution of market share and revenue

earned (1988) is given in Table 5.10.

Table 5.10: Hoechst in World Chemical Market

Reglon ' Market Revenue Productlon
. Share " Earned
% G %o
West Germany . 8 24 48
BEC Excluding West Germany 20 26 15
Rest of Europe . . 9 9
Africa, Asia, Oceania 24 14
Latin America’ 6 5 4
North America .23 22 23

-Source: C'.‘ Kennedy (1950} p. 20.

..Hocchst has 60:40 ratio of specialities to commodities. In agre-chemical products,
the composition in 1975 was fertilisers (42%), plant protection (46%) and animal
h:altl} products (12%). During 1989, it announced lo phase out fertiliser production
and concentrate on the other two. With this; it gave a new corporate slogaﬁ *Hoechst
High Chem"‘(Hoechst means Highest in German).

During the 1980s, it went for acquisition and divesture. The biggest acquisition was
. the Celanese in 1987 for 52.8 bn. The Federal Trade Commission of the 'U.S. forced
* Hoechst to divest the American company's $320 m. polyster business. It first

divested, in 1980, its monostyrene and polysiyrene business in the U.S. and a further

sale of loss-making units in plastics, refineries and fertilisers. It is now trying to '
- concentrate on specialities. ,

Hocchst was not permitted 1o have genetic engineering in Germany, which forced it
to cancel its pilot plant for human insulin. It is also phasing out its production of
fully halogencated chloroflure carbons (CFC) world-wide by 1995, The group spends
about 20% of its R&D costs on environmental research.

The Hoechst restructured itself during the 1980's, and strengthened its corporate
planning function by moKing it report directly to the Board. The head of the
planning department attends the fortnightly meetings of the Board as a non-Board

member.

The planning system has three main layess (Table 5.11). The first Iayér is the
strategic planning of goal seising for a 10 year time horizon. The operational
"plenning, the second layer, is on a rolling basis of four years. The third layeris a
control system to monitor the progress of the operational planning.

Table 5.11: Planning System

. Duration Plan Activities
10 year Strategic Plzanning Goal Sctting
2—4 year Operational Plaﬁning Medium-term Plan and Actions Required
I year One-year Plan Comparison of Plan and Action
Quarterly * Action Plan Early Results :

The srrétegic'p[anning covers products or activities and regions. It has-four phases as
shown in Table 5.12. ‘
- 29
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‘Table 5131 Four Phases of Strateglo Plaazing

: Phases « Actlvity ' '
1) Survey of Basic Data = Organiaing the Project
2)  Analysis of Critical Issues - —  Environment Trends .
—  Industrial Trends and Cpmpeﬂtion
—  Critical Success Factors .
) —  Market Interviews
3)  Strategy Development —  Development of Strau:glc Optwn.n

—  Sclection and Evaluation ofAlternatlm
) — ' Formulation of Strategy
4}  Impleinentation — ' Making a Time Tablo
«  Defining the Mllesiones
—  Action Planning
—  Incorporatipn iutp the Budget '

Hoechst adopted a workshop systcm for atratemc decisions, A wotkshop comprises

- teams from the divisions and one or two members from the corpomtc planning

department. The planning staff only provides the Hoechst-wide view. The final
decisions are taken by the divisional members. Who and where depends on the level
of competence. There arc three-main workshops in the planning process: I for
diagnosis, 2 for developing strategic options and 3 to decide on measures to
implement the thosen strategy. This may take a year to work through. The large

product groups, like pha.rmaceuucals are divided into sub-product groups to evolve )
the strategic plan,

The operational planning is c\;aluate_d for every pro;duéi group (Hoechst has 350 '
product groups) on the basis of the turnover and profit level forecasts.

Hoechst introduced the concept of ‘business.units’. This came into operation world-
wide, since 1991, Under this concept all functions necessary for a business are
combined under one person, who reports to divisional management. This concept
first scemed to have a negative effect on the pharmaceuticals division. But this was
due more to the German Government policy decision to switch from the branded to
generic drugs. However, this led to rethinking and restructuring of the
phermaceutical division into five business units, By'1991, thm might cxtcnd to 100
units, world-wide, including all products.
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UNIT 6 STRATEGIC CONSIDERATIONS

Objectives

Aﬁcr reading this unit, you should be ablg to:

@ .understqnd the basis of owﬁcrship stratcgips adopted by MNEs,
identify the critical factors when the MNEs go for strategic alliances,
understand various methods adopted by the MNE_s-to integrate subsidiaries’ role,
abprec{a'te the m-ulti-dimensional nature of the MNE management,

“understand the various tasks confronting the MNEs and how they rc:solve them.

Structure

6.1 Introduction
6.2+ Ownership Strategy
6.3 . Choice of Strategy
6.4 Strategic Alliances
6.5 Integration and Responsiveness
6.6 Managing a Multifocal Strategy
6.7 Building New Perspectives
6.8  Maintaining a Dynamic Balance
6.9 Flexible Coardination
6.10 Commitment
6.11 Summary
6.12  Key Words-
.6.13 . Self-assessment Questions
6.14  Further Readings

6.1 INTRODUCTION

. There are various entry strategies available to an MNE in its international Y
operations. The central issue is ownership of its subsidiaries. This may vary,
. depending on both internal and external fectors. Sonmtetimes the MNEs enter into
:strategic alliances to take advantage of their market access and the R&D capabilities.
* Once the decision to enter a foreign market, for instance, by sctting up the '
. subsidiaries is made, the next question is to integrate the activities of the subsidiarics
* to the overall opcrations. There are different, roles plnde by the MNEs-and '

~ subsidiaries, .

. The MNEs have Taced many barriers while managing in a diverse environment.
'Developing new perspectives and maintaining a dynamic balance become important.
A flexible coordination is required. The MNEs of different nationalities have evolved

their own distinct characteristics, and are using different tools to build
understanding, identification and commitment of individual managers to the overall
corporate goals. In the previous units of this block we discussed the structural forms
and ‘issues relating to strategic planning in a multinational enterprise, In this unit,
we shall focus on some aspects of strategic management in a multinational
organisation. We shall also consider integration and responsiveness, and the crucial
question of maintaining a dynamic balance within the organisation,

31
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6.2 OWNERSHIP STRATEGY

There is a continuous debate regarding the relative advantages of the MNEs having i
1009 ownership subsidiaries vs. joint venfures vs. contracting. MNEs usually have ]
the synergistic advantages from an integrated operation system. These advantages i
arise from operating on an international scale, cxploitation of comparative ' :
advantages of different countries on account of differences in cost of capital, labour, :
resources, etc. and capability to provide consumer satisfaction. The MNEs have the §
capacily to exploit all these differences with their massive resources. This may -
pechaps imply that the MNEs would like to have central control and 100% B
ownership of the overseas operations. However, the MNEs are becoming increasingly
aware of the advantages of doing international business through joint ventures or

contracting.

The question of ownership depends on rmutual negotiation between an MNE and a
local firm regarding obligations and assets of each other. The obligations may consist i
of transfer of asscts by lease or sale, personnel, knowledge or investments, lease or ‘ :
sale, from one firm to another, The transfer may be based con a contract or
participation in equity. The contract mede would often be used if the contracting
firm has valuable transferable assets, e.g. copyrights, trademarks, patents, skills,
machinery or access to information. The intangible propertics may be transferred !
cither through sale or license or lease. The equity mode involves transfer of funds in r
the company abroad. In a sense, every overseas firm is a joint enterprise. g

MNEs can be judged on the basis of their choice of the project, nature or
relationship (varying ownership or contract) and operating policies. These three have
to remain within tolerable limits among the partics involved which are an MNE,
foreign associated firm, hast government and home government. If the parties
concerned perceive each others contribution having a positive or at least neutral
impact on their interesis arising from MNE's nature of project, relationship and ]
operating policies, then there would be no conflict of interests. i

The relationship between an MNE and foreign associated firm can vary from 100%
owned subsidiary through zero % ownership to negative ownership. Similarly, the .
contractual relationship can vary in either direction. The negative ownership is

possible, e.g., lran's investment of 25.1% in Krupp GmbH, the German Steel firm 3
or Libya’s purchase of 10% of Fiat, Italian auto firm. ok

R

Various combinations of contract and equity are p;o'ssible. The technology
contracting (licensing) as an aIt_ernative to Foreign Direct Investment (FDI) may be

due Lo various reasons, such as:

O Shortage of funds for investment

O Lack of management
0O Lack of knowlcdge of the market or the market being too small

O Strong competition and entry difficulty
O Political risk or pressure for licensing

In some joint ventures, there may be tendency of conflict between the two parties.
Normally the ownership strategy is directly related to various functional strategies
such as sales, production, finrance and management. The selection of an optimum
sirategy depends on a set of circumstances. As such MNEs try to retain ownership of
those rights and assets which are of continuing value. These may not be available ;
from competitors or local firms. It is necessary for the Yoreign associated firm and i
the host governments particularly in the developing countries to have ‘continucus
value' for survival of MNEs. This means continuous.inflow of assets or services. The
case of Kennecott’s Copper Mine in Chile illustrates. The Chileans perceived that the
value of American Capital inflows is not commensurate with the returns received by
Amercian companies. They felt that copper mines were manned by Chileans and

90% of products were sold to Europe and Japan. So, in 1970s it was nationalized.

Similar fear was expressed in Europe against the U.S. in 1960s; and in Europe and
U.S. against Japan in 1980s. '

s & ahl




The ownership across an international frontier is difforent from ‘the purely Strategla Contidarationt

unlnational situntion. There are four major differences.
1) National priorities wilh respecl to allocation of resources may be different

2) Legal concepls may vary with regard to awnership
1) The levels of national wealth may vary in different countries
4) There may be differences in monelary systems and per capita GNP.

Many developing countrics have introduced some “entry agreements’ such as, non-
expropriation, phasing out of foreign personnel, increased local value added over
time and limit on ownership. Even developed countries, in recent years, have -
introdutced ‘local content’ in the value added (2 12 EEC). However, the relative

. power of an MNE may shift downward once it invests in a country. This can be
checked if MNEs participation is kept low and ¢amings are derived from externally

bought inputs in a foreign associated firm.

6.3 CHOICE OF STRATEGY

The ownership strategy depends on three factors viz., rights and assets owned by
MNESs, rights and assets owned by local firms and the type of foreign associate.

MNE
The reasons usually given for 100% ownership of foreign ventures by MNE:s are: .

bad experience with joinlL ventures,

lack of confidence itn foreign business groups,
uncertainty of identity for lacal cqu.ity holders,
difficulty in maintaining quality,

conflicl of interests in funclional policics,

strong desire Lo integrate foreign umitls in the total corporate system.

The oplimum ownership strategy depends on five faclors:
® competitive position

availability of acceptable associates

legal constraints

conirol requirement, and

benefit/cost relationship

Most of the MNEs are in between a pure monopoly and a perfect competitive
situation. The monopoly situation may arise from a unique product, unigue process,

arket and relevant skills or capital. The competitive situation

unique aceess to m
nter into ownership or

arises when there are other MNEs who are cqually willing to e
contractual relationships.

The acceptable associates may or may not be available in foreign country. If the
associates are not readily available, the parent MNE considers the cost of finding
and developing appropriate local nationals. This depends on the benefit/cost
associated with the contribution expected from the associzete.

bearing on the ownership and contracting policy of

the MNE. There may be restrictions imposed by host govemments on foreign
ownership, foreign tax credit and repatriation, ownership sharing (many such as
' France, Sweden, Netherlands, European countries require partial employee

ownership), and on access to local resources etc.

The legal factors have a direct

Another critical factor relates Lo control requirements as equity ownership means
control. The assumptions is that an MNE's total control from headquarters should -
1

not be disturbed. Adequate control is possible with equity ownership and total
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control is legally possible with 100% ownership. The adequale or 1otal control is, felt
necessary for implementing MNEs functional strategies among the foreign associates.
The leverage enjoyed by MNEs depends on continuation of ownership (control over
Board and financial policies), market access (brand names, trade markets, channels),

technology (patents and R&D), finance, personnel, supply, physical assets, ete.

Finally, it depends an ana]y5|s of the general benefits/costs of various ownership
relationships. One may differentiate between one time contribution and that' which
continues over time. It also depends on the perceived mutual benefite/costs of both
the MNE and the foreign associates. If there are substantial difference's in the
partners’ concept of their own benefit/cost ratio, there will be conflict. Some of the
dlﬂ'erences can be overcome through better communication Between partners.

r

Local Firm

The local firm, pamcularly in a jont venture, would like to have meaningful control
over the operators, whether through equity ownership or otherwise. Thus, its case is
the reverse of what has been said about MNEs above. As MNEs move toward
transnational ownership, some of these conflicting interésts may diminish.

Foreign Assoclates  ~ )

In selegting a foreign associate an MNE may be confronted with three-types of
options: regarding sector (public or private), option regarding dispersion (Private
Ltd. Company or Public Ltd. Company) and option regarding nationality (local
firm, parent country entity or a multmauonal from other counlry)

It-is difficult to. generalnse as to which ownership strategy equity or contractual -
ownership is superior. However, any strategy chosen should be appropriate in the
context of the circumstances prevailing at the time of entry decision by the MNE

Activity I

Identify the key factors of the vwnr _hip strategy of an MNE (with which you are
familiar) in entering India. 1 .k¢ .ne case of one such subsidiary.

6.4 STRATEGIC ALLIANCES

Before 1980s, MNEs were interested in having 100% ownership in their international
operations, Some of the other contractual arrangements were initiated as a response .
to host government interventions. During 1980s, many competing MNEs jrom
different nations started having joint ventures and collaborative arrangements amo}
themselves. \

Alliances like General Motors- wlth Toyota (1983), IBM wnh Nippon Telephone and

o

Telegraphs (1985) showed the new trend of strategic alliances among MNEs to
strengthen their competitiveness. Joint ventures were lradmonally associated with
MNEs for entry into the developing countries, Now this has become a global
phenomenon with long-term consequences.

Having lost $39 million in 1990, Texas Instruments plans 10 i:j.wesl: $1 bill. in next -

. few years in Asia in thie new facilities for computer chips. TI is forging;alliances with.

Asian partners to supply capital for new factories. TI has joint venture with Kobe
Steel of Japan to make custom logic chips. It has $350 million advanced memory
chip plant in Taiwan financed by Acer, a good customer of TL - _—

“TT has displayed its skill at using O.P. M. {Other People 3. Money) in Slngapore for its

~$330 million wafer piant for memory chips. 24% of. the equity shares are-held-by,

Hawlett-Packard, 24% by Canon of Japan, 26% by Singapore’s Econormc
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Development Board (TE has option to buy it out in five years}, and rest by TL. The Strategic Considerations
winning strategies focus on what the company can do best. The practices of Co RN
American players in Asia can be summed up this way: invest steadily, rely on local

managers, forcgo alliances for capital, adap! western products and scrvices to Asian

tastes.

The major reasons for strategic alliances are scale economies, technology
development, markel opporiunitics and neoprotectionism.

For many industries the scale economies have become critical to survival in the

market, for instance auto manufacture in Europe. Many companies, though
are not 5o in the global market e.g. Citreon in

competitive in domestic market,
ions of

Germany, BMW in Sweden, Volve in laly, Fiat in U.K. The scale of operat
these companies with niche marketing pricing tactics may be suflicient in their

domestic market but has been felt inadequate vis-a-vis General Motors or Toyota in
the global context. '

. The high technology industries have difficulty in having control over all the critical
technological clements in a single company. The cxample of large MNEs like NTT
{Japan) and IBM (U.S.) have technological patent exchanges between them in

telecommunications and compuiers.

Barring a few ones, MNES da not have the strength to exploit global market
opportunities. To overcome this deficicncy, they use the device of alliances ¢.g.
Toshiba's high-speed fascimiles are distributed by Pitney Bowey in U.S. and by ITT

in Europe.

Many countries experienced slowdown in their economies which resulied in neo-
protectionism in 1980s. Besides, regional integrations were taking shape. The
concerned countries tried to discriminate between ‘insider’ and *outsider’ companies.
Strategic alliances overcame these problems.

trategic options adopted by MNEs in different

le: market access and R&D. A
lliances as shown in Figure

There are marked differences in s
industries. Two factors are playing important ro
combination of these two gives four types of strategic a
6.1.

The strategic alliances provide market access with cost advantages regarding scale or
joint R&D. This is more prevalent in aircraft construction, computers, bio-
engineering and automobiles. The concentrated world scale operation requires scale
economies and high R&D, but market should not be a problem. This is true in
pharmaceuticals, finc chemicals, medical equipment and knowledge products. In
industries where the market access and R&D are not problems, MNEs go for global
geographic diversification such as processed foods, steel and synthetic fibres. There
are industries where multinational operations are limited, such es telephcone
networks, armaments etc. These are blocked for MNE operations.

Fig. 6.1 : Determinants of Strategic Alliance
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Souree - Subhash C. Jain (1987) p. 107
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Table 6.2
Strategle Alllances: Cost/Beneflts
Costs Beneflta
A, Mutual-Dependence A. Complementary Resources
B. Qutcome uncerainty B. Risk Sharing '
C. Division of Authority C. Reduce Competition
D. Top Monagement D. Market Access

Time and Money

There are two sides in strategic alliances. There may be costs involved in mutual
dependence among partners. The same aspect may help in proper utilization of
existing capabilities e.g. Airbus venture. The alliance may lead to an uncertain
outcome as it is a long-term agreement, but it can reduce the risk of a venture by
sharing risks among partners. Some of the R&D investments may be beyond the

_ capacity of a single company, e.g. the wide body jets: the 767 and A320. When these

' large aircrafts were in the final stages of production, the demand for smaller planes
increased. The uncertainties led the companies to enter into alliances. :

The alliances create problem relating to locus of decision makirg power and division
of authority among partners which may lead to conflict. However, it may also reduce
competition due to cooperation. For smaller MNEs, cooperation is more attractive
than competition. The alliances may demand more time and energy in meetings,
research and planning. But the joint efforts of the partners can help in having market
access in several countries and in overcoming the constraints of government policies.

The successful strategic alliances have four characteristics: they fulfil complementary
needs, they supplement each others’ strengths, they enable sharing of power and
balance the benefus. : .

Activity 2

Mect the executive of any company which has entered into strategic alliance with
another company. Discuss with him the main feawures of alliance. Then atiempt to
place the company in the Strategic Alliance matrix and give reasons for your choice.

6.5 INTEGRATION AND RESPONSIVENESS

There are three major matives which prompted MNEs to invest overseas. The earliest
one was to secure key suppiies like minerals, energy and scarce raw materials—e.g.
oil, mineral and metals. Secondly, the development of technology or brand’
recognition led 1o internationalisation in industries like chemicals and beverages.
Third, there were factor cost-differences and unnatural tariff barriers which againled

to internationalisation.

Integration

Different MNEs try to integrate their subsidiaries differently. There are three types of
‘mental maps' which bias the structure and the interrelationships between parent and
subsidiaries. They are: the UN Mode! Assumption, Headquarters Hierarchy
Syndrome and Multi-Centre System.

The U.N. Model Assumption attempts a flexible approach to overseas markets. It
emphasises the modification of products, strategies and management practices .
country by country. The worldwide strategy is the sum total of the multiple national
subsidiaries’ strategics. However, there is an attempt to apply uniform information
and control systems. The subsidiaries are. evaluated on a standardized criteria with
role and responsibilities expressed in general terms. So MNEs assume a homogen«us




role for the subsidiarles and expect them to implement standardised global strategics.
. For instence, Unilever identified its different business arsas besed on the need for
global coordination and the need for nationnl responsiveness, Functional needs for
, each business area are identified on the same basis which were further classified-into
‘various tasks within & particular functional area. The tasks/functions which were
supposed to be critical for global integration were centralized, while others were

localised.

The Headquarters Hierarchy Syndrome focusgs on products for a world market and
global scale of manufacturing. It assumes that the national tasies and preferences are
stmilar e.g. Coca Cola. The decision making and resources are concentrated in the
Headquarters. Thée Headquarters assign different roles to subsidiaries. '

The Headquarters have the responsibility of coordinating 2nd controlling the key
decisions. The subsidiaries have 10 implement and adapt the global strategy to the
local environments. This approach creates several problems such as underestimating

diiferences in different national environments, underutilization of assets and negative

_effect on mativation of subsidiaries.

Multi-Centre System views the several centres of gravity as a network. The hierarchy
model, you must have noted, depends on position-based power. The authority and

- decisions flow downwards unidirectionally. In the multi-centre system, the control of
critical resources is multi-directional and can flow upwards, downwards or
horizontally. A unit within the group may have the responsibility for product
development and for selling it world wide. The unit thus may have the distinction-of
being a centre of gravity for a product line. The management of Atlas Copco’s Air
Power division located in Belgium accounts for half of its total turnover. Similarly,
several Swedish MNEs have large divisions with loreign based managements.
Electrolux has seven divisions and Sandvik Co. six divisions which are managed
outside the headquarters, These centres of gravity are created not only through
proprietary links but also through exchange relationships. This envisages a change
from centre-periphery systems to multi-centre systems.

Activily 3

In the context of international business, three types of managerial attitudes were
discussed in unit 4: Ethnocentric, Polycentric and Geocentric. Do you find any
similaritics between these approaches und the three modals of pd:ull—\l.lb&ldl"lr)'
relutionships described o the above section. z\n.llyhc .

Actlvity 4

Arrange a meeting with a knowledgenble executive of a multinational subsidiary and
discuss with him how integration is brought about by the parent company with the
subsidiary operations.

RESPONSIVENESS: SUBSIDIARY ROLE

"The national subsidiaries may have competence enough to influence the MNE’s
_global strategy. The competence may be in technology, production or marketing.
This will determine the role of subsidiaries. They may function as strategic leaders,

contr!butors, implementers or simply as black holes,

The strategle Ieader trles to develop strong leadership in certain business areas. For
instance, Philip’s UK. subsidiary played a key role in developing the leadership

Strategle Conslderatlon
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- position in tho teletoxt TV businesa, In ‘splte of lack of Interest by Philips

headquarters, the subsidiary continued to develop and introduced telatext in 1976, By
1985, the product spread rapidly and Phllips could reach a dominant position in this
market, U.K. subsidiary Is identified as company's centre of competence for teletoxt

TV sets.

* The Contrlbutars try 1o benefit the worldwide operations through their local

capabilities, For instance, Ericsson’s Australian subsidiary made a significant

- . N W .
contribution in the development of AXE system, Australian Government forced
Ericsson 1o cross-licence its technology to two other local firms and insisted on local

R&D team to service. In addition, there was strong local managerial leadership. This -

helped subsidiaries to take up global tasks in additional to local tasks, Ericsson has
provided information and resources to the subsidiary to take up worldwide

development tasks.

The Implementers have enough competence to maintain their local operations. The
majority of subsidiaries of MNEs play this role. They have neither access to critical -
information nor control over scarce resources, Their role is 1o capture economies of
scale and scope with respect to global stratepies. For example, Proctor & Gamble
created inter-subsidiary teams to develop Eurobrands for coordinating various.
subsidiaries in Europe to achieve efficiency and competitive advantage.

The Black Hole means that the subsidiary has only minimum capability of the
subsidiary. For example, Philips in Japan, Ericsson in the U.S, and Matsushita in
Europe have only local presence for maintaining global position of the firm,
Someltimes, this situation may lead the MNEs to have strategic alliances with other
dominant local companies. For instance, Fujitsu entered into alliances with ICL in .

the U.K. and Amdah! in the U.S.

6.6 MANAGING A MULTIFOCAL STRATEGY

MNEs have cither o strong geographically management or a [unctionally based
management. The former is meant 1o respond to various opportunities, country by
country. This helps in manufacturing rationalisation, product standardisation and
low cost global sourcing. The latter trics to spread the knowledge and skills’
throughout the company, wherever it has its presence. .

With the changing environmental forces, the competitive viability of an MNE
depends on flexibility. In this context, the primary task is to covert the organisation
from unidimensigral to multidimensional one. The barriers and the tasks to -
overcome these barriers have 10 be identified. This has to be followed by using some
tools to change the management perspectives. There are three barriers in overcoming

organisational biases. They are: strategic, organisational and cultural.

Barrlers

The strategic barrier arises when the core group of an MNE perceives a threat to its
power or role. Kao company became MNE through building its technology (licensing
overseas), marketing and, recently, manufacturing efficiency. In this transformation,
the core groups dominating in Kao betanged 1o technical and marketing functions.
When Kao tried to introduce geographic orientation in the early 1990s, the’ ’
functional groups were directrly involved in the globalisation strategy. The attempt
at localisation move did not succeed. This was primarily due to the dqminance of
functional groups who still played dominant role in the geographic divisions. Thus,
building the need for appreciating diversity of management views is required. The

. Key tasks arc: build internal understanding for the need to broaden competitive

capability and recognise that any change in the organisation need not.be zero-sum
game to the earlier core groups. :

The Organisational Barriers may result from historical reasons. Kao had functional
unit groups which had line responsibilities. In 1970's Kao introduced medium term
planning system. The plans were reviewed by functional managers at the
Headguarters. In 1980s Kao introduced on-line information system linking. .

Cld R s
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K
!u:adquartcrs directly with the data systems of the overseas units. The Strutegle Connlderations
institutionalised the central group's dominance.

The key tasks to overcome this kind of barrier are: challenging the former structure
and adopting the formal control systems. The former involves giving decision making
power to the new groups ensuring at the same time it is not vetoed by former line
authority. The formal informational control system should provide access to the
information and legitimacy in relevant decision-making forums.

The Cultural barriers are manifested in management mentzlities and informal
relationships. The dominance of the technical and marketing groups in Kao which
was an established credo and was reinforced by the informal relationships that the
senior managers had with these groups. A similar background influenced the decision

for recruitment and promotian within the company.

The key tasks are to medify the norms and attitudes of the top management. Kao
undertook the formal education of management personnel and emphasised that
international operations were not merely an appendage of the domestic organisation.
Top management was able to bring the necessary cltanges in attitudes to implement

tiie new organisational perspectives.

Actlvity §

Discuss with a knowledgeable and expericneed executive of a .mh.\"idiarv ol an MNE:
about the barriers it faced in its relationship with the parent company as any point
in its history. What tasks were undertaken 1o overcome these harriers.

6.7 BUILDING NEW PERSPECTIVES

Mere structural change is not enough to build the new perspectives in the
organisation. In the previous section, we discussed the barriers which give an
indication of tasks required. All.those tasks can be grouped under three headings:
Legitimacy, Access to Information and Infiuence in decision making. The '
tools/means adopted 1o accomplish these tasks can be illustrated with the experience
of P&G who created the legitimacy ot its European headquarters. During the late
. 1970s, the economic crisis which P&G faced made them think, a1 some point of time,
in terms of transferring its R&D Tlaciliies from Europe to the U.S. However,
instead of doing this, the company appointed an R&D man of the status of Vice-
President to head the European headguarters. Euro-teams were created 1o rationalise
grate development activities. The teams developed several new
products. With this the credibility of European headquarters was established. The
tools adopted for legitimacy are; transferring high status managers from the
dominant group to the new team and aligning its activities to the needs of the

dominant group.

product lines and inte

{ communication 1o form linkages. This encouraged

nt decision making. With the success of Euro Teams in
hed Euro Brand Team. This included brand and
subsidiaries, key functional manager from

[ the lead country subsidiary as chairman of
Euro Brand Vizir (liquid laundry detergent) in

P&G created a2 new forum o
sharlng of Information and joi
- technical fields, P&G establis
advertising managers from country
Headquarters with general manager o
the Team. This team introduced first

Germany. -

In addition to legitimacy and access to important information infuence in critical

decisions has 1o be ensured. P&G transferred back the head of European ]
headquarters to the MNE headquarters at Cincinnati id 1981, He was made Senior
'Vice-President. He reorganized corporate R&D as he did in Europe. The link

between R&D and business strategies ©

esiablished. The technology group became z viable unit in P&G organisation. The

{ product and geographic line managers was
39
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" American MNEs adopted formalised system for coordination purposes. This process

‘tools adopted were in providing the new management team to have influence over

allocation of resources and distributlon of responsibllities. The latter enabled the new
group to negotiate with the established groups.

6.8 MAINTAINING A DYNAMIC BALANCE

Some MNEs are able to respond to the changes in the environment by their ability’
10 shift management responsibilities and organisational relationships. Any fluidity in
the organisation can create internal tensions and conflicts. Ericsson has been
successful in maintaining management diversity. These tools adopted were: (a) a
good foundation, {b) managing misfits and ambiguity, and {c) means to resolve the

conflicts. These tools are explained in the following paragraphs.

Ericsson established product divisions in 1940 in place of functional depariments. In
the 1950s the cross divisional coordination was emphasised, which led to heightened
importance of functional specialists. Many subsidiaries had the skill to produce and
assemble AXE switch. The flexibility of the organisation enabled the company to
redeploy employees in subsidiaries to concentrate on software and peripheral
development. The new challenges were met with new organisational adaptations
which had their foundation in handling flexibility and maintaining diversity.

Ericsson created ambiguity, fluidity and overlapping among its subsidiaries. This
helped in developing R&D capability in its Australian subsidiary and in encouraging
entrepreneurial spirit, This had the effect of shifting division headquarters from
parent company to the subsidiaries. . ;

-However, the fluidity may create tensions. For the resolution of such conflicts,

Ericsson used several “off-line” forums like project teams, task forces and
committees. This tool has been effective in isolating and resolving specific issues
through discussion. Resort may be had to one management group to resolve the
conflicts between others, like area and business managers. The functional managers
act like brokers between central product divisions and national subsidiaries. The
formal authority still lay with the product arid area Managers.

69 FLEXIBLELSQORDINATION

MNEs had traditionally developed either autonomous national units to respond to
the local environment or had the decision making centralised at the headquarters for
strategic direction and operational support. In recent years, due to increased
complexity. MNEs have adopted several mechanisms. ’

Mechanisms
Three mechanisms originating in different countries have emerged among MNEs

L Centralisation (Japanese)
¢ Formalisation (American)
® Soclalisation (Europe)

A5 the Japanese MNEs expanded overseas, the managers of parent company managed
the subsidiaries. The centralisatlon, by.leveraging corporate resources, led to rapid
decision making. With the growth in size and complexity of overseas business, the
centralized coordination however became difficult. The subsidiaries started sending
information, asking for guidance, support and decisions. This led to increased .
dependence of subsidiaries and overloading of the central process.

-

reduced costs. The authority is distributed between headquarters and subsidiaries,
Most of the decisions are routinized. The company's established ‘way’ of
doing/accomplishing & certain task is considered the best. P&G had ‘Proctor way’ of
marketing. This involved exhaustive product and market testing beforé launching a




product. The prelaunching activities sometimes helped the competitors in launching " Strategl Conslldcrnllorm

imitative products.. Further the attention of managers may be focused in meeting the
requirements of the systems rather than meeting the consumer needs.

The system enacted by Eutopean MNEs was influenced by founding families. The
coordination relied on close personal relationships. This involved careful recruitment,
development and acculturation of key managers which essentially meant soclallsation, -
This system overcame the headquarters’ overload problem arising from centralisation
and inflexibility formalisation. The system relied on shared values and objectives.
Unilever had internalised this system from the beginning. The system work effective
till it started facing problems by 1980s due to environmental changes.
' ~

Integrating Multiple Tools

As many existing coordination mechanisms proved inadequate to meet the
environmental changes, MNEs started integrating different taols. This involved
building coordination capabilities ‘and allocating responsibilities.

Firstly, the issue of coordination relates to the value apd intensity of task due to
diffused assets and resources. Secondly, the need for using diverse tools was felt
because it was believed that flexibility was necessary in the face of fast changes

taking place.
The move of MNEs from different countries in this respect seems as follows Table
6.1:
Table 6.1: MNE Moves
MNEs Move From To (additional)
Japanese * Centralisation + Formalisation
American Formalisation + Socialisation
European Socialisation + Centralisation

Matsushita tried to introduce new systems such as medium and long-term planfing
for international operations. While Americans tied to revive the informal processes
and value systems in their firms, European firms tried to centralize some functions
such as Philips which created product divisions to coordinate the worldwide policy,
In all these the tools used to change are self-regulating and managed. The self-
. Tegulatory means are adopted, ¢.g. P&G in creating Euro Brand Teams, and
Matsushita to internal ‘bidding' by product divisions for R&D allocations. In
addition to the self-regulation, some Systems are managed by integration. '

Allocating Responsiblities

There are two issues involved in coordination: the flows between units and the
strategic roles of units, The {lows are of three kings: goods, resources and
information. The flow of goods involves integrating the network of inferdependence

“of units with respect 1o components, sub-assemblies and finished goods. The second
flow relates to resources—financial, technical and human. Many of these were
maneged centrally. The-third flow is that of information, Information flows are
mostly achieved through the socialisation mechanism. Matsushita used the ,
socialisatiorn’ as & leveraged learning in-its foreign units by arranging "block meetings’
of subsidiaries in regions to highlight the ‘best practices.”

“MNEs use differentiate approach in the coordination processes so as to match the
roles of different units. The matching may be as follows Table 6.2

Table 6.2: MNE Matching Tools

Role of Subsidlary Tools

Implementer ) Formalisation

Contributor Centralisation

Leaders Socialisation + Formalisation
Black Holet . , - Sncialisar.iqn_+ Centralisation

Thus, different tools are used by MNEs for its various subsidiaries.
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Actl¥ity 6

Identify the major mechanisms adopred by MNEs {or achieving ﬂcxil?lc coordination
among the various units all over the globe. What mechanisms aré being adopted by

an MNE with which you are familiar,

................................................................

6.10 COMMITMENT

The behaviour of individual managers within the organisation is an important
concern of top management of MNEs. MNEs try to build understanding, . .
identification and commitment of individual managers to the overall corporate
agenda, There are three fasks involved in'changing the. mentality of managers towards

global perspective. They are:-

@ a shared vision

@ understanding and acceptancqland

® the binding cornrnitmcr'll

These tasks are achieved through various tools adopted by MNEs..

A Shared Vislon: This is achieved through a clarity of the objectives, contnuity in
pursuing and consistency irf interpreting them across all the organisational unit. The

- company's purpose should be expressed in a simple way, it should be relevant to the
acfivities and should reinforce the core vision. For instance, NEC’s commitment is to
“computers and communications”. This can be designated as “C&C* compared to
AT&T's 'C&C’ and !IBM's 'C&C'. This symbolism a simple way of conveying
complex strategic thrust of the company. These have to be converled into action:

_plans of managers which gives more clarity of meaning. The reinfofcement of the -
core vision is done effectively by Matsushita which translates grand visions to

specific objectives and priorities,

The successful MNEs have the continuity of purpose for a longer time. The strategic
_changes of GE in Brazil resplted in losing its dominance in the market. The GE
changed its thrust from radio, TV and audio (1930s) to refrigeration and
airconditioning (1950-70), to housewares market (1980s). The subsidiary .
management was not sufe of the overall corpofate strategy. On’the other hand,
Unilever had consistent objectives in Brazil and could keep its dominance in the
market. This is mostly due to enduring commitments of Unilever in Brazil.

Besides clarity and enduring commitment, the consistency of purpose is necessary to
meke all to share the corporate vision. Philips had difficulty with its North American
unit in its worldwide strategies. The latter refused to introduce V2000 in video -
cassette recording system. Instead it went for sourcing of Japanese products which
led to the dominance of Japanese in the VCR business in America, ~ °

Acceptance: The success of the vision of the company depends on the acceptance of
the goals and objectives by individual members of the organisation. This leads to the-
.emphasis on human resource management. Tho important components of HRD are:
the recruiting and selection process, training and development, and the career path
management. ' . '

Many MNEs had home country bias in their recruitment policies. As they started
facing problems in getting sufficient personrel, they changed their practices. Philips
and Ericsson have broken the relationship between specialisation and- centralisation.
They have now wider sourcing for recruitment than just restricting it to the home
country basis, This is similar to the success of Unilever which was recruiting on -
worldwide basis since 1930s. American and Japanese MNEs are trying to localise
managers from host countrics instead of depending on expatriates to manage




' auhsidilarics; By this, MNEs are able to enlarge internal pool of candidates and are © * Btrategie Consldeeations |

able to develop criteria for selection of potentlal Ingernational managers,

- Once the selection is made, MNESs have tried to traln and develop these managers
with three aims: to inculcate a common vislon, to broaden the perspectives and
capabilities and to develop management inter-relationships, Many MNEs are
involved in concentrating on development. For instance, Matsushita established .
Overseas Training Centre in early 1970s, NEC set up Internationai Studies in 1980
and Unilever set up International Management Training College. These training and
development centres also enable in building informal contacts and personal
relationships among the manegers,

Besides training, the personal experience of managers in their carcer path gives a
boost to commitment. Philips in 1973 introduced in 1973 a Career Path Managemuit
System. This focused on the development of individuals. Unilever has nearly 109 of
central staff drawn from overseas managers. As there is constant rotation of
managers, Unilever'was able to appreciate the global as well as local needs of the
company's activities. This also helps in informal information exchange.

