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| Preface

The first edition of this book has been sold within less than one year so that a
second edition became necessary. In this second edition, all chapters have
been updated, all case studies revised and recent data were integrated. The
concept, as it is described below and in the introductory chapter, remained
unchanged.

Over the last few decades, international activities of companies have gained
dramatically in importance. Empirical evidence for this statement can be
found, for instance, in the rapid growth of world trade and in foreign direct
investment flows as well as in the high share of intra-company trade on total
world trade, indicating the relevance of cross-border value creation pro-
cesses. Courses on International Management have, thus, become an integral
part of most management studies at universities today and dedicated Mas-
ters programmes on International Management have emerged in recent
years.

Concept and Overview of this Book

This book intends to give a compact overview of the most relevant concepts
and developments in International Management. The various strategy con-
cepts of internationally active companies and their implementation in prac-
tice are the core of this book. It is not designed as a traditional textbook or a
collection of case studies, but tries to combine both. The book introduces the
complex and manifold questions of International Management in the form of
20 lessons that give a thematic overview of key issues and illustrates each
topic by providing a comprehensive case study.

The book is divided into six major parts. Part I (“Introduction to Strategic
International Management”) lays the foundation by explaining basic con-
cepts of International Management. In Part II, the influence of the external
environment on Multinational Corporations is described, looking into mar-
ket barriers and regional integration, the competitive advantage of nations
and the influence of country culture. Part III focuses on the coordination of
internationally dispersed activities in a Multinational Corporation. An over-
view of formal and informal instruments is given and some coordination
instruments are discussed in more detail. Another core decision with regard
to international activities, the foreign operation mode, is dealt with in Part
IV. After an overview of the basic types of foreign operation modes, the three
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main options — market, cooperation and hierarchies — are explained in indi-
vidual chapters. Part V is devoted to specific value chain activities, produc-
tion & sourcing, R&D and marketing. Finally, human resource management
and international control are discussed as highly relevant business functions
in Part VI of the book.

Teaching and Learning

The book is primarily aimed at students at the beginning of their Masters
studies who major in Business Administration, International Management,
Strategic Management or related fields. In addition, practitioners who seek
compact and practice-oriented information on international strategy con-
cepts can benefit from the book. The case studies accompany each lesson in
such a way that they provide additional content and a specific application of
the individual lessons on the one hand. They are part of the explanation of
the topic, but they also lead to suggested discussion subjects and questions
in order to deepen the understanding of the topic.

Instructors are provided with additional resources. A set of PowerPoint
slides can be downloaded from the publisher’s website (www.gabler.de).
Furthermore, for each case study, a draft solution can be obtained.
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| Introduction & Basic Definitions

Globalisation - the growing integration of economies around the world and
the increasing international activities of companies — has been one of the
most intensively discussed topics over recent decades. Cross-border activi-
ties of companies take various forms: International trade has been constantly
and strongly rising over the last decades. What is even more important as an
indicator for its relevance is that worldwide exports are consistently growing
more strongly than worldwide gross domestic product (GDP). This indicates
that the world GDP is increasingly produced and consumed in cross-border
processes. For companies, as well as for countries, international trade can be
exports, i.e., selling merchandise and services to customers in other countries,
or imports, i.e.,, buying merchandise and services from suppliers in other
countries. Secondly, companies have increasingly undertaken foreign direct
investment (FDI) and, e.g., established production plants abroad. Over the
past two decades, global FDI flows have increased twice as fast as global
GDP.

In a regional perspective, trade liberalisation has led to major shifts in trade
and FDI flows. For example, since China joined the World Trade Organisa-
tion in 2001, it has almost quadrupled its exports. Similarly, India and Brazil
have become major players in international trade. As a rather recent trend,
companies from emerging markets are also active players in international
mergers & acquisitions (M&As). More and more often, it is not only Multi-
national Corporations (MNCs) from developed countries buying companies
in developing countries but vice versa, i.e., companies from countries like
China, India or Brazil acquire companies in developed countries to enter
these markets and to gain access to their know-how and brands. However,
even though world trade and FDI have been drastically increasing on a
global basis, trade flows within regions still account for a higher share of
world trade than flows between regions. Regional integration has moved
ahead and the countries of the most integrated trade block, the European
Union, realise about two-thirds of their trade-transactions within the region.

Linking FDI and international trade is the fact that about one-third of
worldwide trade is undertaken as intra-company trade. This is clear evidence
of the enormous relevance of cross-border value chains which are internal-
ised in large MNCs. Companies disperse their activities and assets in com-
plex international configurations and production processes are fragmented
and located in different regions of the world.

D. Morschett et al., Strategic International Management, 1
DOI 10.1007/978-3-8349-6331-4_1,
© Gabler Verlag | Springer Fachmedien Wiesbaden GmbH 2010
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Introduction & Basic Definitions

Eventually, it is the international dispersion of activities that characterises a
Multinational Corporation (MNC). We understand the term MNC very
broadly as referring to companies with routine cross-border activities. More
particularly, following an old definition of the United Nations, we see a
MNC as “an enterprise (a) comprising entities in two or more countries,
regardless of the legal form and fields of activity of those entities, (b) which
operates under a system of decision-making permitting coherent policies
and a common strategy through one or more decision-making centers, (c) in
which the entities are so linked, by ownership or otherwise, that one or more of
them may be able to exercise a significant influence over the activities of the
others, and, in particular, to share knowledge, resources and responsibilities
with others” (United Nations 1984, p.2). Thereby it is not relevant which
legal form the entity has but only that “active, coordinated management of
operations in different countries, as the key differentiating characteristic of a
MNE” (Bartlett/Ghoshal/Beamish 2008, p. 3) is possible. And those entities
are not necessarily production plants, they can be mere sales subsidiaries or
other activities. While some authors demand certain quantitative thresholds
for a “MNC”, e.g. a certain number of foreign countries, a certain percentage
of employees abroad, share of foreign sales or direct investment, we consider
those thresholds to be arbitrary.

As one option — and actually an increasingly popular option — international
operations do not necessarily have to be internalised. Instead, contractual
cooperations or joint ventures are viable alternatives to wholly-owned for-
eign subsidiaries. As a consequence, foreign subsidiaries are not necessarily
wholly-owned. Instead, we understand a subsidiary to be “any operational
unit controlled by the MNC and situated outside the home country” (Birkin-
shaw/Hood/Jonsson 1998, p. 224).

With this book, our objective is to cover the most important aspects of Inter-
national Management with a comprehensive, yet brief, and innovative ap-
proach. We discuss 20 different topics in Strategic International Management
by first giving a thematic overview of the topic which covers the key issues
and explains the most important concepts and then illustrating them with
the help of extended case studies. For the case studies, internationally
known companies were chosen that can be considered best practice cases in
the respective strategy fields.

In Part I, the concept of the MNC as a differentiated network is presented.
The international dispersion confronts MNC management with the chal-
lenge of designing structures, processes and systems that allow flexible re-
sponses to the heterogeneous local conditions in the host countries and to
simultaneously ensure the necessary coherence to act as one company. The
conceptualisation of the MNC as a differentiated network (Ghoshal/Nohria
1989) in which different subsidiaries can have individual tasks to fulfil and
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be assigned strategically important roles, is increasingly acknowledged to be
an adequate design to exploit the capabilities of the different subsidiaries
and the advantages of their locations. At the same time, however, the inter-
dependence of worldwide units increases and the structure of an integrated
network becomes necessary to coordinate the dispersed activities (Chapter 1).
A core challenge of such a network is the tension between external forces
towards adaptation to the local environment in the different host countries,
on the one hand, and the forces towards global integration on the other
hand. In the integration/responsiveness framework, these pressures are catego-
rised and solutions offered (Chapter 2). Another consequence of a differenti-
ated network is that subsidiaries are heterogeneous and take over special-
ised roles. To describe and analyse those roles, a number of role typologies has
been developed in the literature. These are described in Chapter 3. While
internationalisation is often considered to be mainly a sales-side phenome-
non, many companies internationalise with very different motives, e.g. to
gain access to natural resources in a foreign country. The potential motives for
internationalisation which have major consequences for the internationalisa-
tion strategies are dealt with in Chapter 4.

A major characteristic - an advantage and a challenge at the same time — of
MNCs is that they are active in more than one country. Thus, different sub-
sidiaries are embedded in different external conditions. In Part II, the most
important aspects of the external environment are examined. First, it is
shown that there are still many tariff and non-tariff barriers between differ-
ent countries, influencing, for instance, the location choice of companies. But
in the last few years, trade and investment barriers have been reduced. This
has occurred in regional integration agreements, such as within the European
Union or by the creation of the NAFTA, but simultaneously on a global
basis, mainly driven by GATT and WTO (Chapter 5). Heterogeneity between
countries is rooted in many country characteristics. Based on Porter’s dia-
mond model, the competitive advantage of different nations and specific re-
gional clusters can be examined. These concepts are described in Chapter 6.
Finally, one underlying difference between different locations is caused by
cultural differences. Different host countries and regions may have strongly
diverging cultures. The challenges that are caused by this fact as well as
approaches to measure and describe culture are presented in Chapter 7.

As pointed out, MNCs are characterised by internationally dispersed activi-
ties. To integrate all these activities and organisational units of the MNC
under a common strategy, coordination is necessary, which is the focus of
Part III of the book. Coordination is a process that tries to achieve alignment
between the activities that are dispersed and carried out by different units
within the MNC in different countries. The different coordination mechanisms
as well as different theories to explain the use of specific mechanisms are

External
Environment

International
Coordination
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Operation
Modes
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explained in Chapter 8. One important coordination mechanism is the for-
mal design of the organisation’s tasks, resources and responsibilities. Chap-
ter 9 is devoted to this international organisation structures because different
structures lead to different employee behaviour, different information flows
and different subordination patterns, integrating certain tasks and differen-
tiating others. However the complexity of modern MNC networks and the
dynamic challenges are frequently not manageable by formal coordination
mechanisms alone. In Chapter 10, the use of the corporate culture as coordina-
tion mechanism is discussed. This is based on the idea that if managers of
different subunits of the MNC around the world internalise the values and
objectives of the company, orders and direct supervision may become obso-
lete and still, the decisions of the dispersed organisational units are aligned
with the corporate objectives. As a part of the corporate culture, values are
important because they provide the employees with a sense of deeper pur-
pose of their activities and daily work. In recent years, more and more com-
panies have adopted the concept of corporate social responsibility (CSR) which
tries to define the company’s place in society and argues that managers are
responsible not only to their shareholders but to all stakeholders, including
employees (in different parts of the world), the environment, etc. CSR as an
emerging concept in International Management is discussed in Chapter 11.

Part IV focuses on a major decision in International Management — the for-
eign operation mode, i.e., the institutional arrangement for organising and
conducting international business transactions. In Chapter 12, the basic types
of operation modes are introduced and the most important theories to explain
the choice of operation mode are briefly explained. A key strategic decision
is the choice between internalisation vs. externalisation with regard to all activi-
ties of the value chain. In the case of externalisation, the “market” is used as
the governance mechanism. Outsourcing is one potential consequence of this
strategy. The trend towards outsourcing in the last few decades has resulted
in drastically changed value chain architectures. Examples are pyramidal
structures, as in the automotive industry, but also the emergence of pure
“coordinators”. These companies — like Nike or Puma — are manufacturers
without their own production and they focus their business processes on
product development, marketing and the control of the supply chain. These
new processes are discussed in Chapter 13. Another highly relevant ar-
rangement in which value-added processes are realised in modern MNCs
are cooperative operation modes. These come in various forms, like licensing or
joint ventures (Chapter 14). Eventually, MNCs can use hierarchy as an opera-
tion mode. In this case, they establish wholly-owned foreign subsidiaries,
which can happen either by acquisition or by greenfield investment. Both
options are examined in Chapter 15.
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While Parts I to IV consider the MNC in general, in Part V, some important
value chain activities are looked into specifically. Chapter 16 is devoted to
international production & sourcing. Very different production processes are
possible and, in particular, the geographic configuration of the different
stages of such processes has to be determined. Furthermore, the benefits and
caveats of own production or external sourcing have to be considered to
decide on the optimal level of vertical integration. With regard to a more
upstream value-added activity, research and development (R&D), MNCs
have to take similar decisions (Chapter 17). In particular, a MNC has to de-
cide on the configuration of its R&D, i.e., the optimal location(s) for this
activity. Closely linked to this decision is the question whether to establish
an R&D alliance or not. Alliances have some advantages, in particular access
to the competences of a partner, but also some disadvantages, e.g. the risk of
losing one’s competitive advantage to a competitor. In each case, R&D has to
be embedded in the structure and processes of the MNC and different
organisational models are proposed for this. As a third value chain activity
that we consider to be of high relevance, the MNC has to sell its products
and services on international markets. The core challenge here is to find the
right balance between standardisation of the international marketing mix
and adaptation to each country market. This is dealt with in Chapter 18.

Eventually, the core processes and activities of a MNC have to be overlooked
by different management processes. Part VI examines two international
business functions. First, human resources are among the most critical suc-
cess factors of International Management. Human resource management
(HRM) in a MNC faces challenges that are far beyond those of purely do-
mestic operations. Therefore, Chapter 19 is devoted to international HRM.
The complexity of international operations can only be managed, however, if
the MNC'’s executives have adequate information to hand. Control is a fun-
damental task of management and its main purpose is to provide informa-
tion to decision makers at different levels of the company. Control in MNCs
faces particularities, both because it is influenced by international heteroge-
neity and because it usually takes place in a complex multi-level organisa-
tion. These challenges and some control instruments that help to overcome
these problems are presented in Chapter 20.

This short overview of different fields of Strategic International Management
reveals that this issue is highly complex and challenging. In the following 20
Chapters, we cover the most important aspects and give the reader an in-
sight into the main developments and concepts. Based on the case studies,
the reader will also gain an understanding of how the concepts are imple-
mented by successful companies around the world.

Value Chain
Activities

Selected Business
Functions
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| Chapter 1

Multinational Corporations as Networks

The complexity of Multinational Corporations (MNCs) regarding the multiple geo-
graphical markets and the dispersed activities within the company often renders cen-
tralised management models ineffective and inefficient. The acknowledgement of the
increased relevance of foreign subsidiaries and the observation that some subsidiaries
take over strategic roles within the MNC led to a conceptualisation of the MNC as a
network. In this Chapter, the network perspective of the MNC is explained, nodes and
linkages in the network are described and the advantages of this perspective to
understand the modern MNC are demonstrated.

From Centralised Hubs to Integrated Networks

From the early 1980s, the limitations of hierarchical models of the company
with regard to their capability to manage the complexity of a Multinational
Corporation (MNC) became obvious in the course of increasing internation-
alisation, the emergence of more and more MNCs, and the constantly rising
relevance of foreign subsidiaries. Studies by scholars such as Prahalad, Doz,
Bartlett and others revealed that top management in the home country had
more and more problems in effectively and efficiently processing and un-
derstanding the vast amount of information necessary to coordinate the
MNC flexibly.

MNC management is confronted with the challenge of designing systems
that allow flexible responses to the strongly heterogeneous context in which
the different subsidiaries have to compete, to sense the diverse opportunities
and demands that the MNC faces, and to simultaneously ensure the neces-
sary coherence to act as one company, to achieve global scale effects by spe-
cialising their subsidiaries’ activities and to exploit synergy potentials. In a
sophisticated and differentiated configuration of specialised assets and re-
sponsibilities, the interdependence of worldwide units increases and the
structure of an integrated network becomes necessary to coordinate the dis-
persed activities. In this network model, management regards each of the
worldwide units as a source of ideas, skills, capabilities, and knowledge that
can be used for the benefit of the total organisation. Efficient local plants
may be converted into production sites with worldwide responsibility and
innovative organisational units may become the MNC'’s centres of compe-
tence for a particular product or process (Bartlett/Ghoshal/Beamish 2008,
pp. 341-342).