Binding Commltment: There are two means/tools adopted to increase the level of
involvemnent of the various subsidiaries: structyre and cooption. The structure
institutionalises the manager’s participation in the key strategic decisions of the
corporation. The cooption involves giving specific responsibilities to implement key -
decisions. For instance, P&G’s creation of Euro Brand Teams. :

6.11 SUMMARY

The ownership strategy of MNEs has responded to the nature of environment in
different countries. Attempt is made to minimise risk by opting for 100% ownership.
Since this may not be a feasible solution always, ownership strategy is suitably
altered. During the sixties through Eighties when host government interventions were
a usual phenomenon, MNEs entered into strategic alliances in Jjoint ventures or other
types of collaborative managements depending upon nature of the situation.
Different MNEs attempt integtation of their subsidiaries differently. There are three
types of *mental maps’ which determine the interrelationship between the parent and
the subsidiary units: The UN Model, the Hierarchy Syndrome, and Multi-centre

" system, Four role patterns of subsidiaries can be identified: strategic leader,
contributor, implementer or black hole, Managing the diverse roles, MNEs face three
barriers: strategic, organisational and cultural. MNEs have tried to tackle these-
barriers through different mechanisms. MNEs attempt to maintain a dynamic
balance in response to environmental changes by adopting various toels. One of the
major tasks that MNEs face is coordination. MNEs from different countries bave
traditionally relied on either centralization, or formalisation or socialisation. In
Tecent years, there is a move towards multiple tools being used instead of a sihigle
mechanism, The commitment of the individual managers to the total perspective of
the MNE is important. This has been achieved through shared vision, understanding
and commitment of individual managers. '

6.12 KEY WORDS

Owaershlp Strategy: The strategy with regard to nature and magnitude of ownership
of activities in a foreign country. The relationship of an MNE and foreign associated
firm may be based purely on equity or some other contractugd obligation.

Strategic Alllances: Any alliance of strategic nature with a local firm under which,
for instance, less than 100% equity.ownership may be accepted depending on market
accessibility. and R&D efforts.

Integration: The organisational proéesses adopted by an MNE under which activities
of the subsidiaries fall in line to its overall strategy.’

Subsidlary Roles: There may be variations in the role of subsidiaries, The role of a - 43
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subsidiary may vary from strategic leader to Just u'nplemcntcr of paront cormpany’s
. policies.

Flexible Coordinatton: AdOpuon of multiple mechanism by an MNE to coord.matc
different units. Instead of a single traditional mechanism of centralisation, or
formalisation or socialisation, a combination of these mechenisms may be followcd

Commitment Develaping identification among managers through VArious ways to
the overall corporate agenda.

Centre Periphery system: A system in which business centres (units) have peripheral

importance because they do not have control over full range of activities.

" Multl Centre system: A system in which there is 2 network of multiple centres-of - °

" gravity. These centres have control over full range of activities (both input and

. output decisions.)

6.13 SELF-ASSESSMENT QUESTIONS

1) What is ownership strategy? Why is a particular strategy chosen?
2) What are the four types of strategic alliances?
3} How do MNEs integrate their subsidiaries?

4) What are different types of subsidiary roles? Discuss by cumg cxamplcs that you
know of. .

5) What is a multi-focal strategy? What are the major barriers in managmg a mu.ln-
focal strategy?

6) What traditional mechanisms in different countries have been adopted by l\d‘NEs -

for achieving flexible coordination?

T)I How do MNE:s try to develop and maintain commitment of the individual
managers?

-
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BLOCK 3 CO-N’FROL AND EVALUATION

Management should-strive to evalva Business.strategics that inatch organisationnl structure
with opportunities.in the-international: business environment. However, identification of
_strategies.consistent with.organisational structure-und:opportunitiés in the envirgnment may
not guarantee'success for the-firm-inwrealising its objectives. Even premising stralegies.can:
fail'to-produce their anticipated-results if they are'paorly implemented and impraperly
monitored. The. institutionalisalion of appropriate contral.mechnnisms, informalion system:
and performanee imeasurement methods is crucial to the success of international business.
Block 3'deals. with all such issues and. also-issues concerned with the interaction of- MNCs'
corperate culture-with: the host-countries’ culture. This block has three units,

Unit7: Control'and Information-in:Intornational Business deals with basic jssues
relating to control of internationa) operations and the need for information systems. The unit
begins by examining the need for and objeclives of control in multinationals. The various
approaches to control aftd the influence of national cultural traits on the control systerh are
analysed, The unit then focusses on the important question of the extent of control exercised
on the subunit operations and the related question of delegation of decision making
authority. While the-answer to the question ‘*how much to delegnie?’ depends upon
several variables, a fair acceptable generalisation is that strategic issues are best centralised
and operational mauters are best decentralised. An example of the former is the capital
budgeting decision. In what way ownership is related (o control is also discussed. The role’
of organisation siructure in.control is highlighted. A company's organisationa) structure
2stablishes the-distribution of decision making power through formal and informal lines of
wthority andresponsibility: Organisational structure, along with information system,
:onstitutes.the basis of formal:control system. Toward the end of the unit some accounting
wspecls of multinational control and issues relating to control of international joint ventures.
ire discussed.

Jnit 8:. Performance Measurement and-Eveluation in 2 wiy suppiements the previous
nit By providing the supporting material. The basic concepls and variables in performance
1easurement and evaluation are discussed. The mechanics, modalities, and tools and
:chnigues of mensurement and evaluation are described. The issues relating to

roductivity, socio-economic perfermance and performance evaluation of projects are
Talysed. Tn concluding part, performance evaluation in relation to international trading and
ansnationafs in Indiware exiunined.

nit 9:. Multinational.Corporate Culture and Host Countries deals with jssues arising
om Lhe interaction betwveen he culture of multinational companies and the cultuce of the
ist countrics. It also discusses the-ways in which conflicts arising from this interaction-can
resolved. It begins with a description about the nature of the MNCs and the patterns of
cision making taking place in such firms. The unit then discusses the jssues relatiag 1o
ra-tirm trade, technology transfer and employment and labour relations. The typical
tnigement practices of MINCs and their business culture are highlighted. What kingd of
licies are framed by the host countries to overcome the undesirable influences of MNCs'
licies are examined. The forms of MNC collaboration: and restrctive practices adopted by
NCs are also discussed,
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UNIT 7 CONTROL AND INFORMATION
| IN INTERNATIONAL BUSINESS

Structure

7.1 Introductiocn
7.2 The Need for Control
7.3 Objectives of Control in Multinationals
7.4 Approaches to Control
7.5 National Cultural Traits
7.6 Decision making Authority
7.7 Ownership and Control
7.8 Control and Organisational Structure
7.9 The Control Process
7.10 Reporting and Information System
7.11 Control through Communicetion
7.12 Accounting Aspects of Multinalional Control Syslcm :
7.13 Controlling Joint Ventures
7.14 Summary
7.15 Key Words
7.16 Self-assessment Questions
7.17 Further Readings
References

7.1 INTRODUCTION -

The need for planning, control and information is not unique to international business.
However, due to complexities involved in cross-boundary operations, the need for formal
planning and control systems is particularly felt in international business. Generally,
multinational firms have quite advanced or sophisticated planning and conwol practices.

This unit describes the objectives and the process of overall control in the multinational
operations. It describes the approaches to control and examines the planning process in the
multinational operations. The unit examines the question of delegation of auvthority for
decision making or the autonomy (o the subsidiaries. Various methods of control are -
examined and the reporting and information systems are discussed. The role of informal
communications in the control process is highlighted. Thereafter, the unit discusses some

“accounting problems concemed with measuring of performance, The wnit conclude.s with a
discussion about contrel in international joint ventures.

7.2 THE NEED FOR CONTROL

According to Child!, *‘control is essentially concerned with regulating the activities within
an organisation so that they are in a¢cord with expectations established in policies, plans and
practices."” This definition is in canformity with the views expiessed by Tennenbaum”™ who
states that the importance of conlrol lies in achieving the ultimate purpose of the
organisalion Control therefore encompasses any process in which a person (a group of
persons.or organised persons) determines or internally affects what another persen, group, or
organisation will do. '*The cogrdination and order created out of diverse interests and.
potentially diffuse behaviours of members is largely a furction of control........ controt is an

inevitable correlate of organisatign.”’ e

Looked in another way, control denotes all those relationships and devices that are meeant to
ensure that strategic decisions are made in accordance with corporale objectives and goals,
and tactical {or operational) decisions are made in accordance with selected strategic

decisions.

As a motter of fact corporate organisation structure should be looked from the point of view
of establishing and maintaining adequate control over the firm’s activities at the least cost.
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Control and Evahuatlon You would recall that organisational structure is nothing but a network of ¢channels through |
which authority flows, and it includes the feedback generated and network of informal :
flows. What really matter in the control process are the nature of flows within the system
and the devices used to ensure that actual operations are in cohformity with intended
decisions.

Headquarters” control of sub-unit behaviour and performance is a necessary integrating
function in all complex organisations. The importance of control as an integrating
mechanism within organisations stems from the fact that it reduces uncertainty, increases 5
predictability and ensures that behaviour originating in sgparate parts of the organisation is
compatible and supports common organisation goals. Given the complex environment
facing most MNCs and the greater physical and cultural distances separating its sub-units.
exercising organisational control at the parent-subsidiary level is generally viewed as of
much more crucial in multinationals than in domestic companies.

In the context of international business several key questions arise. Some of them are: ;
I

1) Where should decision making authority reside in the firm with respect to the srategic
choices i.e. the globzl allocation of corporate resources? : ’

2) Where should the strategic and tactical decision making authority in relation 1o
subsidiaries/affiliates be [ocated?

3) What should be the frequency and content of the reperts relating to operating
performance i.e. how should the-information system be structured? -

4} What should be the role of communication system and by what means should decisions
be communicated?

5) What measures of performance should be used so that strategic decisions conform to the |
organisational objectives and goals, tactical decisions conform to strategic decisions and
aclual operations conrform o tactical decisions? :

You might be wondering that as the questions listed above equally apply to any domestic
firm, what is unique about international business? In a way you are right. However, as you
might be aware, we have been highlighting the differences between domestic and
international business in the previous units. These differences have their implications for -
the control systems. Lel us recapitulate some differences and their implications. '

1} Distance: The subsidiary units are often located at distant places. The geographic
distance and eultural differences increase the possibility of error. in cross-national
communications, besides greater need for time and expense, The intents of the planning
and control system may not be fully understood or appreciated by subsidiary managers. :
The information sharing or communication between foreign managers and headquarters
tends to be less frequent than between domestic managers and headquarters. This
necessitates greater reliance on the formal data. ' '

2) Diversity: The subsidiaries operate in different socig-economic and cultural conditions
in different countries. The market size, labour cost, currency and other factors differ
from one country to another. The task of setting standards and eveluating performance
is rendered extremely complicated. Currency differences require a more careful
approach to pricing, working capital management, and selection of sources for funds.
More care is needed in interpreting the meaning of overseas balance sheets and earning

stalements.

3) Uncontrollables: Performance evaluation is of little use in contro] unless it is
accompanied with corrective action. Many foreign operations have to take care of the
interests of foreign stakeholders, whose objectives may be somewhat different from the

- parent. In short run, the firm may have no influence in changing government -
regulations. Hence, the correstive action by the firm may be quite circumscribed.
Besides, the forcign managers have little control over many important decisions made by
parent company which may seriously affect their performance.

4) Uncertainty: Control impliés slating goals and developing plans to meet the goals.
Economic and industrial data may not be available in the foreign environment to the -
extent it is available in the parent country. This makes the task of budgetary goal setting
more difficult. Furthermore, political and economic conditions are subject to rapid




changes in some loculos, This siatlon imypedes 1he stating of plans, especlally Jong  Control and Information in
rangg pluns, and reduees the certyinly of results from the implenientation of plas, IntornutioneM3usiness
Adthough, the above tnctors make conto] more difficult in the internationai context,
colnpanies ]jpl'followlprocedurn] and structural practices in an effort to ensure that the )
foreign opcrations nre congruent with the overall corporate goals and philosophies. It may
also be stated fat most companies maintuin more effective communication links between
heedquarters ang overseas operations than olhers. And this may be Jue to: i) greater
involvc'me;l;l,f'in_fogeign mukets, ii} longer tenure of headquarters’ and overseas managers,
i) more hendquarters experience by overseas managers, iv) less formal control by
headquarters personnel over subsidiary operations, v) greater headquarters willingness to
accept decisions made by subsidiary managers, and vi) grealer sense of teamwork between
headquarters and subsidiary managers, '

What we have described here as the reasons for more effective communication links are, by

and large, the ingredients of a strong corporate culture which envisages internalisation of
common values and rules of behaviour by the employees. The more effective this

internalisation (or socialisation) process, the less is the necd for formal rules w be articulated

and disseminated. The corporation can be said to have lis own “language"’, ‘

As communication is the key o effective control, it is important 1o understand seme of the
1ecessary conditions for maintaining effective international communication network.
“ig. 7.1 portrays these conditions and how they relate 1o each other, inciuding some of the

Flgure 7.1 : Some Fuclors Enhaaclag Inlernational Corporate Communlenllons
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. .Theoverall perspective of the enterprise in

.- would have an influence on its overall strate
system. The different parts {or units) of a multinational e

positlve feedback loops. .The companies in which the tenure of managers is relatively longer |
and in which they are promoted by seniority (l.e. an ago group moves together), all elseo
being equal, have more effective international communication network. The corporate |
culture would tend to be strong when the process of socialisation of those within it {s
_relatively more effective. The Japanese system in which there are few Intercompany
transfers of managers and in which there are personal tics of long standing is an example in
point. Much of the communication network is informal. The socialisation process is so
effective that relatively few formal standard operating procedures need to be transmitted,
Managers know what is expected of them without being explicitly told or directed.

.Activity 1

- “We have described some of the positive aspects of Japanese corporate culture in the'above |,

section which, in a nnshell, is.that the international communication network within an
established Japanese corporation is quite tightly drawn.

What could be the negative effects of such a culture {or sysiem)?

73 OBJECTIVES OF CONTROL IN MULTINATIONALS |

A good or.effective control system in a mujtinational enterprise should have the following

objectives:
@ Tt should supply adequate data for top management to menitor, evaluate and adjust the
global strategy of the enterprise as the situation demands.

@ Itshould providé the means for coordinating the units of the enl:crprisc' so that they work

toward common objectives, if any. .

@ It should provide the basis for evaluating the performance of the units and their managers :
at each level.of the organisation. . . !

The evaluation of global strategy is a dynamic process. For this purpose, the information
system should deliver data from the organisational units on the business environment,
demand, and competitive developments that the units are facing.

For coordination purposes, the control system should be stuctured in such a way thatit  *
shows the areas where multinational economies can be realised. The control system should
also discourage unlts from following independent sub-optimisation prastices. The flrms that :
fail to achieve multinational economies by expanding to a global level are likely to'be left .
behind in the global competitive race’, -'

For p.;.rfonngncc measurement the system must measure the ‘jperformance of organisational
units and the achievements of the managers towards corporate objectives against those
elements which the managers can control.

Much would depend upon the basic philosophy, approach and fundamental attitude of the
multinational enterprise. ‘ " o : .

fact would have an overriding effect ang would

1 system. In other words, whether the enterprise
ltinational business, or a'transnational business
gies. This in turn would influence its control
nterprise face fomewhat unique —
‘while maintaining a common thread, they may have

i

determine its strategies and hence its contro
is actually an international business, or a mu

individual environments and, therefore,




different sets of objectives/gots, The controf sysiem therefore has to take cnre of the Contralund Inforinatios in
International Busincss

sub-entity objectives and goals.

7.4 APPROACHES TO CONTROL

In establishing & control system, an organisation has to determine the relative emphasis it
will place on input (or behavioural} controls and output contrals at each level, Input
controls create control ex-ante and operate through the behavioural interaction. The
subordinates receive guidance and direction through personal interaction. Th expectalions

. are communicated in advance of the action. The rewards and punishmenis are based on the
extent {piwhich the expectations are met. Input controls influence or modify the behaviour
before the event. Output control, on the other hand, operales ex-post and rests more.on the
feedback rather than on personal interaction, e.g., performance against budget, cost
variantes, etc, )

Input contrals work better where an arganisation is small, relatively homogeneous, and the
eftects of actions are fairly clear. Outpul controis work better in a large or complex
organisation where standfrd measures can convey a picture of what is happening in a
relatively objective way and gives some basis for making comparisons.

In an MNE, output controls are more likely to be found, particularly at the higher levels in
the organisation where the tasks being reviewed are more complex and heterogeneous and
. where itis less clear as to what the effects of specific actions would be for any unit.

Multinationals may exhibit differences in the emphasis they piace on input and output
controls. They muy also exhibit differences in the degree of explicitness of the rules through
which control is exercised. Based on the work ol Quchi, et al®, we can derive a iriangular
continum of Market, Rules or Corporate Cullure approaches as shown in Figure 7.2

Flgure 7.2 ; Contrel Approaches

Corporate Culture

darket Approach: Under this approach external markel forces are allowed to control the
iehaviour of management within the units of the multinationals. Typically, the ypits of the
rganisation are decentralised and transfer prices are freely nepotiated. Each unil has the
eedom to buy or sell inside or outside the multinational system. The decisions of each unit
nd the behaviour of the managers are largely direcicd by the market. The control system of

firm managed on the basis of market approach therefore rests predominantly on output
anirols.

ules Approach: Instead of the market feedback, a ruies-ofiented organisation places
eater reliance on strongly imposed rules and procedures, Tt usually has highly developed
anning and budgeting systein with extensive formal reporting. The usual dmwback of
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' preparation, the budlget horizon, th

such orientation is that the firm rhny not be able to respond quickly to changes in the
environment. This type of control uses both input and output controls in o highly formalised
way. A rules-oriented multinational usudlly has quite an elaborate and comprehensive

control manual.

Corporate Culture Approach: In a corporate culture controlled organisation ( such as
Japanese, as we indicated earlier) the members of the organisation internalise the goals by
developing a strong set of beliefs and valucs which influence their operations. Thgugh the
organisation may have strong norms of behaviour, they are informal and less explicit and, as
such, allow the members considerable latitude in working out the solutions as the situations
arise. The corporate culture constantly evolves as environmental changes take place. The
major changes naturally take more time to bring about the needed organisational changes or

adjustments.

The control process commences with an individual's induction Lo the values, beliefs, norms
and practices of the organisation as well as through formal training, and jnitiation into the
rituals ang ceremonies of the organisation, such as early morning prayers, annual
conferences, planning reviews, etc. (Some writers also cail this process as the process of
indoctrination). The cultural approach usually rests more strongly on input controls through
its emphasis on inculcation of *‘the way we do things around here.’’

75 NATIONAL CULTURAL TRAITS

Tn designing control mix (i.e. the mix of inputs and output controls, market, rules and

corporale culture approaches) within 2 multinational, it is advisable to consider the attitude

towards controls which might vary among national cultures. The attitude may have

considerable bearing on the perception and approaches to such aspects as the budget

¢ importance of achieving or exceeding budgets and

reaction to feedback. In a comparison between U.S. and Japanese controllers and managers,
found that Japanese controllers and managers had along

Daley and associates, for example,
term planning orientation and viewed budgets as a communication device enlike their

Americen counterparts”.

»
While one control approach may work very well within z given national culture, it may
actually impede performance within another. It is, therefore, desirable to recognise such
differences and build a control system which accommodates national culture differences.
However, stretching the idea too far may not be desirable as allowing too many national
peculiaritii:s may weaken control and comparability and thus reduce the opportunities for
effecting economies and efficiencies across the boundaries. '

res has been advanced by Hofstede® whose four

One method for classifying national cultu
Each dimension has important implications for

dimensions vary across national cultures.
desigh and operations of an effective control system.

Power Distance: According to Hofstede, power distance is the degree at which a culture

accepts unequal distribution of power and privileges and the gxercise of absolute personal
guthority. In a counlry where inequality is accepted and hierarchicat authority is valued, 2
strong rules appreach to control is likely to work best. The lateral relationships in the
organisation are minimal and a strong dependence on chain of commend is more likely to

exisl.

In a country where power distance is smalle
inequality, the organisation structure is likely to be.flatter and decentralised, with
participation and leamwork al a premium and hierarchical interference at a discount. The

culture in such a country would accepl a more corporate culture approach,

This is a measure of the extent (0 which a society is risk averse. A
ormal rules and is less tolerant of deviant
thus tikely to be more rule-based as the risk

Uncertainty Aveidance:
risk averse society tends to establish more t
behaviour. The preferred control system is
averseness and power distance increase.

This dimension describes the extent to which the social norms
much individualistic behaviour is dccepted. In any
tive and action, such as the United States

Individunlism-Collectivism:
constrain individuals — that is how
individualistic society with emphasis on inilia

r and there is greater wish 10 minimise ’

[P —
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' adaptability fo change and a fast reaction time are essentials, A market approach to control
Internutional Business

appear more appropriate. In a collectivlst soclety, such as countries in the Indian
subcentinent or in the East, group norms control individual behaviour. The control
emphasis would be more on malntaining group coherence and participation. Hencea
corporate culture approach would bamors appropriate.

Masculinlty-Femininity: Hofstede's fourth dimenslon classifies national cultures on a scale
according o their edoption of “‘masculine’” values (such as assertiveness, equitiveness,
money value evaluation) as against **feminine’* values (such as caring and concern for
others and quality-of-life orientation). A masculine national culture would be more likely to

. Produce a market approach or a rules approach to control. A feminine culture would be
more likely to adopt a corporate cullure approach with strong norms for group coherence. .

In using, Hofstede's four dimensiona! classification model, it seems more appropriate o
examine a national culture for its gexieral positioning under each of the four dimensions than
lo make an attempt to classify each nation into o category defined aleng the four dimensions.
.The approach then becomes more of a diagnostic tool than en‘attempt at formal
glassification, ' '

Cultural traits of the multinational’s parent natjon nlso appear to have an influence on the
control system. In a comparative study of control patterns of the U.S., U.K. nd European,
multinationals, Egclhoﬁ'? found significant differences between the U.S. and European
multinationals in types of control utilised, with U.K. firms generally lying between the two.
U.S. multinationals tended to measure quantifiable and objective aspecis of a foreign
subsidiary and its environment, while European multinationals tended to measure more
qunlitative aspects. The European multinationals also filled a significantly higher

percentage of key marketing and manufacturing positions in forsign subsidiaries with parent -
compeny nationals than either the U.S. or U.K. multinationals. They thus relied more '
heavily on input control. R

The study by Brandt and Hulbert (referred to in Block 1) showed that U.S. multinationals
employed [ocal nationals for manageriel positions in their subsidiaries more frequently than
did either European or Japanese firms. On the other hand, communication patterns between
the parent and the subsidiaries also differed. Most U.S. companies held annual meetings for
the chief executive officials of their affiliates, whereas fewer than half of the European and
Japanese firms held such meetings annuaily. Also visits of the head of the Brizilian
subsidiary to his or her home office superiors averaged 4.8 times per year for the U.S. firms,
sompared with 3.4 and 2.9 for the European and Japanese companies respectively.

[t may not be out of place to mention here that cultural traits in a nation may change over
ime. This is particularly true in the present times when countries are pulling closer to each
ither economically, technologically and culturally in the wake of greater accenton” !
rlobalisation (or global integration) ;

ctivity 2

rrange a meeting with a manager of the level of General Manager who as at Jeast five

'ars of experience working in a multinational unit operaling in India. Discuss with him the
lowing: ' .

the broad approach (out of the three approaches discussed in the prececding section) that
determines the control system in the organisation; \ .

and the extent and the ways in which the basic approach followed in the country of the
parent company has been mddified in the light of Indin's cultural traits. How would you
describe India's cultural troits? '
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" the formal management tends (o have greater auto
- over time, During early stages of affiliation, contro

* country are very large, then it can afford to have i

7.6 DECISION MAKING AUTHORITY

What degree of control will be exercised on the affitiates and what degree of decislon
making will be retained ul the corporate headquarters would depend upon many factors,
These are in fact the questions which aré concemed with deleghtion of decision making

" nuthority. The question in other words is.how much to delegate?’ The issue is .

particularly complex’in 1he contex! of multinational corporations. If dedisions are made at
the foreign subsidiary level they are considered to be decentralised. On the other hand; if
they are made above the foreign subsidiary level they are considered centralised.” ‘There are
countervailing pressures for centralisation and deccﬂqa]isati_én. Overall, the policies must
be adapted to the firm’s, specific and unique situation. Complete.centratisation and,
decentralisation are the two extremes. In actual practice, companies seldom totally .
¢entralise or totally decentralise decisions. Instead, they adopt policies based on the noture

of the question and the particular circumstances involved.

The geographical dispersal in theory, should encourage the headquarters 1o delegate as much
authority as possible to subsidiary managers because this increases the responsiveness of the
letter to local conditions, and results in decisions being made at the level where informatlon

s available. It also assists in the development of subsidiary managers. The geographical

dispersat, however, may also raise fears among the top management that subsidiary
managers would be guided in their work by parochial considerations. Before the
headquarters’ managers realise this, it may be teo late to prevent the damage from such
considlerations. These fears tend to limit the actual delegation to subsidiary management.

“The decision of how much should be delegated to subsidiary managers would de.perid upon .
“ several factors. .

1) Ownership Structure: The owrnership question relates to the ownership structure of the
purent company and (he ownership structure of the affiliates. How is the ownership of
purenl company struclured may mater. For example, if ownership of the parent company is
in the hands of the family, the family may Jike to exercise surveillance over strategic choices
in regard to ownership, management, and finance relating 1o the subsidiary. Thus the parent
company mny retain control in all these areas in'its own hands.

o influence the nature of control.

How is the ownership structure in any affiliate may als
omous than wholly owned

The joint ventures, for example, are likely to be more auton

.subsidiaries. This point is further elaborated in a subséguent section dealing with

ownership and control,

2) Age ofSubs‘idiury-: A newly acquired-affi
nomy. Also, control is seldom consistent

| may be quite loose, but may tighten as
the foreign operations grow upto a point, .

3) Expertise in Corporate Headquarters: The greater the headquarters have relevant
expertise, the less autonomy @ foreign affiliate may enjoy. . BT

The size of the total foreign operations of the MNC as well as the size of a particular
operation in a foreign country éxeris influence on the location of decision making. Studies
of [inancial as well as marketing decisions have indicated that increased centralisation is
feasible when a corporate staff is large enough and is qualified. The company with very
limitéd foreign operations may not be able to afford centralised expertise and therefore has
to delegate decisions to the operating managers ovgrseas. In case-operalions in a specific.
ts own. speciaiised staff. Itcan be wreated

differently than smaller operations in some oLher countric,.

\

[ the Decislon: Companies in certaln

4) The Nature of Industry and Importance 0 _
— for example drug manufacturing because

industries lend toward more centralised control
they require product consistency. -

The main function of the subsidiary is also a determining factor. Some functions may be

more lightly controlled than others. Manu

liate which continues its old produc}. fines under - .

facturing subsidiaries are more likely to be tightly

o
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controlled than marketing units: Slmilarly finance as g managerial function tends to ba - ~outrol and Information |
centrally conrrolled. The question somelimes asked is how much can be Jost through a bad Intornatfonel Busincss
decision?

The matters relating to logistics (i.c.,, movement of goods and other FeSOUTCes) are more
often centraliy controlled. The corporate profits may be improved by movement of product
factors — capiral, personnel or technology — from one Subsidiary to another, Withour
Some central control point, reports will have 1o be disseminated from one unj; to another to

concerns exports. If exports among subsidiaries are needed to maintain & continual
Production flow {e.g. vertical integration or interdependent components needed in the
company’s end product), centralised control may be required to assure this flow.

Exports to non-affiliated companies involve jurisdictional question. For example, if a firm
kas manufacturing facilities in the U.S,, Venezuala and West Germany, which one will
export to South Africa? By answering this question centrally, the firm may avoid price |
competition among the subsidiaries that could result in reduced corporate income, Besides,
a number of different factors may have 1o be considered, including production costs,
transportation costs, tax rates, exchange controls, and capacity utilisation.

5) Range of Produets and Markets: Those subsidiaries which have a wide range of
products and services may lend to be more autonomous than affiliates with uniform products
and markets. For technjcally sophisticated preducts, there may be little need for local
adaptations. Consequently, at least for marketing policy, decisions may be made that apply i
10 a very broad spectrum of countries. A good conlrast is between Nestle's food preducis
which depend on geographic differentiation, and General Electric’s power generation and
Jet Engine businesses whicl; are sophislicated products requiring little adaptation to local
needs. The former 1ype of product lends itself much more to decentralisation than the Jatter.
It also happens that many products are first introduced in the larger market and later

that the same mistakes are not repeated in the latter countries, If product technology : -
changes rapidly, there is usually a greater need for headquarters’ involvement than if it js '
stable for a long period of time.

6) Physical Proximity: The distance between the headquarters and a particular subsidiary
could also be & Factor influencing the extent of delegate. Distant subsidiaries tend to have
greater autonomy, pnr'licuiarly if located in countries with unfamiliar environinent. ,
However, with the develapment of rapid means of transport and newer and more effective
means of telecommunications, the importance of this factor is gradually diminishing.
") Cultural Proximity: The perceived differences in the operating environments in the
1ome and host countries has an cffect on the degree of control exercised on the subsidiary,
Fthe economic, political and social contexts of home and host countries are simjlar (or
Imost similar), the Mmanagers of the subsidiary nay be given loss tattitude in decision
1aking. For example, the carporate managers of a U.S, company wili feel more confident
| formulating policies and practices for a Canadian than for a Mexican subsidiary. A
milar difference may also be fell between a Mexican subsidiary and an Indonesian
‘bsidiary, The Canadian subsidiary operations will be presumed to be (almost) paralltel to
e U.S. operations.

Interdependence: The volune of internal transaction has a good deal of influence on the
tent of delegation. The corporation with a great deal of intra-firm movement of goods and
vices tend lo maintain higher level of headquarters contro).

e role played by a Pparticular subsidiary in the overall'functioning of the multinationaf )

poration generally has a significant influence on the extent of delegation permitied o a

sidiery management, For instance, top managément of o subsidiary that essentially

vices a very limited host market could be granted a high leve] of delegation.

thermore, if the Subsidiary contribution to the objectives (sales, profits, etc.) of the

tinational comorution ig very limiled, then delegation 10 subsidiary management could

urther increased, ~On the other hand, if a subsidiary is very critical to the overall ‘

Ationing of the multinational corporation (as a provider of key inputs, absorber of "3
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" outputs, key contrlbutor to overall corporats objectives, and 80 on), then delegation would
probably be lower. Ine sense, the extent of delegation, L.e., 1n other words, tightness or .
looseness of the coupling between headquarters and its subsidiaries, would vary as a
function of the interdependence between the headquarters and its subsidiaries. .

The degree of interdependence between headquarters and subsidiary-would be affected 3
greatly by the type of strategy chosen as well as nature of the firm's technology. Three i
types of interdependence that may exist within an organisation have been identified: Pooled,

Sequential and Reclprocal. These are presented in Figure 7.3.

Flgure 73,1 Types of Interdependence within organisations® :
: " Corporaie Headquarter

Country A Subsidiary Counl:ry B Subsidiary . Country C ‘Subsidiary

POOLED INTERDEPENDENCE i

Corporate Headquarters

|

U.S. Plant

1

SEQUENTIAL INTERDEPENDENCE

. Brazilian Plant ‘

Brazilian Plant ‘ U.S. Plant
i— > T
< <

. RECIPROCAL INTERDEPENDENCE

R

Key : —p— indicates direction of flow of materials.
. . \. ' .

. *Based on Thnmpson..J.D..Or'gm'lisalions in Action, McGraw Hill, 1968

Pooled interdependence exists where organisational members share COMmMOR rESOUITES but
are otherwise quite EUONOMOUS. Sequential interdependence exist where output of a part of §
the system is fed into another part of the system. For example, if the General Motors” (GM)
subsidiary in Brazil supplies critical components {such as is engines) to GM (U.S), then .
these two units would be sequentially interdependent. Problems with supply from G.M.
(Brazil) woutd have (of sequential) effects on G.M. operations elsewhere, generating a
greater need for control for ensuring that decisions taken by GM (Brazil) are consistent with
those in other parts of the system. ' :

rm of intezdependence. Reciprocal

Reciprocal interdependence is the most complex fo
ational units feed their work back and

interdependence arises when qrganisations or organis
forth among themselves. To take our previous example, if GM (U.S,) works on components

provided by GM {Brazil) and ships them back to GM (Brazil) for additional pracessing, this
would be an example of reciprocal interdependence. This kind of interdependence creates__
the maximum feed for control, coordination and consistency in decision making. This need
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would be further prosouniced I aptimal funciloning of th reelproeally Interdepondant purts I 'D
of the organlantlon were vitul to the nehioveinent of overall organisntional gonls.or nfesnations! Dusine
objeotlves. All theo factors would Indlente that u atrongor coupling ' requlred which

would reduce delegution to subsidlary managewent. The reason belng that Inappropriate
decisions by subsldinry management can prove purtlculn\ly ¢ostly to MNC system,

Sequential and reciprocal interdependency would call for some level of action planning (i.e.
imposing specific decisions and actions at specific points in time which may result in
behavlour formalisation wherein actions and decisions to be cnrried out are specified.) If
the interdependencies are very significant, behaviour formalisation is required because
global cutput control measures would not be able to handle the independency®.

9) Importance of Forelgn Market; The relative importance of the foreign market and
perceived success of the affiliate is also a factor affecting the decision. If there is high

+ degree of headquarters confidence in the subsidiary management and it is perceived in
headquarters as a successful one, it may be given greater autonomy.

¥

10) Considerations of Economy and Standardisatlon: Economies may be lost if foreign
operations veer so drastically from the overall line or method of business; even control may
be completely lost. If units in different countries are allowed to alter products, policies and
methods in different directions, even slowly or gradually, the evenwal diversity may be so
great that economies may no longér be possible. The interchangeability of personnel,
products and ideas may be rendered difficult. Similarly, the questions relating to
standardisation may sometimes be paramount, e.g. machineries used in production process.

The pricing and product decisions of one subsidinry may affect demand in other countries.
With the growing mobility of consumers, especianlly induslrial consumers, a good or bad
experience with a product in one country may eventually nffect sales elsewhere. This is .
especielly true if industrinl consumers themselves want uniformity in their end products. If -
prices differ substantially among countries, consumers may éven be inclined to import them
from the country where products are available at lower rales rather than buying locally.

We have discussed above the various factors that would in geheral influcnce the degrec of

control or the delegation of decision making authority. 1t may, be mentioned that the

question relating to where the decision making should lic on the basis of economic or

managerial criteria may have to be suitably madified in the light of local considerations.

Although there 1nay be soine sirong reasons lor Laking decisions at the corporate level for

reasons of efficiency, still the decisions may have to be delegated o subsidiaries for reasons .
of morale and motivatior. When local managers are prevented from doing what they .
consider as the best in the interest of their own operation, (here is 1endency on their part to

think *“I could have done belter, but corporate manageiment would not let me.'" These

managers may lose commitment to their jobs and may not gain the experience needed to

move into jobs of greater responsibility. -

Similarly, politcal and social considerations cannot be ignored. There lias been a
widespread feeling in the LDCs that their own people have not been employed in
responsible positions. They have been particularly critical that very little R & D has been
done by MNEs outside their home countries, and even the portion which has been done
outside has almost been done in other industrial countries.

Box 7.1: Basis for Control

The dependency of subsidiaries on headquarters for resources — technology, export
' H X1
markets, or management and [inancial resources — facilitates control.