D. Morschett et al., Strategic International Management, 9
DOI 10.1007/978-3-8349-6331-4_2,
© Gabler Verlag | Springer Fachmedien Wiesbaden GmbH 2010
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Multinational Corporations as Networks

To understand this modern type of network model better, Figure 1.1 con-
trasts it with two alternative models, the centralised hub, a traditional model
where the foreign subsidiaries just implement central decisions and have no
autonomy, and the decentralised federation, a multinational model with great
autonomy of the subsidiaries but only weak linkages within the MNC,
which acts mainly as a holding company. While national subsidiaries in
decentralised federations enjoy considerable independence from the head-
quarters, those in centralised hubs remain strongly dependent on the parent
company. Integrated networks are interdependent organisations, with dis-
persed, specialised, but integrated - i.e.,, coordinated — interrelationships
between the units (Bartlett/Ghoshal/Beamish 2008). Such networks result in a
so-called decentralised centralisation, i.e. the activities are globally integrated
and aligned. Subsidiaries are not necessarily coordinated by the headquar-
ters but, in some cases and for some products, by a foreign subsidiary
(Birkinshaw/Morrison 1995, p. 734).

Figure 1.1

Alternative Models of the MNC

Many Network
Models

Centralised Hub ‘ Decentralised Federation

Most Key Assets Most Key Assets
and Resources and R’“.ums\_
Decentralised

/ Centralised \
Loose Control,

Tight Control Financial Flows:

Through Centralised ~ Capital Out,——1
Decision-maki Dividends Back

Product Flows from
Center Out

g
Foreign Subsidiaries are Treated as ‘ Foreign Subsidiaries are Treated as
Delivery Pipelines to their Market Integrated Network I National Busi

Distributed, Specialised / Large Flows of Components,
Resources and Capabilities Products, Resources, People and
lion among

Units

Complex Coordination Processes and
Cooperation in a Shared Decision Making

Source: Adapted from Bartlett/Ghoshal/Beamish 2008, pp. 338, 342.

From the 1980s, more and more scholars started to model the MNC as a
network. The “transnational organisation” (Bartlett/Ghoshal 1989), the “het-
erarchy” (Hedlund 1986), and the “differentiated network” (Nohria/Ghoshal
1997) are just a few examples. While there are many differences in detail, all
named models agree in the recommendation to organise the MNC as an
integrated network of dispersed organisational units.

10
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Networks consist of nodes (in this case mainly foreign subsidiaries) and link-
ages between those nodes (like coordination relationships, product flows,
communication, etc.). Some of the nodes, i.e. of the foreign subsidiaries,
achieve — due to unique resources, capabilities and competences, for exam-
ple - a crucial influence on the decisions of the MNC: foreign subsidiaries
can take over “strategic roles” (see Chapter 3). Competitive advantages of
the MNC are not necessarily developed in the home country anymore and
then transferred and exploited in foreign countries but can be established by
single foreign subsidiaries or by cooperation in the whole MNC network.
Learning becomes necessary to create and diffuse knowledge quickly within
the MNC (Schmid/Kutschker 2003, pp. 163-164).

Heterogeneity between Foreign Subsidiaries

The network perspective of the MNC acknowledges that foreign subsidiaries
are and should be heterogeneous: “to be truly effective, multinational corpo-
rations should be differentiated” (Nohria/Ghoshal 1997, p. xv). Looking at
the German MNC Siemens, which is described in detail in the case study to
this Chapter, one can see that the company is active in about 190 countries.
Some foreign subsidiaries (e.g. in France or the UK) were established in the
mid-1850s, but others are just a few years old. Some foreign subsidiaries
focus, for instance, on R&D for energy generation, while others are respon-
sible for the manufacturing of industry automation equipment. Some only
occupy a few people, while the subsidiary in the USA has over 72,000 em-
ployees. Some work in slow-growing countries like Western Europe, others
in fast-growing emerging economies like China. Some have national respon-
sibility, some have worldwide responsibility.

The Siemens example demonstrates that subsidiaries can be distinguished by
many different criteria. Heterogeneous characteristics of subsidiaries in-
clude, inter alia (Morschett 2007):

B value-added activities carried out by the subsidiary, reaching from single
activities (e.g. only sales) to full value chains

B dominant motives for the establishment of the country subsidiary, for
example, resource-seeking or market-seeking (see Chapter 4)

B available resources and capabilities of the subsidiary
B local conditions of the host country, e.g. political and economic situation

B degree of horizontal and vertical product and communication flows with
other subsidiaries and the headquarters

B control and influence of the headquarters

11
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M national, regional or worldwide responsibility of the subsidiary

B age of the foreign subsidiary or time period of belonging to the MNC (in
the case of an acquisition)

B size of the subsidiary (sales, employees, financial assets, etc.)
B performance of the subsidiary.

The role typologies of international management (see Chapter 3) try to cate-
gorise subsidiary roles following some of these characteristics.

Subsidiaries as Centres of Excellence

Network models also assume that subsidiaries can become “centres of excel-
lence” (or competence centres) for the MNC. A centre of excellence is “an
organizational unit that embodies a set of capabilities that has been explicitly
recognized by the firm as an important source of value creation, with the
intention that these capabilities be leveraged by and/or disseminated to
other parts of the firm” (Frost/Birkinshaw/Ensign 2002, p. 997). Studies have
shown that most MNCs have foreign subsidiaries in the role of centres of
excellence (Schmid/Baurle/Kutschker 1999, pp. 108-109). Such centres of
excellence play a highly strategic role in the MNC network.

A high competence is an obvious prerequisite for this role and centres of
excellence are characterised by a simultaneous appearance of high autonomy,
because a relatively high degree of freedom is necessary to deploy its com-
petences effectively, and of strong integration in the MNC to ensure that the
competence is available for other country subsidiaries as well (Fors-
gren/Pedersen 1997). Centres of excellence can concern products or proc-
esses or functions of the MNC (Frost/Birkinshaw/Ensign 2002, pp. 998-1000).
It becomes increasingly obvious, though, that the concept of a centre of ex-
cellence is not a dichotomy (to be one or not) but rather a continuum, i.e.,
each subsidiary experiences a different level of being a centre of excellence
within its MNC.

Flows in the MNC Network

The network perspective of the MNC illustrates it as nodes and linkages.
Those linkages include potential superordination and subordination in the
headquarters-subsidiary relations and coordination relationships that might
be more or less centralised. Sometimes coordination might not be given
through the corporate headquarters in the home country but rather from a
superordinate subsidiary that acts as the regional headquarters.
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Linkages in the network also encompass a number of different transactions
among units located in different countries. Hence, the MNC can also be
thought of as a network of capital, product, and knowledge flows between organ-
isational units (Gupta/Govindarajan 1991, p. 770). In the network perspec-
tive, it becomes evident that, instead of unidirectional flows of products, com-
ponents and know-how from the headquarters to the foreign subsidiaries,
there are bidirectional and reciprocal flows and interdependencies. Not only are
there vertical linkages between the headquarters and each subsidiary but
increasingly, there are horizontal relations between the subsidiaries, concern-
ing product flows but also employees and knowledge exchange.

For example, a French sales subsidiary of the German car manufacturer
BMW mainly receives product inflows while the German factories exporting
to other countries are a source for product outflows. The US factory of BMW
selling its vehicles to Mexico illustrates horizontal product flows. In cross-
border production processes (see Chapter 16, International Production &
Sourcing), components are produced in different countries and often trans-
ported to a subsidiary that assembles the finished products. Similarly, dis-
persed R&D activities and innovation processes are only possible through
substantial vertical and/or horizontal knowledge flows (see Chapter 17,
International Research & Development).

Generally, these flows within the MNC may have different magnitude and
different directions, and the transactional perspective increases the number
of potentially heterogeneous characteristics of MNC subsidiaries, since sub-
stantial differences across subsidiaries within the same MNC will exist. The
role typologies (Chapter 3) try to capture systematically some of these dif-
ferences.

Intra- and Inter-organisational Networks

As has been mentioned in the introductory Section, MNCs comprise entities
in two or more countries, regardless of the legal forms and fields of activity
of those entities, whereby it is not relevant what legal form the entity has but
only that “active, coordinated management of operations in different coun-
tries, as the key differentiating characteristic of a MNE” (Bartlett/Ghoshal/
Beamish 2008, p. 3) is possible. A MNC must own or control value-adding
activities in more than one country (Dunning 1993a). As a subsidiary was
defined “as any operational unit controlled by the MNC and situated out-
side the home country” (Birkinshaw/Hood/Jonsson 1998, p.224), foreign
subsidiaries are not necessarily wholly-owned. The enormous relevance of
cooperative operation modes (see Part IV of this book), like licensing, joint
ventures, franchising, etc., makes the inclusion of these internationalisation
modes necessary in the conceptualisation of a MNC.
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Figure 1.2

The MNC as an Intra- and Inter-Organisational Network
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As an example of the potential complexity, Figure 1.2 illustrates the MNC
network, consisting of wholly-owned subsidiaries but also other foreign
activities that are closely linked to the company, by partial ownership, con-
tracts or otherwise.

Increasing Relevance of Inter-organisational Networks

So, it is not only the company itself that is more and more structured as a
network. Networks, as stable relational systems between different organisa-
tional units, have grown tremendously in relevance in the last few decades.
Cooperative arrangements between companies are becoming a very com-
mon business form: some authors have called that a change from “market
capitalism” to “alliance capitalism”.

Cooperations, as hybrid arrangements between the transaction forms of
“market” and “hierarchy”, seem to combine the advantages of both extremes
and help to compensate the weaknesses of both (Das/Teng 1999). Bartlett and
Ghoshal, who originally developed their network model with the perspec-
tive of a purely intra-organisational network, recognised later that this per-
spective is too narrow and has to be expanded to include the inter-
organisational network (Ghoshal/Bartlett 1991). In this perspective, it is ac-
knowledged that the MNC is involved in strategic alliances with other com-
panies.
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Blurry Boundaries of the MNC

With this perspective, however, the idea that a MNC has clearly defined
boundaries becomes disputable (Nohria/Ghoshal 1997, p.19). While one
could merely see the external network (inter-organisational) as an extension
of the internal (intra-organisational) network, a clear separation between
both becomes almost impossible (Morschett 2007). For example, while a
close and long-time customer would usually still be seen as part of the inter-
organisational network, a 95 %-owned foreign company would usually be
seen as part of the intra-organisational network. Whether majority-owned
subsidiaries, parity joint-ventures or contract manufacturers that manufac-
ture a company’s product with a fixed long-term contract are “internal” or
“external”, cannot be clearly defined, however. One could even argue that
MNC networks like this do not even have clearly defined boundaries
(Hakansson/Johanson 1988, p.370). A “boundaryless corporation” (Pi-
cot/Reichwald/Wigand 2003) might well be the consequence.

However, for practical reasons, it is frequently necessary to define the
boundaries, but this is necessarily subjective and it depends on the purpose
of the exercise. Some authors suggest that the perceived identity of the orga-
nisational units might be decisive: “We argue that normative integration is
the glue that holds differentiated networks together as entities called firms.
[...] it is the distinctive codes of communication shared by the members of
the multinational that truly demarcate the boundaries of the organization”
(Nohria/Ghoshal 1997, p. 6).

Corporate (Internal) and Local (External) Embeddedness

If, for analytical reasons, one still tries to distinguish between the internal
and the external network, a foreign subsidiary is linked to the MNC head-
quarters and to other subsidiaries, i.e., to the internal or corporate network.

Furthermore, the local network of the foreign subsidiary is relevant. Critical
resources of the subsidiary are linked to the subsidiary’s specific relation-
ships with customers, suppliers and other counterparts (Anders-
son/Forsgren 1996). This local network is a powerful resource and often
plays an equally strong role for the operative activities of the subsidiary and
even for the strategic competitiveness of the subsidiary as the relationship to
the rest of the MNC. Regarding, for instance, the know-how that is relevant
for the subsidiary, it is not only the knowledge transfer from the rest of the
MNC, e.g., from the headquarters, but also the question of how new, locally
relevant knowledge is created within the subsidiary. Here, the external, local
network of the subsidiary is a strategic source for subsidiary-specific advan-
tages. These “network resources” of each subsidiary can enhance the com-
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petitiveness of the total MNC, because they influence the competitiveness of
each subsidiary in its local market but also — by transfer of knowledge to
peer subsidiaries — the capabilities of the company network (Anders-
son/Forsgren/Holm 2002). As mentioned above, the presence in heterogene-
ous local contexts can be seen as a basic advantage of MNCs compared with
purely national players. Thus, one can also consider the foreign subsidiary as
an important connection, a “linking pin“, between the external, local network
in a host country and the internal company network (Andersson/Fors-
gren/Holm 2002, p. 992).

To work successfully in a network, each subsidiary is embedded in relations
with other actors (Andersson/Forsgren 1996). This basically refers to an
adaptation of the resources of the subsidiary to its specific network, ie.,
other network actors. The adaptation includes specific investment, technical
adaptations of production processes, adaptations of the product design, etc.
This embeddedness has to occur regarding the local network in the host
country (“local embeddedness”), but also regarding the linkage of the sub-
sidiary to the rest of the MNC, i.e,, to the intra-organisational network (“cor-
porate embeddedness”). However, this dual embeddedness might lead to a
conflictual situation. The subsidiary is exposed to different internal and exter-
nal stakeholders who usually try to influence its behaviour in accordance with
their own interests. Different contexts can lead to tension which leads to a
dilemma in the MNC. A strong local embeddedness of the subsidiary can
enhance its competitiveness and also the knowledge creation of the MNC in
total. And the local embeddedness enhances the absorptive capacity of the
subsidiary for new local knowledge. However, this local embeddedness
often reduces the embeddedness in the corporation and thus diminishes the
potential influence of headquarters (Andersson/Forsgren 1996).

Eventually, this dilemma is a consequence of basic challenges of the MNC,
and captured in particular with the discussion of the integra-
tion/responsiveness framework (Chapter 2). Higher responsiveness to local
conditions and stronger internal integration are potentially two forces in
tension that have to be optimally resolved in the MNC.

Coordinating the MNC Network

With increasing complexity of the MNC, and the dual tendency to disperse
activities to differentiated subsidiaries around the world with simultane-
ously competitive pressure to coordinate the widespread activities, mana-
gers recognised that the organisational structure is insufficient to manage
the challenging tasks facing the network. In addition to the formal structure
of the company — which is still a powerful instrument — other instruments,
including processes, communication channels, decision-making locus and
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interpersonal relationships become necessary for coordination. In particular,
more subtle and informal coordination mechanisms are seen as relevant for
coordinating MNC networks (Martinez/Jarillo 1989, p.489; Bartlett/Ghos-
hal/Beamish 2008, pp. 335-336).

Part | I

The Structure of the MNC as a Differentiated Network

Figure 1.3
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Source: Adapted from Nohria/Ghoshal 1997, p. 14.

One main problem with the organisational structure (i.e., a functional or a
divisional structure) to coordinate the MNC lies in heterogeneity. All sub-
sidiaries are confronted with the same MNC structure, but in a differentiated
network, “variations within such MNCs can be as great as variations across
them” (Nohria/Ghoshal 1997, p. 12).