The dependency of a subsidiary can take one of several forms:

[. The pattern of resource deployment in a business may be such that no one subsidiary
has the skills or the facilities o duplicale the total capability of the parent in that
business. There were cross-shipments of IBM producls around thie world during the late
I1970%s, It is obwious that all subsidiaries are interlocked in a complex web of
relationships. and no subsidiary could survive without the others. Further, the patiern of ) [
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product and component flows is- orchestrated by the central staff. That gives thein
significant influence over any one subsidiary. The nature of control over subsidiaries in

such a situation is significant, irrespective of the size of the subsidiary, its technelogical -

maturity, or the sophistication of its management. The dependency of the subsidiary
rests on the fact that it represents only a partiat and not the total capability of the parent.
TBM represents an extreme case of careful planning on the part of the company, over a
long period of time, in deploying resovrces and skills around the world in such 2 way that
no one subsidiary or region can be independent of the rest of the IBM. '

3. A vardant of the overall IBM pattern of resource deployment is the development of
subsidiaries that-serve primarily as sourcing plalforms. Austria for Philips and
Singapore for General Eleciric and Philips are good examples. An overwhelming
portion of the subsidiary's resources is devoted to serving other markets in the DMNC's

network. As a result, headquarters can hive significant influence on decisions regarding
capacity, technolopy. used, product mix, and such operational decisions as plant loading.

3. If the subsidiaries are dependent on the parent for lechnology and/or management
resources, the parent ¢an use that dependency to influence the actions of subsidiaries. A
significant proportion of U.S. DMNCs in technology-intensive businesses use the

dependency of subsidiaries on technology as a basis for control. That dependence could |

be based on access to a central design data base, as was the case for Dresser. All
subsidiaries in Dresser’s compressor business prior to 1980 were linked to headquarters.
When the Reagan Administration imposed an embargo on shipments of compressors to
the Soviet Union, the French government insisted that Dresser {Franée) honor the
contract and supply the compressors to the Soviets. Dresser’s headquarters in the United
States"was forced to sever its ties with Dresser (France). Dresser top management
ordered the computer links between Pittsburgh and France cut off, thus temporarily

"immobilizing the French subsidiary. The Dresser incident is an illusiration of the

influence that headquarters can impose on the subsidiary, if the subsidiary is dependent
on the parent for technology or management support, '

4. The three illustrations ubove may lead the reader to the inappropriate conclusicn that

_the only mechanism available to headquarters in exercising control over subsidiaries is

to ensure a pattern of resource deployment that keeps subsidiarjes dependent on each
other, with headquarters providing the crucial coordinating link.> While maintaining a
level of dependency at the subsidiary level facilitates operational control.(global
integration), strategic control is as such is dependent on having the key subsidiartes share’
a common vision with headguarters. The ability of headquarters to assign differentiated
strategic missions to various subsidiaries, as a function of an overall global strategy,
depends on the ability of headquarters to involve the key subsidiaries in evolving thal
strategy and communicating it efféctively. Further, top managers must recognize that
subsidiaries' performance must be measured according to their-assigned strategic
mission in the overall global network rather than on stand-alone, aulonomous
businesses. Let us, for-example, consider CPC and Unilever locked in i battle over the
packaged cooking oil market around the world. The role assigned to the German
subsidiary of CPC, let us assume, is 1o attack the profit sanctuary of Unilever in
Germany, so that CPC's Brazilian cash flow car be protected. The strategic mission
assigned 1o the German subsidiary of CPC is clear -— reduce the profitability of Unilever
in its most itmportant market, even if it means taking a profit penalty in Germany in order
to protect the cash flow of CPC Brazil. Such strategic, coordination reguires that ail
subsidiaries perceive the threat of Unilever as urgent and important and are willing to
make sacrifices in their operations to protect the integrity of the whole, It also requires

. top managers to ensure that the contributions of the CPC managers in Germany are

measured differently. Measurement of the contribution of CPC managers in Germany
must go beyond the profit coltribulions made by Germany as an autonomous unit and
must incorporate the strategic contributions made by them to protect the overall cash

flows of CPC.

=DMNC = Diversificd Mullimtional Corpora,u'_on

Source: Prahalad, Cl{ and Yues L. Doz. The Multinational Mission, The Free Press, 1987,

pp. 161-164.
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7.7 OWNERSHIP AND CONTROL T Iniornntional Busines’

Thera seems to bo clogo and Indlstinguishnble inter-relatlonshlp between ownershlp nnd
control of foreign subsidlaries, As tho firm nccumulates certnin expertise in conducting
internationnl business, its desire to ineur and unify the overseus into a globut sysicm
incrense. To nccomplish this gonl, the firm tries to increase its integruted share of the

" oversens subsidiarles. For instance, Stopford and Wells have reported in their study of 187
United States MNCs: **In most cases in which firms showed strong preference for
wholly-owned subsidiaries the issue of control appeared to be parumount™."”

They further stated that certain strategies demanded tight central controls; others did not.
Strategies that are generally extracted through a tight controlled organisation which are
usually associated with a strang preference for wholly-owned subsidiaries . Overall, they

found thet firms emphasising marketing and advertising techniques, rationalisation of
production processes and control over sources of raw materials tend to prefer wholly owned

subsidiaries,

The preference of United States MNCs for wholly-owned or majorily-owned overseas
subsidiarles reflect their drive for unification and ratianalisation of global units. In the
United States, ownership means control, and without extensive cantrol over the subsidiaries’
 nctivities, it is difficult to achicve unification: In coatrast, European, and particularly the
Japanese companies® willingness to enter into joint ventures reflects their adaptability to the

developing countries' demands,

It also indicates that there are other means of control availoble to international corporation
besides 100% ownership. These include input and output controls exercised through
technolopy and personnel transfers .

Ownershlp as a Control Measure

As is well known. untill recently the ownership has remained a thorny issuc in the
developing world. There is pereeptible change with the opening up of the economies of
many developing countries. Not (oo lur in the past, even the industrialised countries such as
Canada, Australia and France have been demanding ocal equity in foreign enterprises.

Truditiq{glly. the countries with potentially large natural rescurces/large markets —.such as
India, México, Indonesia, Australia, Malnysia — have been demanding greater local equity
participation in foreign enterprises. In view of the restrictive ownership environments

prevailing in many countries, MNCs have been constrained 1o use other means of control o

intcgrate their subsidiary operations which include:
® Technology transfers (throughout conirols},
Muarketing pelicies (or oulputl controls),
Procuremeat policies inte controls.

Financiul policies,

Strategic long range planning,

Human Resource Policies,

Use of expalriates,

Personnel visits of overseas units,

Meihods of entry.

Methed of Entry

Related o the questions of ownership is the methiod of entry in foreign markets. Basically
four different options are available 1o the firm to enter international markets: 1) Experting
from the homie country 2) Licensing arrangement in the host country 3} Joint manufacturing
venture 4) Acquiring or forming a whelly-owned subsidiary.

-As described in blocks | and 2 method of entry appears to be evelutionary in character in
terms of a firm's experience. In the earlier stage of entering the international markets, the
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. DOW chemical, dnd Ciba-Geigy emp

firm may start out with experting goods and services, Progressively, it moves through the
other stages of licensing, forminy joint manufacturing ventures, and forming wholly-owned
subsidiaries. The method of entry is also related to the stages of a product life cycle.
Tnitially, when the firm is still at the innovative stage it may simply export its technological
and marketing knowledge. As the technology matures and the preduct is standardisad, the
firm will face intensive compelition in both the domestic and overscas markets. It may then
be obligated to manufacture overseas either through a joint venture arrangement or.by
owning overseas subsidiary operations. Based on various qualitative and quantitative
researchers dealing with licensing and joint venture decisions, the following propositions

can be formulated: .

® The smaller the firm the greater is the propensity to license.

® The less expetienced the firm in international business, the higher is the propensity to
license. . : - .

® The gicater the level of diversification of the firm's products and services, the higher is
the propensity to license. ' , .

@ The more mature the product lines of the firrm, the higher is the propensity to’license if
foreign investment is not possible or desirable. .

® The greater the similarities in merket and economic conditions of the home and
host-countries, the higheris the propensity to license (i.e. cross-licensing among -
industrialised countries}). L

® The greater political and economic risks perceived by the firm, the higher is the
propensity to license.

.® The greater the demands made by the host country for local participation, the higher is

ihe propensity to license.

7.8 CONTROL AND ORGANISATIONAL STRUCTURE

Strategic decisions relating to the developmerit and servicing of various markets may be
made in the domestic operating divisions; in a domestically-oriented corporate headquarters
acsisted by staff specialising in exports; in an international division; orin a multinational
regional, product or functional headquarters. These variations in the cofporate orgapisation
were outlined in unit 4. What is needed to be stressed is that contro! is inexorably linked to
the organisation structure and is exercised through it. Let us briefly cecaptulate the
structural forms from the international business prospective.

Broadly speaking, there are three primary ways 1o organise an international business: 1) The
International Division; 2) the Global Product Structure; and 3) the Matrix Structure. The
international division established as a separate unit in the corporate structure is, typically,
the first stage for an MNC and is still used by a large number of companies. This approach
has the advantage of concentrating all aspects of international cperations into one division,
However, this kind of arrangement may cause isolation from domestic. operations and may
encourage the development of independent geographic regions rather than world wide
development of product lines. The international divisions is most effective when thereis &
limited diversity among the company's various product lines and where there is effective

inlegration between domestic and international operations,

In the global product siructure the mangers are incharge of different product lines which are
marketed world wide. There are several potential benefits of this structural arrangement,
such as improved cost efficiency by having manufacturing facilities located in areas of
lower cost, skilled labour, improved communicetion, €ic. However, this structural form has
not worked effectively for all MNCs and may give rise 10 certain barriers in communication

and coordination.

The global mairix attempts to batance the roles of foreign are-based managers with central
office product mariagers. The matrix structure, as you might be aware involves sharing of
responsibility and authority, and integration of activities through cooperative action.. Nestle, _
hasise the geographic element of the matrix whereas .

American Cynamid and General Electric {G.E.} focus on product division. Cne of the major
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ndvantnon of the matrlx structurs I Ita floxblilly, ‘Authozlty and Influones cun ba shifted
betaen o product and geopraphle struclura, Hawover, It 1s Inhorontly uniable. **Bagh
multinntional company must cantimially re-cxamined lia gpanging needs and requlramanta,
Mo tyne 18 matdx, und slrive to find the npproprhita balanes. Thix ulr-o;nmlnmlon 1s by
no tncans onsy; vonalderabls manngerin) skill and floxIblilly ora roqulred 4,

Each strueture has certain ndvantages ond dlsadvantoges. Ths management should look at
these nlternatives from the point of view its own speclfic sltvation. The structure should fit
the particular environmental, technological nndd psychelogical ¢lrcumstances. However,
MNCs have lenrnt that cotinunl reorgnnisution in order 1o find the perfeet structure may be
unnccessary. [t may be more advisnble to improve the sxisting processes through
rianngement education and organisational development rather thnn resorting to frequeant
reorganlsations. The successful MNCs do not continuelly reorganise their operations.
These companics see the jnternetiona! chollenge os one of bullding and mainialning a
complex decision maklng process rather than of finding the right formal sirveture. The
critical task is to develop new manogement perspectives, rtiitudes and processes that reflect
and respond to the complex demands the companicy foge in their international aperations.
.The successlul MNCs develop an organisntionn! eulture that allow the manager to sense,
unnlyse and respond to the steategic internoticnsl opportunilics and demands nnd to bufld .
communicatlen channels between domestic nrd interhatlenal operations

7.9 THE CONTROL PROCESS

There is no gainsaying that apprepriote decision making in the control area is not likely
unless corporate goals have been spelled out and communicated, and a conlinuing planning
_ process ts [nstitutlornlised to make goals operational.

The Annuel Planning Cyele: The formal control pracess is usually structured around an
nnnunl planring eycle beginning wilh the submjssion of planning guldellnes to the
subsidiarles from the centrnl office, Thesa guidellnes often emerge from the development of
a global stratepy. "The planning cycle In the subsldinries, therefore must be preceded by
whanl may be celled *“'Internntlonal plnnning process’ at the headquaners, The
internationn! planning process is presented In Figure 7.4, -

Planning must invalve the meeting of cbjectives with the internal and external environment.
The first step is a self-analysis of internal resources and constraints on the total corporation
along with the environmental factors; only by taking this first step a firm can set the overall
rationale for its international activities. The analysis of the internal resources will help to
determine which of these objectives is feasible and most important. It will thus be helpful in

the s:!ccljon of the right alternatives.

Since each country in which the {irm is pperating or is contemplating to operate may have
cerlain unique elements/leatures, the local analysis will also have 1o be made b, fore the final

alternatives can be fully cxamined. '

Prioritics must be set anong alternatives so that programines may be casily added or deleted
depending upon resource availabiiity or situalion. Without establishinent of priorities,
decisions may huve to be made toe hurriediy 1o fulfil common objectives even partially,
Finaily the tirnm's specific objeclives should be set for each operating unil,2long with ways
of measuring both deviations from the plan and conditions that may cause a deviation,
Through limely evaluation, management may take correclive actions or at least move to
conlingency means for achievement of the objeclives, -

‘The plarning guidelines, mentioned abave, may vary in the amount of detail depending
upan the firm’s managerial philosophy. Some companies believe that extensive corporate
puicelines, even to the extent of specitie sales targets, provide better coordination between
repions, exceution of plans after they have been appraved, aliocatiun of capital spending,
andl the accepranee of more ambitious goals by units in the ficld". Others believe that
“howom-up™ planning whicl: relics heavily on Jacal initintive, encourages better
performance from local units because they best understand their own capabilities. Ifthe
Litter approach is adapted, the guidelines are minimal. The subsequent alobal sicategy
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assessment proccss at the centre |s used to focus on those units whose pirns seem to be oul

of line.

.

Aftcr rcccwmg the guidntines, the subsidiary managers preparc their own plans, usually Ina
format specified in a standard planning or budget manual. The trend today seéms 1o bein

v favour of emphasising strategic focus i.¢. detailed information on market, compelition, etc.
rather than routine control by seeking internal accovnting information. The subsidiary
managements’ plans, including asscssment of the compculm.. situation and proposed zetion,

is then subjected to critical central review.

+  Aflter L'nc. annual plans have been received from various subsidiaries, some m!.i_llinnl.iona]s
hold formal rgview mectings wherein functional specialists at the headquarters have
discussions with the line managers who had submitted the plans. Any points of




dlsugresmant nre resolved by the Chlof Executlve. The review meetings may often bs on
ono«to-one baglh. But In some cnsos tha managerd of ull tho aubsldlarles may be Invited to
atend. Tho purpese of the latter nppronch obvicurly Ia to facllitato courdlnation nnd avold
repetition of earller planning inistakes or probloms. Sugh mostings are partleulurly valuablo
when subsidlarles are of comparable size and situation,

The formal ecceptance of plans gives the llne mangers a signal to go ahead and implement
the proposals in the plans. It ucknuwledgcs the targets as rcnqonnble expectation of - '

achievements.

Activity 3

Amange o meeting as speeified in Activity 2. Ascertain the steps involved and-the sulient
features of the organisational control process. Show the process diagrammaticaily/grapht-
crlly, List the muin repons that fow (bath ways) between the headquarters and the units,

7.10 REPORTING AND INFORMATION SYSTEM

The logical consequences of preparation and acceptonce of annual plan are periodic
reporting and review of progress during the year, Some firms require monthly reparts on
sales and cerein.financial items. Other types of reports may be required qudrterly or
semi-nnnually. Some of the control items (measures) on which information mny be received

by the parent from the subsidiary is presented in Table 7.1.

Table 7.1; Some Control Measures

Marketlng Control

+ Total sales revenue
+ Sales revenue by product line
* Sales to specific accounts

* Tolal selling expense
= The components of selling expense (such as commissions, travel expense)

"» Selling expense by product or preduct line.
Manufacturlng Control :

* Total manulacturing expensc

« The companents of manufacivrng expense
» The cost of specific raw materials : .
» Units of oulput by product ’

« Manulaclunng voriances from a standard cost syslcm
* Qualily control data.

Flnonclal Control

« Subsidiary 1otal profil

* Subsidiary profit by praducr line

« Inventory levels
* Accounts receivable turnover

Several channels may be used for repotting within the multindtional system. The prime
channel is reporting by the managers up the line ultithately 1o the CEO. In addition,
controllers or financial officers, production managers, chief engineers, and directors of
R & D may report directly to their counterparts in the headquarters on certain aspects of

performance without going through their own chief executives. -

Timely reports from al) operating units of an international firm arc needed so that
management can allocate resources properly, make corrections in plans, and reward
personnel for their performance. Let us look first at the resource allocation. Profits from
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ntrol and Evaluation

* Subsidizry managements hold more positiv

feedback whereas fewer than 10% of the

* transfer process creaied international, interpersonal verbal in

one unlt may be used within that unlt, elsewhere for expnnslon, for dividends, for reducing
the need for borrowed funds, o for meoting possible contingencles, Similar lin of thinking
muy be vulid for use of personnel, technology ond end-product. The declsions on the use of
any of thesc resources is of continuous nature. Consequently, reports must be frequent and
show recent situations so that resources are put to the best use. Second, plens need to be
updated in order to be realistic and to assure that there is a high probability of meeting the
desired objectives. Feedback on both results and conditions that might atfect results are
essential so that corrective action, whether in the form of new strategies or in the form of
altered objectives, may be undertaken. Finally, reports are needed in order 1o evaluate the
performance of personnel in the various operating units of the company.

Severnl studies of reporting systems utilised in internationa! firms indicate that the systems
used for foreign operatians are similar to those used domestically. The muin purpose of -
MNEs' reporting systems is to assure adequate profitability by identifying deviations from
plans which, in fact, may be indications of possible problem arens. The focus of the reports
may be on short-term performance or on long-term indicators which are pointers to the
achicvement of the strategic thrust of the organisation. The emphasis should be on the
evaluation of the subsidinry os a unit of the organisation rather than on evaluation of the
subsidiary manager, although the profitability of the foreign unit may be one of the
important ingredients in the managerial evaluetion

for the pcfiodic or monthly management
ols are identified. When problems have
k force be may dispatched

In some companies, he various reports are an input
meetings where progress is evaluated and trouble sp
been identified, plans may be revised; or where appropriate, a tas
from the headquarters or some other subsidiary to make repairs.

e attitude towerds international reporting when
the frequency, quantity and quality of feedback are higherlé. High quality feedback would
include relevant questions of strategy and the changing competitive environment. Attitude
towards feedback may also vary among cultures. Brandt and Hulbert’s study of Brazilian

subsidiaries of U.S. multinationals showed that most of the subsidiaries received monthly
European and Japanese subsidiaries received

regular feedback

711 CONTROL THROUGH COMMUNICATION -

“The formal control procedures are only one part of the overall control process. The formal
contral communications are usually supplemented by many more informal exchanges via
wlephone, telex, fax, E-mail and by meetings. In many cases, the informnl communications

will even by-pass the organisational hierarchy.

untries and managers have different cultural and
language backgrounds, control through programmes of “‘corporate acculturation”’ {or
socialisation), as briefly mentioned ina preceding section, and *‘people transfer’’ can be |
important and effective. Corporate acculturation is the process of training subsidiary
managers extensively so that they understand and generally accept the company’s way of
doing business. A part of this process is to have key subsidiary personnel spend part of their
career al the headquarters. Likewise, headquarters persennel should have experience of

Where operations are in different co

_working in the subsidiaries.

of managers from on¢ subsidiary 1o another between
«al firms. They concluded that the transfer of
distinct control strategy in one firm. The
formation network throughout

(e firm which were utilised for coordination and contral *. On o more global level,
Stapford and Wells point out that one way of combating control problems is the creation of
a sense of cooperation and shared values among organisational members around the world.
They also point out that this requires hcav%cxpcndilurc on communications, including

frequent meelings and retraining sessions .

Edstorm and Galbraith studied transfer
countrics in three European multinatiol
managers {rom subsidiary to subsidiary wasa

his expericnce as an executive with Unilever, Peter Kuin

Based on a retrospective look at _
ver lo function multinationally was ils

states that the “*‘magic™ which helped the Unile
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distinct corporate culture, '‘This culture was maintainable because of the long tenure of the Contrél and Information In
International Business

employees and the fact that alniost everyone knew English'’. He noted a distinct
enculturation process which Included inhouse training programmes and the rotation of
mnnagers around the world

Personal contacts through short-term er long-term people transfers greatly incrense the
ability of the managers with diversified backgrounds to understand ench others' point of
view. In the Brandt and Hulbert study, two factors which strongly influenced the
effectiveness of the communication with headquarters were that: i) whether superior at
headquarters had worked in the Brazilian subsidiary or not and i1) lhc tenure of the chief

exccutive of the subsidiary with the company.

Studies have shown that Evropean and Japanese companies have successfully integrated

their subsidiary managers into corporate decision and policy-making structures. For

example, one study found that 61% of the Japanese executives were represented in one or

more of the strategically impertant corperate commitices. And this was in addition to 32% .
membership on the corporate Board. In contrast only [7% of the U.S. and 33% of the

German subsidiaries’ executives participated in the headquarters committees W

It is believed that top-Jevel Japanese exccutives maintain close ties with the managers of
their overseas subsidiaries. Through strong personal relationships and extensive
socialisation the Japanese organisations are zble to implement the so called “‘Ringi'’ syslem

or bottom-up decision making system.

Overall, the results of the various studies on communication processes reflect the
orgunisational systems and management styles of each nationality grovp. The U.S. style is
more formal, objective and problem-oriented. The Japanese are |ess formal, unstructured
and goal-oriented. The Europeans seem to incorporate both-the elements of U.S. and

Japanese styies.

The following guidelines based on the experience of the managers who have worked in the

international area ma;,'r be helpful. Itis all desirable that decisions (except those considered

vulnerable legally or politically) made at a level higher than that implementiag the decision

should be commitied to writing, in respect of how they were communicated initiatly. Given

the pitfalls of international communications, this rule is more important thar in comparable

domestic situations.

® Visits by decision making authorities ar to other representalives should be on a regular )
basis, and not when crisis arises. ' B -

@ Periodic conferences of key personnel of similar function from both domestic and foreign
operations are of great help in developing universally valid strategies and in the
delegation of actical decisions to lower levels.

® Management lraining and developmenl has considerable importance for foreign
operations because of differences in cultural backgrounds, particularly when managers
from one national socicly move to another. If the objective of decentralisation of
authority is the improvement in-the quality of decision making, such training is helpful as

it catalyses the process.

® Periodic relation of overseas managers (o regional or corporate headquarters may be one
ol the most cffective ways of communicating overall corporate goals and the rationale for

corporate strategy.

712 ACCOUNTING ASRECTS OF MULTINATIONAL
CONTROL SYSTEM

You would recall that it was earlier pointed out that by and farge many-inultinational
enterprises have relatively sophisticated planning and control systems. A uniform syslem of
planning, budgeting and performance reporting provides the headquariers with comparable
data from all parts of the enterprise. The main advantage of such an approach is that it
enables all managers to speak a common *'company language™, regardless of background or
nationaiity. In designing such a uniform system, however, some decisions have to be made 23
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Canlrol nnd Evaluntion - 2 to exactly how the datn are to be recorded. In addition to this, there are plifalls in
interpreting standard data relating to situations which are often non-standard,

Incomge Measurement

Measurement of net income is an important task for nssessing the performance,
Headquarters generally charge royalties, service fees, and allocations of headquarters and
research expenses to the subsidiaries, Generally, the headquarters management have certain
- objectives in doing so (¢.g. systemwise optimisation). They have the financial authority in
) . such matlers. The financial performance of a subsidiary thus depends as much on the '
Secisions of the headquarters as it does on local conditions.

The objective with which a substdiary was set'up may have a bearing on its profitability.
The-objective in setting up a subsidiary may have been to reinforce performance elsewhere
in the system. For example, a unit may have been advised (o raise substantial debt to
provide funds to other subsidiaries in the multinational system. Taxation may also . -~
™ complicate matters. A low local tax rate may encourage the multinational to charg gnly
T lower amounts of central overheads. Thus, income pefore-tax and after-tax,woul ‘be
affected. All these matters as well as the allocation of central overheads can make
measurement of real {or intrinsic) profitability of a unit quite difficult which in wrn would

affect the comparability on a fair basis.

Investment Measurement

Measurement of income {in absolute terms) alone may not be considered sufficient, Many

multinationals relate it to the invesliment in the subsidiary: In such a case, investment base

has to be measured. There are two crucial guestions in this context: one is what Assets and

liabilities are to be inciuded (or considered) and the other is how or on what basis the assets

and liabilities have to be valued? Whatever procedures are adopted in this respect, they

have considerable influence on the behaviour of the managers. For example, if the

evaluation of assets is based on historical cost, investment in the subsidiary will be

understated and the managers in the countries with high inflation rates; directly or indirectly,

may be encouraged (o underprice the products and expand volumes and investment beyond
LA . what may be considered as optimal for a subsidiary or its performance. ‘

' ' Though the use of standard ROI (Return on jnvestment) measure is quite widespread.
managers however have a preference for specific ROT targets laid down for them which
reflect the specific objectives and environmental conditions applicable in their cases. The

 slandard ROI may not provide an equitable basis for comparison. The participation of
ed) in establishing their targel (or

subsidiary managers (whose performance is to be evaluat
pudgeted) goals would contribute to a spirit of cooperation and responsibility for

achievement.

Performanc-e Evaluation
n be made only on the basis of realised profits

aluation of managers' performance on the basis
of “what is within his control'" (i.e. control criterion) is considered a belter indlcation of hls

real contribution in the light of the objectives set for him.

The meaningful performance evpluation ca
before aliocated charges and toxes. Theey

Tt is generally agreed that subsidiaries should be evaluated separately from the management
within subsidiaries. The purpose being that managers are not penalized for conditions and
occurrences that are outside their control. Beyond this agreement, however, there is a good
deat of diversity in praclices among firms in what they do and do not include in the
managerial performance evaluation. For instance, some firms hold managers abroad
responsible for gains or Josdes in currency (ransaction while others do not. “Most firms -
deduct interest expenses before mensuring the profitability of foreign operations; however,

many do not™".

Jiates may preclude a meaningfil comparison of

- operating results. Tor example, the percentage of direct labour to sales in one country may
be much higher than in anolher country f the former is more labour-intensive. There isno
guarantec that the firm will produce the same product with the same set of inputs atall

The cost structures of different affi
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plants. It tmay have to ndjust Its normal productlon processes |n the light of available labour
and capitnl. Different accounting pragtices can also creste problems. Most international
firms keep one set of books that are consistent with parent principles ond nnnther set of

" books to meet local reporting requirements.

Every evaluation measurement has shortcomings when applied intemationally. -
Corisequently, a system that rel:s on a number of difl.rent indicators may be preferable to
one that relies too heavily on one measurement. Financial criteria tend to dominate the
evaluaticn of foreign operations and their managers. While many different financial criteria
are used, the most important for evaluating the operations are budget compared with profit,
budget compared with sales, ang retum on investment. The most common financial criteria
_ for management appraisal are: actual profit against budgeted; ctual sales against budget
sales; and actual return on sales against budgeted retern. Many non-financial criteria are
also employed; the one commonly used and given much weight in subsidiary evaluation is
. the increase in market share. Non-financial criteria are important for evaluating the
performance of managers and these include markel increase in sha:e quelity control and

relationship with the host governmen

Measurement Currency

. Severa} multinationals require a uniform basis of converting the profit and balance sheet
items in one *‘corporate’ currency (and this is usually the currency of the headguarters).
Such atule can have tremendous effect on reported results. For exemple, a subsidiary's
performance in a high inflation country will lock better {or worse) than it should if the
exchange value of the subsidiary’s currency depreciates less (or more) in relation to the
corporate currency than relative inflation rates would indicate.

Whether a subsidiary's performance should be measured in its local currency or in the
currency of the country where headquarters is Jocated is a controversial matter. One school
believes that it should be measured solely in terms of the local currency as that would enable
to evatuate the performance of the Jacal manager based on the operating efficiency,
uncomplicated by any gain-or loss from fluctuating currency values. The other school
advocates that multinationals should use the home-country currency as thé basis for budgets
and for monttoring performance against those budgets. The choice of currency exchange
‘rates, therefore, will shape the performance shown in the corporate currency and influence

managerial behaviour.

There are three ways of handling the translation of a budget into the corporate currency.

. 1} The spbl rate at the ime of the budget (i.e. current spot rate) can be used. This is called
the initial rate. '

2) A spot rate for the end of Lhe budget period can be forecast. This is called the projected
rate. This is, of course, subject (o considerable forecasting difficulties.

"3} The budget itself is translated at the ralec current at the end of the budget period (or
whenever a comparison is made). This is called ending rate method.

The above three alternatives can be used for translating the actual performance figure for
comparison against the budget. As illustrated in Fig. 7.5 the three alternatives imply nine
combinations of exchange rates that might be used in the budgeting and control process. Of
thase nine combinations, five seem reasonable. The remaining four, sheded in the figute,
are illogical because actual performance is translated neither at the rate used in translating’

- budget nor at the exchange rate current when comparison is made.

Under the three combinations (II, PP, EE), in which the same exchange rate is used for
tronslating both budgeted figures and actval performance, a change in exchange rate creates
no variance for manager concerned. Thus the responsibility for exchange rate variation rests
with the central corporate office. In only one of these three cases (PP) does the operating
managerhave to deal with an exchange rate forecast. This is when a projected rate is used
to translate Both the budgeted and the actwal performance. The projected rates under this
combination are termed as "internal forward rates’’. They produce the effect of the
corporate office acting as a banker to buy forward receipls in foreign currencies at a
guaranieed rate. Besides its elimination of exchange-rate variaton from measurement of
manmzcment the PP combination has the additional advantage of being able o incorporete
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Control und Evulugtion Flg. 7.5: Posslble Comhinatlons of Exchange Rates in thio Conlrol Process

Rate used to translate actual performence for comparison with budget
Initial {I) . Projected (P) Ending (E)

an (IE)

Budget at initial

Budget at initial

Budget at initial
% '

~ Initial {1}

Actual st initial Actual at cnding

Actual at projected
Z
/.

(PP)

(PE)

Budget at Projected

//////////////W//’//

Budgel at projected Budget at projected
Actual at inili Actual ot projected Actual at ending
%

Projected (P}
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2 _

(EE)

Rate uscd for translating budget

Budget at endin Budgel at ending Budget at ending

£
DA
j

Acluzl at init Actoal at PTOJBCIC

the internal forward rate most appropriate to the corporation’s positions when the budget is
being made.

Ending (E)

Actuel at ending

The remaining two combinations (IE, PE) leave the exchange risk with the operating
manager, This risk is somewhat reduced when the budget is based on a projected rate (PE)
rather than on the rate ruling at the time of the budget. The manager to be measured an
actual performance translated at the ending rate will under both combinations be tempted to
take sleps to cover against the risk. It seems that the best combination of plans is (PP} i.e.
‘budgel al prejecled — actual projected.'’ Table 7.2 shows the reported use in 1977 of
various combinations in a survey of 100 United States multinationals in 1977:

T:lb.!c 7.2: Use of Various Combinations of Measurement Currency

Method ) Approximate per cent
. of firms
(PE) Budpet at Projected — Actual a1 Ending 30
(PP) Budges a1 Projected — Aclual at Projected 20
([T} Budget at Initial — Acrual at Initial ¢~ ’ 12
{IE} Budget at Initial — Aclual at Ending . 12
(EE) Budge! at Ending — Actual at Ending . 5

The most commeon methed (i.e., Budget at Projected- Actual Ending) does save accounting
cosl, but it also makes operating manager responsible for discrepancics between projected
and final exchange rates. If the projected rate was forecast by the corporate office, the
managers results would vary according to the quality of some one else's forecasts,

In translating balance sheet items for internal conirol purposes, a multinational may use any
one of the translation methods. It is not essentiel thet the method used be identical to that
used for external financial reporting. Theoretically, the external reporting requirement
should have no effect on internal reporting. In a survey of U.S. muldnationals (1978), it was
found that the muyority of the reporling companies, excluded translntion_)gains and losses
[rom the income figure used 1o evaluate the foreign subsidiary manager™ .

Intra-company Transfer Pricing

Intra-company transfer pricing refers to the prices at which goods and services are
exchanged within the corporate family. This has an important effect on control and )




performance. You might ba aware that there are several difficulties in setting a fair transfer
price when a free market does not exist, Moreover, problems also arise because of different
customs duties, tax rates, and currency risks, Transfer prices are often used ns & mechanism
for achieving various enterprise goals and to increase the overall enterprise profits,

Difficulties may be confronted if the units operating in 'forcign countries act us profil
centres. If profit centre concept is used, financial rewards of the managers may be based on
performance. It then becomes desirable that transfer prices are competitive and relatively
uniform between units in the systems whose performances are being compared.

However through manipulation of transfer prices the total system profit may be maximised.

There are technigues to achieve this while retaining the profit centre concept. One method

is 10 share the total realised profit of the company between the parent and foreign subsidiary

on the basis of assets used, costs incurred, or on a moré subjective basis of equitable

treatment. Another way is to keep two sets of accounts, one official for tax and other local

. purposes and another set for management control purposes. Still another methed is to take

" account of transfer price manipulation jn the budget and measure performance against
planned results, even if a loss was intended. Each of these techniques has drawbacks. The
praclices verge on unethical and it is to be seen whether the gains from manipulating
transfer prices more than offset the resulting cost and complexity of judging performance.
The evidence suggests that firms using tzansfer pricing as an instrument for enhancement of

. overall corporate profits place less emsphasis on profil-oriented measures in evaluating

performance of subsidiary manager. 3

Activity 4
Arrange a meeting as specified in Activity 2 and discuss: '
i) How is the income of the units measured?

ii) How is the performance of managers and prefit centres measured?

iii) In which currency are the vital accounting ddld converted? Discuss the ru;ionale behind
such conversion? Discuss whether any problems arise.

- i¥) Whether a comparison is being made of the subsidiaries by the parent company? If yes,
what criteria are Being upplied?

713 CONTROLLING JOINT VENTURES

You are aware that one of the methods of gaining entry into foreign markets is through joint
ventures in which at least one parent is headquartered outside the venture’s country of
operation. Much of the international business aclivily loday involves international joint *
ventures. Through the control progess the parent company ensures that the way a joint

venture is managed conforms o its ewn interest.
[}

Most of the firm*s objectives can be achicved: by careful aliention-to control features at the
oulset of the joint venture, such as the choice of the partner, the establishment of a strategic
fit, and the design of (he joint venture organisation. Frequently joint ventures are located in
the less developed countries where governments enforce a joint venture policy as a means of
increasing local control over business decisions to ensure that these decisions are compatible

with national objectives.

The most important single factor delermining the success or failure of a joinl venture is the
choice of i partner. Many a time, a firm may rush through the process of partner sclection

Control and Information In -
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because it is anxious to get on to the "ppndwagon’ in an altractlve market. In the process
of selcetion of o partner, it Is Imperative 10 ascertaln whether the strategic goals of the
partner are compatible. The strategic context and the competitive environment of the
proposed joint venture and the parent firm will determine the relative importance of the
criteria used to select a partner, To facilitate the general fit between the international
strategics of the parent and the strategy of the joint ventures, the partner selection process
must determine the specific task — related skills and resources needed from a partner as

well as the relative priority of those needs. International joint ventufes ore like marfiage

— Ihe more issues that can be settled before the marriage, the less likely it is to break up

later, '
Control over the stability and the success of the joint venture can be largely built into the
initial agreement between {he partners. The contract can specify who wil] have what kind of
control in a variety of circumstances such as the contractual link of the joint venture with the
parent, the capitalisation and the rights and obligations in relation to property. Much would
depend upon whether stakeholders are equal or unequal. It is natural that the pantner who
has mujority stake in the joint venture will have more control. However, itall depends upon
mutual understanding. It is quite likely that the parent may delegate the daily operations (or
1actical decisions) to the locol management, while retaining the important decisions with it
The experience of Japanese multinationals wlth joint ventures is of speclnl Interost because
Japanese firmghave had a much higher ratio of joint ventures.than Uniled States, Europenn,
or Canadian firms. The extent to which a joint veniure subsidiary can be controlled by the
parent, according to one study, depends upon the control that parent has over key resources
required by the subsidiary, cuch as information, technology, management knowhow, -, . -
[inance, und input-output leverage. For Japancse firms, most imporlant source of control bas
been the technical assistance contract, information and know-how flows, The second most
important means has been the placing of home-country personnel in the subsidiary. The *~
production manager position has been more heavily relied upcn than the financial manager

posilion as 2 means of contral™.