Subsidiaries, as has been mentioned, have different tasks, different re-
sources, different competences. They have different internal structures.
Thus, as has been shown in the model of the integrated network, horizontal
linkages between subsidiaries emerge and are beneficial. Direct horizontal
links between subsidiaries, however, make central coordination from the
headquarters even more complicated. In all, the headquarters-subsidiary
relationships must be heterogeneous as well. Stronger centralisation of deci-
sions for certain subsidiaries and more autonomy for other subsidiaries
might be adequate. Formal and standardised procedures might be well
suited for production subsidiaries but counter-productive for R&D subsidi-
aries, and so on. Thus, flexible and more complex coordination mechanisms
become necessary. Frequently, delegation of decision power to the dispersed
organisational units is suggested, in combination with coordination via a
strong corporate culture, i.e., normative integration (Bartlett/Ghoshal 1987;
Buckley 1996, p. 32). To stimulate horizontal transactions between subsidiar-
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ies, informal communication by means of the creation of a network of per-
sonal and informal contacts among managers across different units of the
company are seen as crucial. In all, in order to implement complex strategies
that result from interrelated, multiple-country, specialised activities around
the world, an enormous coordination effort is needed. Thus, all types of
coordination instruments, formal and structural, plus informal and more
subtle mechanisms, are needed (Martinez/Jarillo 1989, p. 492). The different
coordination mechanisms are discussed in more detail in Part III of this
book.

However, even in the model of the differentiated network, headquarters still
exist and still have a somewhat hierarchical position in the network. While
the heterarchical models have become prominent, most empirical studies
still indicate a higher power in the headquarters, mostly in the home coun-
try. The network model in its extreme, ie., a network of equally powerful
organisational units with extreme decentralisation of strategic decisions to
different subsidiaries and no hierarchical power in the centre, is more an
ideal-type in literature than a common phenomenon (Morschett 2007).
“Notwithstanding the fact that MNCs are indeed becoming 'heterarchies’
[..] ie., integrated complex networks with significant devolution of
authority and responsibility to the subsidiaries, the parent corporation
continues to serve” (Gupta/Govindarajan 2000, p. 483) at least as a primus
inter pares, and usually as the strongest unit concerning knowledge
generation, decision power, etc.

Conclusion and Outlook

Originally, the network perspective was only used for a specific type of
MNC model, in which all foreign subsidiaries have rather high autonomy,
specialised assets and competences which they leverage for the total MNC
(see Figure 1.1).

It becomes evident, however, that many elements of a network, including
relationships with internal and external actors, some degree of horizontal
linkages and specialised tasks, some differentiated characteristics of the
subsidiaries and transactional exchange between different organisational
units in different countries, are not features of a specific MNC type but —
more or less — of all MNCs. One can thus conclude that “every MNC is a
network” (Gupta/Govindarajan 2000, p. 491), even if some key resources and
capabilities might still be optimally concentrated within the home-country
operation (Bartlett/Ghoshal/Beamish 2008, p. 205). In any case, the network
perspective is very useful to understand the MNC, regardless of the rele-
vance or role of the specific nodes in these networks.
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Case Study: Siemens!

Profile, History, and Status Quo

Siemens was founded in 1847 by the researcher Werner von Siemens in Berlin
(Germany). Starting as a 10-man business, Siemens is today a MNC with
nearly 400,000 employees. In 2009, it reported worldwide sales of 77 billion
EUR . In 2010, the company had two corporate headquarters, in Berlin and
Munich, and was present in nearly 190 countries all over the world. Siemens
is one of the biggest companies in electronics and electrical engineering
worldwide.

Part | I

In 2010, Siemens’ business operations were divided into three main business | Business Sectors
sectors with 15 divisions and two cross-sector businesses (see Figure 1.4). and Divisions
Siemens’ Business Sectors in 2010 (and Sales in 2009) Figure 14

Cross-Sector-Businesses:

Siemens IT Solutions and Services

(~ 5.5 bn EUR)
Siemens Financial Services

Industry Energy Healthcare
(~ 35 bn EUR) (~28bn EUR) (~12bn EUR)
Rerovei rary
Osram Energy Services
i T [ e——
Nokia Siemens Networks
.
Source: Siemens 2010.

The objective of this rather new structure is to exploit better growth and
customer potential as well as to increase the company’s cost efficiency and
profitability.

“Company founder Werner von Siemens had an international orientation
from the very beginning” (Siemens 2008a, p. 22). Soon after Siemens’ founda-

1 Sources used for this case study include the corporate web sites (mainly

http://www.siemens.com) and various annual and interim reports, investor-
relations presentations as well as explicitly cited sources.

19




Multinational Corporations as Networks

tion, in 1850, the company opened its first office outside Germany: a sales
office in London (UK). The next foreign subsidiary was established in 1855
in Russia. Over time, Siemens expanded its business operations throughout
the world.

Regarding its geographical spread, in 2010 the company’s international pres-
ence was worldwide and within the company divided into four regions:
Germany, Europe (excluding Germany)/Africa/Middle East/Commonwealth
of Independent States (CIS), Americas, Asia-Australia. Regarding the em-
ployee distribution of the group, most employees are located in Germany
(32 %). However, whereas Germany shows the highest number of employees
within the four geographic regions, it only takes the last place in terms of
revenues (15 %). Moreover, most major facilities of Siemens are now located
in the Americas (see Figure 1.5).

Figure 1.5

Siemens Global Presence (as of September 2009)
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27 28%

23% * 2 25%
21%
17% 16%

92 |20.8| 84 70 |12.6| 80 115 | 31.8| 67

Americas Germany Asia-Australia Europe (excl. Germany),

Africa, Middle East, CIS

‘D Employees (in thousands) 0 Revenue (in billion EUR) O Major Facilities ‘

Source: Siemens 2010, p. 5.

All in all, it can be stated that about half of Siemens’ employees and facilities
are located in Europe (including Germany) where also about half of the
group’s revenues are generated.
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Selected Business Sectors and Business Activities

Siemens’ Business Sector “Industry”

In 2009, Siemens’ business sector Industry reached sales of about 35 billion
EUR and had a workforce of about 207,000 employees in more than 50 coun-
tries worldwide. “With the business activities of Siemens VAI Metal Technolo-
gies, (Linz, Austria), Siemens Water Technologies (Warrendale, Pa., USA), and
Industry Technologies (Erlangen, Germany), the Siemens Industry Solutions
Division (Erlangen, Germany) is one of the world's leading solution and
service providers for industrial and infrastructure facilities” (Siemens 2008f).
Siemens Industry Solutions Division offers standardised solutions and is coor-
dinated from Erlangen (Germany).

Osram (Lighting) — to illustrate briefly another industry division of Siemens —
was registered in 1906 as a brand name. Since 1978 Siemens is the only share-
holder of the lighting company which has its headquarters in Munich (Ger-
many) and 48 manufacturing facilities in 17 countries. In 2007, Osram’s
worldwide sales amounted to 4.7 billion EUR of which 41 % were generated
in the Americas, 38 % in Europe (including Germany), 17 % in Asia-Pacific
and 4 % in other countries/regions. Moreover, in 2007, Osram had a work-
force of more than 41,000 employees distributed across Europe (35 %), Asia-
Pacific (34 %), the Americas (27 %) and other countries/regions (4 %).

Siemens Financial Services

Siemens Financial Services, one of the cross-sector businesses, provides finan-
cial solutions in the business-to-business area across all three Siemens busi-
ness sectors. The financial services sector comprises about 1,800 employees
and is worldwide active in more than 30 countries, especially in the regions
Europe (including Germany), Americas and Asia-Pacific. The “international
network of companies [is] coordinated by Siemens Financial Services GmbH in
Munich”, Germany (Siemens 2008d).

Research & Development

In 2009, Siemens invested 3.4 billion EUR in major R&D activities. The com-
pany has 30,800 employees in R&D in 150 R&D locations spread over 30
countries worldwide (see Figure 1.6). The most important R&D centres are
located in Germany (especially Berlin, Munich, Nuremberg-Erlangen), Aus-
tria, the USA (especially Princeton), China (especially Beijing, Shanghai),
India (especially Bangalore) and Russia (especially Moscow, Saint Peters-
burg). Considering R&D employees in the five geographical regions of the
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company, Germany employs 36 %, Europe (excluding Germany) 28 %,
Americas 23 %, Asia-Pacific 12 % and Africa/Middle East/CIS only 1 % of
Siemens. In short, the home country, Germany, is the most important location
in the world for Siemens’ R&D activities and nearly two-thirds of the com-
pany’s R&D employees are working in Europe.

Siemens’ Major R&D Locations

Figure 1.6
5 8‘3 %0 o
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Source: www.siemens.com.
Selected Characteristics of Siemens’ Subsidiaries in
Selected Countries
Many Large Foreign Subsidiaries with a Long History
Siemens Origin | As already mentioned, Siemens was founded in 1847 in Berlin. In 2007, Sie-
in Berlin | mens had 74 major plants and 35 branch offices located in Germany, generat-
ing sales of 12.6 billion EUR and employing 126,000 people, of whom 11,700
were working in R&D.
First Foreign | In 1850, Siemens established its first sales office in the UK and in 1858 its first
Subsidiaries in | manufacturing plant. The company is established at over 100 locations in the
the UK and | UK. In 2007, Siemens achieved sales of nearly 4 billion EUR and had about
Russia | 20,000 employees in the UK, with about 5,000 employees working in the

manufacturing sector.

After delivering pointer telegraphs to Russia in 1851 and setting up a con-
struction office in 1853, Siemens established its first manufacturing subsidi-
ary outside Germany in 1855, in Saint Petersburg. In 2007, Siemens counted
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30 offices and 3,000 employees in Russia, where its sales amounted to 946
million EUR.

Siemens’ history in the USA reaches back to 1854 when the company was
asked to provide the country with a railway telegraph to Philadelphia. In
2007, Siemens was present at 795 locations in the USA, in all of the 50 states
as well as in Puerto Rico. In 2007, the company reached sales of 14.8 billion
EUR. Moreover, in 2007, Siemens had about 72,000 employees in the USA. In
2006 and 2007, the USA has been Siemens’ largest market.

Siemens entered the Chinese market in 1872 when providing the country with
its first pointer telegraph. In 1904, the company built its first office in
Shanghai and quickly expanded its activities to other Chinese cities. As at
2007, the company had set up over 70 operating companies as well as 60
regional offices in China. In 2007, Siemens achieved sales of 5.2 billion EUR
and had 50,000 employees in China. Remarkably, all business sectors the
company has around the globe are nowadays active in China, which makes
China a very important location for Siemens.

Siemens’ first business contracts with India reach back to 1867. In 2007, Sie-
mens had 17 production plants in India, generated sales of 1,700 million
EUR, employed 16,800 people and was embedded in a large regional net-
work of service and sales offices as well as distribution partners.

Relatively Young and Small Foreign Subsidiaries

In contrast to the abovementioned countries in which Siemens has been pre-
sent for more than 100 years, and in which the subsidiaries consequently
have very long experience and local knowledge, and often considerable size
and own resources, there are also countries where Siemens is not been pre-
sent for long and where it only has small subsidiaries.

For example, Siemens has a relatively young presence in the Lower Gulf
region, comprising the United Arab Emirates, Bahrain, Qatar, Oman and
Yemen. Siemens set up its first representative office in the Emirates in 1973.
Then, in 1999, Siemens LLC was founded as a regional headquarters which is
responsible for Siemens’ activities in the five countries mentioned above.

A heterogeneous picture is given when considering some of the former East-
ern Bloc countries: Whereas Siemens has been present in Hungary since 1890
with its first subsidiary, the company started its operations in Poland only in
1991 and in Kazakhstan in 1994. Moreover, in the Ukraine, Siemens has been
active since the 1850s, but opened its first representative office only in 1992.
However, whereas Siemens has a long history in Hungary, in 2007, the com-
pany counted the same number of employees in Hungary and Poland (each
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about 2,000 employees) and generated higher sales in Poland (453 million
EUR) than in Hungary (259 million EUR). Moreover, in 2007, Siemens had
300 employees in the Ukraine, where it achieved sales of 163 million EUR,
and 140 employees, and sales of 68 million EUR in Kazakhstan.

Local, Regional or Global Responsibility of Subsidiaries

Selected Global and Regional Business Centres and Offices

Most of Siemens’ business activities are coordinated from the company’s
home country, Germany. The respective CEO and CFO of Siemens’ business
sectors Industry and Energy are located in Erlangen (Germany). However, as
a first indicator for decentralised decision making, the coordination of the
business sector Healthcare is carried out from Malvern, Pennsylvania (USA).
Each CEO of the three business sectors is also a member of the managing
board. The 15 business divisions, being rather autonomous, have their own
CEO and CFO and are again divided into different national and regional
units. The divisions as well as its national and regional units receive mainly
strategic directives from the top of their business sector.

Siemens’ office in Berlin, where the company was founded and still has one
of its two corporate headquarters, plays an important role for the company’s
activities located around Berlin, in Germany and all over the world. Berlin is
one of the biggest manufacturing locations and many of the Group’s activi-
ties are concentrated in the German capital. Siemens exports 90 % of all
products it manufactures in the Berlin area. In 2004, Siemens decided to con-
centrate its formerly dispersed service and sales operations concerning Ger-
many as a whole in Berlin. Moreover, Siemens not only coordinates from
Berlin the company’s activities across Germany, but also coordinates some of
its worldwide subsidiaries.

Siemens’ office in Munich was established in 1890 as a technical office and
was at that time the company’s first company-owned sales office outside
Berlin. Besides Berlin, Munich is the second location for the company’s cor-
porate headquarters. Whereas Siemens’ office in Berlin is, among other
things, the distribution and service centre for the Berlin region and its adja-
cencies, Munich is the centre for distribution, solutions and services for the
regions of Upper and Lower Bavaria. Moreover, the headquarters of Siemens’
industry division, Osram, is located in Munich.

In Nuremberg-Erlangen (Germany) there is another important office which
has global responsibility for most of Siemens’ business divisions, e.g., Siemens
Industrial Solutions and Services, Power Generation, Power Transmission and
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Power Distribution. In total, one-third of Siemens’ worldwide revenues is
coordinated from here.

Although most of the head offices of Siemens’ business divisions are located
in Germany, the company also coordinates some divisions from other loca-
tions outside its home country of Germany: For example, Siemens’ Oil and
Gas division has its headquarters in Oslo (Norway) and the healthcare divi-
sion Diagnostics is headquartered in Deerfield, Illinois (USA). Moreover,
Siemens Building Technologies, established in 1998 in Zurich (Switzerland) by
acquisition of the industrial sector of Electrowatt Ltd., employs about 29,000
people in 51 countries. Siemens Building Technologies “is part of Siemens Swit-
zerland Ltd, Zurich (Switzerland) and consists further of Siemens Building
Technologies GmbH & Co. oHG, Erlangen (Germany), Siemens Building Tech-
nologies Inc., Buffalo Grove, IL (USA), their subsidiaries and affiliates” (Sie-
mens 2008g). Today, the global head office of the Siemens Building Technolo-
gies Group is located in Zug (Switzerland).

These examples indicate the application of a type of “decentralised centrali-
sation”, whereby decisions — in this case for business divisions — are taken in
a rather centralised manner but the locus of decision making is not in the
home country of the MNC.