714 SUMMARY
olling process is li13 snnll;s whether

The managerial function of control is universal. The contr
it is a domestic company, or 2 multinational corporation with a network of foreign affiliates,

or an intcrnational joint venture. It is the extent, the focus, and the mechanisms used for
cantrol (hat differ. Control assumes greater importance in mu
they operate in more uncertain.environments.

The complexity, scale and diversily of muitinational operalions make the task of integrating
and controlling 2 worldwide network of subsidiarics, joint ventures, and contraclual
relationships quite intricale. The management at the headquarlers must design.appropriate
contrel and information sysiems taking into account the relevant factors so that performance:
is evaiuated appropriately. The control systems must be flexible and continuously adapted

_to new or emerging realities.

There are 1wo basic approaches in establishing a contro} system: one is input control and the

other is output control. Input contral cperates
control resls on feedback reflected in the actual performance. The control system of a
corporation may be market-driven, or rules-driven or it may be bound by its unique culture.

National cullure traits also impinge upon contrel systems.

What degree of control would be exercised on the affiliates or subsidiary units would be
influenced by several factors, viz., ownership structure, nature of the industry in which the
subsidiary opcrale's. importance of particular decisions, range of progducts and markets, size
of subsidiary operation, physical and cultural proximity and degree or nature of .,

interdependence. . \
. . . . '\_ .
Conuro! of foreigh operations is inextricably linked with the question of ownership. Because

of the prevalence of restrictions on the extent of ownership, the multinationals have hitherto
becn more guided by other devices for controlling their foreign operations €.2. technology

transfer.

’

liinalional companies because .

through behaviourial interaction while output .
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The control process begins with the annual planning cycle which beging with the despatch of Contrel and Information in
*Intornational Business

guidelines by the headquarters to the subsidiary managements. The logical consequence of
annual plans is the floatation of reports (or feedback) on performance. The effectiveness of
control, 10 a large extent, depends upon the quality of the information system that has been

designed and developed,

The formal control procedures cannot take care of all the gontingencies in a control system. .

-The formal control process is therefore supplemented by informal exchanges, people
transfers, meetings etc, Because of cross-national operations and varied cultures, specizl

efforts are required to improve the effectiveness of communications.

In the process of control some accounting problems have to be tackled. They rcla}c to
measurement of income and investment base, performance evaluetion, currency of
measurement, and transfer prices. It should be seen that the rules of internal accounting
system do not lead the subsidiaries in taking inappropriate actions. It is, of course, difficult,
if not impossible to develop performance standards that are meaningful and also do not

interfere significantly with operating objectives.

Joint ventures have become a distinctive feature of multinational operations. Many of the
. control problems relating to international joint ventures can be taken care of by careful
drafting of contractual relatjonship and selection of a right partner.

7.15 KEY WORDS

Collectivism: The exient to which group noms constrain individual behaviour. Group
horms determine, to a Jarge extent, the individual Behaviour. :

Corpbrate Acculturation: The process through- which corporate values and beliefs are
internalised by or inculcated among the organisational members.

ach which envisages the internalisation of

Corporate Culture Appreach: A control appro
f belicfs and values. Norms of behaviour

orgnaisational goals by developing a strong se1 0
are enforced informaliy and implicitly.

Individualism: The extent to which indjvidual behaviour is accepted, Group norms either
do not exist or if they do, they are quite loose.

Input Contrel: £x ante control that operates through behavioural interaction.

Market Approach: A con-trcnl approach which allows market forces o control the behaviour

of management within the units of muliinatiopal.

Qutput Control: Ex post control that resls more on the feedback un actual performance. .

Pooled Interdependence: It exists when orgapisational members share common resources

but oltherwise are quile aulonomoUs.

Power Distance: The depree 10 which a culture accepls unequal distribution of power and

privileges and the exercise of personal absolute authority.

Reciprocal Interdependence: It exists when organisational units feed their work back znd

forth among themselves.

‘Rules Approach: A control approach which places greater reliance on strongly imposed

rules and procedures.

Sequential Interdependeﬁcc: It exists when outpuT of a part of the system is fed into

" another part.

Uncertainty Aveidance: The extent (o which a society is risk-averse.
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7.16 SELF ASSESSMENT QUESTIONS

1)  Why the need for control is, particularly, felt in multinational enterprises? What key
questions in relation to control arise in internationg] business? .

2y  From control point of view, what differe-nces exist between domestic and international
business? '

3y  What are the objectives of control in international business opcratidns? In what way
corporate culture may be helpful in the control process?

4)  Critically examine the various epproaches to control. If you were the CEQ of a
multinational corporation vhich approach you would prefer and why?

5)  In what way national cultural Lra.ns influence the control system?. Explain with
examples,

6)  What factors would determine the depree of coﬁtrol exercised by parent multinational
on the subsidiary operations. )

7}  Explain the various types of interdependence that may exist between the units of a
multinational enterprise, What effects they wil| have on the control system?

8)  In what way is the question of ownership related to control? What devices have been
used by muitinational firms to overcome the 1mped1ments placed by foreign countries
on the extent of ownership?

9)  “'Control is intimstely linked with organisation structure.”” Elucidate.
10) Briefly describe the control process in relation to international business.

11)  What objectives the reporis on performance fulfill? What is the role of an information
system in the success of international business?

12)  **The success of multinational firms, to a large extent, depends on the effectiveness of
communication system.” Explain what methods of communication can be effectively

employed by such firms?
13} Explain the accounting problems in relation to multinational contral system.

14) Examine the pros and cons of converting vital accounting data in "‘corporate’’ versus
“local turrency"’. Give your own views regardind-this controversy.

15} 'Wirite 2 note on *‘control of joint ventures™’.
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UNIT 8 PERFORMANCE MEASUREMENT
AND EVALUATION

Objectives

. After going through this unit, you should be able to:

& Understand the precise meaning of performance of international firms and firms engaged
in international business (both styled as internetional firms in this unit).

@ Identify the parameters which determine the pefformance of firms, undersco'ring the
distinguishing elements applicable to international firms. .
@ Leam about the toots and techniques used for the measurement and evaluation of
" enterprisc performance. :
o Comprehend the significance of the tools and the limitations of their application.

® Apply the tools of measurement to the evaluation of the performance of intemnational
firms. '

Structure

8.1 Introduction
8.2 Basic Concepls
8.3 Variables of Performance
8.4 Mechanics and Modalities
8.5 Tools and Technigues
8.6 Comparative and Historical Analyses
8.7 Productivity
8.8 Project Performance Evaluation
89 Socio-economic Performance ‘
8.10 Performance Evaluation of Interational Trading
8.11 Evaluetion Systems "
8.12 Performance Evaluator
8.13 Prerequisites and Precautions
' g.14 Performance of Transnationals in India
8.15 Self-assessment Questions :
8.16 Further Reading '

8.1 INTRODUCTION

Shares of FERA companies (or foreign control
investors in India, The public issue of the Tata
record, over 4000 times. The Reliance Indust

shareholders. Why?

led companics) attract 2 very large number of
“Timken equity was over-subscribed by a
es at one time attracted 2,000,000

There is one common answer, These companies performed better, or were perceived to

perform better.

Practically every industry in India has some ébmpanies. which earn high rates of profits, and
some companies which are sick, QObviously, the former perform better; the latter fail to

perform.
Wha is this performance? And how does one measure it?

Organisaiions are created to carry out spetific functions for ihe achievement of certain
goals. The basic goal of any commercial enterprise (or firm).is to produce and market goods
and services, and earn profits. The production and marketing involve investment of
resources in terms of technology, manegement, materials and manpower, all eventually

translated and expressed jnto monetary terms,




rerformence Measurernem

A successful organisation is one which produces high returns on its investment., Every
and Evalugtion

investor (of resources) wants to maximise his return over short and long periods: The return
reflects the ultimate performance,

- Is there any one unique indicator of performance? If yes, what is that? If not, what are the
. different parameters of performance? How are they measured? What are the tools used to
measure them? And using these tools, how do we evaluate the performance?

8.2 BASIC CONCEPTS

.International business is composed, basically, of four types of operations:

1) Production of goods (agro, manufacturing, mining, forest-based or marine products),

2) Marketing (marketing of products or services).

3) Services (such as contracting, consultancy, advertising, banking, insurance).

4) Exports and imports of goods and services (international trading).

The organisaﬁonal goals and operating structures are divergent in each case. So are their

tools of performance, parameters of performance and performance evaluation. This does not
imply that there are no commonalities. In fact, the final goal of business organisations is the

samejand each involves the same inputs (capital, technology, management, materials and
human resource),

International business is carried out-by four types of firms:
1) Whloll.y domestic or joint international firms engaged in
8) international trade in goods and services,
b) performing services in other countries. ‘
2) mecstic firms with international capital or technological collaboration. *

3) Foreign-controlled companies operating in host countries (multinationals or
transnationals)

a) as branches, . .
b) -as locally incorporated companies (subsidiaries),
¢) as participative compaﬁic.s with the majority or minority of domestic capital,

4} Joint ventures between domestic and foreign firms operating in one or more of the
participating countries or in the third countries,

. Performance

If the goal of an enterprise is to maximise its return {on investment of resources), and its
performance measures this return, its measurement is cardinal to (i) investment decisions;
. (ii) decisions relating to grganisation structure; (iii) operational decisiors — on product (or
service), which it should produce, preduction-planning, marketing, financial management,

human résource deployment and development. Since an enterprise is a fiving organism,
which operates, grows (or contracts), diversifies, interacts, it may perform better during one
period, and not so well during another period. It is often found that one constituent of a
company performs well, while the other or others do not perform so well. Swadeshi
Polytex, a company owned and controlled by the National Textile Corporation {(UP) T.tl.
preduces profits, but other units of the cormpany produce losses. A company may have
achieved higher sales during 3 specific period, but it makes less profit (or more losses)
during the same period:

International business, like any other business, is expected to perform for the benefil of

1) muacro-economic objectives, and

2} micro-corporate ohjectives.
33
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The prelscm Unlt is concerned primarily with the sccond.l

The performance may be viewed from the polnt of view of return.on invested resources’
(ROI) or operational efficiency of the inputs deployed in the organisation. In the flrst case,
it is the total return of the enterprise; in the second case, it is the net output of a specific
input or a group- Since the net output is dependent on the contribution (inputs) of others, it
is necessary to segregate the contribution of others, while measuring the pcrformahcc ofa

specific individual or group.

Put in a different context, performance is a synonym of productivity. It is measvred at four

tiers: -
— individuals,

— & group,
— the organisation itself, and

— aconglomeration of or_ganisations.

echnology) may also be measured. It refiects, however, jn

Performance of intangibles (liket
ting it). The performance

the performance of the agents (supplying managing or opgra

‘eval
intangibles as technology and management systems.

The performance of each, an individual (say. a production manager), a group in the
organisation (sa¥, Hindustan Lever Ltd.), or a group of companies (say, all Japanese
multinational companies operating in India), has its own significance and ramifications and
calls or specific treatment. For convenience, the four-tiered structure could be termed:

1. INDIVIDUAL performance.

2. FUNCTIONAL (or group) performance,

3 CORPORATE (or organisational) performance.

4, SUB-SECTORAL performance.

Since the horizon of the operalion at each tier is different as is the intermediate goal
divergence, the indices of performance are different too. In theory, the performance of any
group, organisation or a defined agglomeration, is the sum total of the performance of its
constituents, but it is not always so. First, the performance of a constituent is often not '
measurable in terms of the performance indices of the group. Profitisan index of
performance of o profit centre (group or company), but it is not one of a servicing unit (such
as a maintenance vnit). Morcover, an individual earns profits only by the combined, ’
contribution of others. Secondly, there is normally a synergy in the organisationhl structure:
the output of a group has a multiplier (sometimes negative) over t
total of the constituents of the group.

nt Unit excludes the treatment of Individual Performance, which is a function of °

The prese
tools, indicators and appraisal systems.,

Personnel Management. Ithas its own objectives,

ures productivity, and productivity is the ratio of output to input,
performance is measured in terms of output. If outputs and inputs were all homogeneous
and qqa.ntit'lablc. the task of performance measurement would have been simple, B_;')th
inputs and outputs aré often expressed in helerogeneous terms. Accordingly, it is not easy to
measure productivity {or Jariations in it); and, therefore, performance. “Another -
complicating element is the variability of the media in which different components of the

" putputs can be expressed. His, therefore, necessary 1o identify the goals of pcfformancc'al'
each ticr, and then translate the output (or perfonnance?’in- terms of these goals.. :

o

Since performance meas

Performance evaluation is.a four-stage operation:

uation at the four designated tiers,should take full cognisance of the conuibut.ion;' of

he performance of;the sum

Rt




Fig. 8.1: Stoges of Performance Evaluation

Stage
I ' Tdentify Parnmeters
1l ldentily Teols/Indicators
m Mecasure Pecformance
_ TV " " Evaluate Performance
Perameters and Indica;ors

Performance parameters are performance values denoting different outputs, such as, sales
and employment. Indicators are the relationships of outputs inter se or with other inputs,
such as, profitability, productivity, debt-servicing ratios. Indicators provide the tools for
measurement of performance. In comimon panlance, the terms “‘parameters’” and
“indicators” are often used interchangeably. Evaluation of performance is the assessment
of the significance of the indicators in the context of corporate or segmental goals
(objectives or targets).

83 VARIABLES OF PERFORMANCE

Transnationals may not necessarily be intrinsically better performers than domestic firms,
but they possess externalities, which enables them to earn higher profits, says one recent -
study. This raises two issues: first, that the ransrationals do not possess any intrinsic value,
which make them better performers; secondly, that in mcasuriﬁg performance, it is
necessary 10 segregate intrinsic variables from external veriables. The latter aspect raises a

. further question: what are the intrinsic variables and what are the exteraal variables? And a
corollary: is there any divergence between endogenous and intrinsic variables?

The variations between intrinsic and endogenous variables do exist. The former are specific
elements organic to the organisation: endogenous variables are also specific to the micro
unit, but may be influenced by external factors, such as, environmental conditions associated
with the sector (spatial or otherwise) in which the candidate unit exists. The segregation,
however, between intrinsic and endogenous variables is often not feasible in practical terms.
It is, therefore, prudent fo keep the distinction limited to endogenous and exogenous

" variables. ’

While enterprise performance is a function of both endogenous and exogenous variables, the
dominance ‘of one or the other set depends on historical as well as structural factors. They

are often interactive. More significant variables are set out in Figure 8.2

Figure 8.2: Factors Contributing to Performance

A._ Endogenous Variables B. _ Exogenous Variables
[.  Linkage benefits 1. Policy environment
2, Economies of size 2,  Indusiry structure
3. Managemenl skills/styles 3. Inter-firm behaviper
4, Managcm;:nt strategy 4. Physical externalities
5. chﬁnology adaplalion 5. Technology slatus
&. Corperzle image 6.  Skills avajlability
17, Brang image 7. Productimage
8.  Tic-ups 8. Intemational market access

Thelinkage factors are: () resource-oriented, (b} management centred, or (¢} technology-
related. .
A conglomerate management has backward or forward linkages with the subject unit. When

il has backward linkage. it gets prefercntial treatment in terms of price, quality or delivery
against other competing units. When it has a forward linkage, it incurs lower costs, achieves
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better markeling access, and may be enrns even higher prices. It may have, for example, the
benefit of common storage facilities with its sister units.

Economies of size could result in a decisive comparative advantage. Transnationals,
supported by group resources, often start with or operate large sized plants or marketing
activities; every domestic unit (in develaping countries) does not have that advantage. In
times of glut in the market, the large size could be a disadvantage; but, by and large, it is not
unless it is a continuous process plant.

Management skills and styles are very often the key factors in the performance of
enterprises. The performance variances between public and private enterprises are attributed
mainly to this factor. As observed eatlier, in every ipdustry in India, there are some firms,
which make high ROI (rates of profits); there are others, shich become sick, not only
loss-making. It is due very often to relative quality of management skills and styles, which,
in turn, varies with the management strategies.

An industry product has access to different technologies: A unit uses different technologies
at different stages of production. Any one technology can make the whole differcnce in the
performance. It is, therefore, necessary that the most cost-effective technologies are adopted
for each stage of production. It is not always easy, however, to shift to new technologies
because of replacement costs. Technology determines, not merely the total cost of the
product, but has a direct bearing on the quality of the product — and the quality influences
the price. Again, a specific technology could produce low or high material yield
{output-to-input ratio) via wastage factor (of inputs) or rejections (of outputs), lower rate of

production or Jow product quality. .

Corporate and brand image may improve (or erode) turnover, or profit performance even
when all other factors remain the same. Most transnationels score on this point.

External tie-ups, which can reduce cost, improve quality or increase production, could help
in raising performance. The tie-up could be for input supplies. technology, management

expertise or merketing.

Exogenous Factors

Business policy environment is a common factor, which helps all units operating in a given
roarket, whether it is a domestic firm or 2 transnational. It is, therefore, a differential factor
mainly in imparting competitive advantege — or disadvantage — in the international
context. Customs duty of over 50 to 80 per cent on capital equipment, and of over 100 per
cent on raw materials and intermediates, imparted a decisive disadvantage to Indian
manufacturing in export markets. Excise o production duty exemptions 1o smatl scale
enterprises gave them a distinctive leverage within the domestic markets. Apart from cost
components, the restrictions imposed on expansion ofdiversification of foreign enterprises
forced stagnation of transnationals or FERA companies in India, Some of them faced very
adverse conditions, such as, ICI (formerly. Chemicals and Fibres, Alkali Chemical

Corporation and Indian Explosives).
Exogenous factors are related to:

a)‘ fiscal, monetary, industry and trade policies,
b} cultural patterns and social behaviour,

c) availability of skills and their cests,

d) availability of infrastructure and costs.

_ Activity 1
Take the case of any international company. Explain how individual performance is
different from the firm's performance.
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) 8.4 MECHANICS AND MODALITIES ond Evatuation

Ad hoe Evaluation and On-going Menltorlng Systems

Performance evaluation could be undertaken on an ad hoc basis as a onc-time exercise, or
weaved into an information and monitoring system. While ad hoc evaluation exercises are
commissioned os o tool for specific management decisions, it is often an expensive process.
Cost and goal effective evaluation calls for the design of an on-going exercise asan
information system, in which the feeding-in operation and retricval form an interactive
mechanism. In this on-going system, the performance evaluation itself t2nds to become an
information system, and vice versa. A pre-designed operation, being a part of & MIS-
(Management Information System), receiving data inputs regularly in its horrhal process, is
Hkely to be o cost-cffective system, "

When the performance evaluation becomes an on-going process, it takes the form of a

Monitoring System.

A berformgnce evaluation monitoring system should be specific in terms of :

'a) frequency (or pericdicity)

- (weekly, monthly, quarterly, annual);

b) contents or components
(parameters of performance to be evaluated);

c} processing techniques
{specifying the indicators to be used);

d) dperating route
" (from source and inputing procedures to processing and utilisation). .

Single Versus Multiple Indicators

A singlc'iridicator,-combining ali components of performance, would appear to be the most

desired target In appraising new investments, oné elways looks for one rate of return, since
it would be the most transparent and forthright aid to decision-making. In other
decision-making areas as well, one does not want to have quelifiers (IFs and BUTSs) but a
straight answer. Incidentally, socio-¢conomic nppraisal, although highly relevant, Is
avoided, in practice, mainly because it has to depend on multiple indices.

However, o single performance indicator is neither feasible nor desirable. It is not feasible,
because it involves performance in terms of values, some of which are not quantifiable; and
others, which are quantifiable, but are expressed in different denominations, Qualitative
change in the corporate image, for example, cannot be expressed quantitatively. Similarly,
proguctivity of an environmental change — in work culture or physical work environment
— is not directly measurable in terms of monetary surplus (or profits).

Again, performance appraisal is required for different objects and different interests. A
performance appraisal may be required for making technology improvement or for raising
capacity or higher worker productivity. A price reduction will be welcome to a consumer;
but it may r?d_ué.e profitability. '
A marketing manager is interested in a higher turnover, a production manager in a higher

output. A lendor'wants a well-protected debt-servicing copability; an investor high returns
on his investment: a Finance Minister higher tax revenues to the exchequer, or higher net

inflow of foreign exchange. .

: There 'c':-'u'gh'ti,'tljj-ercfor'l:,;r tg be multiple performance indicators. “The multiple indicators alone

can be Used as tools of management decisions in respective areos. -
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" compared with the rate of capital

Avtlviy 2 . ;
Name three patmeters of performainee, showimng haw they can be used for specitic
nndmagement decisions.

8.5 TOOLS AND TECHNIQUES

Cinssification of Indicators : ,

The performance indicators could be divided into four major groups based on the types of
elements or parameters used : '

Flgure 8.3: Classlflcailon of Indicators

a) Structural indicalers

by’ Operating indicators

¢) Result-oriented (or profit) indicators
d) - Socio-cconomic ind?calors

Structural parameters of a firm are values (or quantities) o
firm: equity and long term debt. for example.

f inputs, which are invested in a

Structural parameters do.not, as such, reflect performance. Their variations and
relationships, however, do. Thus, the value of fixed assets is no indicator of performance,
but the variation in the value of fixed assets is. If there is an increase in the value of fixed
assets over a petiog of time, this is reflective of capital formation or growth. When it is
formation during the some peried in 2 cofmpeting firm, it

rranslates itself into the relative dynamics of the two firms, and, hence, becomes a

performance indicator.

or volume of sales is not a performance

Among the operating parameters, the value
1d be measured over time, against different

indicator; a variation in it is. Variation cou
products of the same firm or between similarly plnced firms.

Operating parameters arz the values (or quantities) of elements which, for example, are

produced by a given investment, production and salgs turngver. The line differentiating
structural from operating parameters is often difficult to draw. Debtors when considered as
amount of capital reinvested would be a structural parameter; when they are considered os a
result of the current operations, that is, moneys riot realised out of sales, it is an operating
parameter. Similarly. employment s bath 2 structural and an operating parameter.

Operating parameters do not directly reflect performance. These are proxies of some

performance indicators.

f the firm in terms of surpluses.

Resuit-oriented indicatars arc the result of the operation 0
when seen from the investor’s

Financial profits are, of course, the basic profil parameter, )
point of view. Viewed, however, from a social {or national) angle, value ndded, employment
and foreign exchange generation {especially in developing countries because of the scarcity

of (he last resource) are significant profit paramelers. :

Profit parameters may., 1herefore, be divided into micro-level and macro-level or social
parameters. The distinction. again, belween operating and profit parameters is often blugred,

as in the case of the foreign exchange earnings-
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. A cautlon, howover, Is oalled for In the Interpratation of certatn indicators. Increased
employment gencration is considered to be a desirable soclal profitability Indicator; from
.the firm's point of view, ltisa negative factor. More employment with the given volume of
output means more cost, and, in fact, low productivity, The use of performance parameters,

thus, calls for a certain amount of discretion. -

For an international business firm, the generation of incremental employment and foreign
exchange earnings for the hosts country is no objective to look for. Even a domestic firm
may not be keen on this. From the standpoint of the host country, the performance of the
foreign enterprises in terms of generation of employment apportunities and net foreign
exchange earnings are significant indices. While this distinction needs to be recognised, the
indicatdrs have their own relevance depending on the specific objective of analysis end

: valuation. '

It would, accordingly, be a more productive strategy to bifurcate broﬁt parameters into profit
and social parameters.

Performance Indicators

Mcnsuring tools are vsed according to the object of the appraisal and the relalionshipé in the
variables involved. '

" Ratlo Analysis

Measurement of performance ihJinancial terms frequently uses ratio analysis, which
establishes the relationships between two or more variables. The re]ationships are expressed

as: ) ’
o) ashare, normally expressed in percentages (e.g., raw material cost is 50% of total cost
" of production); - :

b} a gquoticnt expressed as a numerical relationship, (e.g., number of persons engaged per
- tonne of output changed from 8.4 10 6.5 due tg technology innovation);

¢} acoefficient (e.f,.‘,'the. shere in cost-reduction of energy consumption is 0.45),

Finangial ratio analysis has three dimensions:

a) Structural ralios,

by Liquidity ratios, and

&) Proﬁtéhility ratios.

Structural Ratios: The performance appraisal is not directly concerned with structural
. ratjos (such as, debt to equity, equity to net worth, equity‘io fixed assets, fixed assets to

* funded debt or liquidity ratios (such as, Acid Test ratio or cument ratio). The structural ratios
could be a contributory factor to performance but are not indicators of performarice.

Profitability Ratios: Profitability ratios measure performance at intermediate or terminal
points. The bottom line of any commercial organisation is profit (short term or long term),
. but several opera;ih & parameters lead to profitability. Without an effective control of these °
 intermediate indicators, the terminal indicators cannot be controlled. The interrnc(.:iiate raLio_s

are, therefore, equally significant.

Profitability ratio u.nu.Iysis could be based on the finat determinant (net profit after tax-i’AT)
- or relationships of profits wilh their components or other operating parameters.

The profitability ratios from the point of different investors are:

1) Operating profit.

2) Net profit.

3} Cash profit.

_{4) Dividend rate,

A0 M et remarnt
and Evaluaiion
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For an overall performance appraisat, the profit rates are the slgnificant indicators. From the
manager of management point of view, operating and cash profits are, generally, takenas
the major indicators. The relatlonships among the four denominators may, briefly, be
delineated as: e '

- Operating Profit (OP)

) minus Interest
equals Casl_': Profit (CP)
minus " Depreciation .
equals Net Profit (NP) or FBT)
minus Tax
equals Profit after Tax (PAT)
minus - Dividend -
equals, Retained Profit

In practice, the operating profit is not a fair index, since the interest cost is as much the
responsibility of the operating managers-asthe generation of operating profit {meximise
revenue, minimise cost). Depreciation, howeven is a part of the investment decision, and is
not the responsibility of the operating-mechanism. Moreover, depreciation is a historical cost
incurred initially and, by and large, is flot alterable from one operating period to another. It
s not a cost which creates payment obligations. Accordingly, cash profitisa significant, if

"not a decisive, indicator.

Companies are owned by 2 multitude of sharehotders. Reliance Industries Limited has had,
at times, mare than 2,000,000 shareholders. The company may be profitable, but if the
management decides to pay Jow rates of dividend, the shareholders do not get adeguate
rewurns. And a public shareholder is not @ perpetual investor, He invests in one company,

and withdraws his investment after some time by selling his investment. What he gets as
return (directly) is only the meagre dividend (which may vary generally from 20% to 80% of
the profit earned). His indirect returns are reflected in the share price. But because of other

_ consiraints and general market conditions, the share prices might not increase. He has then

to be content with the dividend only.

Tax planning has devetoped as a special expertise in policy regimes, such as that of India,
where a large body of fiscal incentives and exemptions have been-introduced. Tex is no
longer a fixed flat outgo from profits, Again, what is distributable to the final investors
(shareholders} is only the net proftt after tax. ) :

The 10-year returns of some leading firms of the USA (Table 8.1), which are important
wansnationals, show the following tax efficiency ratios (net profit saved after tax}:

Table 8.1 : Returns of Some Leadlng TransnaﬂonaE of USA

Annual Remm Tax efficiency
10 years (%) : co—cfﬁciept

“pepsico 26.97 0.95
Boeing ' 25.37 094
Ford Motor 27.89 0.93

. Procler & Gamble 2091 092
Genem} Electric 22.80 091
Du Pont 19.61 . . 0.89
Exxan 2207 0.87
IBM 870 0.82
Eastern Kodak 0.6 0.80
General Motars 10.94 0.78

Source : Fortune, April 20, 1992.
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To uny Internatlonal business entlty, tex is of special impurmnce An Invaator has to reckon
with two tax systems with interactlve mechanlsms — the tax systony of the host and the tax
systom of the Investing country, What the Investor gets, flnally, s whnt he is concerned
with, (Some countrles have double taxation relief trentes under which the tax is pald in the
host country). In intemational trading transactions, customs duties — not production and
monitoring costs — often determine international competitiveness. .

Profit rates could be computed

) onon uccountmg or accrual basis for a specific period, a month, a quarter. a half year, or
a year, and related to the total investment;

b} on a discounted CF) basis for a specific time span, or tor the life-cycle of the pro_]ect
or on specific investment.

The investment to which the profit is related under (a) is either the total capital employed or
equity capital. The first measures the profitability (or operating efficiency) of the enterprise
the latter the profi itability of the venture capital (equity).

The rates of profits vary from cne period to another, depending on endogenous factors
intrinsic to the firm, the intensity and sources of competition and externalities, over which
the management of the firm may or may not have any control. It is not rare to find many -
firms, which earn fairly large profits in the initial stages, witness a plateau or decline in their
profits because of technologicnl and other chonges, Conversely, there ere firms, which have
long gestation and teething periods. But when the firm gathers its natural strength, it starts
earning high rates of profits. The three entirely different scenarios are represented by the

following cases:

FimA Firm B Firm C

i Rsmn : Rsmn Rsmn
A) Capital Investment
 {tg_yq years of project life)
) Ig 450 900 150
t 300 — 300
4 50 — 450
900 900 900
B) Average net cash -
(excluding A) inflows - _
s 67 224 78
ts Ig 188 271 113
7.0 468 314 135 -
Total fiet cash inflows o o
4t 2637 2740 13 -

The total capnal investment is the same in each case (Rs 900 million). The rates of return
however differ apprecmb[y

FimA - Firm B Firm C
- Accointing profits (%) .
S 15 25 : 52
tyts 25 30 .25
b7t 52 35 - 15
Average - 36 30, 21

Porformance Momauroment
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Internal Rate of Return

Internal Rate of Return (IRR) represcnts a standard DCF (discounted cash flow) technique,
which is almost universally used in ali professional investment decisions. The IRR tool does
not distinguish between an investment rupee and an opernting rupee, that is, between capital
expenditure and current expenditure and capital receipts and revenues {(or sales proceeds). It
does not distinguish between venture capital and loan (or fixed return capital). It reckons
with cash flows only — ignoring intangibles, including depreciation — and computes a
specific rewurn on capitat flows — all inflows of capital and incomes and all outflows minus
the outflaws of the retura on capital and costs.

IRR imparls time value to money. It recognises when the cash flows are generaled (or
dispersed}. It assumes a rupce received (or spent) today has muck higher value than the
rupee which will be received (or spent) five years later. ’

IRR is the rate of return, which when applied to all cashflows (inward and outward)
compounded by the time when they accur, yields a cash inflow, which is equal to all cash

outflows. IRR may be expressed as
It
0=, (CI-CO
-G
CI, = Cash inflow in the year t
CO, = Cash outflow in the year t

at = the discount faclor

IRR is thus areal rate of return on the investments made after compounding the rates of
returns, depending upon when cash inflows and outflows take place.

[RR is used mere as a tool for new inveslment decisions, but it could be a much more useful

ool for performance evaluation. It shows how operationa! results have behaved effectively

— not only on a gross basis.

Cost Ratios

Segmental financial ratios can take the form of cost components. Examples: '

Ratios of

I Malerial cost }

2) Energy cosl } 10

3)  Manpowercost ) TOTAL VALUE OF OUTPUT
4 Overhead cost ) (OR TOTAL COST)

5) ' Marketing cost )

6) Financial cost )
Further analysis could be made by dissecling each componcnt, relating it to the relevant
segmental cost, such as, advertising or packaging cost to total marketing cost.

Other Operating Ratios

The performance of the firm is a reflection of other operating paramelers, such as, better
cash management, which s reflected in liquidily ratios as follows:

_Current assets

a)  Cument Ratio " Corrent liabilities
. : _ Liquidity
b)  Acid Test ~° Curremt liabilities

T
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c) Inventory build-up o Inventory In terms of days of output - Performanco Measurgimont
. ' ' und Evaluatlon

Profitability in the stock market is denoted by earnings par shars.

EPS = AL
Equity

The stock market performance, inclusive of the image of the firm, is reflected by PE or the

price-earnings ratio. Here the price is the current market price of the equity shares and

earning is the earning per share. The higher the mulliple, the greater is the confidence of the

investor in the firm’s present and future operations.

A term lending institution (such as, Industrial Development Bank of India) would be
interested not only in the profitability of the company, but also in its capacity to pay the
instalments of loans and interest as scheduled. This is best measured by the debt-servicing
ratlo, It is a ratio of net cash generation in any given period efter meeting all current and
other obligntions to the total sum paynble against long term debts (instalment and interest).

Acliviy 3

Name four ratios, define their meaning, and explain their significance as performance

indicarors. -

Activity 4 _ .

Who are most intercsted in the following indicators and why?

a) IRR bh) PR <¢) Debt-Servicing Rario

8.6 COMPARATIVE AND HISTORICAL ANALYSES

Comparative Analysis

Comparative analysis is based on specific results of a comparable firm or a standard firm or
a competitive firm. The most valid comparison would be with 2 comparable firm: a firm

" similarly placed, that is, of a similar size, producing comparable products, and having the

same exogenous benefits (and disbenefits). It is not always possible to find a wholly
comparable firm. ' E

A standard firm provides the more acceptable basis. However, it is also difficult to define
and identity a standard firm. There are larger and smaller, better and not so-well located
firms. There may, in fact, be no standard firm in the relevant industry. Apain the data may
not be available for a standard firm. An alternative course, therefore, 15 10 simulate a

standard firm.

There are two methods of simulation of a standard firm. The first is to locate an average

firm. An average firm would be a “*modal’” firm. A simulated firm is one that belongs to the
category of firms, which has the largest number of firms in the given industry. If 60% of the
sugar mills have a dCC (daily cane crushing capacity) of 2500 to 3500 tonnes, 15% of upto
2500 dCC and 25% of over 3500 dCC, firins in the medivm range capacity could be

stanziard firms. This, however, wilt leave a wide choice, and the chosen candidate may not A
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be n valigly comparable case. A more reliable method will be to take the median firm, wnicn
docs not exhibit any nbnormal (not adverse) parameters. (A medinn is the mid-polnt of the
tota! range with an equal number of candidates above and below the medlan polnt).

The other method is to take the case of a well-performing firm or the best performing flrm,
The problem arises where the well-performing and best performing firms change their -
positions. In the absence of an accepted criterion, it'is difficult to say which is a
“well-performing’* or o **best performing’* firm.

Historical Analysis

rends mensure performance ratios or parameters over u specific time-span (short

Historical 1
1ly recognised delimiters of short,

term, medium term or long term). There are no universa
medjum and long terms, Broadly acceptable spans are:

a) Short term : Upto one year
b) Medium terms 5 Over one to five years
c) Long term : Over five years

at specific points of time or period spans. Time
Time spans for medivm term are
such as, biennial,

The specific performdnce indicators are set
spans for short term ared month, & quarter, a half year.
generally annual. Long term periods are either annual or specific phases,

triennial or quinguennial.

The historical analysis can be by values {or ratios
values, like quantitics are compared, For example:

Annual Proflt

y and by time-trend analysis. When itis by

Generation
Unit & . Rs 122 million
Unit B Rs 180 million -
UnitC - Rs 185 miliion
Or .
Marketing Cost of
Sales Turnover
Product A ) 13%
Product B 15%
Product C 20%
Cr
Rate of Productivity
Growth
1985 over 1984 1.9%
1990 over 1989 1.5%

The trend analysis can be linear or non-linear (¢.E., exponential}.

* Average Annunl Rate of

Linear
Growth of Turnover
1981-85 Rs 17.5 million
1986-90 Rs 12.0 million
Or

Exponentinl Exponenlial Annual

T ) Growth of Turnover
1981-85 2.3%
1986-90 3.5%

O




Actlvity 5

How do you expinin the divergenee ia the following performance indicntors of a firm?

Growth Rate % per aanum

Prolit Sules Export Exrnings
1981-1985 3 8 20
1985-1990 6 10 25

87 PRODUCTIVITY

While the bottomline of all commercial enterprises is the net profit (after tax}, it ts not
always the result of the performance of the enterprise. External foctors, especially the

- government policies, often distort the results substantially. An intrinsically valid measure is

productivity,

Productivity is the output of a given quantum of inputs. The differential between the two is
the nel contribulien. Since the differential is on absolute parameter, productivily, which is
always a relative measure, is expressed as the ratio of net outputs to inputs.

Some productivity studies have attempted — actuated probably by considerations of
convenience — [o lake gross output as the numerator. This incorporates the contribution of |
the producers of inputs, but does nol yield a true picture. When the gross value of textiles is
the numerator for a weaving mill, it includes the *‘value added™ contribulion of the spinning

mill, and even cotton, which is the contribution of agriculture.