Besides business divisions, Siemens is also involved in two strategic equity
investments in the form of 50-50 joint ventures — Bosch und Siemens Haus-
gerite and Nokia Siemens Networks — where control is shared with the busi-
ness partner. While Bosch und Siemens Hausgeriite, established in 1967 be-
tween Robert Bosch GmbH (Stuttgart, Germany) and Siemens AG (Munich), is
globally controlled from Munich, Nokia Siemens Networks, established in 2007
between Nokia Corp. (Espoo, Finland) and Siemens AG is controlled from
Espoo. Similarly, Fujitsu Siemens Computers, a joint venture between Fujitsu
Limited (Tokyo) and Siemens AG launched in 1999 was dissolved as of 1 April
2009, and Siemens’ share was sold to the former partner, Fujitsu. A 49% stake
in Enterprise Networks B.V., with its headquarters in Amsterdam, is also part
of Siemens’ Strategic Equity Investments. These strategic investments are
granted great autonomy in their decisions, being strongly influenced by the
business partner.

In 2007, Siemens established a Regional Business Centre for Oil and Gas for the
countries of the Gulf Cooperation Council and Iran, which has its regional
headquarters in Abu Dhabi in the United Arab Emirates. Furthermore, some
divisions of Siemens, among them Osram and Siemens Home and Office Com-
munication Devices, have established regional bases in the United Arab Emir-
ates.
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On the subnational level, Siemens has 60 offices in China which are responsi-
ble for coordinating the company’s activities in specific regions within
China. Furthermore, having regional offices in China allows the company to
pursue a local marketing strategy and to react to changes in the Chinese mar-
ket (e.g. changes in consumer needs) without long delays.

Siemens’ R&D Activities in China

“China already is an important research and development base for Siemens,
and will be further extended. Emphasis is on locally designing and develop-
ing the right products for the Chinese market to meet local customer needs,
and also using the advantages China offers to develop technologies in China
for global application”(Siemens 2008c). Thus, the Chinese R&D organisation
has mainly local tasks, but also some global responsibility. Since the end of the
1990s, Siemens has established a couple of R&D centres in China focusing on
different R&D activities in the company’s different business areas. Establish-
ing local R&D centres in China allows Siemens to localise and to customise its
products and solutions to the Chinese market. However, products and solu-
tions developed in China are not only intended to be sold in the Chinese
market, but may also be exported around the world.

Local R&D centres may also provide their capabilities and know-how to
other Siemens companies around the world specialising in the same business
divisions. Moreover, some R&D centres located in China combine their ac-
tivities with other R&D centres in other countries. For instance, the R&D
centre of Siemens’ Osram division works closely together “with other Osram
Component Groups in Germany, Italy and the USA” (Siemens 2008c). Some
of the company’s R&D centres in China, e.g., in the area of medical technol-
ogy, are the only R&D centres in specific business areas located outside
Germany. Furthermore, some bases carrying out R&D also carry out manu-
facturing activities, such as Bosch Siemens Household Appliances, located in
Beijing. In addition, the “Asia Centre of Excellence in Shanghai, which will
focus on R&D, manufacturing, service and marketing for Siemens medical
products [...] will become the focal point of all Siemens medical activities in
China” (Siemens 2008c). Besides Shanghai, Beijing and Nanjing are also
important R&D locations for the company in China. Furthermore, R&D
centres in China also cooperate with other business divisions in other loca-
tions in China. Finally, Siemens has also entered some Ré&D joint ventures in
China.
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Local Embeddedness of Subsidiaries

In many countries, Siemens works closely with regional suppliers. For instance,
in China, where the company has strengthened its local procurement activi-
ties since 1999. According to Siemens (2003), the company “works closely
with local suppliers to prepare them to meet the company's high standards
for quality and reliability, thereby transferring modern management know-
how to its partner companies. [...] Thanks to its substantial efforts in devel-
oping local procurement, localisation rates in some of Siemens' business areas
in China already reach up to 75 %.”

Moreover, Siemens participates in diverse projects with different research insti-
tutions in different countries, including Germany, Brazil, Poland and China.
For instance, in China, Siemens works closely together with local universities
and has in total 16 cooperations with high-ranked Chinese universities aim-
ing, among other things, at fostering R&D and sharing knowledge.

In addition to Siemens’ cooperation with regional suppliers and educational
and research institutions, the company also participates in several cultural
and social programmes.

Summary and Outlook

Starting as a ten-man operation in 1847 in Berlin, Siemens grew over time
into one of the largest MNCs in its field which is nowadays spread over 190
countries worldwide. Siemens’ international network of subsidiaries shows
strong heterogeneity concerning different characteristics of the foreign units,
e.g., with regard to size, age and autonomy as well as geographical
responsibility.

Questions

1. Modern models of the MNC characterise it as a “differentiated network”.
Using the example of Siemens, explain this perspective of the MNC.

2. MNCs are characterised — among other things — by complex interde-
pendencies within their internal and external networks. Take the exam-
ple of Siemens R&D activities in China and try to depict the complex in-
ternal (and external) interdependencies of Siemens’ international net-
work. Then, investigate whether Siemens’” R&D activities around the
world are coordinated centrally from one (or a few) locations or whether
Siemens gives autonomy to its subsidiaries to decide (largely) independ-
ently on their R&D activities in their respective countries.
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3. Siemens is a German MNC. Illustrate and discuss the relevance of Sie-
mens” home country for the company’s international network today.

Hints

1. See, e.g.,, www.siemens.com for an overview on Siemens’ R&D activities
in China.
2. For your answer, take into consideration — among other things — the role

of specific German locations for the coordination of Siemens’ interna-
tional network as well as the importance of Germany in the field of R&D.

28



| Chapter 2

The Integration/Responsiveness-Framework

MNCs are exposed to two sets of strategic forces to which they must respond, but
which are at least partly conflicting, namely forces for global integration and forces for
local responsiveness. In the Integration/Responsiveness-framework (I/R-framework),
a four-fold typology of MNCs has been proposed based on the differing strength of the
two forces. This framework is described in detail in this Chapter.

Forces for Global Integration and Forces for Local
Responsiveness

One of the most influential typologies of MNCs results from the studies by
Doz, Prahalad, Bartlett and Ghoshal in the 1970s and 1980s. The tension
between external forces towards adaptation to the local environment in the
different host countries (“local responsiveness”) and the forces towards a
standardised approach, leading to global efficiency by a worldwide inte-
grated behaviour (“global integration”) are the basis of this typology (Doz
1980; Prahalad/Doz 1987; Bartlett/Ghoshal/Beamish 2008):

B Global integration means interconnecting the international activities of the
MNC across all countries, looking for the strengths of the large company,
and trying to achieve synergy effects. Thus, the different countries in
which a MNC operates can be linked to each other. This could be, e.g.,
because economies of scale are particularly high in a specific industry,
leading to the necessity of internationally standardised products. Alter-
natively, it could result from comparative cost advantages of a country
that offer an incentive to specialise the activities of certain foreign sub-
sidiaries, leading to interdependence between the worldwide activities.
Necessity for worldwide learning, in order to exploit knowledge com-
panywide that has been created in a particular country, or the situation in
which relevant actors around the MNC (e.g. customers, competitors,
suppliers) are the same in different foreign markets, enhance the re-
quirement and the potential to coordinate closely the different interna-
tional activities. These interdependencies between countries are called
“forces for global integration”.

B At the same time, a MNC operates under heterogeneous conditions in
many different host countries. In each country the local unit is con-
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fronted with different local customers and host governments, different
market and distribution structures, different competitors and substitu-
tion products. Multinational flexibility, i.e., the ability of a company to
exploit the opportunities that arise from this heterogeneity, is necessary.
This contingency condition for MNC is called “forces for local respon-
siveness” and the pressure to adapt varies by industry.

Forces for Global Integration

In a global industry, a firm’s competitive position in one country is strongly
affected by its position in other countries. The forces for global integration,
also called industry globalisation drivers, can be divided into four categories
(Yip 1989; Bartlett/Ghoshal/Beamish 2008, pp. 88-91):

B market drivers

B cost drivers

B governmental drivers
B competitive drivers.

First of all, homogenous customer needs in the different markets may create
opportunities to sell standardised products. With common customer needs,
marketing becomes transferable across countries and the culture convergence
thesis by Levitt (1983) suggested that different cultures become more similar,
and lifestyles and tastes are converging worldwide. However, this thesis is
discussed very critically. Meanwhile, more and more often, in particular in
B2B markets, companies also meet global customers, i.e., companies (or some-
times private consumers) who are their customers in different country mar-
kets, e.g. different subsidiaries of the same MNC. Similarly, global channels
emerge in certain industries, like large international retailers as Wal-Mart,
Tesco or Media-Markt, or global e-commerce channels like Amazon. All these
aspects enhance the need for globalisation in an industry.

From a cost perspective, different industries have different incentives to
standardise. For example, economies of scale at a particular production plant
can be increased with standardised products that are exported to different
country markets. Economies of scale and scope as well as experience curves
differ from industry to industry, however. This can be caused by different
production technologies. The greater the potential economies of scale and
the steeper the experience curve, the more likely an industry is to turn
global. Furthermore, industries where product development is expensive and at
the same time product lifecycles are short or technology is fast-changing usu-
ally try to use global scale effects. Global sourcing efficiencies might be given in
an industry, leading to concentration in supply and manufacturing, and
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intercountry differences in labour costs and factor endowments might make
concentration of production useful. Over the last few decades, logistics costs
have generally been going down, making globalisation easier to realise. How
energy prices, climate change but also technological innovations, will influ-
ence logistics and, consequently, location strategies remains to be seen.

Many governmental drivers also have an influence on the need for globalisa-
tion in an industry. For example, compatible technical standards are necessary
for product standardisation, liberal trading regulations with low tariff and
non-tariff barriers to trade and common market regulations are drivers for
globalisation, making cross-border trade easier. Inversely, high trade barriers
are obviously reducing the forces towards globalisation, protecting local
particularities. Deregulation of formerly protected industries (like energy,
telecommunications, transport) also pushes industries towards globalisation,
in combination with the privatisation of formerly state-owned companies.

As the most important competitive driver, the presence of global competitors
enhances the need for globalisation. Only companies that manage their
worldwide operations as interdependent units can implement a coordinated
strategy and use a competitive strategy that is sometimes called “global
chess” (Bartlett/Ghoshal/Beamish 2008, p. 90), that is, responding to threats in
one market by reactions in other markets. In addition, large multinational
companies offering the same products and brands around the world also
promote the convergence of tastes and customer demand. With the presence
of many MNCs, international networks appear, e.g. in production, that also
enhance the interdependence of countries and markets.

The overall level of globalisation of an industry can be measured, for exam-
ple, by the ratio of cross-border trade to total worldwide production, by the
ratio of cross-border investment to total capital investment, by the percent-
age of sales of worldwide standardised products or by the proportion of
industry revenue generated by large MNCs.

Forces for Local Responsiveness

On the other hand, and depending on the industry, companies are facing
another set of influence factors, which make local responsiveness necessary
(see, e.g., Hollensen 2007, p. 19).

The dominant reason for a need for local responsiveness is a strong differ-
ence in customer demand. This might be caused by profound cultural differ-
ences in tastes, by different environmental conditions (climate, topography,
etc.), by different income levels and income distribution, or many other
factors. A different structure of the distributive sector might make adaptations
of the distribution strategy necessary. A different competitive situation in dif-
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ferent markets might also force a company to change its strategy and adapt
it to the local market conditions. Similarly, protectionism by governments
often leads to the need to produce locally and/or to adapt products to spe-
cific markets. While the need for adaptation occurred on the country level in
the past, it now occurs more and more often on the level of regional integra-
tion areas such as the EU (see Chapter 5).

Local responsiveness can also become necessary or beneficial due to differ-
ent labour conditions, e.g. labour cost or skill level, that require adaptation
of production processes to optimise efficiency, or due to the availability or
non-availability of good suppliers. A low number of potential suppliers
might make a higher level of vertical integration of production steps more or
less efficient due to a lack of alternatives. Different work attitudes that may
be rooted in different cultures (see Chapter 7) might make different leader-
ship styles more or less effective in different countries.

The I/R-Framework as Matrix

While both forces are interconnected, they are not seen as opposing extremes
of a continuum of possible situations but as two separate dimensions.

Figure 2.1

The Integration/Responsiveness-Framework

c high Global Transnational

S Organisation Organisation
55
22
o £
i

8 low International Multinational

Organisation Organisation

low high
Forces for

Local Responsiveness

Source: Adapted from Bartlett/Ghoshal 1989, p. 438.

While the full independence of both dimensions is sometimes doubted in the
literature (see, e.g., Engelhard/Déahn 2002; Morschett 2007), the assumption
has the advantage that one can try to distinguish between both sets of forces
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more clearly and that the potential external situations that a MNC faces can
be illustrated in a matrix. The typology of Bartlett/Ghoshal (1989) that builds
on this two-dimensional framework is the most commonly used. In their
model, MNCs are grouped regarding their strategic orientation. The frame-
work has been very influential in IB literature, in particular regarding the
transnational MNC. In the following part of the text, the four strategy types
are described in more detail (see, among many other authors, Harzing 2000,
and Bartlett/Ghoshal/Beamish 2008, for a more comprehensive description).

International Organisations

MNCs with an “international” strategic orientation tend to think of their
foreign activities as remote outposts whose main role is to support the par-
ent company by contributing incremental sales. This strategy type can be
linked to the international life-cycle model by Vernon (1966), since the focus
is on exploiting knowledge, new products or processes of the parent com-
pany by transferring them to foreign markets. These are rather seen as a
source of short-term and incremental profits. Accordingly, the company does
not adapt to the specific host country and the foreign activities are also not
systematically integrated in the MNC. This strategy type is ethnocentric
since the foreign activities only secure the home-country company. A strong
dependence of the foreign subsidiary on the resources of the home country
is a consequence.

Global Organisations

Companies with a “global” strategic orientation focus their organisation on
achieving economies of scale. They are usually to be found in industries
where forces for global integration are strong and forces for local respon-
siveness rather low. Price competition in global industries is high, thus, the
dominant strategic need is global efficiency. The most relevant resources are
concentrated in the headquarters and decisions are highly centralised. The
MNCs attempt to rationalise their production by producing standardised
products in concentrated production plants that fulfil a worldwide demand
volume. Usually these production plants are located in the home country,
and the most relevant task of the foreign subsidiary is to act as a “pipeline”
for the parent company, selling products in its local market. R&D and inno-
vation is also concentrated in the home country. Information flows and
product flows are unidirectional, the MNC follows a centralised hub model (see
Chapter 1).
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Multinational Organisations

The multinational organisation, being in the lower right corner of the matrix
in Figure 2.1, focuses primarily on national differences to achieve its strategic
objectives. In many characteristics, it is the reverse of the global organisation.
Products, processes, strategies, even management systems, might be flexibly
modified to each country to adapt to local needs and sometimes to local govern-
mental regulations. This adaptation to the local markets is facilitated by local
production and local R&D. The main task of subsidiaries is to identify and
fulfil local needs and the foreign subsidiary is also provided with the neces-
sary local resources to respond to the local needs. The subsidiaries are inde-
pendent of the headquarters and they are also not linked to peer subsidiaries
in other countries. The organisation takes the form of a decentralised federa-
tion.

Transnational Organisations

While global organisations and multinational organisations emphasise either
global efficiency and integration or multinational flexibility and local re-
sponsiveness, the transnational organisation tries to respond simultaneously
to both strategic needs. Thus, in particular in industries where both forces are
equally strong, transnational organisations reach for the benefits of combin-
ing characteristics of both global and multinational companies.

Accordingly, a transnational strategy refers to becoming strongly responsive
to local needs while still achieving the benefits of global integration. As has
been described in Chapter 1, the underlying model is the integrated network,
where key activities and resources are neither centralised in the headquar-
ters nor fully decentralised into each country. Instead, resources and activi-
ties are geographically dispersed but specialised, leading to scale economies and
flexibility. A certain level of product adaptation to local needs is combined
with cross-border production processes that still concentrate production, such as
for specific common components, in single locations. This leads to reciprocal
and horizontal product flows. Large flows of products, people, capital, and
knowledge between subsidiaries are characteristic of transnational organisa-
tions. Innovation occurs in different locations and is subsequently diffused
worldwide, foreign subsidiaries can serve in strategic roles, such as for pro-
ducing specific products, or as centres of excellence.

While this strategy type is often seen as an ideal-type in literature, it is highly
complex, costly and difficult to implement and very ambitious. Empirical
studies often show that few MNCs actually represent this type, and while
many recent textbooks and management consultants promote the transna-
tional organisation as the “best” MNC type, without differentiation, it
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should be analysed carefully. The original authors recommend the complex
transnational organisation only for MNCs that are confronted with a com-
plex environment with simultaneously high forces for integration and re-
sponsiveness. “Organizational complexity is costly and difficult to manage, and
simplicity, wherever possible, is a virtue” (Ghoshal/Nohria 1993, p. 24). On the
other hand, more and more industries are currently developing into this
situation of complexity.

Comparison of the Four MNC Types

Table 2.1 summarises and compares a number of different characteristics for
the four MNC types.

Part | I

Selected Characteristics of the Four MNC Types

Table 2.1

International Global Multinational Transnational
Role of Subsidiary sale of implementation identification differentiated
HQ products of HQ strategies | and exploitation | contribution to the
of local worldwide
opportunities competitive
advantages of the
MNC
Decentralised Federation low low high low
Centralised Hub high high low low
Integrated Network low low low high
Vertical Product Flows high, sequential | high, sequential low bidirectional
Inter-subsidiary Product Flows low low low high
Centralisation of Decisions high high low medium
(decentralised
centralisation)
Management Transfers, Visits, low high low high
Joint Working Teams
Centres of 1ce low low low high
Product Modification low low high high
Local Production low low high medium
Dependency strong strong in- inter-
dependence dependence dependence dependence

Source: Summarised and adapted from Macharzina 1993, pp. 83, 102;
Harzing 2000, p. 113; Bartlett/Ghoshal/Beamish 2008, pp. 202-206.

Perlmutter’s EPRG Concept

A similar typology of MNCs which is also prominent in International Busi-
ness research has been proposed by Perlmutter (Perlmutter 1969; Wind/
Douglas/Perlmutter 1973). Perlmutter developed the EPRG scheme, distin-
guishing between ethnocentric, polycentric, regiocentric and geocentric

35




| 2

Ethnocentric

Polycentric

Geocentric

Regioceniric

Differences and
Similarities to

tne I/R-
framework

The Integration/Responsiveness-Framework

attitudes. In this scheme, he recognises that managers of MNCs have differ-
ent strategic orientations or a different “state of mind”, i.e., assumptions upon
which key decisions in the MNC are made.

In the ethnocentric state of mind, the home country is implicitly considered to
be superior. Key positions in foreign subsidiaries are staffed with expatriates
from the home country and decisions are taken in the headquarters. Foreign
activities are seen as less relevant than home-country activities and exports
are the main entry mode. The subsidiary is highly dependent on headquar-
ters.

Polycentric firms start with the assumption that host-country cultures are
strongly different and adaptation is necessary. They acknowledge that local
employees are more effective for this task and that decentralised decisions help
to exploit local differences effectively.

While the polycentric attitude strives for optimal local solutions, this might
be sub-optimal for the total organisation. As a further development, the
geocentric attitude emphasises interdependencies and aims for a collaborative
approach between headquarters and subsidiaries as well as among subsidiar-
ies. An optimal allocation of resources and synergy effects is aimed for.

The regiocentric approach is a mix between the polycentric and the geocen-
tric approach. Strategies, products, processes, etc. are closely coordinated
within different regions (e.g. Europe, North America) while the regions
operate relatively independently from each other.

While the similarity to the I/R-framework is obvious, and both approaches
can be linked via the three network models, with the centralised hub model
being ethnocentric, a decentralised federation model being polycentric and
the integrated network being the organisational response in the case of a
geocentric state of mind, there are two major differences: While the I/R-
framework offers contingency conditions under which external industry
forces influence a MNC strategy in a particular way, Perlmutter offers a
more qualitative explanation which is based on the management style or on
the state of mind. Second, Perlmutter’s EPRG scheme is not systematically
based on describing characteristics. The “regiocentric” approach, however,
which is very common in modern MNCs and is also very prominent in re-
cent IB literature (see, e.g. Rugman/Verbeke 2004), was identified by
Perlmutter but is not considered in the I/R-framework.

Different Levels of Integration and Responsiveness

The 1/R-framework is a contingency framework that derives MNC strategies
from a given external context. The main assumption is that a MNC in a cer-
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tain industry which is exposed to a certain configuration of forces for global
integration and forces for local responsiveness needs to develop a strategy in
accordance with the external context. However, while the original frame-
work clearly emphasises that MNCs have complex sets of options and that
not only industry characteristics determine company strategies, manage-
ment literature has often applied the framework in a deterministic manner,
implying that MNCs in a certain cell of the matrix have to use a specific strat-
egy. From a categorisation of industries, consequences were immediately
drawn on the company level: “the primary use of the ‘I-R grid’ was to map
industries, and therefore to indicate what strategy a firm should pursue”
(Westney/Zaheer 2001, pp. 356-357).
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For a more detailed analysis of integration and responsiveness, Figure 2.2.
shows an extended model, consisting of three levels:

M the external environment, where the forces for global integration and the
forces for local responsiveness reach different levels, depending on the
industry
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B the MNC'’s strategic orientation, where some MNCs prefer to use a global
strategy, and others a more multinational approach, i.e., to display dif-
ferent levels of global integration and local responsiveness

W the strategy of the subsidiary, which can differ and be more or less inte-
grated in the MNC and which can be more or less adaptable in its behav-
iour to the local market, as becomes evident in the role typologies (Chap-
ter 3).

Industry Forces as External Environment

In the original concept, the I/R-framework was used “to classify MNC envi-
ronments in terms of the twin demands of global integration and national
responsiveness” (Ghoshal/Nohria 1993, p. 25). With the dimensions “forces
for global integration” and “forces for local responsiveness”, a matrix can be
constructed with four different context situations, a “multinational envi-
ronment”, an “international environment”, a “global environment” and a
“transnational environment” (Ghoshal/Nohria 1993, p. 27). Which industry
characteristics exert a certain force has been discussed above.

Strategic Orientation of the MNC as Internal Context

Many authors use the I/R-framework to describe not the external environ-
ment but different MNC strategies (“internationalisation strategies”) or
organisational types (“MNC organisations”). Kutschker (1999, p. 110) labels
the four I/R-strategies “archetypes of international companies”. Here, instead
of forces, the degree of integration and the degree of localisation of the MNC are
used. In this case, as has been described above, the four strategy alternatives
are seen as typical bundles of strategy elements, consisting of specific coordina-
tion mechanisms, product flows, product modifications, etc. This perspective
on the strategic orientation characterises it as the wvision, philosophy and
value system of the management which characterises a specific position of
the MNC (Devinney/Midgley/Venaik 2000, pp. 675-678).

In a normative or at least contingency-oriented perspective, these strategies
are often derived from the context but most authors do not explicitly men-
tion the distinction between context and strategy. Instead, the model is based
on the assumption of environmental contingencies and that a certain match
between the external forces and the company strategy is more efficient than
a mismatch (De la Torre/Esperanca/Martinez 2003, pp. 67-69). Yip (1989)
pointed out that, to reach balanced global and national competitive advan-
tages, the globalisation of the strategy has to be aligned with the globalisation
potential of the industry.
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On the other hand, companies have a certain level of freedom in the devel-
opment of a strategy, which is called strategic choice (Child 1972). The termi-
nology of “state of mind“ or “strategic orientation” of the management
clearly indicates that the industry characteristics are important, but MNCs
can choose alternative strategies, based on their internal resources, strategic
priorities, and other considerations. Clearly, external characteristics are only
one part of the influence factors on the company strategy and internal influ-
ences also play an important role in the determination of the strategy.

Strategy of a Specific Subsidiary

Similarly, it has to be recognised that a MNC strategy does not necessarily
lead to uniformity on the level of the subsidiaries. The fact that the MNC
follows a global strategy or a multinational strategy alone does not fully
determine the subsidiary level (Jarillo/Martinez 1990; Birkinshaw/Morrison
1995). The level of local responsiveness and the level of integration may
widely differ within a particular MNC. One reason is that the forces for
global integration and the forces for local responsiveness not only differ by
industry but may also vary from country to country. For example, trade barri-
ers might be low, technological standardisation high and consumer demand
similar for most nations, but the reverse might be true for a few countries.

Differentiation between subsidiaries, while most prominent in the transnational
organisation, is to some degree used in all types of MNCs. Thus, in the per-
spective of the “differentiated network” (Nohria/Ghoshal 1997) the level of
the subsidiary must be planned separately. While it is evident that multina-
tionally-oriented MNCs have a relatively high percentage of independent
subsidiaries with high autonomy to exploit local market opportunities
(Harzing 2000, p. 107), and most subsidiaries of a MNC with a global strat-
egy will be dependent on the headquarters and merely implement the global
strategy, heterogeneity between subsidiaries is common.

Subsidiaries have different value-added chains, different resources, different
local contexts, different capabilities and different performance. All these
heterogeneous subsidiary characteristics will have an influence on the con-
crete strategy of the subsidiary. There are at least four groups of influence
factors on the strategy of a particular subsidiary:

B influence of the industry (as reflected in the I/R-framework)
B influence of the MNC strategy (e.g. in the I/R-framework)
B influence of the specific host country

B influence of the subsidiary’s own characteristics, e.g. its resources.
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As a consequence, even in globally-oriented MNCs, some subsidiaries will
have higher degrees of freedom and might even take over strategic roles.
Even in multinationally-oriented MNCs, some subsidiaries will merely be
responsible for producing products for a specific market without the auton-
omy to change their strategy or be pipelines for production from a central-
ised location. In particular in transnational organisations, it is obvious that
the role of each subsidiary is planned separately (see Chapter 3). This may
lead to highly dependent units in transnational organisations with very low
autonomy and, in parallel, to units which might benefit from decentralisa-
tion and whose only task is to exploit local market opportunities in addition
to specialised units which contribute to the MNC'’s competitive advantage by
playing a strategic role.

Conclusion and Outlook

The I/R-framework builds on a tension that is usually considered the most
relevant particularity of international management: the dual forces for global
integration and for local responsiveness. Global efficiency on the one hand
and multinational flexibility on the other hand are considered primary objec-
tives of the MINC that are difficult to achieve simultaneously. Furthermore,
worldwide learning is considered crucial for the innovation capacity of a
MNC and a certain level of integration is beneficial for MNC learning.

In the I/R-framework, four MNC strategy types are proposed, each being sug-
gested for a specific external context. While the transnational strategy is the
dominant strategy recommendation in literature, most empirical studies
show that few MNCs actually follow this strategy. Thus, it is an “idealized
MNC model” (Birkinshaw/Morrison 1995, p.737) rather than a common
phenomenon and the exception rather than the rule.

It should be kept in mind that all of the strategy types are considered ade-
quate — under given circumstances. And that the complexity of a transnational
strategy is ambitious and only justified if the requirements of the external
environment are complex, with simultaneously high need for global integra-
tion and local responsiveness. Unfortunately, this situation occurs more and
more often and, thus, the transnational strategy will likely become more
common in the future.

Finally, it has to be emphasised that the three levels of external environment,
MNC strategy and subsidiary strategy have to be clearly distinguished. While
the three levels are closely linked to each other, the integration and the res-
ponsiveness on the three levels can vary. With more and more MNCs as
differentiated networks, heterogeneity between subsidiaries of the same
MNC is likely to increase.
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Case Study: Retailing

The Retail Industry

Retailing is one of the world’s largest industries (Zentes/Morschett/
Schramm-Klein 2007, p. 1). The top 10 retailers in the world alone have com-
bined sales above 1 trillion USD. The world’s largest retailer, Wal-Mart, em-
ploys more than 2 million people around the world and has sales of about
400 billion USD.

Part | I

The Top 10 Global Retailers

Table 2.2

Country Retall Sales 0 No. of Country
Rank | Gompany of Origin | 2008 (in million USD) Main Store Formats Markats (2008)
1 Wal-Mart USA 401,244 P . Discount Ds 15
Stores, |
2 Carrefour France 127,958 Hypermarkets, Supermarkets, 38
Discount Stores
3 Metro AG Germany 99,004 Cash & Canmy, Electronics Speciality, 32
Hypermarkets, Department Stores
4 Tesco United 96,210 Superstores, Supermarkets, 13
Kingdom Convenience Stores
5 Schwarz Germany 79,924 Discount Stores {LIdl}, Discount 24
Group Hypermarkets (Kaufiand)
6 Kroger USA 786,000 Supermarkets 1
7 Home Depot USA 71,288 Home Improvement Stores 7
8 Costco Wholesale USA 70,977 Warehouse Clubs, Cash & Carry
] Aldi Germany 66,063 Discount Stores 18
10 Target USA 62,884 Discount Department Stores 1

Source: Deloitte 2010, p. G14.

While retailing has traditionally been a very local business and internatio-
nalisation lagged significantly behind the manufacturing sector, the last two
decades have seen a remarkable change. A wave of internationalisation has
resulted in a high level of internationalisation of the largest retailers
(Swoboda/Foscht/Pennemann 2009). Companies like IKEA, Benetton, Zara,
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Carrefour or The Body Shop are known around the world. The largest retailers
and their international activities are displayed in Table 2.2.

Forces for Global Integration and Forces for Local
Responsiveness

Over the last few decades, strong forces for global integration have been
influencing the retail industry:
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In different retail sectors, consumer needs became more homogeneous
around the world. This has partly been driven by cultural convergence.
For example, international TV series and media have led to a conver-
gence in the fashion industry and cross-national target segments (e.g. in
fashion styles) have emerged. The convergence of consumer needs has
also been pushed by the global activities of the consumer goods manu-
facturers, though. The products of Apple or Sony in consumer electronics
and communications, of Nike and Adidas in sports fashion, of Electrolux or
General Electric in appliances, and so on, are in demand by consumers
around the globe. While this trend is less strong in the food retail sector
(where national and regional brands still have a high market share), food
multinationals like Nestlé, Unilever and Procter & Gamble gain market
shares and also push towards globalisation.

Given that retailing is an increasingly complex business with high costs
for infrastructure (stores, warehouses, I[T-systems, etc.), economies of scale
play a major role. International companies can more easily afford the
necessary investments and IT-standardisation has become common -
making at least an international harmonisation of IT-systems viable.
Also, in many retail sectors, retail companies are confronted with the
same suppliers in different countries. Integration of activities — in par-
ticular of procurement activities — is necessary to gain economies of scale in
procurement and to gain negotiation power towards the supplier. The
necessity of international procurement leads to purchasing organisations
in China or India — something which can also be realised more easily
when being globally integrated (Zentes/Morschett/Schramm-Klein 2007,
Pp. 266-275).