Measurement of performance by the coefficient of productivity has one distinct edvantage: it
can be measured for the total enterprise or for different fectors of production. When it is
measured for the tolal enterprise, it is termed total factor productivity; and when it is
measured for each factor, it is termed as partial factor produgtivily. Given the production

function (f)
Y=f{LLM,E, Ty

where Y is net output,
L is [abour input, .
M is material input, '

. E is energy input,

T is technology input,

productivity is ret output of input. The'productivity of capital is synenymous with total

* factor productivity, since the total establishment is represented by capital investment.

Sometimes, capital or labour infensily is confused with capital or labour productivity.
Labour and capital intensities are inter-factor functions, measuring each factor with the
other, and are not the same as relative productivity. The former quantum of labour —
measures per unit of capital or vice-versa, as the case may be.

On the other lrand, energy intensily is normally related to capacity, although it could be
related to output as well, When it is related to capital, it measures technology-efficiency;
when related to output it spells factor productivity. Hpwever, it is relevant both to gross
output as wel] as net output or value added.

Performance cocfficient of productivity can be measured in financial as well as physical
terms. It could be nct output by value or physical quantity. Itis particuiarly suitable for
measuring performance of the workers (worker productivity). It could be conveniently
applied to functional groups, such as, marketing group (by relating the indicator to tumover).

Performanes Menshirement
und Evaluation
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One constraint, however, is ubiquitous [n measuring performance by partlal productivity.
Productivity of labour cannot be equated with the contribution of lnbour. It incorporntes-
the contributions of technology and management as well. Less cfficient management will
keep the labour productivity low, howsoever more efficient the lubour may be. Similurly, i*
technology is not efficient, or equipment is worn out or obsolescent, the labour productivity
will lend o be low, .

Partial or faclor produclivities thus measure the performance of the enterprise given a
certain quanum of labour input, it is nor essentially the perfonnance of labour. However,
where other things remain constant, factor productivity does measure the variances in the
petformance of a given factor, 1900 workers produced a net output (NVA)of Rs 216
million, in 1991, and Rs 225 miltion, in 1990, with the same equipment and iechnology,
there i a distinet improvement in Jabour productivity from Rs 2,40,000 per worker to

Rs 2,50,000 per worker.

_Wihen productivity is applied 1o specific factors to measure partial productivity, it moy be

expressed in varying terms, such its, energy efliciency for productivity of energy, material
yield factors for material productivity. :

In measuring productivity, in terms of values, constant prices must be used.

Productivity, like any performance evaluation indicator is a relative measure, Tt could be
used, historically, over short and long time spars, in comparison with competitors and with

standard industry norms.
Avtivity 6

Give an example where wial productivity his improved while partial productivity has
declined?

88 PROJECT PERFORMANCE EVALUATION

Project investnenis in new enterprises, or for expansion, diversification and modernisation
of the existing establishments become profit ceatres when completed. Their performance
until production commences cannot, therefore, be measured in terms of output or profits.

On the other hand, an effective evaluation system has to start from the beginning of the life
cycle of the investment. Once the initial investment, which is substantial, has been

_commmitted, it produces a heavy impact on the operating results for a tong period.

It has been observed that projects often suffer from large time and cost overruns. It is truc,
especinlly of international projects, which have to pass through inter-country regulatory

_measures in one or both countries, and involve external factors which are not too precise.

Projects are generally evaluated in terms of capital expenditures incurred. This is an
erroneous approach, since it is not related to the work accomplished. When evaluated in
physical terms, the process ignores costs involved. A given quantum of work (e.2. eivil
construction of 10,000 cubic meters) is completed within the scheduled timeframe, but

_might have cosL more by Rs 2 million over the budgeted cest of Rs 20 million. Both

methods do not take into account the efficiency of the project management {(in terms of cost
and capital inpuls in relation to work done or performance).

In Ihe pre-invesiment estimates of a process plant project, the budgetary allocation for civil
work upto June, 1984, was Rs 184 million. The actval expendilure was of the order of

Rs 173 million upto that dale. ;Two views were taken. The first one was that the project has
lagged behind schedule since capital expenditure targel on civil works.was short by Rs 11




milllon. ‘The second vlew was that thers way a saving of Rs 11 milllen. In fuet, both Performance Monauremes'
and Evaluutton

assassiments were errancous. The savlngs were due only to the deferment of
foundation-laylng, which was oxpecied to coat Rs 20 mllllon but would now cost Ry 18
milllor. Bver with 1he reduced cost of foundatlons, there wus & cost overruns on ¢lvil
works, There was, besides, a slippage in the tme sehedule (with defenment of the

foundation-laying nctivity),

Slippages in project management occur due to a diversity of variables, which differ from
project to project and from one component of a project to another. It also occurs in terms of
inputs {material, manpower). A break-up is, therefore, necessary in accordance with the

objectives of Lhe project.

The nlternative is the Value-bused Project Moniloring (VbPM) System.. VHPM secks to
establish relationships between the value of the work planned (VWP) end the value of work
nctually done (YWA). The value of work does not mean the monetary cost of work; it
denotes the ‘real’ quantum of work. Paradoxical s it may seein, the recl quontum is
sometimes mensured in terms of monetary values. This becomes necessary, because the
work to be measured is an aggregation of severnl component activities, which cannot have a
uniform measure (for example, civil construction and machinery ercction). The problem can
be resolved by using ‘constant’ prices. The prices at which the VWA is measured is the
same as applied to VWP, This will not determine the cost overrun but slippage in work
performance. To arrive at cost overruns, it will be necessary to escalate the physical

slippage by price inflation.

For a belter understanding of the system, it may be appropriate to identify that costs of
projects increase because of the lollowing seven basic factors:

— price increase due to inflation,
- changes in project design (including technelogical and locationai changes),

— deficiencies in project design arid the need for post-planning revision,
— mistnl&cs committed in construction and erection,

— non-availability of resources on schedule,

— less efficient management causing delays in implementation, ]

— externalities (factors beyond the control of project management).

It is obvious that the first step is the recording of data juxtaposed against the projected
estimates. The data required are by activity and resource inputs. The values are lo be
recorded in physical quantities as well as values, both in current and constant prices. The
extent to which the dissection of the data, in terms of activities and resourcc inputs, is
needed would depend on the size of the project and the critically of the inputs and

management objectives.

The analysis and appraisal is first geared to (he identified activity centres. Itis then
extended to activily groups, and then Lo the project as a whole. The transcription of the data
takes the form as shown in Exhibit 1, called *Value-based Project Monitoring Chart'". This.
exhibit has been designed for the total project. The curves delineated are all cumulative.

The ordinates $1, §2, §3, mark the audit or monitoring stations in the time scale. There
«could be 25 many audit stations as the management finds effective. These should,
nonetheless, be chosen with good care. Too many of them have been found to be distracting

for the project team; too little to be ineffeclive.

- The amount of overrun, at any point of time, is given by the vertical distance between the
two curves VWP and VWA, and not between costs which is generally assumed.

Relative cost overrun (or undcrrun} of a pro_]cct at any poml: of time may be expresscd in

percentage terms as

VWA — VWP _ X
VWP x 100 . .
. 47
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‘The exhibit alse indicntes the time over-run. 1t would be seen that the amount of delay at
any particular point of time is given by the horizontal distance between curve S3 and
intersection of VWA al the level of VWP, The curves also show progressive over-run or
under-run of time. . .

The cost and lime over-runs could — at any rate — be different for the future period. The
value-based project monitoring chart enables re-drawing of the project scheduling and

capital budgels. without which the project completion might encounter more adverse
conditions. It is. thus, not merely a performance evaluation tool. it can be deployed for
re-planning of partially completed projects. which is the objective of performance evaluation.

I1is interesting o note that (see Exhibit) PR is gréater than CD, which shows that the cost
over-run wili expand. This could be due te price escalation or direct cast expansion on
accounl of interest cost and cost of project implementation, or both. .

In order 1o gel an jdea as to how the project has advanced, activity by activity, the analysis

could be disaggregated. On the basis of these curves, the management would know the
activity which is behind schedule, and in which cost over-run is high to enable steps to be

taken to avoid further slippages.

.r\(.'ti\v'il.}' 7

Enumerate 4 faciors which cause cost and time over-runs in projecls.

8.9 SOCIO-ECONOMIC PERFORMANCE

In the recent years, Cost-benefit Analysis (CBA) technique, which may be termed as social
{or nalional) profilability analysis, has gained increasing ground, The latter is mistakenly




) .
assumed ue he i substitute For ecommergind profjubility, For any invesnuent ot ile mleeo
fovel, buth arw equnlly signilicant, although the Jutter, {n practics, Is not the required
nhjuctive ju private enterprise moduls,

und Byalumtlan

b the 19705 and 1980s, icwas believed thar 1he CBA was n technlqus patently approprinia
tr puhliv se¢tor investment, which were to be solely guided by It Since the late 1980,
with the incrensing trust reposed in morket«friendly economic models, the public sector
investments are expeeted (o carn first (inangin) surpluses, T the ultinale nnnlysls it
tantunounis to the weightage assigned 1o commercinl profinblity,

Serious doubts nbout the techrigue of the CBA were expressed even before the sel-bock to
the public enterprise model was in evidence: first, the privite investment decision was
invariably a function of fimncial profitability (and not of secial returns); secondly, the CBA
was not nmennble to ensy mechanical amilysis as is commercial or finangial prafitabilily (in

“terms of the IRR).

The CBA ealls for o great deal of' inforination en gouds nnd services traded and not traded,
mlclnnluonnlly and on domestic prices and on inputs including opportunily cost of labour,
whith aire not easy (o determine. There nre other paramelers, such as, social rate of discount
(the soclnl epportunity cest of capitat}, which are often subjectlve unless cxfensive nnnlyses

nrg gndcrtnkcn !

The evaluation indicntor for the CBA tnkes the form of the Seclal Rule of Return (SRR)
The SRR is an exiended version of the IRR, ‘which

u} udds sucial costs and benefits (such as, net foreign exchange earnings. employment
generitlion effects, distribution and welfare effects); and

b) transforms the internationally iraded inputs ond outpuls at international prices.

Once, 1he mrc;,mn}, ﬂdju.bll'ncnlb are mode, the process is the same, Brictly, the fellowing
sleps are tuken:
I} Start with ehe cash Mows ~ et inflows and net vuitlows — [rom the IRR computntion,

;J Add to the inlows:
a), premium on net lureign exchinge carnings;
b} social benefits created by he project;-
- v) differential of et revenees if the domestic prices of outpuls are less than the
internitional prices:

) taxes. direct and indivect: on inputs, outpurs und incomes.

Ay Deduct from the inflows
Sacinl cost created by the praject such as disbenelits frpm anviranmenta! pollution.
41 Add s the outflows
The differential of cost. is the domestic prices of internationally tradable inputs ire Jess

than the international prices.
'3} Dueduet fram the outflaws,

[Foppornunity cost ol dumestic outputs is more than what has been accounted for.
Onee the serivs of net outhows are arrived al, aller muking (he forepoing udjustments, the |
seties al the Tows could be subjecied to discounting technique to determine the SRR.

Smee the process ol determining the opportunily cost and the effects ol externalities is very
involved, sumething which calls for massive dita inpuls, itmay be ntore prictical 1o
compule disagurepated socio-geonnmic periormante indices of performance, The more
significam ol these indices are given below,

. . .
AY Net Forcien Exchnange Earninps
L mostsleveloping ceunemies, except perhaps the vil exparters., foreren exchange (forex lor

short) s i erinenl semee reanurce. Forex carhings., therelore. became a major objective. A

canmercial enterprise savelves both carnings (through experts) and pse ol fores (for a,

Lerfurmnney Muatueeimeni-
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lmparts anrd exporta of eaplinl gonds and sparo parts tachnology. technleal und monuyerlal
korvlees, raw materlals nnd semismanufoctured compononty). Thera nre not outflows, ol

" loash Ip tho inltinl years, Nol Inflows and outflown of forex resourves could ba'eomputed far

short and long perlods, When the net outflows ara roluted to the forox uned, It provides a
aseful Indicator of the Intcenatlonnl Impact of tho Invésimont, '

The pcrr'urmnncn Indlentor will tnko Ihe following form:
' rin = Tof
r L]

¢o

where  fin is forex inflow,
foris forex cutfows,
fen is initial forex nvestment.

Tn measuring the Forex carnings, the opparunity Cosl (such s, snving throvgh Iinport
substitution) hns to e reckoned with, '

B) Employment Imipact

Every investment generates emplayment, direct and indirect. Since indirect employment
(such as. for distribution netwark for a given aulput from manufactoring involves further
investment), direct employment inay only be taken. The indicator for diract investment is
ihe number of jobs created per unit of investment, say 58 man-years for every Rs 1 million
of employment. This indicator cun Lhus be expressed as

EQ,s.u
% .

where Eis Employment in terms of mon-yesrs,
: K Is the unit of copital, say Rs one milllon,
t i5 technicol employinent in men-years,
s Is.skilted employment in man-years,
u Is unskilled employment in man-yenrs.
The indicator should be expressed in mon-years. since some industrial octivities creato only
partial (or seasonal) employment.

C) Environmental Impact
which has so far been overlooked, but will'gein

increasing importance in the ycars [0 cone. When a proper social cost-benefit analysis {8
made. it is a prime element. When disaggregated evalualion is made, the cost apd benefits
form the environmental point of view have 1o be computed. The problem arises where the

cffect is not measurable quantitatively - in physical or value terms.

The environmental impact is a major factor,

Where the candidate aclivity creates pollution, of water, for exainple, the cost of effluent
wreatment could be computed, On the other hand. where the activity creates problems, such
as, forest erosion, it has multiplier impacts, which.cannal be easily quantified dircctly.
Similarly, some activitics could, in fact, reduce environmentat pollutants. The Benefit for
this should be taken in the computaticn. 'An MDF (medium density fibres bodrds) project
helps to clear cotton stalks {10 be used as raw material) from the countryslde; it makes a
distnct improvement in the environmental corditions.

Dj Technology Upgradatlon

Induction of advanced technology imported from abroad by the multinationals Is an

additional benefit, which acerues to the country. "The benelit is spread by horizontal  _

wransfer, raining and upgradation of the manpoywer and by technical education, The inipoct

is very difficult to quantify. Tts impacts can be cviiluated only qualitatively. Where

induction of technology reduces castar increascd revenur via larger production or enhanced
- pfoduct quality, the iimpact gets reflected in the prabitadility coclficizuts.

=1
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E) Value Added ’ . .Pcrformnnlcu Measurement
: L and Evoluatlon

The development of an economy is measured in terms of the growth in the GDP (the gross

domestic product). The GDP is the sum total of the contributions of aJl econemic activity in

the country. It is, therefore, very meaningful 1o measure performance of a micro vnit

enterprise by its contribution to the GDP. This coatributicn takes the form of value added,

Value added is the variance between the gross value of outpur and the material inputs used

in the production.

NVA = Y- (RM+E+PC+D)

1=

where Y is the gross value of output. . :
RM are raw materials, including avxiliary materials, components, process chemicals,

Eis energy including fuel,
PC is packaging maierials,
D is depreciation.

" When NVA is related to the investment, the coefficient shows the net productivity capital,

ZNVA_,
K
- Activity 8
Reenll why Suctad Rate of Keturn is difticult to measure,
Activity 9

Assign weights out of 100} according to the importance you attach 1o these in performance
evaluation'of international enterprises — Indian and foreign — operating in India :-

2)-IRR |
b) ' Net forex earnings

¢} Employment impact
" d) Environmental effect

e) Added value index

f) Telchnology upgradation

g) 'Factor productivity,

' 810 PERFORMANCE EVALUATION OF
INTERNATIONAL TRADING

International trading is carried out in
a) capital equipment,

b) intermediates
(including spare parts and processed materials),

Lant TR T IR EEE
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¢) ruw matericls
(ngra, mincral, marine and other praducts),

d) technology, and

¢) services
(construction, consulting, insurance, banklng, manogement, edvertising).

The indicators delineated for manufacturing enterprises are applicable equally to all types of
business nctivities, and could be deployed with such adjustment as may be called for to suit

the specific business goals and objectives,
The indicators, therefore, for a firm engaged in international trading are not different. Some
special characteristics of such business need to be recognised :

a} The fixed capital investment of these firms are relatively small (relative to turnover) and
working capital investment at large.

-b) Since the fixed capital investment is relatively small, the short term gains {and ipsses)

are of grenter significance io these firms.

¢) The performance of such firms is, by and large, more volatile, subject to major
oscillation from one period to another,

d) These activities have 1o be internationally competitive, Actual performance is vital for
their existence und survival: .o

8.11 EVALUATION SYSTEMS

Three systems, which aid performance measurement and evaluation of an organisation are:

1) Budget Programming,
2) Management Audit,

3) PERT Programming,
4) MIS,

A lirm's budgel is prepared for planning (short term and long term) and financial cantrol.
The financial control is exercised by measuring deviations from the budgetary targets.
Some budgetary exercises are, in fact, called Performance Budgets. The purpose of these
budgets is to measure the performance in the preceding or past periods, and to make targels
for the succeeding periods. Once the targels for each activity (and the total enterprise) are
Jaid, it is easy 1o compule variance, and 1o measure current performance in relation to
comparable performance in the past periods and in terms of targets.

Budgets are expressed basically in financial terms. But physical budgets are also designed
and used, which provide a basis for evaluation in terms of physical quanlities. Budgets are
particularly useful for cost controls. The interlinkage between financial and physical
budgets provide furiher basis for performance appraisal. Performance budgets, in fact, lay
down the performance targets which becoine the bench-marks for performance appraisal,

al audit systewn, which monitors the quality of
ons. [t does not stop at mechanica) auditing of
saljon, modalities, results and impacts of the
d audits the functioning of the management.

Management Audil is an extended financi
management decisions in financial operati
financia) transactions, but enquires into the cau
{inancial transactions, In effect, it appraises an

PERT (Programme Evaluation Review Technique} is based on CPM (Critical Path Method).
It delineates a given project or programme into a network of activities and sub-activities
with a view to optimise time. It computes critical activities with a view 10 optimise time. Tt
computes critical activities (any delay in w
slacks (in activities which can be delayed if it helps in reducing costs). The sequencing of
activities and 1heir expected time-scheduling is integrated into a network identifying the
critical path of activities and their optimal time scheduling. The value-based Project
I\‘-Iunimring Svstem, discussed earlier, is based on such PERT network only.

hich would extend the total project schedule) and -

S
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PERT costing translates the time sequencing into a costing network, and could be used to
monitor performance. The performance is measured by comparing the scheduled time and
cost inputs with the actual time and cost inputs.

The Management Information Syslem (MIS), as indicated earlier, is the on-going
information system designed to plan, operate, appraise, monitor, control and redirect the
total management, or the segmented activities of an enterprise according ta pre-determined
targets and goals, MIS is all-pervasive, and encompasses the financial and physical
" budgeting, menagement audit and control systems and PERT. Performance measurement

and evaluation emanates from and converges on MIS.

8.12 PERFORMANCE EVALUATOR

Performance Eviluation is, or ought to be, based on objective information — generated in

the course of business operations or specially collected for the purpose. The data collector is,
_ therefore, the key to performance evaluation. The data processor is an extension of the data

collector who uses statistical and logic systems to engineer an acceptable design of the data

. collected for evaluation.

The data collector and the data processor, however, are not the performance evaluators. The
evaluation is made by a person or groups of persons in or outside the organisation. They
take or help in taking investment or management decisions. The evaluator could be the

" Marketing or Production Manager, the General Manager or the lending agency (such as the
IDBI, the Industrial Bank of India, and the World Bank), the Planning Commission.
Undoubtedly, the decision-maker is frequently assisted by a host of assistants, executives
and advisors. The support is essential since in most cases & multi-disciplinary opproach is
needed involving a mass of information and a diversity.of indices, which are not always
homogeneous and amenable to decision-making processes. ’

'

8.13 PREREQUISITES AND PRECAUTIONS

1) The objectives of performance evaluation should be defined precisely.
2) The candidate for performance evaluation —- an individual, a group or a firm — should
. beclearly identified. _
3) Performance cvaluation should be period-specific. Performance can and does vary
one period to another. ' )

from

4} Assumptions made in making the evaluation should be articulated without reservations.

"5) The limitations of the evaluation indicators should be spelt in clear terms.

pecific purpose for which itis

6) "Each performance bvaluation should be used for the s
usted suitably.

made. Any evaluation transposed for any olher objective should be adj

7) Performance evaluation should be forthright, not open to different meanings of
" conclusions. .

' 8.14 PERFORMANCE OF TRANSNATIONALS IN INDIA

A recent study on multinational corporations arrived at the following canclusions:

may not be intrinsically better performers

1) The transnational affiliates in India (ITNs)
ke more profits than the Indian firms.

than the indigenous firms, although they ma

2) Betfer performing ITNs have, however, special niches, which help them earn more

profits.
3) The higher profitability of ITNs is sec

4) The higher ITNs profitability is due to (i) product differentiation (ii) goodwill through
advertising, (iii) large sizes leading to cconomies of scale and superior manpower

deployment. 3

ured in spite of the higher resources.

Performance Measuremenl
and Evaluptlon
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) ITNs do not Invest mora In R & D, but have bottor necoss to the higher technology.

6) ITNs have batter liguidity ratios, which |s bath tho cavse and the result of the higher
profltabitity. . v

7) The export propensity (or performiancs) of ITNs has been lower than that of comparable
Indian firms. ' '

A Reserve Bank study of 326 foreign-contrelled rupee compgnies (FCRs) and 2740 India
controlled companies (ICCS) for the three years, 1985-86 to 1087-88, shows.that the profits
of the foreign companies were consistontly higher in all the three years with their average
being 10.37 per cent on sales against 7.56 per cent for the Indian companies. Tha varlance
was larger when the gross profit after tax is related to the net worth. The dividend record of
the foreign companies is also better. This corresponds broadly to the profitability ratios.

FCRCs ICCs
. 85-86 86-87 87-88 85-86  86-87 87-88
GPwTO 109 102 10.0 82 7.7 6.8
GPto NA 2.9 12,0 12.0 79 71 ! 6.3
PAT to NW -127 11.6 1.3 - 7.0° 8- - 10
DividendtoNW . 5.2 5.2 57 . 3.0 - 3.0 32

GP = Grossprofit TO mTurnover NA=Netassots NW w Net worth

8.15 SELF-ASSESSMENT QUESTIONS

1)  Distinguish between ‘Paramsters of Performance’ and ‘Indicators of Performance’

2) What is productivity? How Is it different from profitability?

3) - Distinguish between labour intensity and labour productivity; capital intensity and

) productivity of capital.

4)  Explain why it is necessary for an international organisation to have both, an on-going
Monitoring System and ad hoc Performance Evaluation exercises.

5) Do you need a separate MIS for performance evaluation? How far can the two be
integrated? _ :

6) Whatis a standard firm? Why is it the bench rr_w.rk of performance?

7)  Explain how productivity is a preferable performance Evaluation coefficient?

8)  What is partial produclivity? How does it differ from total productivity?

9)  Enumerate six performance evaluation indicators, and define their basic concepls and
limitations. '

10) How is comparative performance evaluation made? Enumerate the steps.

1) Whatis ratio analysis? Name four important ratios.

12)  What are the value-based project monitoring techniques? Apply this technique to the
following project case, and evaluate it in terms of the value-based project monitoring

system:
At audit station 2
Targeted civil works 4000 m®
Budgeted cost _ Rs 2600/m*
Conslruction completed equivalent of 3900 m?
Cost incurred Rs 10.8 million
Addilional work to cost Rs 0.4 million

13) Enumerate four causes, which cause cost and limn\: QVErTun in projecis.

14) Explain how project performunc’e differs from the operating performance.

15}y Define (1) performance-audit stations (ii) cost over-runs and time over-runs

(ii} budget and actual costs.

=
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16) What do you understand by Performance Budget?

17) How does a budget help‘in performance evaluation? Illustrate it by a Aypothetical -
example. ' '

" 18) Describe the role of PERT and MIS in performance appraisal.

19) Who is the performance evaluator?
20} What is the role of the data collector in the performance evaluation system?
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. Multinational Companies (MNCs) are also known as Transnational Corporations (TNCs)

T

UNIT 9 MULTINATIONAL CORPORATE
CULTURE AND HOST COUNTRIES

Objectives

After reading this unit you should be zble to: ' , :
® know the distinct features of Multinational Corporations; ' .

® develop an understanding of the impact of the presence and manage multi-practices of £
MNCs geod and bad, in the host countries; :

® critically evaluate the relationship between MNCs and host countries,’

Structure - :

9.1 Introduction '
9.2 MNCs: Naoture and Characteristics -
9.3 Decision-making ' i
9.4 Intra-firm Trade and Transfer Pricing I
9.5 Technology Transfer

9.6 Employment and Labour Relatiens in Host Country
9.7 Management Practices of MNCs

9.8 MNCs and Host Countries’ Government Policies
9.9 Forms of MNCs' Collaboration '

9.10 Summary

9.11 Key Words

9.12 Self-assessment Questions

9.13 Further Reading

9.1 INTRODUCTION

Multinationals operate in different environments and cultures. When the culture of the
MNC and that of the host country are similar, there may be smooth sailing. However, .
problems may arise when the culfures do not mesh with each other, There may be
perceplible differences in the values, beliefs and ways of working. The focus of this unit is
on such issues. The unit begins with a description about the nature and cheracteristics.of :
MNCs, and the typical patterns of decision making in them. Thereafter, the issues relating i
to transfer pricing, iechnology transfer end labour relations are examined. The business

culture of MNCs and their typical management practices are analysed. What kind of - ;
policies are being framed by Government to mitigate or counter the ill-effects of MNCs are ) t
also described. Finally, the unit discusses the form of MNC collaboration. The vsual
restrictive trade practices adopted by MNCs are also discussed.

9.2 MNCs: NATURE AND CHARACTERISTICS

There is, however, according to some, a difference between the MNCs and the TNCs.
According to some experls, MNCs produce commodities/products for domestic
consumption of the countries in which they operate. The TNCs, on the other hénd,
concentraie on producing products/commodities to meet the markets of third countries. This
difference is not normally made while referring to either MNCs or TNCs. ‘Therefore, an
MNC can also be.called TNC. In this paper we refer to these inl;rnalional companies as

MNCs.

d the nature of these companies, and their main features before

undertaking any detailed discussion of their culture in the context of host countries in which
they operate. For the purpose of this paper &n MNC has been defined as one which has its
producing and trading activities in a number of countries and which has e central

Tt is important to understan




organization regulating the activities of its umls Across nuuonul fronlrcrs with speclfc. Multinational, Gorporate Cultura
: and Host Countrles

global objectives,

Tt may be added here that recently some MNCs have deceniralised their decision-making.

Some Targe MNCs with a wide variety of products operating in if lurge number of countries

are organizing their subsidiaries, branches and affiliates on the basis of regienal and product

based profit centres. This, however, has not radically altered the importance of central '

decision making in the concerncd MNCs. The final decisions on a number of issues of vital i
importance in such situations stil! rests with the centre i.e. the parent organisation.

It is important in this context 1o alsa refer o the recent debate whether MNCs are losing *
their national character, that is, the parent company does not belong to a country. For, it is
argued by some that-the parent company sheds its national character and becomes a global
one because the ownership of the company is diverse since a large number of share holders
“belonging to various countries own the equily shares and multinational banks of various
countries finance their operations. Moreover, even the boards of directors of the parent
companies have different naticnals as their members. Itis, therefore, arpued that there i is no
such thing as USA's MNCs, Japan's MNCs and the UK's MNCs, etc.

However, the evidence goes apainst this understanding. It has been found that MNCs ao

retain their national character because of (wo important reasons: First, the critical level of

ownership of equity shares s still with the original'parent, The overwheiming majority ¢ f ‘
“directors on the Board are nationals of the country of origin of the parent company. Itis
+ therefore vital to recognise that these companies still retain their national character. Hence

even now we have what we can describe as USA's MNCs, UK’s MNCs and Japan's MNCs,

It is alse impenant 1o clarify in this context whal one means when one 1alks of MNC's
culture and the host country. In this paper an MNC's culture has been totally identified with
its corporate objectives, management practices and procedures, A host country is an
independent nation state where an MNC has established its business cperations through
either subsidiaries or branches and affiliates. It is also important here to make a distinction
between a developed host country and z developing host counlry. All the countries of the
arganization-for Economic Coopération and Development (OECD) are treated as developed
host countries and countries ireated by the UN as developing countries are treated as
developing host countries ir this unit. The latter include cotintries in Asia, Africa and Latin
America, excluding of course members of the OECD such as Japan.

"~ The corporate objectives, management practices and procedures of MNCs will differ from
country to country. For instance, carporate objectives, management practices and
procedures of MNCs from the US differ from those from Japan and Germany. The fact,
however, remains that despile a nuinber of variations, MNCs of al] major developed
countries-possess some common elements which canpot be lost sight of, This understanding
will help us to generalise about their business culture,

- The main features can be classified as follows:

® MNCs are normally very large in size as measured by the value of their total sales. The
average MINC has billions of US dollars as its tatal sales value which is often equivalent
to or mere than lhe national income of one, two or three Jarge developing countries. In
fact, it has been said that such companies form a ‘billion dollar club’. In the eighties,
however, there has been growth of small and medium-sized companies which have
become MNCs. For instance, 58.4 per cent of all MNCs, from Canada, 23 per cent from
Japan, 78 per cent from the UK, 43.3 per cent from the USA and 80 per cent from France
are small and medium-sized MNCs, No doubl there is a threshold — a certain minimum
size which is required for a firm o become an MNC, )

® Many MNCs depend more on their foreign sales than on domestic sales. There has been
a sleady growth of the share of foreign sales (o tolal sales (Tabie 9.1).

® Thie strenglh of MNCs lics in the fact that they operate in many product lines.
Occasionally, we do have MNCs such as automobile giants and the IBM which have
confined to a narrow line of products. But such cases are exceptions. Diversification
into various product lines was earlier confined to the MNCs from the US in the sixXties
and early seventies. But now MNCs of all countries have accepled product
diversification as a corporate objective (Table 9.2). 5




Controt and Evaluation ® MNCs often preside over a broad range of products with vastly different technlcal and
strategle requirements, ‘This range adds to the complexity of managers' problems. Whilp.
one line of business may be préssed hard by compatition, another may be dlecovering
newer and greener pastures. While some of the activities of MNCs make great dernands
as the resource of the network, others may be providing supply of funds. This diversity
provides MNCs with extraordinary flexibility in managing their corporations globally,

® The MNCs have yet another advantage, their geographical diversity. When an enterprise
' wkes its first plunge into foreign waters, it normally moves with some caution. Once
committed to the international pattern, MNCs expand their geographical reach with great
rapidity. This applies 1o MNCs not only in manufacturing but also in sefvices. For
instance, the US-based MNCs were operating in 170 countries and the Europe-based
companies in ;:iore than 114 countries (Table 9.3).

@ Most of the MNCs have grear strength in the realm of technology. They spend billions of
dollars on research and development. They also possess monegement and marketing

technologies.

Notv, we shall discuss the issues related with the MNC’s cuiture and host countries.

Table 9.1 Multinatlonals: Sales Trends — Ratio of Forelgn Sale 1o Total Sales

Regicn No. of MNCs 1976 1980 - 1983
North America 1l 2.7 335 25.6
Weslern Cusope 59 36.9. 36.2 42.2
Jopan 48 5.3 6.2 7.6
Tota) 218 . 28.2 30.4 26.1
Saurce: UNCTC, Trunsnatlonals Corparations in World Development: Tronds and Prospects (UN,
N.Y., 1988}, p. 36. : ’

Table 9.2 Principal Industry and Product Lines of 376 Multinational Enterprises
(based on a Classiflcation System of 158 Product Lines)

Country of parent Number of product lines
and principal induslry Inside principal industry Quiside principal industry
Skl Advertising Standerdized Skill  Advertls- Standardized
lines lines lines -lines ing lines lines

U.S. based Enterprises ’ . .
63 skill-intensive 219 27 8 . 49 74 270
53 advertising-intensive 51 140 34 118 79 125
&4 standardized 13 15 165 245 62 261
180 tolal 283 182 207 582 215 656

rope-and g
Enterprises _
36 skill-intensive 146 28 9 104 36 141
26 advertising-intensive 6 70 15 30 24 50
73 standardized 9 7 145 206 43 234
1335 lotal . 16] 105 169 - 340 103 425
Japan-Based Enterpriscs - St
23 skill-intensive 35 6 2 10 3 23 X
10 advertising-intensive 0 5 2 33 24 81
28 slandardized 0 ol 50 16 7 _ .
&1 total 33 12 54 59 - 34 133
All 376 Enterprises jn ' :

" Sample

122 skill-intensive 400 . 6l 39 342 ‘ 113 . 434
89 advenising-intznsive 57 215 5 181 T 127 256
165 standardized ' 22 23 360 467 112 524
376 lotal - 419 © 299 450 990 352 1214 -

Source: R:Iaymond Vemion, Starm aver the Multinationals: The Real Issues (Macnillan, London, 1977)?.
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Table 9.3 Locations of Forelgn Manufacturing Subsidlaries'sf:391 Multinations! Enterprises
. e A e .- and Host Countries
Location 180 U.S, 135 Europe ond 6! Japan All 391
bascd U.K. based based cnterprises in
enlerprises enterprises enlerpriscs sample .
1975 1970 - 1970
In lewer than six countries 10 3 37 87
.Insix lo ten countries 43 30 Lot LA 90
In eleven 10 twenty countries 86 46 T 8 143
In more than 1wenly counlries 41 28 I 71
In Europe only 0 Y ! 19
In North Americo only 0 l ¢ ]
" In Latin America only 0 0 2 2
in Asio only | 0] 2 15
In industrialised countries only G 15 ] 27
In developing countrics ealy o 0 0 32
In both industrialized and . 170 114 20 313
developing countries :
Source: [bid., p. 26. .
. . -

9.3 DECISION-MAKING

We have eatlier noted that de:ision-making with regard to all important matters is generally
centralised in an MNC. Hence, its subsidiary, or affiliate, or a branch in a particulay country
will depend on the parent company for all its major decisions. This includes finance,
technology, choice of products, choice of partner in the case of an affiliate, labour
management, exporting and importing, etc.

While the company's chairman in the host country could be the national of the host country,
he and his Board of Directors will be largely controlled by the parent company.

In some respects the parent company decides about even the quality control of its products.
“High technology intensive products are extremely subject to the role of central decision
making. For instance, in MNCs in the fields of computers, pharmaceuticals and chemicals
‘the role of the parent is very important. This control is normally exercised through regular

weekly, fortnightly, monthly and quarteriy reportings. The higher the control the greater is
the frequency of reporting.

This crucial feature of central decision making raises 2 number of issues to a host country
and its government. A few imporlant areas of concern will be discussed.

9.4 INTRA-FIRM TRADE AND TRANSFER PRICING

“The intra-firm trade is defined as trade between two related parties very often situated in
different countries and nims al maximising joint profit rather than individual profit as would
be in the case of trade between two unrelated parties. The need for transfer pricing arise
because of Lhe existence of large intra-firm trade in an MNC's network. It is t_:stimnted that
infra-firm trade is as high os 60 to 80 per cent in some cases. Transfer pricing is defined as a
price which is administered by an MNC which is different from the arm’s length price or the
markel price. This transfer price provides adequale scope for the concerncd MNC to charge
higher/lower prices depending upon its global profit expectation and other corporate
abjectives. The use of transfer pricing by MNCs is a recognised practice which comes into
operation specially under certain circumstances.  First, wheh a host country impaoses vanous
taxes which may not be consistenl wilh the objectives of MNCs, then it is expected that the
conterned MNC will tke advantage of transfer pricing to maximize its global profits and
minimise-its overall tax liability in the host country, Secondly. in order e avoid declaration
of high protits, which may be embarrassing to host and investing countrics, an.MNC may
take vecourse 1o transfer pricing. Thirdly, when the exchange rate restrictions of hosl
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SRy e nceraginlies, MNCs may take recourse tw teansfer pricing. Finally, in the

- e ol the existence of « host country's shareholder who may cut inte the profit of MNG, jt
oy b recourse to transter pricing. Most otten, in this, as is revealed by ¢ number of
tudies, 1o host country sufters from the transfer of its resourtes to the outside world.