Governmental drivers have facilitated international integration in a
number of industries. Trade barriers for textiles have been drastically re-
duced. Within the EU, free trade allows retailers to transport goods from
central warehouses to their stores in different countries without custom
tariffs and other hindrances. Another governmental driver, the deregula-
tion of the telecommunications sector, has caused the emergence of shops
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for mobile communications across Europe, as well as in other parts of the
world.

B Furthermore, since many retailers have started to internationalise, more
and more often, the different actors are confronted with global competi-
tion. Whether in home improvement retailing (with the internationalisa-
tion of Kingfisher, OBI, The Home Depot and others), in food retailing (with
most large competitors now being internationally active), in consumer
electronics (with companies like Media-Markt and DSG), more and more
often the same companies meet in different foreign markets as competi-
tors. To play “global chess” effectively, a certain level of coordination is
obviously necessary. The relevance of global competitors becomes evi-
dent when observing the fashion industry. Companies like H&M, Zara,
Benetton, etc. have changed this retail sector tremendously over the last
decade.

On the other hand, while for many different consumer goods a trend to-
wards convergence can be observed, consumer demand is still heterogeneous.
This is the case due to highly disparate incomes. Even within the industrial-
ised world, per capita income is still very heterogeneous, and when consid-
ering the new markets for retailers, like Eastern Europe, China or even India,
the differences are enormous. Consequently, expenditure for clothing, for
electronics, for appliances, etc., also differs widely. In addition, consumer
tastes differ for cultural reasons. Whether food tastes (which obviously differ
strongly between countries such as France, the USA and India, for instance)
or the taste concerning interior design which influences furniture retailers
and home improvement stores, consumers around the world still differ.
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Global
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External Environment: Forces for Global Integration and Local Responsiveness in
Different Retail Sectors

Figure 2.3
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Figure 2.3 represents an attempt to categorise different retail sectors by the
different 1/R-forces. For example, in consumer electronics, consumer demand
is rather similar worldwide and the standardisation of products and the
existence of only a few suppliers worldwide leads predominantly to the
need for global integration. On the other hand, supply for many product
categories in home improvement is still rather local, as are consumer tastes.
With “transnational” requirements, food retailing is experiencing enormous
cost pressure and the emergence of global competitors, leading to the need
for global integration. At the same time, disparate consumer income and
consumer tastes, as well as remaining trade barriers (including the relevance
of freshness, which hinders long logistics chains), lead to the necessity to
adapt activities to the local markets. Similarly, when looking into drug stores
and cosmetics, suppliers are more and more often the same (e.g. the large
manufacturers of cosmetics and body-care products like Nivea, Johnson &
Johnson, L’Oréal and Procter & Gamble) but consumer behaviour regarding
cosmetics still differs greatly. For example, while tanning creams are sold in
Western countries, whitening creams are sold in cosmetic stores in Asia. The
existence of different skin types, hair colours, etc. in the human population
globally requires simultaneously high global integration and local respon-
siveness.

Strategic Orientation of Retail Companies

External influences, like those depicted above, are not the only influence on
a retail company’s strategy. In addition, companies seem to have inherently
different strategic orientations — even within the same industry sector. In
Figure 2.4, a number of retail companies are categorised based on their
dominant strategic orientation.

As an example of a generally global orientation, the world’s largest furniture
retailer, IKEA, can be used. At IKEA, 95 % of the retail offer is the same
around the world, including the famous Billy shelf. The company uses the
same store format (large speciality stores) — big blue boxes with large car
parks and a family-friendly set of services (like a children’s club, restaurant,
etc.). Concerning the communication strategy, IKEA attempts to use the same
advertising messages and styles worldwide, as the catalogues from different
countries reveal (see Figure 2.5).

As another example, Media-Markt, Europe’s largest retailer of consumer
electronics, follows a global strategy, where most elements of the company’s
business are rather standardised in the different markets in which the com-
pany is active. Currently, the company has about 700 outlets in 15 countries.
The aggressive advertising focuses on the large selection within Media-
Muarkt’s assortment and low prices. The German slogan, “Media-Markt — Ich

44



Introduction to Strategic International Management

bin doch nicht blod!” (Media-Markt — because I'm not dumb!), is used in a
similar tonality in most of its foreign markets. For example, the slogan is
reproduced as “Media-Markt — Parce que je ne suis pas fou!” (French),
“Media-Markt — Ik ben toch niet gek!” (Dutch), “Media-Markt — Nie dla
idiotow!” (Polish), or “Media-World — Non sono mica scemo!” (Italian).

Part | I

Strategic Orientation of MNCs: Global Integration and Local Responsiveness of Figure 24
Selected Retail Companies
+ Media-Markt ¢ Carrefour, Rewe,
* lkea Wal-Mart, Tesco

c high + Zara, The Gap, Benetton ¢ Kingfisher
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Some of the fastest growing chains in fashion apparel (like H&M and Zara)
can also be considered to follow a global strategy. While some slight changes
in the assortment are made, the general positioning, the store design and
layout, the assortment, the advertising, the business processes, etc. are stan-
dardised across all markets internationally.
IKEA Catalogues from Selected Countries Figure 2.5

Australia
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As an example of a different strategic orientation in the same retail sector,
DSG International plc can be used. DSG International is Europe's second larg-
est specialist electrical retailer, best known for its Currys stores in the UK. It
also has a strong market position in other markets, with retail brands like
Electro World (e.g. Greece and Central Europe), Elkjop (in the Nordic coun-
tries), UniEuro (Italy), and PC City (Spain). Those chains adapt to the local
market needs while some value-chain activities are still strongly integrated,
for instance, by a central purchasing organisation. In the current strategy, the
company seeks to strengthen global integration by simplifying processes,
sharing of best practices and still more group buying.

Similarly, Kingfisher (with retail brands like B&(QQ in the UK and some other
countries and Castorama in France) or the Chinese AS Watson (with Watson
drug stores in Asia, Rossmann in Germany and Eastern Europe, Superdrug in
the UK, Kruidvat in the Netherlands, DC in Ukraine and several other
brands), use different retail brands and formats in different countries while
trying to exploit synergy effects by joint purchasing and financial activities.
These can be considered MNCs with a transnational orientation.

In food retailing, a number of companies follow a transnational orientation,
having similar activities globally. For example, Carrefour operates — among
other formats — hypermarkets with a very similar merchandise structure
worldwide. This means that the number of articles is similar, the product
categories that are being sold are similar, a certain share of store brands are
sold, the store layout is somewhat similar, etc. At the same time, the assort-
ment itself, i.e., the concrete products being offered, differs considerably
around the world. Local brands are offered, local tastes in food are consid-
ered, the presentation of certain product categories (e.g. fish or other fresh
food) is tailored to the local customers’ habits’, etc. Group purchasing for
global brands and often for store brands is combined with a rather high
percentage of local purchasing in the respective country. For a food retailer,
at least 60-70 % of the assortment has to be procured locally to be cost-
competitive.

On the other hand, Aldi, as a discounter, follows a more global approach.
Since its offer consists mainly of store brands, there is no necessity to add
local brands to the assortment. While procurement still has to be local to a
certain degree and the assortment is slightly adapted (for example, in Swit-
zerland, one-third of the assortment is Swiss products), the overall strategy,
the number of stock keeping units (SKUs), the strict policies and the business
model are transferred to most foreign markets without major adaptations.

It is also in food retailing, however, where pure multinational strategies by
retail companies can be found. For example, the German retail company
Tengelmann operates — among other activities — supermarkets in Germany
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(Kaiser’s and Tengelmann) and supermarkets and superstores in the USA
(A&P). Both concepts are strongly adapted to each local market and joint
activities, i.e., integration, are almost non-existent. Similarly, the Delhaize
group operates Delhaize supermarkets in Belgium, Alfa-Beta supermarkets in
Greece, Mega Image markets in Romania, Food Lion (and some other super-
market brands) in the USA and Super Indo supermarkets in Indonesia. The
activities are only loosely coupled and in some cases (like Super Indo), Delha-
ize does not own the activity as a wholly-owned subsidiary but only holds a
stake in the subsidiary. Obviously, then, a full integration would not be pos-
sible and local responsiveness is much more likely.

Strategies for Specific Retail Subsidiaries

Even if the strategic orientation of a MNC is clear, specific country subsidiar-
ies might follow the same or a deviating strategy (see Figure 2.6). The rea-
sons for this can be manifold. There can be reasons internal to the company
or factors in the external environment.

Part | I

Strategy of Subsidiaries: Integration and Adaptation of Specific Retail Subsidiaries Figure 2.6
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Best Buy, overall, follows a transnational approach. It seeks to expand its | Best Buy Canada

speciality “big-box” retail format (e.g. in Mexico, Canada, China) but it tries
to exploit the markets even better by adding other, country-specific formats
to its store portfolio. This is an interesting implementation of a transnational
strategy. For example, in Canada, Best Buy bought the market leader, Future
Shop, in 2001, and the stores continue to operate under this name. In addi-
tion, Best Buy started to open Best Buy stores all over Canada. As of the be-
ginning of 2009, there are about 50 Best Buy stores and 130 Future Shop stores,
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indicating that the market potential is still mainly exploited with the Future
Shop retail brand.

In a very different but also transnational approach, Best Buy entered the
United Kingdom in 2008 by establishing a joint venture with a local partner,
The Carphone Warehouse. This company is the largest independent European
retail chain for mobile phones and linked services. It now focuses on “the
wireless world” and operates small stores with a focus on mobile phones,
subscription services, notebooks (also linked to subscriptions), etc. As a main
reason for the cooperation, Best Buy mentions the complementary skills in
products, in particular the sale of subscriptions, and retail formats, but also
The Carphone Warehouse’s knowledge of the European markets. Hence, in the
UK, Best Buy now operates small stores under the retail brand The Carphone
Warehouse. In Spring 2010, it also started to open large speciality stores in the
UK with the retail brand Best Buy.

Considering Media-Markt, the rather global approach has been described
above. However, when Media-Markt entered Russia in 2006, a Russian com-
petitor had copied the advertising concept, the corporate colours, etc. to
establish a barrier to market entry. Media-Markt had to react and change its
concept for this local market. Now, Media-Markt uses magenta instead of its
usual corporate colours and has had to adapt other parts of its market ap-
pearance as well.

Tesco uses a rather standardised store format (hypermarkts or superstores) in
most of its international operations. This, in general, is already a transna-
tional strategy, since the assortments, logistics strategies, etc. are adapted to
the local market. In Japan, however, a more local strategy is followed, with a
very high responsiveness to the market. Since Japanese customers prefer to
shop for small amounts of very fresh food daily, convenience stores are a
very popular format there and Tesco’s hypermarket format is not likely to
suit the local needs. In 2003, Tesco acquired 78 discount convenience stores
that are concentrated in and around Tokyo. These stores mainly operate
under the name Tsurukame. Further acquisitions followed and Tesco now
operates 125 stores in the Tokyo area. The format is mainly convenience
stores and the main retail brand is still Tsurukame. Overall, Tesco Japan’s com-
petitive strategy is to compete on price in the Japanese convenience store
market

To consider a final example of a subsidiary that is tightly integrated with the
rest of the MNC and still adapts closely to the local market, ASDA, the sub-
sidiary of Wal-Mart in the UK, can be mentioned. Wal-Mart acquired this
subsidiary and found that many elements of the existing business concept
were very successful. Hence Wal-Mart maintained major elements (like the
store fashion brand “George”, and even the name ASDA) while integrating

48



Introduction to Strategic International Management

other elements (like IT) with its other operations. Following the idea of
transnational organisations that specific subsidiaries can serve as compe-
tence centres, some aspects of ASDA'’s business have been adopted in other
Wal-Mart subsidiaries and even in the USA. The acquisition of 193 rather
small food stores from Netto Dansk in the UK, announced in May 2010,
further demonstrates Wal-Mart’s intention to adapt to local conditions. These
stores with an average surface of only 750 sqm, compared to ASDA’s
4,300 sqm, are a part of Wal-Mart’s announced plan to grow in the UK by
opening smaller supermarkets.

AS Watson’s subsidiaries may serve as an example of “global” subsidiaries in
a multinationally-oriented MNC. Usually, AS Watson uses local retail brands
in each country market. In most cases, these retail brands have been ac-
quired and are maintained since the consumers know these local retailers
and have developed loyalty to them. However, in several markets, a rather
standardised approach is followed. Together with the German retail com-
pany Rossmann (in which AS Watson holds a major stake), AS Watson oper-
ates a 50:50 joint venture called “Rossmann Central Europe”. This joint ven-
tures runs a chain of more than 500 drug stores by the name “Rossmann” in
Poland, Hungary and the Czech Republic which largely follow the store
model that has been developed in Germany and which strongly integrates
the international activities (like purchasing and store brand development) of
this group of subsidiaries.

Summary and Outlook

Retailing is becoming increasingly international and retail MNCs are now a
common phenomenon. Overall, a trend towards global integration can be
observed in many retail sectors, partly pushed by the globalisation of con-
sumer goods manufacturers and partly by the increasing global competition.
At the same time, however, strong international heterogeneity remains and
“retail is local”. Thus, in many retail sectors, local responsiveness is a neces-
sary success factor.

Overall, the dual needs of global integration and local responsiveness are
posing a strong challenge, in particular in the retail industry because retail-
ers are in daily direct customer contact — leading to the need for flexible
market reactions — but they are also distribution channels for global suppli-
ers, resulting in the requirement of a certain level of coordination. Which
balance between the dual needs is optimal differs between retail sectors and
is not stable over time. Thus, a dynamic development of the I/R-strategy on
all relevant levels is necessary.
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Questions

1.

3.

50

For a particular retail sector, fashion, very different strategic orientations
can be observed. Analyse the strategies of Zara, H&M and C&A in
Europe regarding the I/R-framework and discuss why the different
strategies are applied.

Compare Media-Markt’s strategy with DSG International’s strategy, re-
garding the I/R-framework.

Aldi and Lidl, both of German origin, are hard discounters. Evaluate their
strategic I/R orientation, then investigate their operations in the United
Kingdom. To what degree are their British activities integrated with the
MNC’s activities, to what degree are they adapting to the local context?



| Chapter 3

Role Typologies for Foreign Subsidiaries

Differentiated networks consist of heterogeneous organisational units in different
countries. Different subsidiaries can play different roles within the MNC network and
numerous classifications of generic subsidiary strategies or roles are proposed to
clarify those strategies. The aim of this Chapter is to give an overview on existing role
typologies and discuss the strengths and weaknesses of the role typologies for inter-
national management.

Heterogeneous Roles of Subsidiaries

Until the mid-1980s, as Bartlett/Ghoshal (1986) observed, many MNCs
treated all their foreign subsidiaries in a “remarkably uniform manner”. In
their critique, they labelled this the “United Nations Model” in which the
MNC applied its planning and control systems uniformly worldwide, in-
volved each subsidiary’s management equally (weakly) in the planning
process, and evaluated them against standardised criteria. This uniformity
can be partly explained by the fact that foreign subsidiaries were long (uni-
formly) seen as only “market access providers”, without major autonomy
and without their own contributions to the company strategy (see, e.g.,
Vernon 1966).

However, it became increasingly obvious that this symmetrical, uniform way
of international management limited the exploitation of the benefits of inter-
nationalisation (Bartlett/Ghoshal/Beamish 2008, p. 719). The conceptualisa-
tion of the MNC as a differentiated network (Ghoshal/Nohria 1989), in which
different subsidiaries can have individual tasks to fulfil and be assigned
strategically important roles, is increasingly acknowledged to be a better
design to exploit the capabilities of the different subsidiaries and the advan-
tages of their locations. As has been shown in Chapter 1, in network firms,
competitive advantages do not solely stem from headquarters in the home
country but can also be created by foreign subsidiaries and then transferred
and exploited throughout the network. Instead of a “centre-periphery” view,
this evokes a multi-centre perspective of the MNC with distributed re-
sources, capabilities, functions and decision powers (Schmid 2004, p. 238).

Given the premise that each subsidiary has a unique role to play in the MNC
(Birkinshaw/Morrison 1995, p. 732) it is a major objective of role typologies
to clarify those roles. This includes: to identify the different roles of subsidi-
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aries, to distinguish them clearly, to determine the antecedents and conse-
quences, e.g. regarding the coordination of subsidiaries in different roles and
their relations with other actors in the MNC and in the host country.

As a starting point, though, what the “role” of a subsidiary is has to be de-
fined. Roles are closely related to the task of a foreign subsidiary in the com-
pany network (Andersson/Forsgren 1996, p. 489): most role typologies see
roles as alternative strategies of foreign subsidiaries (Couto/Goncalves/
Fortuna 2003, p. 3). A role can be understood as a statement of purpose. It
includes the task, the market, and the customer the division is concerned
with (Galunic/Eisenhard 1996, p. 256). It can be “defined as the business — or
elements of the business — in which the subsidiary participates and for which it is
recognized to have responsibility within the MNC” (Birkinshaw/Hood 1998, p.
782). Thus, a role is the specific task of a subsidiary, e.g. “to sell the MNE'’s
products in Australia, or to manufacture a line of products for the European
market” (Birkinshaw 2001, p. 389).

Some authors distinguish between a role (which is assigned to the subsidi-
ary) and a subsidiary strategy (which is seen to suggest some level of self-
determination by the subsidiary) (Birkinshaw 2001, p. 389). Usually, the
distinction is difficult and the specific task and activity of the subsidiary is
partly assigned by the headquarters, partly self-determined and partly nego-
tiated between the subsidiary and its headquarters. Thus, in this book, the
word “role” is seen as synonymous with the subsidiary strategy.

A large number of role typologies have been proposed in the literature. A
few overviews on those typologies can be found (e.g. Hoffman 1994; Schmid
2004; Morschett 2007, pp. 210-254). In most cases, the dimensions along
which roles are described are (Morschett 2007, pp. 250-254):

M the external context of the subsidiary, e.g. the relevance of the host country
or the complexity of the environment

M the internal context of the subsidiary, e.g. the strategic orientation of the
MNC or the level of local resources or competences of the subsidiary

B coordination variables, e.g. the level of autonomy

B the strategy or task of the subsidiary, e.g. the primary motives for its es-
tablishment, the share of internal or external sales, the knowledge in- and
outflows, the markets served, products offered or value-added activities
carried out.

In addition to those, many typologies in the literature focus on specific
value-added functions, e.g. on R&D or on manufacturing activities. Some of
these typologies will be discussed in Chapters 16 and 17. In this Chapter,
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four role typologies that represent typical examples of role typologies on the
subsidiary level are presented.

Selected Role Typologies

Role Typology by Bartlett/Ghoshal

Following their critical evaluation of the “United Nations Model”, Bart-
lett/Ghoshal (1986) have proposed an organisational model of differentiated
rather than homogeneous subsidiary roles and of dispersed rather than
concentrated responsibilities. More specifically, they suggest a role typology
with two dimensions (Bartlett/Ghoshal 1986, p. 90):

B The strategic importance of the local environment in the host country is the

Part | I

Dimensions of

first dimension. Strategic importance can be given due to market size, | Bartlett/Ghoshal
but also, for instance, due to a particularly sophisticated or technologi-
cally advanced market.
B The second dimension considers the subsidiary itself and captures the
level of internal competences and capabilities.
Role Typology by Bartlett/Ghoshal Figure 3.1
- g high Contributor S
8.
g ®
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Strategic Importance of Local Environment
Source: Adapted from Bartlett/Ghoshal 1986, p. 90.
In a typical process for role typologies, the authors assume two dichotomous | Four Roles of
scale values for each of the dimensions (high/low) and, thus, develop four | Bartlett/Ghoshal

roles by combination (see also Schmid/Baurle/Kutschker 1998; Rug-
man/Verbeke 2003a):
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If a highly competent national subsidiary is located in a strategically
important market, it can serve as a partner of the headquarters in deve-
loping and implementing strategy. In the role of strategic leader, the sub-
sidiary can take the lead within the MNC, e.g. for a certain product or a
certain value-added function. Other authors that identify this role use la-
bels like “world product mandate”, “active”, “lead-country”, “centre of
excellence” for similar roles. It is particularly relevant in MNCs with a

“transnational orientation” (see Chapter 2).

A contributor role can be filled by a subsidiary in a small or generally less
important market which nevertheless has distinctive capabilities. It can
contribute to the competitive advantage of the MNC particularly well if
the specialised and unique capabilities that exceed what is necessary in
its own local market are used for (limited) projects that have a company-
wide relevance.

A foreign subsidiary in a strategically less important market that has just
enough competence to maintain its local operation may be assigned the
role of an implementer, which is the most common role for subsidiaries.
These subsidiaries lack the potential to contribute to the MNC strategy
beyond their local function. Thus, such a subsidiary is given the task of
efficiently and effectively exploiting the local market potential and im-
plementing the defined strategy. This role type is also commonly considered
in role typologies, with names like “local implementor”, “miniature rep-
lica”, “branch plant”, “receptive subsidiaries”, or, as a similar role, “mar-
keting satellite”. It is a role that typically results from a “global orienta-
tion” (see Chapter 2) of a MNC.

As a fourth situation, some markets are so relevant that they would need
a strong local presence to maintain the company’s local and global posi-
tion, however, the local subsidiary is lacking the capabilities to fulfil this
requirement. In this negative situation of a black hole, the MNC has to
find a solution and “to manage one’s way out of it” (Bartlett/Ghoshal
1986). One possible strategic move here is the choice of a strong local
partner which helps to evolve the subsidary’s competences (Rug-
man/Verbeke 2003a).

Often, role typologies indicate which coordination mechanisms are appropriate
for subsidiaries with different roles (see also Part III). For example, Bart-
lett/Ghoshal (1986) emphasise that when the roles are differentiated, the
MNC must differentiate the way it manages those subsidiaries, depending
on the particular role. For example, implementers can be managed by forma-
lisation and similar mechanisms to ensure tight control. Contributors may be
centrally coordinated but the headquarters must be careful not to discourage
and frustrate local management. For subsidiaries that act as strategic leaders,
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however, control should be quite loose and decentralised, and the main task
of the headquarters (HQ) is to support the subsidiary with the necessary
resources and freedom needed for the entrepreneurial role it has to play.

Role Typology by White/Poynter

More complex is another role typology that has been suggested by
White/Poynter (1984; see also Schmid/Baurle/Kutschker 1998, pp. 9-10). They
describe the role of a subsidiary along three dimensions:

B The market scope refers to the number of geographical markets on which
the subsidiary is allowed to be active. In the typology, a dichotomy be-
tween “local” (i.e. a focus on the host country) and “global” is applied.

B With the product scope the authors capture the breadth of products a sub-
sidiary manufactures or sells. Here, the distinction is between a limited
scope with only single products and an unconstrained scope, where the
subsidiary offers many product lines and often is even allowed to intro-
duce further product extensions autonomously.

B The value-added scope describes whether the foreign subsidiary only car-
ries out single value-added functions (often either marketing or produc-
tion or R&D) or whether it realises a broad value-added spectrum, up to
a full value chain in the host country.
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White/Poynter (1984, pp. 59-60) explain that the dimensions are influenced,
inter alia, by local and global competitive forces and the competence level of
the subsidiary. The three dimensions are combined to establish five roles (see
Figure 3.2):
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A miniature replica serves the host country market with rather compre-
hensive value-added functions. The product scope can vary. Miniature
replicas are, as the name indicates, very similar in their design to their
headquarters. Reasons for this role can be high local demand preferences,
high trade barriers, production subsidies in the host country, and/or rela-
tively small scale effects in production in the industry which allow a dis-
tributed production. Miniature replica is considered to be a very com-
mon role. Depending on the product scope, the autonomy and its own
creative activity, the miniature replica might vary from adopting to adapt-
ing to innovating.

A subsidiary that acts as a marketing satellite also serves the local market
only but focuses on a few value-added functions, mainly marketing &
sales. The product scope can vary. Most frequently, products which are
produced in the home country are imported and sold in the host country.

Rationalised manufacturers are units that are responsible for a broad geo-
graphical area but only limited value-added functions. Often this is the
manufacture of a few products (or even just product components) for the
world market (or at least a larger number of countries).

Product specialists have the worldwide responsibility for one product or
one product line within the MNC and realise the full value-added chain
for this product. Regarding this product, the subsidiary has a so-called
world product mandate. This role is emphasised in many role typologies. It
is considered to have high decision autonomy, but since there is a high
interdependency with other units (who might buy and sell the products
in their specific countries, or who might produce other product lines and
sell them to the product specialist), this autonomy cannot be unlimited
(Roth/Morrison 1992, p. 718). The empirical relevance of this role is the
subject of controversy. Some authors argue that many headquarters hesi-
tate for strategic reasons to assign their foreign subsidiaries such broad
responsibilities and that — besides some exceptions — this role is still
mainly filled by the headquarters itself (D'Cruz 1986, pp. 84-86).

Subsidaries that act as strategic independents also carry out many value-
added activities and they do this for a very large number of markets. The
product scope is unconstrained. Here, the subsidiary is seen to be only
loosely coupled to headquarters, which in this situation acts more as a fi-
nancial holding, giving very far-reaching autonomy to the subsidiary.
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Role Typology by Gupta/Govindarajan

A very different role typology has been presented by Gupta/Govindarajan
(1991). They understand the MNC as “a network of capital, product, and knowl-
edge transactions among units located in different countries” (Gupta/Govinda-
rajan 1991, p. 770), following the network perspective of authors like Bart-
lett/Ghoshal and others.

To reduce complexity, they focus on knowledge flows for their typology. One
reason for this choice is that the modern literature on MNCs has shown an
increasing share of complex, transnationally-oriented MNCs (see Chapter 2),
and it is specifically in the case of transnational MNCs that knowledge flows
across subsidiaries become particularly significant. Moreover, most modern
economic theories on the MNC suggest that FDI occurs predominantly be-
cause of a desire to internalise knowledge flows, and thus, an analysis of
knowledge flows investigates the core of the MNC (Gupta/Govindarajan
1991, p. 772).

Focusing on variations in knowledge flow patterns, the authors have pro-

Part | I

Knowledge
Flows

Dimensions of

posed that MNC subsidiaries could be categorised along two dimensions: | Gupta/
Subsidiaries can engage in different levels of knowledge outflows to the rest | Govindarajan
of the corporation and in different levels of knowledge inflows from the rest

of the MNC.

Role Typology by Gupta/Govindarajan Figure 3.3
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Source: Gupta/Govindarajan 1991, 1994.
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From those two dimensions they derive four generic subsidiary roles
(Gupta/Govindarajan 1991, pp. 774-775) which were also used by Randey/Li
(1998), with a slightly different terminology (see Figure 3.3):

B A global innovator (knowledge provider) is predominantly a source of
knowledge for other subsidiaries and the headquarters. An example of
such a knowledge-providing subsidiary might be SAP Labs US, in which
a significant portion of SAP’s technological innovations have originated.
The subsidiary that is located in Palo Alto, California, maintains strategic
relationships with local organisations such as Stanford University, and its
mission is to leverage the valuable assets within Silicon Valley to drive
innovation (see the motive of strategic asset seeking in Chapter 4).

B An integrated player (knowledge networker) is also responsible for creating
knowledge that can be utilised by other subsidiaries: However, the
knowledge networker additionally has to rely on knowledge from others
and thus receives and sends high levels of knowledge to and from the
subsidiary. With this bi-directional integration in knowledge flows, it can
be considered a “centre-of-excellence” that is tightly embedded in the
MNC and at the same time in its local environment (Frost/Birkinshaw/
Ensign 2002).

B The implementor (knowledge user) relies heavily on knowledge inflows
from the headquarters and from sister subsidiaries, and exploits the
competitive advantages stemming from that knowledge in its host mar-
ket without initiating high knowledge outflows to the rest of the corpora-
tion.

B Finally, the local innovator (knowledge independent) role implies that the
subsidiary is isolated from knowledge flows in the MNC and has to take
local responsibility for the creation of the necessary know-how itself. Re-
ferring to the network models, companies with a multinational orientation
(Bartlett/Ghoshal 1989) consist mainly of subsidiaries that can be consid-
ered as knowledge independents.

Role Typology by Andersson/Forsgren

Similar to the idea of Gupta/Govindarajan (1991), Andersson/Forsgren (1994)
consider transactions between the subsidiaries and the rest of the MNC as
relevant dimensions but they focus on product flows instead of knowledge
flows.
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Andersson/Forsgren characterise the role of the subsidiary along two dimen- | Dimensions
sions: of Andersson/
Forsgren
W internal sales, i.e. share of output of the foreign subsidiary that is not sold -
to external customers but to the headquarters or peer subsidiaries, and
W internal purchases, i.e., the share of inputs like raw materials, components,
semi-finished products and intangible goods, that is not delivered by ex-
ternal suppliers but by the headquarters and other units of the MNC.
From these two dimensions and the dichotomous scale values high/low, four | Four Roles of
roles are distinguished (see Figure 3.4; Andersson/Forsgren 1994, pp. 14-15): Andersson/
Forsgren

B An external subsidiary is a subsidiary that receives and sends a low share
of its inputs and outputs to the rest of the MNC. Thus, it produces with a
low integration in the MNC and sells its products to external customers.
Such a subsidiary role is particularly common in MNCs with a multina-
tional orientation (see Chapter 2).

B Contrarily, a mutually integrated subsidiary is very tightly integrated in the
MNC, on the sales and on the supply side.

B A backward vertical subsidiary supplies a major part of its inputs from the
MNC and sells its products to external customers. This is the traditional
role for many subsidiaries which act as sales units in the foreign market
(or units with a minor value-added of their own), in particular in MNCs
with a global orientation.

59




Role Typologies for Foreign Subsidiaries

B Inversely, a forward vertical is a foreign unit which buys its material,
products, and components from external sources in the host country and
delivers its products mainly to the rest of the MNC. Here, the sales objec-
tive of the subsidiary is not dominant, but rather efficiency-seeking in pro-
duction or resource-seeking in the host country (see Chapter 4).

Weaknesses and Deficits of Role Typologies

Looking at the large number of role typologies that are offered in the litera-
ture, one can consider this a proof of their relevance but one could also con-
sider this an apparent weakness. New role typologies frequently propose
new dimensions for categorising subsidiaries but they seldom discuss why
those new dimensions should be superior to the dimensions previously used
in other typologies. A theoretical foundation for the dimensions is often
missing and the dimensions seem to be chosen by plausibility, not by a tho-
rough analysis. A certain level of arbitrariness in the selection of role dimensions
can be observed (see Schmid 2004, pp. 246-248 with a comprehensive cri-
tique). Consequently, publications and suggestions for role typologies are
frequently non-cumultative, neglect prior research results, and are not con-
nected to each other (Hoffman 1994, p. 82). It remains unclear which of the
various dimensions that are considered for role typologies are really crucial
for international management, e.g. for the coordination of the subsidiary or
for its performance.