9.5 TECHNOLOGY TRANSFER

MNCs, as has been noted, o1 keen to innovate, They see a special virtue in innovation
which they relate to increase their profits. They guard their technology very much.
However, they are not found to be major innovators. But they are major institutions in
vommervially utilising available innovations to praduce products and use processes. It is
also inportant to distinguish major innovations from the run-of-the-mill projects. MINCs
tend w place innovational processes clase to their headquarters. Hence, the bulk of R & D
expenditure is done in the parent company, that is, the investing country. MNCs, howeve:
keep their R & D in a number of host countries as well. For instance, the European owned
MNCs have good R & D in the US. To take a gpecific case, the Unilevers higher priced
praducts were developed in the US. Similarly the US-based MNCs have considerable R &
12 in Furope and they have not only innovated but also developed products suiting the
Luropean markets. In the context of develaping hosl countries however, such operations are
extemely limited.

Dilferentiation most be made between a developed host country and a developing host
country in the context of technology transfer. MNCs are generally reiuctant to establish R &
I> establishments in developing host countries. The R & D unit in developing host countrics
mainly act as trouble shooting agents and as sources for product adaptation to the needs of
local markets. Some times this happened because of an inadequate infrastructure availablc
to an MNC in a developing host country, Itis also a corporate policy not to spread its R &
DD activity in all the countries of its operation.

Tl host countries locat firms do get atfected by MNCs' lechnology power. There arc
three dilferent types of such an impact. First, in the developed hosl country, sirategic
ulliunces can be built by the nationai enterprises with MNCs, Second, the MNCs may
chouse the areas of importance to them and collaborale with national enterprises of the hosi
country, This trend had become quite dominant in the eighties and continued in the early
nincties. Such a practice was adopted even by MNCs which were earlier highly protective
of their interests and did not want to share ownership and decision making with other
important companies. “Thg MNCs, such as IBM and Ford, which were extremely reluctant
o join hands with any other company, have now given up this hesitation., We have now a
Ford-Toyota collaberation. (We now have in India even 2 Tala and IBM collaboralion).
Third, the enterprises in a developing host country may respond in two ways: {a) they may
(ade out of business, or {b) they may develop distinct product characteristics, adopt-
appropriate advertising compaigns and reduce price thus competing with MNCs. In India,
we do see some of the national enterprises in detergents, soaps and edible oils which have
successfully maintained their profitability and are expanding their business.

In the literature on MNCs, entropy is discussed. Entropy, as defined by Raymond Vernan,
is the process by which bits of matter lose their inner energy and grow indistinguishable
from inzrt particles that surreund them. The established leader in a market tends to see itsel.”
as threatened by entropy. If the leader has enjoyed an especially high price or a special
degree of stability because buyers think that ils products are unigue, the entry of new firms
iy seen as threatening the previous ones or weakening the stability of the leader, The firm
may introduce new producls, enter into a frenzy of advertising, and it may develop bigger
and more capital intensive facilities. to keep the comnpetition away.

Froim the point of view of MNCs one means of coping with entropy may be as good as
another provided it works. Yet from the viewpoint of the government of the host country,
the means that foreign firms selecr to hold off the effects of entropy are of considerable

importance.

MINCs often dominate the markel of the host country. If the number of sellers multiply,

smaller [irms come inte the market, many gf them natignal rather than foreign. In some
products. MNCs may not allow the national firms of host cayniries 1o come up by various
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devices, This is typicelly 2o In high technology intensive industries, MNCs may Join - Multinatlonal Corporate Culture
. ond Host Countrles

together for not allowing the newcomers. This has happened in electrical equipment and
trector industries,

In many products, the size of the firm and the extent of MNCs' control no longer counts.
For much of the competitive race an MNC may walk out of the market by surrendering the
old product to the national enterprises of the host country.

9.6 EMPLOYMENT AND LABOUR RELATIONS IN
HOST COUNTRY

MNCs most often do not chenge their choice of technology of production to a given
resource erdowment of a host country. This does not pose a problem to host countries
which have a similar resource endowment as the couatries of parents of MNCs, For
instance, un MNC from the United States does not find a problem in a European country.

- The choice of technology becomes a problem when there is a wide difference between the
country of the parent and the host country. This is true very often of a developing country.
The employment generation by the MNC in a labour surplus host country will be less when
it adopts the same capital intensive technology.

If the technology femains labour intensive at the global level, the MNC very often chooses a
~ labour surplus developing country. Then it creates substantial employment occasionally at a

slightly higher wage rate than prevailing in the labour market of the host country. This is
evidenced in a large number of export-processmg zones as well as operation of MNCs in
South-East Asian countriss.

_ With regard to labour relations in any host country of-either its subsidiery or a brench, the

parent of the MNC normally permils its local Board of Directors end Chairman/Menaging
_Director to deal with it, consistent with prevailing practices of the host country. Ewdencc
“shows that MNCs do not impose central decision making on them.

MNCs, however, are reputed to assure before entering a host country a flexible regime of
labour legislations. They are said to normally shy away from the countries where the labour
laws support the collective bargaining of labour, norms 1o be adhered to by the employer.
For instance, MNCs may prefer labour riot well organised and hence secking lower wages.
This can be seen in their preference to employ targe number of young women at lower
wages in cerlain export processing zones of South-East Asta, .

9.7 MANAGEMENT PRACTICES OF MNCs

MNCs are known for their efficiency-oriented management systems, When MNC3 operate
. in a develgped host country, the influence on the management practices of the. host country
are often positive. This occurs due to the interaction which can be described as
“‘cross-fertilisation’” between the two sets of practices. The interaction may bring about
improvement in management technologies and practices.

=

. In the context of developing countries, MNCs most oftcn intreduce new efficiency- pncnla_f *
management practices. Thus a developing host country can leam a good deal from fhe
~ MNCsiin this respecl.

MNCs Business Culture - 2

Onc of the major arcas of controversy is the impact of MNCs on host E:our_ltricS' cullure.
This has several dimensions which we shall discuss:

Market Promotion and Advertising: It is known that MNCs rely heavily on advertising
and ‘market promotion to retain and enhance their market share. These advertisements and
'market promotion techniques very often have their basis in the advertisement and market
pramotion techniques and approaches adopted in home countries of the parents. Thus, itis

argued that the MNCs bring with them 1o the host country their cultural bias powerfully - 61
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_conftontation between the host country. governments and the MNGs.

based in developed country. This, according to some, damages the Jocal culture, This
problem may not be serious in host countries which have similar cultural patterns.. Butin
these host countries which belong to different cultures, this preblem becomes fairly acute,
‘Fheir advertisements and sales promotiens have very often distorted local cultural N
preferences and thus created substantial confusion in the host countries. It may also happen
sometimes that such advertisements may not bring the desired result to the MINC as has been
the experience in the fields of food, drinks and clolhes. . ‘ r e

While the local enterprises are imitating the MNCs in respect of advertisement and market
promotion, MNCs are also fast learning the necessity of adapting theiy promatjon:carmpaigns
consistent with a host country’s culture although the major refrain remains the global =
market approach of the MNCs where the material differences are expected {6 be'either
climinated or reduced. )

MNCs and Soclal Responsibllity: Modera business is expected not to overlook its social
responsibility. While the government’s intervention is disliked, there is increasing ©-
realization that modern business must realize its social responsibility: The' MNCs may have
different perceptions of social responsibility, In the home country, they can be more
sensitive to the national responsibility whereas in the host country, especiatly ina* ©
developing country, it could be less. This tendency is however chianging although very -
slowly., The MNCs are perhaps realising that it is'in their' long-term interest 1o:acknowledge
their social responsibility in the host country also. But the Bhopal disaster case-which was
caused by the leak of gas from the Union Carbide Plant, does not give much hope that
MNCs would behave with full sense’of responsibility: The ifresponsible behaviour'of the
Union Carbide caused misery to a large number of inhabitants of Bhopal.“MNCs often sell
medicines in developing host countries which have been banned in their home countries:

MNCs and Environment Protection In Host Countrics: MNCs are under incredsing .’
pressure by their home governments to give up the technologies which damage the
environment. Hence MNCs are choosing countries where environment fegulations are: -
weak. It is likely that MNCs ure not mindful of the environmental disaster they create in a
host country. What is mare concerning is ‘an‘intellectual support tb'éﬁ'gjh a'shift &5 has been
argued by the Vice-President of the World Bank, Professor Lawrence Su mmefs. ‘According
to him the harm from the shifting of ervironmeritally pollution prone industries to the
developing countries will be far less than if thesé industries were operated in the developed
countries for the population of devéloped countries has lower limits of tolerance of -
environmental poltution and higher level of health consciousness than in the developing
countries. : : SR

Restrictive Business Practices: One of thé important aspects of the MNCs' operation has
been their restrictive business practices which affect the free operation of their subsidiaries,
affiliates and branches in host countries. These restrictive business practices include typing
imports 1o specific sources of interest to MNCs, conditions ofléchﬁolo'g_.)'( transfer, price
fixation, exports, restrictive usc of brand names and trade marks etc.

W

Efforts at De-stabilisation: The history of MNCs shows that they have at Umes taken

" recourse to de-stabilisation of inconvenient governments especially in developing countries.

However, MNCs have been found not to be indulging in political de-stabilisation in the
developing countries during the latter half of the seventies and the eighties. The absence of
such a phenomenon now can be attributed to a few main factors: (i) The MNCs no longer
needed to indulge in political de-stabilisation as the international ideological environment in
the eighties had been such that there seemed no basic contradiction between the objectives
of the MNCs and the governments of most host developing couniries. {ii} The MNCs
appreciated the fact of independent governments in the developing countries:{ These. -
governments have developed the capacity to cope with such situations or contingencies.
Similarly, the hast developing countries also recognized the need 10 adheretothe
commitments made by them. Therefore, in the eighties oné witnesséd substantially lesser
number of nationalizations and-expropriations than had heen in the sixties zjmd the fa‘r‘}}’; ;
seventies. (iii) The MINCs were not very much ipterested in raw f‘_‘]é‘-eﬁi.ql,.g,i“f}.h,‘i E}'g’}llllt?-ﬁj
They were steadily withdrawing from these sectors, thus removing the p"rilIrni:‘lc:aullsrT pf
) Theemerting,
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importance of smaller MNCs in their own counlries has also contributed to the growth of Multinotlanat Corporate Culiure
: und Hoat Countrles

confidence of developing countrles in the MNCs.

9.8 MNCs AND HOST COUNTRIES’ GOVERNMENT
POLICIES® '

One of the most jmportant areas of debate has been the MNCs and host government policies.
The objectives of MNCs and host countries’ governments have a number of areas where
conflicts may occur. First, whose jurisdiction have the MNCs to accept in the event of
conflict between the host country and the home country of the MNCs. There arc 2 number

of cases where the MNCs have asserted the home government’s rights. This had led to
conflict among all the three — the MNC, the host government and the home poverament.

Host government policies may encourage or discouruge MNCs. What policies host
governments would follow are linked directly with the business objectives and culture of the

MNCs,

In the.pfé.ééhl-édntcx‘l, the developed host countries have broadly similar policies that

’ provide relatively free operation of MNCs in their economies. This can be seen in the

. non-discriminatory treatment and rep

expansion of foreign direct investment made by the MNCs largely in developed countries
with the US receiving nearly 40 per cent of foreign direct investment mainly by the MNCs.

The emergence of ‘Europe 1992" has specific policy orientations to encaurage MNCs'
operations in European Community. Even Japan is liberalising. The Great Shift has taken
place-in developing host countries. A large number of developing countries are using their
policies to attract MNCs. Before analyzing the policy shifts it is useful to identify various
elements of developing host countries” policies towards MNCs which were in the centre of
the debate in the eighties. It has often been argued that developing countries which have
selective foreign direct investment (FDI} and transfer of technology policies create
disincentives to MNCs. The selective policies may be manifested in one or more of the

following:

@ Treatment of MNCs under the laws of the country which may deprive them of national or

equal treatment; ° -
] Ad_rninistrat'j\?e i'ql_és and regulations governing MNCs’ ventures may result in a high
degree of discretion and lack of transparency in decision making; '
Imposition of management and labour policies;
Equity restrictions;
Lack of contintity or uncertainty of FDI and technology collaboration policies; and

Threat of nationalization and expropriation and limitations set on remiltances of profits

and capital. . |

Many developing countries in the eighties have made.a large number of policy changes to
atract MNCs. A few chief elements have been highlighted in the following pages.

Ma_ﬁy_ At:r_i_can states have enacted “Investment Codes’’ desigﬁcd to promote both domestic

and foreign investment. Such codes usually provide for the grant of certain general

puarantee against expropriation or nationalization without fair compensation and
atriation of capital and profits. A number of African

. . < . . - - - - .
countries have established Investment coordination agencies with n view to promoting.

investment by TNCs.

Tt-is notable that African socialist countries also appear w be moving, albeit in a manner best .

 suited to their spcciﬁc_ilii',.s._in_lhg general direction of acceplance of FDI from WCS. o

In Asia several countries h

' ownership seeks no concessions and in fac

ave amended to varying extents their foreign investment policies.
South Korea which had a rather restrictive foreign investment policy had liberalized by - -
streamlining and simplifying procedures. A foreign investor who does not seck majority.

t has less than § 1 million investment, gets ...

‘automatic approval. Service sectors are getting open to MNCs. 63
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64

and dispute settlement.

M_laysin has postponed the condition requiring participation of Bhumiputsas in the equlty of
foreign ventures. China has also permltted forelgr investors and MNCs and simplified
procedures and thus emerged as the largest recipient of foreign direct Investment. Within
seven years of opening its door (o foreign investors, China hes become one of the largest
recipients of foreign direct investment. Among all developing.countries China was earlier
particularly interested in acquiring advanced technology, management skills and

international distribution channels. Between 1979 and mid-1987, the cumulative inflows of
FDI to China amounted to about $ 9 billion. Approved investment projects over this period -
wtalled nearly § 20 billion. It is important to recognize that 2/3rds of the mvestment has

been in the service sector. Since 1986, however, due to certain difficulties, FDI flows to’

China have, however, declin_ed.

Even the Middle Eastern countries have liberalised the codes concerning foreign direct
investment, The Algerian code strikingly Jilustrates the trend towards liberalization,
primarily because it amends an earlier [aw that was considerably more restrictive. While
equity participation is still subject to restrictive clauses other procedures and restrictions

have been relaxed.

The most dramatic changes have taken place in the FDI laws in the Latin American
countries. These countries, especially the Andean group of countries, Brazil, and Chile, had
predominance of control rather than encouragement in their FDI policies, They have -
effected a number of changes in their laws and policies. For example, Columbia, a member
of the Andean group, acting within'its basic provision of Decision 24, raised the ceiling of
profit remittances. o - - : ’

Itis important to recognize that some developing countries had nationalized MNCs'
subsidiaries in their countries. This measure was taken as a last resort when the conflicts

arose with MNCs. The approach of developing countries to the naticnalisation issue is an
indication of the change that has taken in the attitude of the developing countries to MINCs.

It is significant that while-dyring (he period 1970-75 nearly 336 companies in-developing
countries were nationalised, accounting for 58.5 per cent of the total nationelisations, during -,
the period 1980-85 only 15 companies 2.6 per cent of the total were nationalised. !

Apart from relaxation of foreign direct investment policies, a Jarge number of developing
countries have entered into bilateral investment treaties. The developed countries in a bid to
secure assurance for the protection of investments or] ginating from their respective home
countries have sought to negotiate these agreements which provide security to their MNCs,
On the other hand, the developing countries, faced with 2 number of difficulties on foreign -
exchange account, have themselves resorted to bilateral investment measures.

Some 100 bilateral investment treaties have been concluded since 1980 bringing the total
aumber of these agreements to approximately 270. Majority of these countries are in Africa
and South-East Asia. Latin American countries have not concluded such agreements. .

These agreements cover issucs such as fair ond equitable treatment, national treatment and
most favoured nation-reatment, nationalisatién/exproprietion modalities of compensation

At the multilateral level, efforts are being made to assure protection to MNCs. An important
endeavour has been the Multilateral Tnvestment Guarantee Agency. (MIGA), a-new member
of the World Bank group which has a specialized mandate to encourage equity investment -
and other direct investment flows to developing countries through the mitigation of
non-commercial investment barriers especiatly political risks. To carry out this mandate the
MIGA offers investment guarantees against non-commercial risks. A large number of
developing countries including India have become its members. -

9.9 FORMS OF MINCs’ COLLABOBATION :

s have changed the approach to their activities in the host countries in
many ways: In the carlier phases of their growth they concentrated on establishing
subsidiaries in various countries on which they had complete control. In the late seventies
and the eighties, they embarked upon using various methads to acyuire a market share in the

In recent years MNC




host countrles. ‘The methods Inclute Jolnt ventures, technlcal cotlaboratlons and licensing Multnational ‘7‘&' }P!":‘c‘ C"'ﬁ"
and Hait Counirica

(Table 9.4},

Table 9.4 Distrlbution of Oﬁnerﬂup Patterns (1, 276 Manufacturing Atfliates of 391
Multizetional Corporations Established In Developing Countrles)

Home Country and Type Number Estsblished as Percentage of Total
and Ownership Before 1951  1951-1960  1961-65  1969-1870 197175

Affiliztes of 180 U.5. based :
corporations
Total 100.0 100.0 100.0 100.0 100.0
Wholly owned 58.4 44.5 37.4 46.2 43.7
Majority owned 12.2 214 19.2 17.8 17.3
Co-owned 5.6. 79 - 114 11.2 104
Minority ewned 1.2 18.8 217 21.5 28.1
Unknown 12.6 14 10.3 3.3 0.4
Alfiliates of 135 European and o '
UK. based corpomations
Tota} . 100.0 100.0 100.0 100.0 —
Wholly owned ) 39.1 3.6 20.9 189 =
Majority owned 154 20.1 15.6 164 —
Co-owned 53 66 111 6.6 —
Minority owned 9.8 219 35.8 42.1 -
Unknown . 30.5 13.9 16.6 16.0 L —
Affiliates of 76 other transnational . ) '
corporations ) ‘ T
Total . 1000 . 1000 100.0 100.0 —
Wholly owned 274 . 167 10.7 6.1 —
Majority owned . 8.2 26.2 12,6 82 —
Co-owned 123 71, 6.3 75 -
Minority owned 164 429 66.7 74.2 —
Unkngwn 35.6 7.1 3.8 3.9 —

Source: Research Palicy Committes for Economic Development, Transnational Carparar!om and
Developing Countiries, p. 34.

MNCs also have the record of buying up profitable enterprises in the host countries. Itis

- estimated that 60 per cgnt of the MNC units, particularly, in developing countries, are
bought over firms. Even loss making enterprises are bought over. Japanese investment in
the USA and UK partly belongs to this category (Table 9.5}. .

Table 9.5 Fordgn Manufacturing Substdlaries of 376 Multinatlonal Enterprises (Classified by
Whether Newly Formed or Acquired as Going Concerns)

Location and - Subsidiariesof  Susidiariesof 135  Subsidiaries of Subsidiaries of all
Classification 180 U.S.based Furope and UK. 161 Japanbased 376 enterprises in
Enterprises based enterprises enlerprises sample

Number Percent Number Percent Number Percent Number Percent

In Induostrialized Countries

Tolal subsidiarics 1603 1000 3207 100.0 46 100.0 6836 100.0

Acquired as going 1974 548 1705 53.t 8 174 3687 338

concems

Newly formed 1385 334 862 26.9 K] 82,6 2285 333

Other and unknown 244 6.8 640 200 0 -0 884 i2.9

In Developing Countrles : -

Total subsidiaries 2124 1000 1454 1000 516 100.0 4094 100.0

Acquired as going 757 356 465 32.0 72 14.0 1294 36

concems :

Newly formed 1224 576 715 . 492 433 839 2372 57.9

Qther and unknown 143 67 2M4 188 11 21 428 10.5 !

Source: {bid., p. 36 - 65
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Itis now a known fact that MNC's market power globally and in tho host countries is very
high. More often it is diffleult 1o counter an MNC's market power by any national
enterprise of the host country as also by the host government, espccmlly if the latter s a

developing country.

The-market power may arise from various factors. Firstly, MINCs preserve their capacity
through trausfer pricing. This practice enables MNCs to help the loss-making units with the
profits of the profit-making units. This gives them the market power to compete with 1
enterprises for a longer period. Secondly, MNCs have brand names, trade marks, etc. m
are popular as also associated with-quality. These assets of the MNCs give them the

_* advantage in the marketing of their products. The local and national enterprise generally

face stiff competition. It has been revealed that through licensing of their brand.names, .
trade marks, etc., MNCs dominate the merket-and draw hoge profits, Thirdly, MNCs aiso
collaborate with each.other for market share.. In a situatlon where a large number of MNCs
operate, there is substantial evidence to show. thet they divide the plobal:market-amongst

themselves.

9.10 SUMMARY

Multinational corporations dre elso known as transnational corporations, An MNC has its
producing and trading activities in a number of countries. Such-a corporation has a central
organization reguiating the activities of its subsidiaries/affiliates across national frontiers

with specific global objectives.

MNCs retain their national character despite a number of factors or developments. We may
describe MNCs. from different countries as.US's MINCs, UK’s MNCs, Germany's MNCs

" and Japan's MINCs,.ctc,

The MNCs culture-has been identified with their corporate objectives; management practices '

and:procedures, While there are differences in corporate objectives with respect to the
MNCs of the US UK, Germany and Japan, Lhere are certain basic common features:

@ MNCsy are very large companies measured by the value of their total sales. H'owew:r. _ o

lately there has been growth of small scale MNCs

@ Many MNCs depend more on their foreign sa]cs than on domestm sales, They are
multiproduct companies, something which gives them an extraordinary flexibility and
strength; .

®. They also:Have a very signiﬁcanf asset: their geopolitical divc_rsily.

& Mpst of the MNCs have great strength in technological diversity.

®. Central decision-making in an MNC makes its subsidiaries, affiliates and branches
depend on the parent company for major decisions.

® Intra-firm trade is defined as trade between two related parties with the ObjeCLWC of ijt
profit maximization rather than individual profit maximization, This makes the
profitability of a subsidiary, an affiliate or a branch in a host country depend on the

decisions of the parent.

® Pricing in the subsidiary, affiliate and branch very often depends on the parent, since

transfer price plays an impartant role in the conduct of business between affiliate pames

@ The bulk of Research and Dcvelopmenl R &D)is done in the parent company, In this .
respect a developing host country receives less of attention in R & D. .

e The local firms in the host country get affected in various ways by the operations of
MNCs. Occasionally, an MNC may dominate the market. In some cases of products
with an old technology the MNCs may walk out. MNCs do not change their chmce of
technology Lo meet the resource endowment of the host country. :

With regard to labour relations in any host country of either its subsidiary ora branch, the
parent of sn MNC normally permits its locat Board of Directors/Chairman/Managing

Diréctor o deal with it, consistent with the prevailing practices of the host country. -The
operatian of MNCs in developing countries benefits the latter,
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MNCs normally Introduce In a host cowntry an efficicney-orientsd menagoment system, But ~ Multoatonal Corporata Cultare
and Host Countries

there are 3lde effects too. MNCs' advertisement and promotion methods have very often
distorted the tocal cultural preferences in a host country for MNCs go in for a global
advertising campaign. MNCs’ social responsibility in a host country depends on the power
of the host government. Tt has been observed that MNCs do respond to & host country’s

govemnmental policies, especially in the case of export- oncnlcd operations,

911 KEY WORDS ' _ | '

‘Intra-flrm Trade: Trade between subsidiarics, branches and affiliates of the same
Multinational Corporation, the ObJeCLlVE-S being joint profit maximization.

Transfer Pricing: Price used in an intra-firm trade which is expected to be different from
the market price (or arm’s length price) with certain corporate objectives.

Host Country: An independent nation state where a forclgn MNC establishes its business
operations through a subsidiary or an affiliate.

Investing Country: The country of origin of the parent organisation of an MNC.

Market Power: Strength or capacity of an MNC to change prices, financial and marketing
policies including advertising which are singularly-unique to an MNC.

9.12 SELF-ASSESSMENT QUESTIONS

1) Describe the main features of Multinetional Corporations.
2) Identify the areas in which an MNC and the host country interact.

3) What do you understand by intra<firm trade? In what way does this affect the host
country?

4) Do the MNCs have the decision- rnakmg power centralised? In what way does the
systemn of decision-making influence the subsidiaries/affiliates functioning in the host

country?

5) Elaborute the concept of markct power of MNCs. How does it influence rhe host
country?

6) Do MNCs affect the operation of national enterprises? Elaborate your answer with
examples, if any,

7) Can a special relationship exist between MNCs and governments of the host countries?

8) Define transfer pricing and assess its effects on the host country.
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BLOCK 4 : MANAGEMENT PROCESSES
AND PRACTICES

Whatever be Its global strategy, & [irm in internations] business needs sound
management policies and practices. This Block deals with basic issues that arise in
internationa) business, paying patticular attention to those aspecis that are uniquely
internationa]. Management of international business, 85 w¢ bave been underscoring,
is in fact multi-cultural management. This block has three units.

Unlt 10 Is concerned with Human Resource Managoment in MNEs, It begins by
examining tbe approaches to "nationality” problem. Tbe cross-cultural perapectives
are discussed, The sources for and stages in recrultment, and sclection criterla snd
techniques are discussed. The role of menagement development and training, and the
various techniques that can be used discussed, Also discussed are cross-culturel
transfers and problems, The later porion of this unit deals with issues in .’
compensation policy and human resource management practices.

Unit 11 deals with Production Manogement and Loglstles. An intemational firm
needs a well designed strategy on production. management and logistics so that it
could gain and sustain competitive advantage. At the outset the nature of production
management function is_examined. The unit then focuses on the issues related to
sourcing and procurement, 8nd make or buy decisions, The pros and cons of the
various approaches to sourcing arc evaluated. The unit explains and then critlcally
examines the "comparative cost advantage principle”. The gamut of factors, that
affect the decision of location of production practices are dlscussed, citing the
research evidence on locational advantage. The unit then takes up for discussion the
important questions relating to logistics, technology, plent design and size. New
production techniques such as Just-in-Time (JIT), Flexible Manufacturing System
(FMS), Total Quality Management (TQM) are also explained. _

Unit 12 focusés on Negotiations in Intermationnl Busipess, a topic which is
emérging as of crucial importance in international business operations. It is
emphasised that the process of negotiation in reality is 2 process of communication.
The stages in cross-cultural negotiation process are discussed, citing relevant research
findings. In view of ils growing importance, the international firms have to properly
plan negotiations end have to do some homework before actvally undertaking
negotialions. How could an MNE manage negotiations and bow could is sustain its
bargaining, position are then discussed. The role of negotiating skills and how could
the skills be improved are dealt with. The undercurrents in why renegotiations have
to be undestaken, and the mechanisms available for arbitration of disputes are
discussed. The unit concludes with a discussion on comparative cross-cultural

negotiating styles.
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UNIT 10 HUMAN RESOURCE
MANAGEMENT IN MNEs

Objectives
After reading this unil you should be able to understand:

e why global companics need global managers

® how socio-economic and cultural variables influence HRM philosophies and
practices .

how MNEs select, train, develop and reward their human resources

g

@ the role of managers working in forelgn subsidiaries
@ the attitude of MNEs towards labour force

@ HRM practices in MNEs,

Structure

101 Introduction -

102  Approaches to Nationality Problem

10.3 Cross-Cultur;al Perspectives

104  Recruitment : Sources and Stages

10.5  Selection Criteria and chimiqués

106 Management Development and Training
10.7  Cross-National Trensfers and Promotions ’
108  Compensation Policy

109 Managing Managers of Foreign Subsidigries
10.10 Managing Labour force in Subsidiaries
10.11 Human Resource Management Practices
10.12 Summary

10.13  Sell-Assessment Questions

10.14 Further Readings ,

10.1 INTRODUCTION

The success of an enterprise depends largely upon the quality of its people, whether
it operates at local, national or intemational Jevel. When business becomes
international it brings some unique problems in human resource management. It
needs 'global managers' of very high calibre to play multiple role — integrating
and coordinating aclivities taking place in different cultural environments by people
with diverse cultural orientations, formulating strategy in & highly competitive
marke!; identifying opportunitics and risks and managing assets world-wide.

For its foreign subsidiaries, MNEs need managers to play the role of boundary or
middleman between two sets of cuitural pattemns. They are the ‘company’ to, their
subordinates and customers, and local managers to their headquartess which expect
them lo act as their pmbassadors. The recruitment, development and retention of
high quality managerial personnel require strategic planning on the part of MNE
mansgement so that the buman resource could match its global business objectives
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and strategics, The recruitment of manpower Involves: a cholce among varlous.
nationalitics involved and examination of cross cultural perspectlves, It rafscs
questions coucerning desirable qualities, characteristics, aptitude, -skills, knowledge,

experience und abilily to communicate and adupt to different cultures and life styles.

The development of buman resources calls for assessing the training necds, chalking
out training programmes in cross-cultural setting, transferring knowledge and skills,
understanding company goals and implementing them successfully in an environment
full of challenges and risks. The retention of top technical and manageral personnel
is no casy job due lo growing demand for such personnel. The tronsfer, promotion
and compensation policics have to be comparable and favourable to retain them,
These and other problems necessitate a clear management strategy on HRM.
Michael Deurr has rightly said that having the right type of people In the right
place at the right time cmerges as the key to a company's international growth.

This unit examincs the various aspects and issues releted to human resovrce
management in the context of international business.

10.2 APPROACHES TO NATIONALITY PROBLEM

A multinational enterprises may use any one of the following four approsches or a
mix of some of these to meet its manpower requirements:

1) Ethnocentric

2) Polycentric

3) Regiocentric and
4) Geocentric

These terms, though explained in one of the previous unmils, need to be discussed in
the conlext of human resource management.

Ethnocentric policy is characterised by an MNEs preference for using home country
nationals for al! senjor positions and rewarding them more generously over the host-
country nationals. The discrimination if carried too far alienates and demoralises
other country nationals who may feel baving (getting) a second class citizens' status
and treatment. Hardship may be created for some country nationals also if they
have to go on [requent tours to transfers.

In polycentric approach the host country nalionals are preferred for local positions.
The local urits get greater degree of autonomy in recruiting personnel for
managerial and other positions. The knowledge of local language, culture and
environment on the part of local managers helps create a more favourable anitude
among employecs of (he local orgamisation and tbe dealers and customers. The
danger from too much localising is that it may alicnate the local unit from the
mainstream organisation because of the absence of expatriate. managers who serve as
links in the communication process. o

In regiocentric approsch, managers ere recruited on regional basis. For instance, an
American multinationa! opemating, in Europe may prefer to hove European managers
at regional headquarters in Europe in large numbers instead of sending people from
the headquarters. IBM bas two inlernational headquaiters: one . New York and the
other in Paris. This approach helps in reducing the cost of recruitment, mainienance
and tmining and aiso enables handling regional problems more effectively.

The grocentric approach is based on the philosophy of global outlook of the
managenent. It shows MNEs commitment to employ- best brains available from.
anywhere. The lop positions even in headquarters may go to host or even third
country nationals. Very few multinationals follow this approach as the culturc and
tradition of the corporation is built over the years on the basis of certain objectives,

philosophies and practices.

Legal Considerations

The laws of mosl counfrics require employment of Iocal nationals if available in
adequatc numbers from within, Immigration visa is a pre-requisite to take up any
assignment by foreigners. In US and Germeny, for instance, the rules for work
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certificates are very stringent. The Buropesn Community countries permit free [umay Rerource Mnnlgumenh: la
: MNEs

movement of Isbour within Europe but require work permit for nationals of non-
Community countries. Japan is most reluctant among industrial countries to grant
woik permit to forcigners. The immigration regulations in most countries permit
limited flow of professionals, managerial and highly technical personnel. Migmnis
get a second class citizen status in most industrialised countries.

Aclivity 1

Request your Academic Counsellor to initiate in the class s discussion on
approaches to Nationalily Problem. Alfter cxamining the pros and cons of cach
approach, cxpress your vicws as 1o what approach would be the most suitable for a
multi-national subsidiary operating in India (specify the assumptions you make).

103 CROSS-CULTURAL PERSPECTIVES

Socio-economic and cultura) variables influence management philosophy and
practices in all coumntries. It is not easy to transport home country’'s work culture,
boss-subordinate relationship, decision making process, value systems and lechniques
in other counirics. The issues relating to applicability, transferability and utility of
advanced management knowledge and practices thercfore, have remained clouded.
Cross cuitural studies have confirmed variations in management thinking and
practices based on sacial, economic and. cultural differences. A few illustrations are

given below:

1) Japanese culture places high premium on collective responsibility which is .
described by tbe word Shu-jo-hu-on (gratitude to nature and other human beings
for one’s success). This philosophy requircs abandoning the idea of individual
power domination in faveur of cooperative group action. This is not so in
Western culture which is based on individualism leading to the goal of self
actualisation and fulfilment for individual rather than group as a whole.

Decision making in Japanese system is considered to be more lime-consuming
than in American, system. Under ringi seido the formal process of decision
making may start at any level, but it normally starts at middle management
level and then works it way both laterally and horizontally. It resulls reducing
the risk. The degree of participation, examination of detajls and specd of
implementation is higher in this system compared to US-Europear tradition
where individual play more imporiant role, and make quick decision, but the
accuracy and implementation may not be of that high order.

2) Work is regarded as an end itself in Anglo-American culture, but not so in
Mexico. Similarly scientific method is considered to. be second nature to US
managers while Mexican managers arc said (o bave no such preference.

3) Whether ils shoricomings the US management is still considered io be more
democratic than the French, German and India management styles, though it is
conceded that the autocratic siyle is not always dysfunctional and may be

appropriate in a given situation.

4) Some sludies indicate that in the economically backward countries authoritarian
style of leadership in business has shown belter results in lerms of productivity
than the democratic style: It has also been found thal managers in these
countries bave a tendency to project their values on others more than most
managers in developed countries. Salary differences between average and poor

ountries is low as compared to developed countrics where

portant criteria for determining pay packet. The managers

s are also. found satisfied with the usval maintenence of
55 objectives of

performers in these ¢
performance is an im
in developing countrie
their operations while managers in developed countries stre

growlh and compelition.

Hofsted in a study (1979) of a large multinational company has attempted to
demonstrate the strong influence of socio-cultural variable on authority distribution
and the boss subordinate relationship. He vsed the concept of “power distances” .
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between the superordinate and the subordinate. Power distance according to him is
the difference between the extent to which A can determine the behaviour of B and
the extent to which B can determine the behaviour of A. His major finding is that

power distance between the boss and the subordinate was larger in developing
countries thun In developed natlons. The distance was found lo bc on a higher
side in casc of Philippines, Mexico, Venezuela, India, Singapore and Brazil while it
wiis on a very low side in case of America, Isrzel, Denmark, New Zealand,
Sweden, Switzerland, Britain and Germany.

Rendings and Martyn Johns concluded on the basis of the theory of cognition

that oriental companics used less formal planning and
contral, less programmed training, less objective dala in deciston making and have
shown less precision and urgency in such maiters as time keeping, scheduling and
completion of programmes than their Western equivalenis. But organisations in those
countries have been more informal with stress on avoiding inferpersonal
confroniation than their western counterparis.

applied cross-cultural selling,

These and other studies confirm that there is no single way of doing things or
managing enterprises. Similarities may be explained in terms of cultural variables
while differences looked into from socio-economic and cultural perspectives.

10.4 RECRUITMENT : SOURCES AND STAGES

MNEs meet their manpower requirements from threc sources (1) home country

nationals, (2) host country nationals and (3)

third country nationals. The home

country nationals are those who belong to the place of orgin of the company. The

hosl couniry nationals are the citize
third country mationals come from other

ns of the place of location of subsidianes and
han the home and host countries of MNEs.

In the early phase of internationalisation of business most companies recruited from
Lome officc or home country: As the business expanded and activities diversified,
managers were recruited from the host country,. and if needed, [rom the third
countries. The -rationale for using the above sources and the problems faced by
MNEs in this regard are given in Table 10.1 below:

Table 10.1 : Recrultment Sources : Ratlonale ond Problems

Recruitment
Sources

Ralionale

Problems

[IOME COUNTRY
NATIONALS

HOST COUNTRY
NATIONALS

THIRD COUNTRY
NATIONALS

Familiarity with the
company policies, goals,
objeclives and managerial
praclices. Technological
competence, effective liaison

- wilh home office and easier

contrat of operations of
subsidiaries

Familiarity with the local
political, legal, social,
economic and business
environment, promotion
prospects for locals, better
motivalion and (ulfilment
of local aspirations. Low
cost of selection
maintenance.

More career oriented,
professionally qualified and
experienced, willingness to
adapl o new environment
and work away from home.

Difficulties in

- communication due to lack

of knowledge of 1he
language ol the host
country, problems of
personal and family
sdjustments, legal and
environmental problems,
local pressures. High cost of
selection and maintengnce.

Problems in controlling the
operalions of subsidiaries as
desired by the head office,
communicalicn problems,
limited scope of gaining
experience from company’s
operalions abroad.

Host country™s hostility
towards nationals of certain
counlries may creale

problems.
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An MNE which starts with export of goods in overacas markets relies heavily on thunan Revon ce St

local mansagers and sales personnel in the [imt stage of operations, When it starts
manufecturing abroad the tep and senior managerial and technical personnels are
sent from the head office. It may recruit some managers from the host country who
may be helpful in obtaining licences, doing lisison work with local politicians,
government officials, industry associations, banks and finarcial institutions.

When enlering into manufacturing operations abroad, an MNE may bring technical
“experts from home. The locals may be recruited for junior managerial supervisory or
operalive jobs. Their familiarity with local language, culture and environment is
belpful in starting and controlling the operations. When the MNE diversifies
introduces new technology or wanis to penelrate into new markets, it may like 10
recruit third country nationals with relevant expertise and experience.

Well established MNEs may centralise operational and managerial techniques,
manufacturing processes technologies and standards in other countries. This may
require ransfer from one unit to another, training at head office, creating a pool of
expert personnel and making them available to different units on short or long term
assignments. On top managerial and technical posts MNEs may prefer to place
home nationals. Studies show that 75% of the chief executives in American
multinationals are from U.S.A., 92% ia European multinationals are from Europe
and almost 100% in Japanese multinztionals are from Japan. The praclice to send
large number of expatiate managers overseas 1o manage the operations of
subsidiaries bas declined over the years. Host country nationals are preferred for
managerial and technical jobs by many companies. American MNEs in Europe for
instance have zround 70% senior management personnel from Evrope.-US companics
were also the first 10 allow more locals in their subsidiaries in developing countries.
Japancse MNEs, bowever, prefer their own nationals to fill up senior and in many
cases even supervisory positions in their subsidiaries overseas.

10.5 SELECTION CRITERIA AND TECHNIQUES

L
An execulive who serves abroad not only represents his company but is also viewed
as an ‘ambassador without portfolio’. He must bave adaplive capabililies in addition
to managerial and technical compelance. Open mindedness, tolerance and respect for
other viewpoints and traditions, and knowledge of the history and culture of the
host couniry arc some of the prerequisiles of success in overseas assignments. A
sense of politics, organisational abilities and overall sbilities to achieve company’s
goals through acceplance and cooperations are other attributes required, The attitude
of cxeculives spouses is also a critical factor. A survey of large number of
American excculives overseas by Gonzalez and Negandhi has shown (hat adaptability
of spouse and children is considered a major source of success. This atiributes that
contribute to ideal background for overseas manager are listed with rankings, in

Table 10.2:
Table 10.2 : Idcal Background for an Overseas Career

Background Percentage
Wife and family adaptability 20
Leadership Ability 19
Knowledge of job 14
Knowlcdge of language of host counlry 13
Higher Educaticn 13

12

Respect for laws and people of host country
Previous ovérseas cxperience - ’
Desire 1o serve overscas - 4
Miscetlaneous |

Total 100

The professional capabilily, knowledge, attitude, communication skills and experience
of an executive can be measured easily through past records, personal intervicws
and psychological tests, etc. The siandard of educational institutions from which an
executive has obtained dcgrccs. his academic achievements, the companies in which
be has served, positions he has held, and performance records often speak about his
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credentials. For assessing the adaptability of the. executives, compazics gre
increasingly using “adaptability screeing” which take into account such factors ag, its
success in. handling similar transfers within the home country in: measuring

- suitability for life abroad and its reaction to discussion of the stresses that life in

forcign country will entail.

Managers who had shown adaptability in domestic transfers and who are not toe
tied to their own culture, tradition and family arc more likely to adap! abroad. One
popular technique is Early Identification Programmes (E.LD.) which by means of
sentence completion, questionnaires and inferviews with the managers and the spouse,
attempts to assess ten arcas for an environmental match, These are: Ieisure activities,
inlcrpcrsoria] sensitivity, culture, consideration, authoritsranism, cultural management,
travel and distance accepfability, job satisfaction, motivations and management watch.

The spouse, in most cases the wife, is elso interviewed as it is she who has to bear
the brunt of the trnsfer. For the husband it is more in the nature of advancement
in carcer and opportunity to grow. The wife is required to develop a new 'set of
social relations and she may feel lonely in the new environment. While she may
need more time and attention of husband who may be her only companion for quite
sonie time, (he husband mey find little time because of the demands of new job at
a new place in a new environment. This may sometimes lead to marital stress
which may affect performance at work. The interviews may thercfore, not only take
into account the adaptivencss but also the strength of the mantal ties.

A. L. Tung (1981, “Selection and Training of Personnel for Overseas Assignments”
\ Columbia Journal of World Business, Vol. 16, No. 1, pp. 68-78) has proposed a
comprehensive approach [0 expatriate selection (See Figure 10.1). It hes been

Fig. 10.1 s The Selecilon Process

| START THE SELECTION PROCESS I
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by a local aalionai 7 - her lo training basically simod at
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RO i v ¥
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suggested that sclection decision should be based on answers to important questions
asked in relation to expatrate adjusiment. The issues of interacting with host
nationals, technical competence, culture novelty, family sitvation, and communication
skills are all considered in this decision making framework. This framework also
takes into consideration the fact that overseas jobs differ, and that some jobs may
require more interaction with bost nationals than othets. Thus, tbe criteria need not
be the same for all overscas assignments, You will appreciate that the framework is
general and does not specify exactly how candidates can be measured and evaluated
on the criferia proposed which are considered important in the selection process.

The companies which follow a rigorous procedure of selection of assess necessary
competences have less failure rate among expatriates. The cost of screening before
placement is always much lower than the cost of failure in the new environment.

Activity 2 3

Arrange meetings with the Pesonnel Managers of (i) a multinational subsidiary, and
(i) an Indian company in your lown. Gathier infornation on Recruilment, Transfer
and Promation policics and bring our the dilferences in their thinking and

approaches.

10.6 MANAGEMENT DEVELOPMENT AND TRAINING

MNEs need managers wilh a global cutlock. Inbreeding and narrowness at the top
are harmful in the long run. All those managers who bave the potential to work
overseas should be prepared for cross national experience. The headquarters should
maintain a cenleal inventory of inlernational execulives and monitor a2 continuous
career developmenl programme.

There is a no substitute to training in MNEs. The usual objectives of a rining

prograrmme for international execulives may be summed vp as: transfer ol

knowledge, improvement in communication, understanding company's goals and

way of operating, increasing sensitivity to cultural patterns that may be foreign
" to their own experience and values, improving adaptability to new enviromment.

The training programmes should bave cross nationa! focus. Though training cannot
"~ be a substitute for actual foreign Jiving experience, it may, however minimise the
painful experience of adjusting to alien culture and aveid the damage that may be
caused by the cullure shock.

The. tiaining programmie should be chalked out keeping in view the training needs.
In anc study Marry Johnston found that the buman relations skills, understanding of
other cultures and ability of adapt were the most pressing lraining nceds for
overseas manager. The conclusions were based on 8 survey of Amerdcan workers
overseas and their Asian colleapues as shown in Table 10.3 below :

Table 10.3 : Ranklng of tralning needs for American Working Overseas by Amerlcan
Abroad and thelr Aslan Colleagues (Most Important = 1)

Training Need Ranking by Ranking by
Respenses Responses
of Americans of Nationals
(N=403) (N=131)
Human Relalions Skills 1 1
Underslanding of olher Culture 2 2
Ability 10 Adapt 3 3
Technical Training 4 6.5
- Sensilivity Training 5 6.5
A Sense ol Politics 6 12.5
Language Ability 7 9
Understanding of Mission 8 5
Understanding ol American Culiurc 9 15
10 4

Qrienfalion for Service-
Souree : Mary 13. Johnston. “Training Needs of Overseas Amcricans as Seen by Their Nalional Co-Warkers
in Asia. 1D ocus No, 4 (19M), p. 22

Human Resource Manapement In
MNEs

11

T TRETYIIITT IR o I or




Managemenl Processes und
Practices

12

The training programmes to mest specific needs to international managers may. be
carried out internally as well as externally. The interally-oriented training
programmes may be tailored to the specific needs of the company. The topics
should have a closer relationship to the executives own work and curren! issyes
facing the enterprise. The participants, when brought from subsidiaries located in
diffcrent countries, come to know each other and understand differing perceptions to
common problems. The impact of such training is also casily identifiable. The
internally oriented programmes may also be iailored to the needs of specific
individuals and their specific job assignment. The exccutive -may be given on-the-job
training under the supervision of senior. The leamning in such cases is real and not
a mere intellectval exercise. It may be an effective way of the understanding the

culture as well,

Seminars, conferences and workshops are other important means of training
international managers, particularly on specific topics. For inslance, a workshop on
transfer pricing may be very useful for MNE managers. The externally-oriented
programmes aim at broadening the manager's borizon beyond its own organisation-
and job. Foreign language training, for instance, is given by academic or institutions
of foreign languages. The language course may develop 2 good understanding or say
a foreign culture but it may not equip the manager with specific lerminology
required for business. '

Various approaches to cross-cultural training have been used in the multinational
enterprises. However, it may be mentioned bere thal some trining epproaches ss
more rigorous than others. Some approaches, ¢.g. simulation require the Irainee to
participate directly in the leaming experience which others e.g, listening 1o an area
briefing simply require the trainee to passively absorb information with little mental
and emotional effort on his part. The relationship between training rigor and level
of trinces parlicipate is ilustrated in Figure 10.2. According to Black and
Mendenhall, more rigorous approaches which require the Lrainee to expert significant
cognitive and behavioural effort are more effective than less rigorous approaches.
However, to conduct effectively rigorous training programmes require significant
amount of time and money, and most companies may not be able to afford to take
a mandger off the job for onc to two months on off-site training,

Figure 10.2 : Trainlng Rigorous and Level of Partlclpation
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The Business school in many counlrics now offer full time or part time course in Iuman Resource Munugemaend »
MNI

. inlcrnulilonnl managemend, internotiona) living, intermational understanding ete. Some
institutiogs nlso offér tailor made oricmtation programmes of specific countries, There
are organisations like Asia Socicty, Japan Sociely, Middle East Instituic wbich offer
brieling sessions for businessmen from time to time. In some countries Government
Ministries offer training pragranime for international managers. The Ministry of .
Internationnl Trade nnd Industry (MITI), Japan hes established & training institution :
at Fuji (o train groups corporalc execulive who are sent by their employers for an
intensive year long ful) time course of study. The training prograntme of the
institute included foreign language courscs and & iwo month's study tour of other
countries. Conmmunication skills and understanding (demonstration) of culturzl 1
relativism including management poticies and practices receive full treatment in the

progmimme. ;

‘Activity 3

Amange a4 meeting with the Chief Executive of a multi-national subsidiary and i
enquire about the: (i) objectives, (ii) nature, and (iii) contents of the training X
programme meant for managerial and supervisory personnel. Ascertain in what ways P
_Alie training, programme is infTuenced by the parent company (or headquarters), .. !

10.7. CROSS-NATIONAL TRANSFERS AND _
PROMOTIONS _ :

All MNEs transfer managers across nationnl and cultural boundaries. In some cases
the transfers may be in the nature of permanent poslings, in other cases they may
be meant to weel some temporary need or they may be designed as a part of the’ '

carcer development scheme of the company. .

Tbe transfer decisions are imporant as the managers who are semt lo work in a
different environment, cullure, language, life and work palterns alien to them must
be able to adapt o the new situations. This is besides the requisite technical,
managerial and leadership skills ir their new jobs. The considerations which guide [
in recruiting-managers for foreign positions would, by and large, be valid for i
transfers, whether related to promolions or not. The factors which are normally

taken into consideration in a tmnsfer decision are: performance in previous jobs,

local prejudices, technical competence, adaptiveness and capacity to face repatriation

problems. The decision nwkers, who are usually at the "headquarters, prefer the

candidales whose performances bave been observed personally as 1hat reduces the

risk of making a wrong dccision. The home gountry managers get preference in this .

process as they are closer to them. The local prejudices may be an obstacle for

somte execulives in foreign postings. For instance, women cxeculives from other ’
countries may not feel at home in many middle cast countries; similarly a black

manager may not be acceplable easily in a predominantly white localily in cerlain . i
countries. The transferce must bave technical competence superior to those who
would be requiréd to work under him, as olberwise there may be resentment against
bis posting. Job ability is a very crucial factor in success of all foreign assignments.
The manager should also be able lo adapt to variations in facilities and technologies :
due to different levels ol economic and industrial development at the place of :
posting. The decision makers have to fake the indjvidual’s willingness and capacity '
to fake up assignnienl at joh and adapl to new cnvironment. Some managers and

their familics view sucl assignments as a disruption in their way of living,

particularly wlen posted in country where ihe standard of living and facilities are

Non-availability of food of one’s choice, shopping cenlers located far off from
matic conditions Jack of
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poor-
residence, lack ol good schooling for children, unpleasant cli
social support sysiem, communication problems and non-cooperation by the spousc
may affect performance at job and peace al home and may deter some managers to
¢ cases. Financial compensalion is one of the

opl for overseas tmnslers il som
But it has

measures which may mitigaie bardship of otherwise unwilling execulive.
to be quile subslantial in order to have any appeal.

The number of irans[ers ay ‘be governed by the necessity of subsidiary companies
nature of job and training needs. When manageral end technical competence of

locals is very low, headquarters may bave to send large number of managers to run 13
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the subsidiary. In service scctor the availability of competent local managers may be
more than In industry which requires more skilleg operations. Local pressures and
prejudices may necessitate training. more local people and placing them on the job
instead of transfers et & large scale from the headquarters, Also where conditions
favour.a country by country strategy, locals may be preferred. But when there is a
need (o edopt a more global strategy, MNEs use more cxpatrjates.

Performance of executives who join on transfer may not be optimal in the

- beginning in many cases, This bas been confirmed by many studies. The new

menager may like to improve his own style or he may try to demonstrate his
superiority over locals. This may create-resentment among juniors and affect
relationship as well as performance at the job. The managers' perception of
differences between himsell and the subordinate, however, are reduced with the
length of timic be spend on overseas assignmenls.

The repatriation problems also need 2 closer look., The exccutive may feel that after
returning from the job when the tenure is over, he may bave to spend more on
housing and other amenilics of life in his place or origin. Some of his juniors
might have rsen in hierarchy over time and the social status of family might be
affected. If his, interest are safeguarded at the time to transfer, the adaptability and
performance at the new job may be better. Some of the measures which companies
tzke to smoothen the re-entry. of expatriates are mental prepamation and advice
before retum, maximum information about the new jobs, housing assistance,
reorientation programmes, bringing expatriate managers to head office frequently and

the usc of formal headquarters mentors who could look after the managers’ interests

when they are expalrated.

The promotion policy of an MNE may be national (limiting opportunities for lacal -
managers fo their own country unils) or binational (allowing promotion from
subsidiary to beadquarters), or global, (promoting without regard to nationality} in
nature. US multinationals provide promotion opportunities to non-US nationals to
move into top positions in the headquerters, but this is not so with Japanese

companies.

Prometion policy is influenced by several faclors. Some of these are : legal
constrzints {emigration and immigration policies), ownership patiern, degree of
auionomy granted to subsidiaries, willingness of managers to accept promotion in
other countries, size of enterprises and also the size of its market and availability of
competent people in local unils. As the size of the firm increases, operations
diversify or expand, ownership may become more broad based, it may become
increasingly difficult for an MNE to lock up ils foreign managers within their
respective national firms. The managers in mature firms seek new and broader
horizons. If it docs not materials, some of the top personnel may start looking for
more Jucrative assignments in other organisations. Such developments may compel
the MNE to globalise promotion and create multinaticnal management.

10.8 COMPENSATION POLICY

MNEs have to develop reward policics commensurate with national cultures and
managerial expeclations. It may be difficelt to have the same salary levels for
similar jobs in all countries. This is because of diversities in.the productivity levels,
cost of living, tax rates, supply and demand of certain skills, preducts and services.
The requirements in terms of fringe benefits such as insurance and pension plan etc.

‘may also differ.

When a person is posted overseas, he may have to duplicate his environment as
babits are difficult to change. In many developed countries husbands and wives have
separate cars, convenience goods and other facililies. When posted abroad they may
like 10 have these at the place of posung ‘where they may cost heavily. Children
may- have to be senl to very expensive private schools. Food of the type: required
and housing may also be costilier than the country of origin. In such cases the
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exccutive expects a substantial rise in the pay packet and fringe benefits. Most
MNEs

firms vse cost-of-living index prepared by U.N. and other known agencies (o
compute the pay packet for employees going on overseas assignments. But the
differences in inflation rates and fluctuations in currency rates pose problems as
adjustments may have to be made sometimes 100 frequently.

Executive posied overscas feel treated inequitably when local employees with similar
skills arc getting bigher emoluments (say, A posting of a European in USA). This
seeds 1o be corrected at the time of posting itself. Hardship allowances are also

pai¢ by many [irms o make tbe employce and his family feel at bhome in the new
environment. The possibility of barsh climate, political unrest, incidence of .
“kidnaping and resultant insecurify and loss of any family imember, loss of income of
family members accompanying the executives are some of the faclors which may
call for special allowances. But not a forcign assignments constiluie such hardships.
The currency in which the employee is to be paid in the overseas assignment is
another matter that has to be considered. The practice many firms follow in this
regard is that ol paying parily in local currency and partly in the currency of
cmployees, home currency. In such plans employees may also gain as at the place
of posting only the payments made in local currency gel taxed. The restrictions on
the transfer of hard currencies uecessitate part payment in home cumency of the
execulive. In countries where cxchange control exists, there may be differences
between official and black market prices. The employees may prefer payment in

hard currency.

In construction jobs MNEs usually offer fixed term contracl assighmenls al higher
salary to the exccutives and hire most people from outside the firm.

When an executive returns [rom overscas assignnient, as we pointed out caricr, 2
cut in salary may be resisled as he slarls resetiling. Some of the juniors might have
gone aliead in bicrarchy. This alleels his social slalus. Similarly, when an employces
is tmnsterred from higher salary country to lower salary one, downward adjustment
may not be e¢asy. Some companies follow a balance sheet approach whick assumes
home salary as the base and an overseas allowance. The conditions of fiving
allowance, cost of living allowance and residence allowance may be added to the
base salary according to the conditions of living in different countrics to form the
gross salary. Deductions are made on acgount of 1axes, pensionary and statutory
benefits as per rules to determine the net sum payable to the employces. Table 10.4
below shows Volkswagen's Balance Sheet Approach:

Table 10.4 : Volkswagen’s Balance Sheet Approach

Sums in DM Per month

Place of Place of

Salary Component
transfer A Transfer B

4500.00 4500.00

1. Basic Salary, DM
675.00 675.00

2. Qwverseas Allowance
{15% of basic salacy)

3. Conditions of Living Allowance +450.00
(In % of basic salary depending)
an the couptry .

4. Cost of living allowance

5. Residence Allowance

+600.00 ’ -150.00
+400.00 100.00

6. Overscas Gross Salary 6175.00 : 5375.00

{Belore taxes) .

7.  Assumed Taxes in Germany - 1200.00 -1200.00
on basic salary

8. Contribution to Company - 333.00 -333.00
Pension Plan .

9. Statulory Payments in counlry — +200.00

ol assignment
10, Nel sum paid out lo 4642.00 4042.0CG
individuals during overseas
_ assignments_(aller laxcs)
Source - Peter Frerk, “Instilutional Compensaiion
Administrator May 24, 197¢. p. 33

: A Ewroptan Multinational cxperience, The Personnel
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Activity 4

Arrange a mecling with the Personnel Manager of 8 multi-national subsidiary and
discuss with him the ingredients and objectives of the compensation policy with
repard to (i) managerial personnel, and (ii) labour force. Ascertain the ways in -
which the compensation policy is different from a large Indian Indusirial group

company.

10.9 MANAGING MANAGERS OF FOREIGN
SUBSIDIARIES :

Managers working in forcign subsidiaries play tbe pivolal role in mecting local
customer needs and satisfying the local government’s requirements. They have to
defend their company’s markel position against local and international competition.
The flexibility required on the part of local managers may sometimes bring them in
conflict with global managers at the headquarters, The policy of most MNEs in this
regard is not to permit local manager.to defend periodical interest as “King of the
country”. The foreign subsidiaries are developed “to become hot houses of
entreprencurship and innovation” as put by Professor Cbristopher of Harvard
Business School. The foreign subsidiary managers in his view play three vital roles:

a) as scnsors and interpreters of local opportunities and threals;
b) s builders of local resources and capabilities and, .
¢) as conlributors to and active participants in the global strategy.

As sensors the managers must be good at gathering and sifting information,
interpreling the implications aid predicting 2 range of feasible outcomes. They have
also 10 perform the difficult task of conveying the importance of such intelligence
10 people higher up, especially those whose perceptions may be dimmed by distance
or even by ethnocentric bias:

As builders the burden of identifying, devcloping and leveraging nalional resources
and capabilities falls on subsidiary company's managers, and this include human and

[inancial resources.

Whilc historic position of managers in subsidiaries has been the implementation of
headquarters strategy, they are now welding greater influence over the way their
organisatiol make important stralegic and operational decisions. They may get a
place in product development committees, product marketing task forces and global
siratecgy conferences. '

The funclional specialists and technical personnel in subsidiaries have yet to gain
recognition due to them, They are not considered as part of the corporaie
mainsiream’s global activity. There bave been cases of corporate misfits or
managerial has been to be shifted to-functional specialists positions. In an age of
information revolution, knowledge explosion and growing expertise the functional
specialists can form a world wide network of technical, manufacturing, marketing,
financial and HRD expertise. They can “cross pollinate” information and best
praciices in their areas world wide, perceive opportunities, analyse market trends,
scau their own environments and provide feedback which may belp headquarters in
formulating stralegics and fulure plans. They can also’be a source of innovative
ideas. If local dcvelopments are viewed in isolation by headquarters, they may seem
to be local affairs. However, if a thorough examination reveals that they are part of
world-wide emerging trends and this may belp policy formulation and aclion
globally. There is thus a need to build formal and informal channels of information
between functions] managers and provide them opportunilies of scanning information

and cross pollinating ideas and praclices.

10.10 MANAGING LABOUR FORCE IN SUBSIDIARIES

Most MNEs subsidiaries recruit labour locally and the Jabour management praclices
are not standardised in world wide operation. The local Jabour laws, prevailing wage
rates, the extent of unionisation and socio-cconomic and political factors influcnce
Jabour management policies and practices. Over-supply and high rate of




unemployment in developing countrics make labour an object of exploitation not
only by the local entreprencurs but also by the subsidiaries of MNEs which leave
labour force at the mercy of local managers in most cases. MNEs pay much higher
emoluments to the labour force in industrially developed countries than in the

developing countrics.

An argument whicb is often repeated in management literature is that workers in
less déveloped countrics arc less productive. In one study of Indian workers, Osicar
Omati (1935) observed that Indian workers were nol interested in factory work, they
resisted’ adjustment to the Lype of life which went with industrial empioyment.. (Clark
Kerr (1960) concluded on ke basis of research sludies in some underdeveloped
countries (hat the cultural factors (such as religious and ctbical values, the family
system, class and race) all had a bearing on commiltment of labour 1o industrial life.
The greater the inffuence of cxiended family, the slower the commitment. Fammer
and Richman (1965) following the work of McCelland arrived at the conclusion that
the traditional religions were not generally conducive to & high gchievement drve in
their orthodox followers. Gunnar Myrdal (1968) in his ‘Asian Drams'observed that
in the absence of simultaneous changes in institutions and attitudes, the effect on.
labour ulilization and productivily throughout the cconomy might be still less
consequential, Scholars studying the Latin Amcrican countrics also argued that

. workers in these countries werc less interested in productivity improvement than
maintaining and enhancing their family status and fullilling obligations to their

friends and relatives.

Bui not afl scholars agr(;c with the above view. Morris (1965) observed thal much
of the litcrature on the subject tended lo base interpretation on hypothetical,
psychotogical and sociological propositions which themselves were bighly suspecl.

McMillan’s conclusion about Brazil and Fillol's observations aboul Argentina show
that productivity of labour, motivation and cooperation are primarily determined by
the management. Sirola and Greewood have raised doubls over the prevailing theses
of the impact of socio-cultural variables on motivation. Empirical studies vndertaken
in developing countrics alse confirm this view. Negandbi's cnquiry {(£971) based on
cross cultural study of six devcloping countries concluded that the employees in
these countrics were ike their counterparls in industrialized couniries in regard Lo
their desire for bigher wages, opportunity for advancement, job security, fair
treatment, better working conditions and welfare and higher standard of living for

their children.

The environmetal faclors which affect labour management in MNEs subsidiaries in
developing countries are mainly three:

i) Labour legislation .
ii) Oversupply of unskilled iabour and lack of skilled and trained workers, and

iii) the nature of labour unions

The labour legislation and the machinery to deal with labour dispules necessitale
employment of local managers to bandle. labour problems. The local managers Iry to
follow local practice in living people, for example giving preference in employment
to certain class, caste, communily, discrimination on the basis of sex, place of
belonging elc., and local norms in malters of wage and fringe benefits, working
hours and service conditions etc. The benefils offered to workers may be more
liberal than those offercd by other local firms, pasticularly with respect to
insvrance, medical, transportation, lcave, training facilities, ete. The differences in
emoluments may however not be large emough so as 10 be comparable with lhe

wages received by workers for similar jobs in developed countries.

our and low wages are definite attractions for MNEs to locate

Over-supply of lab
oping countries as that resulis in

their manufacturing and other operations in devel
considerable cost savings. A number of Japancse firms have set up manufacturing

planis in tbe last few decades in South East Asian countries primarily because of
high labour cost in Japan. As in case of most western multinationals, wages and
benefits offercd by Japancsc subsidiaries outside Japan are much lower than those in

Human Resource Management In
MNEs
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Japan. Some Japanese subsidiaries follow Japanesc practices of life time
employment, senjority-based wages and. ringing system (declsion making by
eoncensus), but not all. Labour unions in most developing countries are politicised
as in India, They play an important role in framing. labour laws which are
administered through the state machinery.' Outside leaders are able to influence
bargaining between labour and management. The multiplicity of unions is alse
common in developing countries.

MNEs subsidiaries in developed countries follow rules regarding employment in their
respective countnes. Work certificate is required for immigrants in US. Persons with
professional training and nceded skills are given preference in grant of visas. At the
request of U.S, employers limited visas are granted by US government for
temporary personnel. The foregin fimis right to promote its own nationals against
locals hes been subject to legal conflicts in US courts. The %uropcan Community
Countries are required by treaty to permit free movement of labour among
themselves, although they may require work permits for nitionals of non-community
countries who are employed mostly for less pleasant jobs are thus given a treatment
of second class citizens. Japan is one of the countries which has -exhibited greatest
reluclance: to the entry of foreign labour. It has reluctantly admitted some Koreans
in the recent past with & view to release Japanese workers for morc skiller and

technical operations.

Employment of- foreign Jabour [orce mey resvlt in lower direct labour cost, but
indirect costs may be substantial.' Depending on social secunty legislations, payments
on account of health services, community services, trining, transporiation of workers
to and from therr natwc places, documcntauon and family allowancés etc. may be

substantial.

Labour management negotiations are mostly localized even in developed countries. It -

bas not yet acquired an international colour, Within EC wage differentials are
narrowing on account of converging of social welfare legislation of members states,

Bonus and profit sharing in Some countries are stalutory requitements such as in
India, Mexico, Peru, Egypt, -Iran etc. Workers employed in foreign subsidiaries are
automatically entitled to minimum statutory benefits if the firm does not have a
more altractive scheme.

Workers participation in management has taken different shapes in different
countries and these influence management of foreign subsidiaries too in those
countries, Co-determination in Germany for instance, requires 30 per cent
dircctorsbip from workers. The schems covers all enterprises employing 100 or more
workers. The mallers peraiming to not only routine operations, but strategic issues
also fall within its jurisdiction. When the law was enacied, some of the foreign
firms, particularly US multinationals, resisted it but they had to adjust to the new
situation, In Holland, works councils have a right to nominate and lo veto
candidates for the Corporate Board of Direclors. In France employers and employees
are required to form “work committees” to select method by which profits are

allocated.

10.11 HUMAN RESOURCE MANAGEMENT
PRACTICES '

Human resource is considered crucial for success in MNE enterprise. Though it may
be difficult to generelize on the practice followed by all multinationals, the
examples given below sbow the enlightened approach -and importance given fo

buman resources ;

1)  Cummins Engine has sct up its highly skilled but low cost Indmn cngmeenng
group as a world wide drafting resource.

R e I LE




2)

3)

4)

5)

6)

7)

8)

9)

10)

~

NEC headquartered at Tokyo trained engineers working in US subsidiary for  Hunan Resource Management In
development of next generation switches. The US team was allowed-to work MNEs
with original designer and to verify designer's judgment. The US units morale

rose considerably

P & G formed European technical teams and ran a series of conferences in
which like minded experis {rom different countries could exchange information
and build informal communication neiwork. It bas this team which is
accredited fo innovate a new liquid detergent by cross pollinating best practices
in delergent manufacturing. The product responded to European needs so well
that some establishing brands of otber multinationals were driven out of the

market.

BP established a new European Finance Centre in Brussels with 40 staff of 13
different internationals from BP finance centres throughout the world. An
innovative training intervention was developed to deal with communicating
across cultures and tcam working in multi-cultural environment within a
climate of major culture change throughout the company. It helped people in
understanding their own, culture first before moving on to explore each others
assumptions and implications of thesc for working praclices.

Komatsu (U.K.) Ltd, recruits people through local professional and executive
register of jobs and local job centres. Some graduates are also recruited. Shop
floor workers undergo skills, numeracy and dexterity tesis during the selection
procedure. Those with team leader polential undergo psychological tests which
explore their ability for team work, flexibility and responsibility. Recruils
undergo a ten week induction period and a Japan familiarisation course. The
company does not have a life tine cmployment, but long term carcer
development of employecs is emphasized. A single’slatus system includes
uniforms for all employces, a. canteen a gymnasium and morning exercises.
Prontotion is based on merit. A comprehensive performance appraisal sysiem
has been evolved with provision for career development across the country.

Volkswagen aftempts fo ensure that the salaries of its expatriates fit into the
social structure of host country. This often obliges the company to offer
pronwotions to expatriale (along with higher correspording salary classification)
fo balance off generally lower Jocal salary levels.

Lockbeed Aircraf] has set up its own television broadeasting station in Saudi
Armbia for irs 4,000 expatriates there.

INCO bas built schogls, hospitals, churches, super markets, a golf course, yalch
club, motel, aud restayrant for its 2,000 expatriates in Indonesia.

Bosch in 1991 set up new hi-tech manulacturing operation on a greenfreld site
al Cardiff aimed nf achieving a blend of personnel stralegies adopted by more
progressive copipanies operating in Britain (such as Sony, Nissan, Sanyo and

Pirelli) and sowe sirands from German parent company. The package has nwost

" of the fentures of the new model single union agreements found in the other

companics but with greater empbasis on the plant consullative council where
delegates receive training for their roles. A five year grade lop to boltom pay
structure included appraisal and performance pay for all.

In Europe 2 French and German joinl enterprise ‘adopted a collectively agreed
system of ‘board representation has been set up which aims to be a
conpromise between the statutory provisions applying to ils French and
German operations. It also cleatly mirrors the provision of draft European

Company Statute. :
19
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10.1 An electrifylng exerclse

AT Philips, president and
CEO H.JJ. Rensme meets
15 middle managers a wesk,
just to upderstand how
things are moving. That's
over 600 people 2 year —
or half the management
staff. In 1994, Rensma is
planning to meet with
employees at all levels at
the ‘company’s various
localions across lhe country
on a regular basis.

That’s quite a number of
hand shakes. But Rensma
docsn’| stop there. Twice a
year, lhe expatrate chief
executive gathers Philips’
top 6C execulives for a
powwow on subjects ranging
frem competiliveness,
productivity, performance
and market share. “Maost
companies focus on these
issues 3t the middle-
management [evel, Qur
rationale is ¢ do it well al -
the top. The percolation
effect will be felt right
down, so lhar all levels are
influenced in the change
process,” says,

K. Ramachandran, vice-
president for HRD and
corperale operational policy.

At Philips, it's called HRM:
human resource
management, It's 8 complex,
multi-pronged approach that
works in tandem with 8
business slrategy that hopes
o manage rapid change.

Change is not something the
Rs. BOO crore turnover
Phillips Indian is unfamiliar
with. In the last few years
the electricals and eleclranic
multinational has wilnessed
a remarkable transformation:
turning losses of Rs. 13.6
crore in 1988-89 into profits
last year of Rs. 34.3 crore,

Many of the problems
Phillips India faced only
mirrored those of its parent
company, which saw ils
market share worldwide
croded by Japanese
compelilors. Naturally, many
of the solutions have also
been inspired {rom those
abroad. HRM is one of
them, adapted from Philips”

international stratogy codee
named Centurion, Instituted
in 1991 when Jan Timmer
tock charpe.

+ Operation Centurion
operated on two platforms:
» Personsl commitment —
the will 1o win and do
things differently; and

¢ A turnaround project
which is profit-oriented,
as well as customer and
quality driven.

It's implementalion was

divided into three phases:
restructuring, revitalising
and enirepreneurship.

Drawing upon that concept,
Philips India has adopted an
HRM policy in keeping
with its business re-
engineering process. As
Ramachandran puts it: “Ir is
no longer a queslion of
improving things from the
way they are, but of laking
a completely different
approach. Re-engineering
questions the fundamentals
of things as they exisL.”

In arriving at its HRM
policy, Philips drew up a
set of four porspectives
upon which to focus. The
first was the current stage
in 1he evolution of Indian
industry, i.e, on the
threshold of knowledge
intensive phase.

The second perspective was
liberalisation and its impact
on policy and

implementation, as well as

" social customs, altiludes and

idecl[dgies. “While

[liberalisation] can be

changed with the flick of s
switch, bringing about a

change in [cusioms, elc.] is
far more difficult,” says
Remachandran. “This is the
manager's problem. He has
lo be sensitive to both.”

The third perspective was
the very purpose of
business. While earlier it
was assumed lo be profit
and growth, Philips believed
the emphasis: had shifted to
conliovity. This called for
an swareness of three major

constituents; the customer,
the shareholder, and the
employee,

The fourth perspeclive that
the organisation mapped out
was entreprencurship. As
industry became more
knowledge intensive, and the
country emerged from its
protectionist mindset, Philips
meanagement was convinced
that fostering
entreprenzurship within waes
not only inevitable, but alse
essential.

Matching cach of these
perspectives, the HRM
division narrowed its sights
on four key areas — what it
called opemtive offshoots.
“The offshoot of the
knowledge intensive stage
-must be value addition,”
says Ramachandran. “That of
liberalisation is change
management; of continuity,
focus; and that of
enlreprencurship is
empowerment.”

Having decided upon its
objectives, Ramachandran put
four priorities on the HRM
agenda in July this year.
The first was
communication: all Philips’
7,500 employees are (o be
briefed about the company’s
policies, and responses are
to be invited from both
within and outside the
organisation, It is no longer
enough 1o share
information,” says
Ramachandran, “but also to

" share intent. It is not enough

te jusl put forward
expectations to employees
but also to explain the why
to those expectations.

The second priorily was to
sharpen the focus on
performence, how it was to
be recognised and rewarded,
The third was to translate
training and development
into a business-driven
exercise. And the fourth was
to bring aboul a more
harmonious working
environment — particularly
wilh regard 1o management
urion relationships.
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Explsins Remechandrar:
“The idea s to I[nk these
pticrities 1o our perspectives
and off-shoots, 50 s to
bring about an cffeclive
response to change, Only
then will contribution be
volitional and an
enhancement of skills take
place.”

Ir order to fine tune these
_| pricrities and increase
interaction between
employees at various levels,
_Ramachandran crganised a
three-day workshop in
Qciober for 25 line
managers and personrel
executives. Theé ‘workshop
provided him wilh quite a
few eye-openers. For

instance, one line manager
commented that the
persoane! department had
been isauing policy
statements and was
monitering compliance
without examining their
rationale.

Besides this, the sessions
also yielded a long list of
desirables, which would
help make working in
Philips enjoyable, -
stimulating, challenging and
rewarding. The poinls
included better role clarily,
manpower planning, iraining
and development,
continuous education of
people, and focus on skills,
attitudes and behaviour.

That’s not all. Among the
other needs identified ware
performance mansgemesnt, \
rawards, compensation
manegomont incentives and
recognition. Staff members
slso brought up the need for
better adminisirative
responsiveness, redress of
grievances, counselling and
molivation,

2

Using such feedback, -
Ramachandran hopes to
creale an environment af
Philipgswherein conlribution
towards change can be come
from all quaters, Certainly,
it's step in the right
direction.

Source : The Economic Tlmes (ET Esquire}, 17 December, 1993 Page IL

1012 -SUMMARY

MNEs need managers who, by playing boundaries spanning roles, can: bring about
the needed coordination and integration between tbe subsidiary concerned and the
headquarters. For their international operations, they need ror+-eers who have global

outlook and wbo can work in more challenging and somes
The recruitment and retention of and development of huma.

critical 10 a mwltinational enterprise,

«afamiliar ‘conditions.
wrees is therefore

In relation to buman resource management, an MNE may be uided by any one of
the four kinds of policies: Ethnocentric, Polycentric, Rigiocenric and Geocentric.

" Ethnocentric approach implies managing of all senior positions by home country
nationals. This policy however may cause alienation in the country in which a
subsidiary opcrates. In Polycentric approach tbe host country nationals are preferred
for local position — whether senior or junior, Though this approach may be
favourably viewed by locals, the subsidiary management may get 2lienated from the
mainstream, especially if this policy is carried to the extreme. Regiocentric approach
implies recmiling people from the entire region rather than a particular country.
This approach helps in developing a regional perspective especially when the
‘interdependent activities or operations of the MNE extend to a certain region. The
Geocentric approach rests on glabal outlook and no distinction is made between
home nnd host countrics, between one region and the other, insofar as selection,
placement and promolion of the employees is concemned. While following any
particular policy, and MNE bas te take into account legal requirements of the

country in which it is operaling.

Management practices and policies are influenced by the socio-economic and cultura]
variables of each country, These variables should be considered and examined
thoroughly before introducing new ijdeas or approaches. This would reduce the

incidence of failure.

Depending upon the circumstances and the Iocal constraints, MNEs may meet their
manpower requirements either from the home country or tbe host country or the
third countries, or from g combination of any of these. It js not uncommon for
most of the MNEs to recruit home couniry people in the early stages of
internationalisation. As the business expands and MNEs gain more confidence they
may depend more on ke local manpower, both for workers and managers. Through
a judicious transfer policy with regard to managerial personnel, an MNE can
develop & pool of inanagerial and technical expertise which may be helpful in

furthering its objective of globalisation.

Human Resource Management in
MNEs
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In addition to professional competence, knowledge and skills which are required of
all jobs, adaptability is the most important criterion in the selection of managers for
foreign assignments/postings. Other altributes, required are : open mindedness,
tolerance and respect for the culture and environments of other countries. Some
techniques bave been devised to assess the adaptiveness of potential candidates, The
adaptability of the spouse also matters in foreign posting.

Since the operations of an MNE extend beyond the borders of nations, developing a

broader and cross-culiural outlook may be felt necessary. The training programme "
may, thereforc be geared to impart this outlook. And this, of course, would be in
addition to sensitising the managerial personnel about the organisational goals and
improving their adapliveness. The training programmes, may differ from company to i
company, and form time to time cven within the same company. Further, the
training programmes may be internally-oriented or externally-oriented. Intemally-
oriented programmes are specific 1o the needs of the job and the organisalion.
Externaliy-oricnted programmes focus on broadening (he manager’s borizon beyond
the job and the organisation. The latter types of programmes in International
Business Management which may cither be of general nature or tailored to the
specific needs of a large MNE. The candidales may be sponsored to one of these i
prograinmes/courses which may be supplemented from time to time by in-house '

troining programmes. ;

Transfers from beadquariers or home country office to foreign subsidiaries or vice-
versa may be felt necessary or desirable. However, this may entail inconveniences
of varying nature of the incumbents, Financial compensation is one of the way lo
mitigate the likely bardships. The magnitude of transfers would depend upon a
number of factors, the imporiant one being the need 1o develop managers who have
global orientation. Linked with transfers is the repatation problem for which also a
well thought-out policy is required. Depending upon the objectives and ovtlook of
the MNE, promotional policy may be either country bound or it may extend beyond
a nationa} boundary. Several factors, such as legal constraints, ownership patterns,
(he nature of the enterprise and the availability of competent people would inflvence

prometion policy.

R

The compensation policy of an MNE is influenced by a number of variables that
may be specific te 2 particular country, though the compensalion policy may have |
an clement of uniquencss. Productivily levels, cost of living, supply and demand, k
compensation offered by similar local firm and MNEs are some factors which may :

influence the compensation policy.

Most MNEs .expect (heir subsidiary managers to play a pivotal role by interpreting
Joca] opportunities and (hrests, and by building local resources and capability, and
by actively contributing and participating in tbe global strategy. The lop managers
of 1he subsidiaries today are planning & far grealer role thap in the past in the
formulation of their organisational policies and strategies. .

The Jabour management policics of the MNEs are, to a large cxtent, governed by
local conditions. By paying somewhat more generous wages and by a more
professional management of labour force, MNEs generally have better industrial
climate in their companies than most of the local enterprises. In any labour relation
policies, local legal framework are important factors reckon witb. ;

10.13 SELF-ASSESSMENT QUESTIONS

d? What alternatives do

1) Whal type of managers do the global companies nee
lbey have for meeting their manpower requirements?

2) What are the basic differences between Japanese and Western work culfures
and buman resource management philosophies? '

3)  What are the benefis and problems in recruiling managers from the home
country, the host couniry and the third country? :




4) What qualities are needed to make a multinationa) manager? What techniques
may be ndopted to asses the adaptability of managers in new cultures and
environments?

- 5) What erc the ‘objective of training programmes for multinationa] mansgers?
How can the trining needs of managers be assessed?

6) What arc the merits and demerits of internal and external training programmes
for MNEs?

7) Discuss the problems in cross national transfers. In what way MNEs may
compensate their ciployees for the hardships in overseas assignments?

8) Why many multirationals do not bave common pay and benefits policy for
their employees world wide? What is the balance shect approach to

compensation?

9) What role may be played by foreign subsidiary managers in regard to global
' business ‘of their corporations? How can they be made hot houses of
entrepreneurship and innovation?

10) Do you agrec with the view that workers in less developed countries are
always less productive than their counterparts in developed cauntncs‘?

11) Why do multinationals favour employment of local workers for aperetions in
subsidiaries? :

12) What management practices of MNEs appeal to you most? What are the
practices you are opposed to?
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UNIT 11 PRODUCTION MANAGEMENT
AND LOGISTICS |

Objectives

After reading this unit' you should be able to understand and explain:

® the nature of internations]l preduction funclion

® the issues involved In and management of sourcing of raw materials, parts and
components, and finished goods for meeting the demand of International

markets :

® the factors influencing the location of production facilities for international
markets ! .

® the processes and problems concemed with. flow of goods across national
boundaries

" @ the mature of production facilities i.e. plant téchnology, design and size

® tbe new innovative production (or production related) techniques,

Structure
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11.1 INTRODUCTION -

In the previous unit we discussed about some aspects of buman resource
management in international business. You will appreciate ihat a well designed
buman resource management system, or for (hat matter, even a well designed
marketing strategy would not yield the desired benefits unless the output is produced
to acceptable quality standards and then transported efficiently to the market place.
Though, this fact is true for both purely domestic firms and intcrnational firms, it
-particularly applies to the latter because the production conditions are usually more
‘heterogeneous across countries than within individual counlries. As a result, firms
engnged in international production face more complex ‘tradeoffs between several
facets of production and logistits then do purely domestic firms. The more
beterogeneous international environment also makes the entire lask of coordinating
production and transportation more complex; in particular haphazard delays are more
common within infernational transportalion network then within domeslic

transportation system.

The purpose of this unit is to discuss the various issues and tradeoffs involved in
international, production and to identify specific operating principles tbat can lead to
efficient production management. The unit examines operational decisions from e
global prospective, The operational decisions can be both strategic and tactical,
stralegic part is concerned with long term decisions such as.plant location and size
of facilities. The tactical decisions are concerned with day-to-day decisions such as.
production scheduling and delivery lime table. The strategic decisions often lock the -
‘company into a particular arrangement for many: years, while operational decisions
often necd to be made quickly, keeping in view the necds of the current situation |
as the paramount consideration. The major fopics covered in this unit are: the nature
of production management function, sovrcing and procurement, comparalive
advantage, logistical considerations, make or buy decisions, nature of production
facilities, plant location and size, and new production tecbniques.

11.2 THE NATURE OF PRODUCTION FUNCTION

In order to appreciate the differences between intemational production and
production meant for domestic market, it would be worthwhile to describe the board
nature of the production management function, Production management encompasses
séveral critical decisions, One such decision relates to whether specific parts and
components, or specific assembly operations, should be contracted out to other firms
or carried out in production facilities owned and operated by the [firm. This is often
identified as (he make or buy decision. In a way this decision is also concerned
with the important question of sourcing and procurement of various types of
materials, parts and comporients.

Second, n relnted decision is concerned with the Iacauon of the finn's varous .

. production activities. In laking this decision the fim would be concemed with
_balancing the advantages of producing in lower gost sites ageinsl any disadvaritages
of having to (ransport the output produced over .greater distances to the markets
served. In other words, the managemerit would strive lo optimize (he (im’s
logistical network so that the joint costs of producing and transporting output 1o

matkets are optimized.

Third, production management decision also rchlcs 1o the conflgumlron of the firm’s
production facilities. The management, among other considerations, must decide
whether to have standardised production facilities at ail places with respect lo.
technology and design or to' hnve production facilities of varying nature. It is also
to determine whether the firm will employ specific production-facilities ' (plant and
machinery) that offers lowesl unit/cost production or more fexible facilities that can

take care of changes underlying demand condilions. . )

Since international firms face a_mwuch wider array of cost conditions and underlying
productjon -practices, iis choice “set is at once rich and complex than that of the
purc]y domestic firms. For cxample, Attape>the video game affiliate of Wamer -
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Communication, relocated its production facilities offshore to Hong Kong, which
cnabled it to dramatically reduce its labour cost. At the same time, the’company
was also able to expand the geographical scope of its production network. In doing
this the company offset the higher transportation cost with some of the benefits of

lower wage cost.

The varied production opportunities which an international firm faces are nol only
related to differcnces in labour condilions but .also to such other factors as
differences in the availability of natural resources and access fo new lechnology
across countries. An important implication is that the international firm can

potentially realise significant competilive advanlages often by Jocating and designing

production facilities to match the unique needs of specific production divisions.
Thus, where a division produces a labour intensive product of stendard design,
international firm can locate production facilitics in & less developed country where
wage Ttates are Jow. On the otber hand, where 8 division produces a highly
engineered product in small batches, production might be centred in job-shop-type
factorics located in highly industrialised country. ‘

It is not only the different wage rates, but also the cultiral valves and industrial
relations in different countrics which bave to be taken into account. The basic
production management function of the firm is constrained by the bost Government
regulations and expectations, and this applics (o both advanced and developing
countries, The regulations may affect decision about R&D, technology lransfer,
labour relations, capital, and markeling practices. Many MNEs wish to centralised
R&D in order to retain the firm specific advantages of proprietary knowledge. The
host Governments frequently demand that R&D be decentralized to the subsidiary
level. MNBs often work under pressures of (heir host governments to use local
sourcing for Iheir inputs, to use local workers, train managers and supervisors and
help improve the production environment in the host nation. In a similar manner,
other political and social pressures can affect the strategic choices of MNEs e.g.
ecological and environmental considerations.

11.3 SOURCING AND PROCUREMENT

Sourcing and procurement may relate to rrw materal, parts and components, or
semi-finished goods, or finished goods. There are {wo important issues which are
involved in relation to procurement and sourcing strategy:

i) Centralised (concentrated facilities) versus Decentralised (dispersed facilities)
approach serving the world market. In other. words, to what extent the firm will

bave integrated manufacturing operations?

if) Make or buy decisions i.c., ‘whether to buy or subcontract the needed goods, or-
to manufacture within the firm's own facilities.

Before goods can be manufactured, aw materials must be procured. Procurement of
raw malerials, for instance, is critical for Japan, since it purchases from abroad
100% of its uranium, bauxite, and nickle; virtually 100% of its crude oil ard iron
ore; 92% of its copper; 85% of its cooking coal;, and 30% of its farm products,
Trading companies, discussed in Block 1 and with which we hope you are familiar,
came into being to acquire the raw materials that are necessary for manufacturing
purposes. Procurement from abroad involves problems that are not present to the,
same extent in domestic séurcing; for example, problems like language, distance,
currency, wars and insurrections, strikes, political problems, tariffs, etc.

The imporier needs to know how to acquire goods, what duties must be paid, what
special laws exist. Sometimes goods ais jmported into 2 country and are
immediately exported, or are assembled into an intermediate or final product and
then exported. When imporled goods are exported from a bonded custom warehouse,
the- cntire-import-duty paid_carlier may be.refunded. Likewise, when articles
manufactured or produced in a country with the use of imported merchandise are
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exported, a substantial percentage of the. duties sre refunded as & drawback. In
recent years, foreign trade zones FFTZs) bave become very popular as an

intermediate step between import and: final use. We shall revert lo this topic a litile
later.

Managers bave to select (he best source for the various inputs which are needed for
manufaciuring a product. They have to decide on the most effective means of
obnaining them and have to determine the timing for acquiring them. The firm’s
overall objective may be to obtain the best inputs from around the world in order
to produce the components and products cfficiently. Of course, the managers need o

modify this objective in the light of constraints of different political and cullurai
environments.

Centralised versus Decentralised Approach

- To procure goods for world minrkets, the firm may establish a centrlised source or
sources. This question is directly related to the firm's desire to ralionalise its
production and marketing processes. The main advantages of establishing a
centralised source (or sources) are:

lower production cests through economics of scale
climination and reduction of costly schéduling problem

rapid start-up on new producls

reduction ol invenlorics

However the centralised systen may give rise 1o the following disadvantages:

® The [irm may nol be able to meel the host countries’ demand for local
wanulacturing. The firm therefore runs the risk of loosing such markel.

® The finm may have to compromise with the Aexibility of responding to
changing market conditions and the consumer preferences.

& Il production or sourcing is concentrated n one or few countries, this may
make (e liom vulnerble to socio-ccononic and political events (e.g.
political uncertpinly and strikes etc.) in the given country (or countrics) in
which nwajor plants are located.

All 1he lirus may not like the centralised sourcing activitics. The most favourable
condilions for s cemralised system are where there is high relationship between the
unit cost and the volume produced (the larger the volume the lower the umit COSL)
and where production system is using & continuous-process type of manefaciluring
lechnology (c.g. any chemicals, and petroleum). Sometimes, larger export incentives
offered by a hosl country may also influence in favour of centralised sourcing
facility. Export Process Zones (EPZs) bave become wmajor sourcing points for many
U.S., European, and Japanese firms, partly-because of povernmental subsidies and
parlly because of lower labour casts. According lo one study, five countries, nameiy
Mexico, Treland, Taiwan, Hong Kong and Singapore, accounted for 22% of 362
exporl plants. These along with another five countrics (Canada, Belgium,

Netberlands, UK, and Ttaly} claim 33% of such planis. All of these countries offer
substantial incentives to foreign investors.

Some manufacturers may have what is known as global sourcing strategy (a
decentmlised’ approach). For example, Nike, which is a producer of sports shoes in
the United States, sources more than 90% of iis production by contacting with
forcign suppliers, mainly from Asia. The company bhas expanded beyond its home
market and increased forcign sales to more than 20% of its total lurover.

It is interesting to note thar India js fastly emerging a major sub-contracting source
for-European companies. (See Box 11.1) o '
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11.1 India fast becoming a major subcontracting source for Europesn cos

Indie has been steadily emerging as o subcontracting base for Europe. The European
manufacturers, particularly the  avtomobile and machinery builders, are keenly looking st
India as o base for the supply of parts, subassemblles, castings, forgings ond engineering

componens,

The recently concluded Henover Fair "95, the world’s largest industrial fair, has brought
to'the fore the almost compelling need of the European industries to source their
procurement from countries outside Europe. India is being considered now as a
dependable source for sugh manufacturers.

According to Indian industry sources, Mahindra Exports Ltd. (MEL) has fied up with the
world’s bigges! tractor manufacturer in Germany for supply of tractor perts and
compenents. The company has slso tied up with a Spanish company which will supply
MEL the tooling for component manufacturing and will buy back the production on a
continuous basis.

Another Pune based company, Pratibha Founders, has received a huge order [rom the
Netherlands for supply of aluminium castings, and the volume is so large that this
company will have full capacity utilisation throughout the year with this single order
alone, -

Due to the high cost of production and- strict envirenmental laws, German foundries and
forging shops are finding it difficult to cater to their user induslries cost effectively.
Controlling the costs of inpuls is such an overwhelming consideration today that
European and American industries are willing to source their component inputs from any
part of the world, where they see price. advantage.

Since the volumes of orders involved are very large, even the marginal cost advantage
spells big overall ssving. This kind of 2 scenario holds precious opporlunities for the
Indian foundry and forging industry. The technology of most of major foundry and
forging companies in India can be rated as the best among all the developing countries.

The indusiry already has spare capacity to undertake major jobs. Raw materals, power,
skilled [abour and logistics are no more a preblem. With all counts in its favour, the
Indian foundry and forging industry is-the most ideal sub-contracting partner for
European and American industries, sources here say. '

The next two to three years would be very crucial for exports of India's foundry and

forging industry. During this period, if it can establish itself as a price competitive and
reliable source for subcontracting, the industry’s hands will be full with business for at
least a decade. Hanover Fair, the world’s biggest forum for subconlracting, has provided
Indian exhibitors an opportunity to establish worldwide contacts from a single platform.

The Indo-German Chamber of Commerce had organised a joint Indian pavilion in the
subcontracling sector at Hanover Fair '95 in order to help medium and small scale
companies slep inla the export market, The IGCC has been organising such joirt
parlicipation for last three years by offering complete infrasiruclural support and [acilities
to the exhibitors. The country level participation organised by the IGCC provides the
medivm and small scale exhibitors' a large image and helps them attract major and
serious customers. The Centre for Promotion of Imports from Developing Couniries
(CBI), Nethertands, had slso supported & group participation of 14 compenies in the
subconiracting seclor and power Lransmission seclor, ’

Reports [rom Beijing also indicate that the massive modernisation programme of the
Chinese railways and the $20 billion three gorges multipurpose dam project have opened
up possibility for Indian subcontracting jobs in China.

The Chinese authorities have already staried making enquiries for Indian parlicipation in
the railway modesnisation programmes, patticularly for purchase of Indian rails from the
Bhilai steel plant. .

The world leaders in power equipment, Asea Brown Boveri (ABB) and Siemeps ‘are to
take up big contract jobs in the {hree gorges power project which is expected to. have
three billron dollars foreign investment. :

The project to be completed by the year 2010 is to have buge 18,20;0 MW of hydel
power generaling capacity.

T

Source : Hindustan Times dated 15th May, 1995,
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*'A company following global sourcing strategy may purchase its requirements from
Loglstics

Import sgents, and negotiations may take place besed on home country currency.
This is.8 pessive approach. A more aggressive approach may be to bave its buyem
travelling .overseas sceking out sources of supply. Alternatively, it may have
purchasing offices Jocated in foreign countrics. The personnel overscas may be
responsible for quality control, product design, and for supplying materials to foreign
fabricators as well ns lor purchasing and shipping. '

The implementation of a global sourcing strategy requires appropriate organisational
support, global research on supply sources and personnel experienced in many
dimensions of international trade, The buyers of the company must be familiar with
forcign exchange risk, tariffs, quotas, international transporiation, difference in

cultural environment, and many other import issues.

It should be mentioned thal the choice between centralised versus decentralised
sourcing is mot of the either/or type. It has been observed 1bat many firms use both
the alternatives. High fariff rates, transporiation cost, foreign cxchange fluctuations
tend to discovrage centralised sourcing in cerlain parts of the world, and for certain
products, the firm may use centralised sourcing. In other paris of the world and for
other products, it may vsc a decentralised system. For example, Dow Chemical
Company has established larger chemical manufacturing units in West Germany and
the Netherlands to supply chemica) and petrochemical products for entire European
markels, but its consumer oriented products are manufaclured in various countries to
mect local demands, Such hybrid or mixed strategies involving partial rationalisation - :
of production and marketing facilities and partial local manufacturing reflect the

influence of the following factors :

1) Technology : Capital intensive industry tend to provide economies of scale on
much bigher volume through reduction of overhead costs. Capital intensive
industries through are more likely to have centralised facilities.

: In an industry where there is a intense competition,

2) Market competitiveness
production and

there is considerable pressure to reduce vnit COSts. Consequently,
marketing rationalisation become almost a necessity,

3) Interchangeability of parts : Rationalising the production facility for -
- manufacturing parts ete. is quite difficult unless the products are standardised.
Consequently, products which are at the mature siage of their product life cycle

are more likely subject to production rationalisation.

4) Government demands and pressures : Many developing countries require
. multinational companies to manufacture Jacally. The objectives bebind - this

requirement are 1o achieve self sufficiency and (0 generate cconomic and
industrial growth. Countries such as india, Indonesia, Malaysia, Brazil and Peru
have required local manufacturing, and until recently, have imposed stiff dulies
and penalties on goods imported from other countries. It may be pertinent to
make a distinction between global sourcing siralegy and a global smategy (or
global logistic strategy). A multinational enterprise following (ke latier stralegy
would normally like to have the sourcing for its target markets [rom a
centralised system perspective. Rather than determining supply sources
independently for each market, the enterprise can seek to. strengthen its
competitive position by considering all the markets simuitancously and by
designing a least cost supply strategy for the system as a whole. It may
rationalise its manufacturing operations by baving an integratedd network of
plants, each plant may specialise in one or more products or components, and
each plant may serve a world or @ regional market. Planis may also specialise
by stages in the production process and can be located in different countries
according to location advantages. Extensive Lrans-shipments of components and
finished products belween subsidiaries in different countries is usvally the result

of such global (or global logistic) stralegy.

reduce unit cosl in industries where econonties of scale are
loited within the size of national ‘market. Once each
tures a Full product line, the management of export
nt. Export orders have to be directed to Lhe
bsidiary. Needless to mention the

The global sirategy can
significant and not fully exp
subsidiary mo longer manufac
activities becomes extremely importa
centre and- then-allocated to the appropriate su
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implementation of such a strategy requires the use of export/import expertise, and
this capability must be exercised includes harmony with the management.

of forcign production,

Source-Mearket Matrix

To help plan production menagement, the MNE following a global strategy can
gainfully employ a source-market matrix. The matrix relates the supply of products
of various subsidiaries to the demands for these products in various markets. Each
cell in the matrix, as shown in Figure 11.1, contains information about the
incremental costs of producing one extra unit output and the logistics cosls of
transporting that unit from one subsidiary (source) to another market.

Fgare 111 1 The Source-market matrix

MARKET
Britain  France Gormany:'
E "
]
@
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0 4
z
2 £ [
: =
g
E
=
]
'
4 4 4 A 4
France

Ovgr-capaslty production
coats plus Toglatlen,
Gormany 1o Fronco

Germany

undes-capacily
production cost
plus logistics,
Gormany 1o France

The production costs of the various subsidiaries will differ because of country

specific factors, such as local wage rates, Logistics costs may also vary because of .

environmental factors, such as optimal (ranspori mode 2nd level of tariffs. The
purpose of the matrix is to provide a framework for the MNE to evaluate
_production and logistics costs in relationship to market demand. The usual objective
of the MNE is to avoid both excess production and under production, as the former
builds up inventory costs and the latier can lead to stockouts. The MNE has to
optimise production by many subsidiaries across many markets. The sovrce-market
matrix is a device to focus attention on the integrated nature of ils production

management. .-

The source-market matrix shown in Figure 11.1 s a simple matrix which is limited
to focussing on the relationships between three nations. Some. MNFa msy have
operations by having subsidiaries or affiliated companies in 50 or mote countries.
The matrix could be further sub-divided into major regions within the host pations.
Each cell in the matrix is further divided into over-and-under-capacity production
cost, as this will differ significantly between plants. The matrix should be updated
periodically to reflect other changes in production of logistics costs in the various

counlries in which the MNE operates,

Sourcing Policles and Practices
European and Japanese companics have mationalised their

shan the United States comparies. Japanese firms, until
their off-shore’ facilities in

One study indicates that
production syslems more
recently, had a preference for exporting from Japan or




low wage countries. The ability of the Japanese firms to achieve economies of scale Productlon Management and
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and lower unit cost largely explains their success in the international merket place.
Corapetition from the Japanese and European firms has compelled many United
States firms to rationalise production and marketing systems. Nearly 40% U.S.
exports and nearly 45% of their imports are intrafirms transactions’,

" According to statistics of the United Nations some 23% of sales by U.S. affiliates
were intracompany transactions, Such intracompany trade is higher in the mining
and petroleum industries than in the manufacturing sector, and is more significant in
the affiliates located in developing than in the developed countries. In context,
European and Japanese multinational firms claim to use local inpuls in large
proportions in order to satisfy the host government’s demands and to grant higher
degrees of autonomy to their overseas subsidiaries. This is particulary truc in
relation to developing countries where such demands are most intensive?.

The resulls of the comparative study of U.S., German and Japanese multinational
companies show a great deal of convergence in sourcing policies and practices of
these three types of muitinational companies. Approximately two thirds of the US,
German and Japanese subsidiaries purchased more than one quarter of their
requirements of .raw materials, semi-finished and finished goods from their respective
parent organisations. Controlling and coordinaling the sourcing for the required input
is perbaps the first step towards global integration. Through integrated sourcing policy
the firm may indeed be able to reduce the cost and perhaps, the. price of the goods.

Activity 1

Approzch a knowledgeable person in a multinational subsidiary and ascertain the
sourcing policy and practices. Discuss why such policies and practices arc being
followed. Note down the salient points tha/l emerge.

11.4 MAKE OR BUY DECISIONS

Make or buy decisions in 8 way bre related lo vertical integration. At one extreme
e firm can seek to make all of its own inputs (called backward integration) and be
its own supplier. At the other extreme it can choose 1o buy virtually all the nceded '
inputs it needs.and thus depend on others for its supplies. Partial integration is also
possible with some inputs being bought, while others being made. In this context an

MNE may consider three options :
1) A subsidiary itself can be vertically integrated ie. it makes its own inpuls.

2) A subsidiary can be vertically integrated with the other parts of the company,
j.c. it purchases inputs from other subsidiaries or from the parent,

3) No backward intﬁgration occurs, i.e. its supplies are obtained outside of the
company.

Bach of the above options can have different consequences for the subsidiary, its
associated subsidiaries, and the company as a whole. For example, consider a
British wire producer with one subsidiary in Indonésia that assembles cellular
phones, and the second subsidiary in the U.S. that produces wire used in assembling
the phones. The British company could supply the Indoncsian subsidiary with wire
from the U.S, subsidiary, its British headquarters, or external sources. The decision
has consequences for each of the parties, and thé “best” decision can be different

for each -party. 31
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Bosidos commorelsl and finsncisl fuctom, otbor factors may alio bavo 0 bo taken
Into account in nuking & declsion, Therofors the final deelslon bocomes quite )
complicated as somelimes there may bo political implications of tho deolsion s
well, The guidelines and regulations in many countries encournge or specify tho 'use
of local supplies or give prefersnce to suppliers from favoured trading parinorns.

. Such considerations need to be planned In making the final choice, The company's

pofitical rlsk-management stratcgy may promote or discourage the use-of curtaln
suppliers. This ‘occurs when certain riations arc hostile to cach other.

One fundamental decision that a firm must make is whether it could be cheaper to
sub-contract out specific production and assemmbly operations 10 other firms or
internalise those operations within tbe firm i.e. produce and assemble. entirely within
the firm. Tbere are significant advantages to the sub-contracting option, The gresiest
advantage lies in the gains from economies of the scale that can be realised by the
firm acting as the sub-contractee which, presumably, would be shared with the' firms
doing sub-contracting. In other words, the sub-contracting firm might be able to
realise lower costs on specific production and assembly opemtions by ‘buying’ rather
than ‘making’. If there are 8 number of different potential users of components,
cach using relatively small quantities, production ranges of run would be relatively
short if individual user produces the component independently. However, if each
user sub-contracted the -production of the component to 2 small number of comumon
supplier the later could justify operating much longer praductiont runs. Needless to
say, there are @ number of economic advaniages to operating with longer lengths of
run. These advantages centre around the ‘experience curve’ cffect which, 85 you
would recall, were discussed of length in block 3 of MS-11. The relationship
between costs and cumulative production hes been observed in various industries
inciuding sutomobile, semi-conductors, ' petro-chemicals, synthetic [ibres, an airline
transportation among others. According to the experience curve effect, each time
cumulative volume of a product doubles, total valug-added costs, including
administration, sales, markeling, disiribution and so fonk, plus manufacluring cosis

fall by a constant and predictable percentage.

Make or buy decisions involve cost-benefit analysis. If the cost of acquiring inputs
or goods from oulside is cheaper than to manufacture ifi the firm’s own facilities,
the economic choice will be to buy from the outside, However, beyond economic
rationalily the firm must take into consideration -some non-economic [actors. By
internalising the production of specific components and assembly operations, the
company is gble to benefit from ‘enbanced guality control. The management has
more ditect control over the quality snd supply. réliability of critical components.
This advantage would be especially relevant when it is difficult to establish the
quality of a component prior to its use or when failurc of a componernt can lead to
widespread breakdown in production activities.

Firms operating in capital intensive industres and using continuous process
technology e.g. chemical industry, are more likely to use internal sources (o obtain
critical inputs, because any disruption in supplies can creale major bottlenecks. In
many .developing countries, MNEs have integrated their operations vertically snd
horizéntally to ensure constant supplies of inputs, especially in those cases where
such supplies are critical to 8 firm's svrvival and profitability. Off shore plants in

" eXpOrt processing zones (EPZs) in Mexico, Taiwan, South Korea, Hong Kong,

Mbalaysia, Singapor¢ have been established to sccure local supplies of critical inputs
and [inished goods to serve the world markels.

While a firm must weigh carefully the pros and cons of make versus buy decisions,
there are certain things that a firm can do o mitigate the potential for supply- and
quality control problem among sub:contractors. One approach is to usc a variety of
sub-contractors. This way the frm can spread Ibe risk among a number ‘of
alternatives. While this spproach is practised by MNESPf several countries,
Japancse companies seem 1o be an exception. The latter generally rely on one or at
the niost two-main suppliers for specific components. To ensurc the supply of
quality components, Japanese firms adopt. rigorous inspection procedures at the
supplier's plan. They not only insist on inspecting the supplier's plant but also
demand that suppliers implemtent casy-to-see and measurable standards of quality.
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11.5 LOCATION OF PRODUCTION FACILITIES :
COMPARATIVE ADVANTAGE -

Why production costs of specilic products vary across countrics may be explained in
the concept of comparative advantage. In, a sense, all countries have a comparative
-advantage in specific economic activitics. There are certain aclivities in which a

_ particular country is advantageously placed.

It goes wilhout saying thal the comparative advanlage concepl is relative one. A
' have absolutely higher costs of production for all economic activities

couniry may
compared 1o other countries; yet therc wilt be af least one activity in which the

country is Jeast disndvantaged in a relative contexi. A country's comparalive
advantage therelore will reside in thai activity in which its cosl relalive lo the cosls

of its potential trading partners are lowest.

Theatrically, an important implicalion of the comparative ndvantage principle is that
under free tmde, production aclivities will be distribuled geographically according Lo
relative cost ditferentials. The. cost dilferential in turn will depend upon the relative
availability of different factors of preduction and other characlerislics of national
markets, including size aud technological advancement. For inlernational managers, an
implication of this concept is that produclion of goads will be located in those
countries which are relalively rich i the skills and other altributes which are
intensively required in the production of thosc goods.

You might be familiar with-the praduct life cycle. In the early ‘stages of a product
life cycle, non-conventional Tactors of produciiou, such as scientific, engineering and
rescarch and development cxperlise, indusirial designs and quality control, will often
be the critical inputs that arc in short supply. Countries which are relatively well
endowed with these inpuls will therefore enjoy a comparative advantage in technology-
imensive activilics. As products become older and their production technologies become
more widely uaderstood, conventional costs of produclion, for example unskilled and
semi-skilled Jabour, become increasingly important faclors in detérmining the best

production location for any given scl of producls.

The various input factors whose costs influcice location decision are listed in Table
11.1. For putting up factories, and for storage and distribution facilitics, land is
required. Similnrly, water will be required to support special cooling for effluent
removing processes. Though land costs may have significant impact on specific
aclivities, Tand input is not usupally a critical locational determinaat, in interaatipnal
busincss. You might be aware increasing proportion of international business is taking

the form of service. |

In a sindlar vein, finance or capital is also a relatively unimporiant locational .
deteiminant of cconomic activily, since [inance capilal tends to be quite mobile
internationally. Most large and credit worlhy companies can obtain financial capital
on a1 world wide basis. However Lor smaller or less well-established companies, local
sources of financing nay be very important. For cxample, location of many high
techrology businesses in the U.S., is partly aftributed to the availability of venture

capital on casy terms than elsewhere.

Table : 11,1 Major fupuls Reyubred fu the Productlon Process

1) Land

2y Tinancial capital

3y Fised capital cquipment

4y Malerials and components

3} Sources of power

6y Labour

7y Government services {sfaic and local (axcs)
8)  Enterprises

9)  Technology -

Physical capital, materials and componcnls should, in principle be available anywhere
in the world gither through local production or through imports. For obvious reesons,

the availability of mw materials is a major deterninant of plant location in resource 73
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“extraction and primary: manufactering industries, such as wood products and metal

smelting, Similarly access to economical sources of power is important. Electricity is
the main sovree of motive power in most industries today. The availability of cheap

water power may also become a source of advantages for certain locations, especially
in energy intensive activitics, such as aluminium and copper processing.

The availability of different categories of labour perhaps is most important single
determinant of industrial location, It would be advantageous to locate a business
which requires large labour force with 2 wide range of skills in countries where
abundant, cheap end skilled labour power is available,

In recent years, off-shore manufacturing has gained considerable ground because of
comparative cost advantages. Off-shore manufacturing activity increased sharply in the

-196Us and 1970s in the electronic industry world-wide, as one firm after another set

up production facilities in the far east, particularly in Tdiwan and Singapore. These
locations were chosen because of low labour costs and the availability of cheap
malerials and compenent. Over the recent past, some other “low-cost” countries of
Asia (Indonesia, Thailand, Malaysia, South Korea) and Latin America have emerged
as popular choices. Mexico has become one of the most popular for off-shore
production for the U.S. firms. U.S.-sourced componenls. are shipped to Mexico duty
free, assembled by Mexican workers and re-exported to the U.S. under favourable
tariff production. U.S. duties are levied on the imporis only to the extent of value
added in Mexico. Since labour is cheap, the value added is nol much. This way the
U.S. industry has been able to assemble products more cheaply than what would have
been the case in the U.S. At the same time, off-shore production has provided
employment by creating 2,30,000 jobs for Mexicans.

11.6 A CRITIQUE OF COMPARATIVE ADVANTAGE:
INTERNATIONAL COMPETITIVENESS

-Let us now examine the comparative cost principle, It should be stated that the

production of specific goods in specific locations may not always be based on
comparative advantage principles. The firms based on countries which enjoy ceftain
location advantages can still be unsuccessful in the international market if they wasle
those advantages through Inefflclent management. Even if a company faces certain
country specific disadvantages, it can offset those disadvantages thiough its unique
proprietary skills in such a manner that it has a competitive advantage in the world
markets. To the extent the firm specific advantages outweigh country specific
disadvantages, production location decisions may depant from the pattern predicted by
the comparative cost principle. In other words, production activity may be carried out
in relatively high cost couniries, and yet the company may be quite competitive in
international business. For example CAE Electronics, a Canadian manufacturer of
ajrcraft simulators and power. station control system, was able to captur