Another major point of critique is the over-simplification of subsidiary roles that
might emerge from the typologies. With mostly two dimensions and usually
two values per dimension, most typologies offer four different subsidiary
roles. One important reason is obviously the easy visualisation of four-role
typologies. Nevertheless, this can obviously be seen as a defect, in particular,
since four roles are most likely too few to describe the great “heterogeneity
of subsidiaries” which is the starting point of the models.

In particular if at least some of the many typologies really have managed to
describe subsidiaries along relevant dimensions, then it becomes clear that a
large number of relevant characteristics of a subsidiary exist along which the
role can be fixed, and multi-dimensional role typologies might be superior.

Benefits of Role Typologies

Even when accepting their deficits, role typologies have shifted the focus of
international management research to the level of the subsidiary as research
unit to understand better the different strategic roles that a subsidiary can
take. The typologies emphasise that MNCs consist of a large number of
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organisational units in different countries in the form of a differentiated
network which can take on particular roles within the MNC. Thus, role ty-
pologies contribute to a change of perspective in international management.

While the traditional perspective clearly saw the home country organisation
as “centre” and the subsidiary as “periphery”, new concepts of the MNC -
and the related role typologies — emphasise that subsidiaries can take on
highly relevant strategic tasks within the company network and develop into
strategic decision centres in the MNC. While it remains open whether these
roles are still assigned by the HQ in a hierarchical manner or subsidiary initia-
tive is the origin of the subsidiary role (Birkinshaw 1997), most typologies
focus on the dimensions and characteristics along which subsidiaries can be
distinguished. One benefit of the typologies surely is to illustrate the vast
dimensions of distinction.

Conclusion and Outlook

Role typologies are one way of analysing the heterogeneity of MNC net-
works. In doing so, all role typologies are based on similar assumptions
(Schmid 2004, p. 244):

B Different subsidiaries can take on different roles.

M There is a limited number of roles for subsidiaries which can be used to
describe the actual or intended behaviour of the subsidiary.

B The roles can be distinguished by a rather limited number of role dimen-
sions.

While these assumptions obviously pose the risk of adopting a simplified
perspective of a very complex problem, the exercise has contributed to a
better understanding of the “differentiated network” view of the MNC.

Based on the role of the subsidiary, it becomes easier to decide other central
questions of international management, e.g. the coordination of subsidiaries,
or, more generally, the appropriate headquarters-subsidiary relations, since a
uniform treatment of heterogeneous subsidiaries has been demonstrated to
be inadequate.

Considering the criticism that role typologies over-simplify, one might recall
the Indian tale of the six blind scholars and the elephant. In this story, six
blind scholars attempt to understand and to describe what an elephant is.
The first blind man comes from the side and feels that it is sturdy, large and
straight. He declares the animal a “wall”. The second feels the trunk in his
hand, that is round and bending and states that the elephant is like a snake.
The third feels the leg and thinks the elephant is similar to a tall tree. The
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other three declare the elephant as a rope (based on the tail), a sharp spear
(based on the ivory tusk) and a fan (based on the ear). Mintzberg, Ahlstrand
and Lampel (2005) have taken this parable about the many-sidedness of things
to explain the many facets of corporate strategy. It illustrates that basically, all of
them are right, and at the same time all of them are wrong, because they
only see part of the truth. The same holds true for the investigation and
analysis of a complex organisation like a MNC. It seems to make sense to
analyse a subsidiary from very different angles and through different lenses,
without forgetting that this is not the whole picture. Role typologies should
thus be considered as lenses through which subsidiary strategies within a
MNC can be viewed. Eventually, these lenses have to be combined into a
more comprehensive analysis, but role typologies can be a good starting
point for analyses in international management.
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kaisuja, pp. 237-255.

Case Study: ABB!

Profile, History, and Status Quo

Headquartered in Zurich, Switzerland, ABB is a global leader in power and
automation technologies, offering a vast product portfolio ranging from light
switches to robots, and from huge electrical transformers to control systems
that manage entire power networks and factories. The company was formed
in 1988 through a merger between Asea AB and BBC Brown Boveri AG.

Asea AB was founded in 1883 by Ludvig Fredholm as a manufacturer of
electrical lights and generators, and was a major participant in the introduc-
tion of electricity into Swedish homes and businesses as well as in the devel-
opment of Sweden’s railway network. In the 1940s and 1950s, Asea AB diver-

1 Sources used for this case study include different country web sites of ABG,
www.worldbank.com, www.cia.org, www.ec.europa.eu/eurostat, www.onvista.de,
various annual and company reports as well as explicitly cited sources.
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sified into the power, mining and steel industries. Initially founded as Brown
Boveri & Cie. and later renamed BBC, Brown Boveri AG was formed in Swit-
zerland in 1891 and specialised in power generation and turbines. In the first
half of the twentieth century, the company expanded its operations through-
out Europe and broadened its business operations, offering a wide range of
electrical engineering activities. In January 1988, Asea AB and BBC Brown
Boveri AG decided to combine almost all of their businesses in the newly
formed ABB Asea Brown Boveri Ltd, of which they each owned 50 per cent. At
the time of the merger, Asea AB generated revenues of 46 billion SKR (equals
5.7 billion USD) and employed 71,000 employees while BBC Brown Boveri
AGgenerated revenues of 58 billion SKR (equals 7.3 billion USD) and em-
ployed 97,000 employees. ABB can therefore be seen as a “merger of equals”.
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After the merger, the newly-formed ABB pursed an aggressive growth strat- | Post-Merger
egy, acquiring about 40 companies in its first year and almost simultane- | History

ously commenced an extensive expansion programme in Central and East-
ern Europe following the removal of the Iron Curtain in 1989. The growth
strategy was replaced by a phase of restructuring and downsizing, starting
by the end of the 1990s and lasting into the first years of the new millen-
nium. The downsizing involved, for instance, the divestment of the nuclear
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power generation and rail businesses in order to focus on market strengths
in alternative energies. The emphasis on alternative energies is also under-
pinned in the company’s vision statement: “As one of the world’s leading
engineering companies, we help our customers to use electrical power effi-
ciently, to increase industrial productivity and to lower environmental im-
pact in a sustainable way. Power and productivity for a better world.” How-
ever, as displayed in Figure 3.5, the reorganisation endeavours left their
mark in the revenue and employee figures of the group. After successfully
refocusing its operations, the company returned to a healthy growth track in
2003, generating revenues of 31.8 billion USD and employing 116,000 people
in 2009. The majority of revenues were generated in Europe (41 %) followed
by Asia (27 %), the Americas (19 %) and the Middle East/Africa (13 %).

Company Structure

ABB Ltd., Switzerland, is the ultimate parent company of the ABB Group,
which principally comprises 323 consolidated operating and holding sub-
sidiaries worldwide.

Figure 3.6

Divisional Structure of ABB

ABB
Automation Process .
Power Products Power Systems Products Automation Robotics

Source: ABB 2010, p. 59.

The operative business of ABB is managed through a divisional structure.
ABB comprises five divisions: Power Products, Power Systems, Automation
Products, Process Automation, and Robotics (see Figure 3.6).

B Power Products are key components to transmit and distribute electricity,
such as switchgear. The division’s primary customers are utilities, dis-
tributors, wholesalers, installers and original equipment manufacturers
(OEMs) in the utilities, transportation and power-generation industries.
In 2009, the division had about 33,300 employees, generated revenues of
11.2 billion USD and its EBIT was 1,969 million USD. Power Products is
the company’s most profitable division with an EBIT margin of 17.5 %.
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B Power Systems deliverables include, for example, network management,
utility communication, transmission and distribution substations, and
flexible alternating current transmission systems. The division sells pri-
marily to utilities and power generation industries. In 2009, the division
had about 16,000 employees, generated revenues of 6.5 billion USD and
contributed an EBIT of 388 million USD to the overall financial result.

B Automation Products comprises a wide range of products and services
including, for instance, low-voltage switchgear, breakers, and switches.
As a whole, the division manufactures approximately 170,000 different
products and has more than 100 manufacturing sites in 50 countries. The
majority of these products are used for industrial applications, but also in
buildings and in markets such as utilities and rail transportation. In 2009,
the division had about 35,000 employees, generated revenues of 8.9 bil-
lion USD and gained an EBIT of 1,330 million USD.

B The Process Automation division delivers industry-specific solutions for
plant automation and electrification, energy management, process and
asset optimisation, analytical measurement and telecommunications. The
industries served include oil and gas, power, chemicals and pharmaceu-
ticals. In 2009, the division had about 25,500 employees, and generated
revenues of 7.3 billion USD and an EBIT of 685 million USD.

B The Robotics division offers robots, services and modular manufacturing
solutions for use in assembly, finishing and machine tending. ABB has
installed more than 160,000 robots worldwide. Key markets include the
automotive and manufacturing industries, in addition to applications in
foundry, packaging and material handling. In 2009, the division had
about 4,200 employees, and generated revenues of 970 million USD and
an EBIT of -296 million USD.

Strategic Importance and Competence as Dimensions
of Subsidiary Roles

The role typology by Bartlett/Ghoshal (1986) is arguably the best-known and
most cited role typology in the field of International Management (Kutsch-
ker/Schmid 2008, p. 342). As a consequence, this case study aims to illustrate
the role of four ABB subsidiaries of ABB! by using this framework (see
Figure 3.7).

1 All subsidiaries presented in this case study are wholly-owned subsidiaries of ABB.
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Figure 3.7 | Selected ABB Subsidiaries According to the Role Typology by Bartlett/Ghoshal
Contributor Strategic Leader
5§ hioh|  ABBSchweizAG ABB AG
] ‘g Baden (Switzerland) Mannheim (Germany)
g
° 2
g— (o]
88 Implementer Black Hole
S low ABB AG ABB SA.
Vienna (Austria) Madrid (Spain)
low high
Strategic Importance of Local Environment
Strategic Leader | Germany is the world’s fourth largest economy with a GDP of 3,650 billion

USD in 2008. Hence, just considering the pure size of the market, Germany is
doubtless a market of major strategic importance. Moreover, Germany is
also well-known as a sophisticated and technologically advanced engineer-
ing market. The CIA world fact book, for instance, describes the German
economy as “affluent and technologically powerful”. With revenues of 3,185
million EUR and 10,600 employees in 2009, the German market is of major
importance for ABB in terms of revenues, as well as in terms of manpower.

ABB AG (Germany) is arguably the most important subsidiary and simulta-
neously represents the German headquarters of ABB. ABB AG (Germany) is
located in Mannheim and with a share capital of 167.5 million EUR it is one
of the biggest subsidiaries worldwide. Apart from the country and func-
tional management, Mannheim is also the location of various engineering
and service units, further underpinning the competence of the subsidiary.
Those units are closely connected to the corporate research centre in Laden-
burg, Germany, and not only from a geographical perspective. As part of the
ABB global automation laboratory, the corporate research centre in Laden-
burg is one of seven corporate research centres worldwide. The facility sup-
ports ABB operations in product and system development as well as in ser-
vices and consultation with basic research, new technologies and innovative
solutions.

Combining the obvious strategic importance of the German market with the
level of responsibility and internal competence of ABB AG (Germany), this
subsidiary can be considered a sound and credible example of a “strategic
leader”.
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Besides the corporate headquarters, several ABB subsidiaries, for instance
ABB Schweiz AG in Baden, are located in Switzerland. Although being
among the richest countries in the world, when using GDP per head as a
ranking tool, the total GDP of Switzerland was just 492 billion USD in 2008.
Considering the limited size of the market, Switzerland is, as a market, of
minor strategic importance for ABB. More than 95 % of the company’s total
revenues are generated outside Switzerland. The strategic importance of
ABB Schweiz AG, which has a share capital of 41 million EUR, for the ABB
Group does therefore not stem from the importance of the market, but clearly
from its competence, more precisely, its R&D activities.

Like Ladenburg in Germany, Baden is home to one of the seven ABB corpo-
rate research centres. Founded in 1966, the Swiss corporate research centre
focuses on power electronics, sensors and instrumentation, electrical insula-
tion, simulation and software solutions for power utilities and industrial
automation. From the roughly 6,300 employees of ABB in Switzerland, about
170 work at the corporate research centre. The corporate research centre
unites employees from around 25 countries, of which almost 70 % are hold-
ing a doctoral degree. Furthermore the centre maintains strong ties with
leading universities like the Massachusetts Institute of Technology (MIT),
University of Cambridge and the Swiss Federal Institute of Technology
(ETH). Major scientific achievements of the Swiss corporate research centre
include the invention of self-blast circuit breaker technology, the first fibre
laser pressure sensor, the first high-temperature superconducting fault lim-
iter, and the world’s leading generator breaker.

The importance of R&D to prevail in business is outlined by the company:
“R&D is crucial for a high-tech company such as ABB, and our steady in-
vestment paid off in 2009 with the introduction of several new technologies”
(ABB 2010, p. 3). Taking into account the competences and capabilities of
ABB Schweiz AG, as displayed in the scientific achievements, one could cate-
gorise it as a “contributor” subsidiary.

The situation of Austria is comparable to the situation in Switzerland. It is a
high income country in terms of GDP per head, but has a rather small do-
mestic market with a GDP of about 414 billion USD. Thus, solely judging by
market size, the Austrian market is characterised by a low strategic impor-
tance. In contrast to Switzerland, this small market is not the home country
of the MNC. ABB only generated revenues of about 111 million EUR in 2009,
compared to 127 million EUR in 2007 and 150 million EUR in 2006 (Indus-
triemagazin 2008, p. 35). ABB has about 400 employees in Austria. The sub-
sidiary in charge of the Austrian operations is ABB AG (Austria). ABB AG
(Austria) is located in Vienna and has a share capital of about 15 million
EUR.
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Sharply declining sales and limited share capital as well as the limited work-
force indicate that ABB AG (Austria) has just enough competence to main-
tain its local operations and cannot substantially contribute to the overall
strategy of the company or boost the competitiveness of the company.
Hence, ABB AG (Austria) is a true “deliverer of the company’s value added”
(Bartlett/Ghoshal 1986, p. 91). Considering the low strategic importance of
the Austrian market as well as the rather low competence of the Austrian
headquarters, ABB AG (Austria) could probably be considered to fulfil the
role of an “implementer” .

Although ABB has been very successful in recent years, some subsidiaries of
the company find themselves in a strategic position that is not acceptable.
One example is ABB S.A. (Spain), the subsidiary in charge of the Spanish
operations. Spain is, according to the World Bank, the ninth largest economy
in the world with a GDP of 1,604 million USD in 2008. Moreover, according
to Eurostat, Spain clearly exceeded other major European economies in
terms of GDP growth rates in recent years. For instance, while Germany had
an average annual growth rate of 0.6 % between 2005 and 2009, the Spanish
GDP annually grew by 1.7 % on average in the same time period. Consider-
ing the present size of the market as well as the growth prospects of the
country, the Spanish market is of major strategic importance for ABB.

In total, ABB has 2,500 employees in Spain and generates revenues of about
811 million EUR in the Spanish market. ABB S.A. (Spain) has a share capital
of about 33 million EUR, less than the Swiss subsidiary ABB Schweiz AG.
Considering that the core market of ABB, in which the company generates
41 % of its total revenues, is Europe, the performance of ABB in Spain as one
of the major and fastest growing European economies cannot be satisfactory.
ABB’s presence in Spain is based on sales offices across the country. Fur-
thermore, ABB operates six production plants in Spain, most of which were
founded prior to 1950. ABB does not run any major research operations in
Spain. Considering the overall disappointing financial performance of ABB
in Spain, as well as the lack of operations with company-wide impact, ABB
S.A. might be seen as a “black hole” among the subsidiaries of ABB.

Internal Sales and Internal Purchases as Dimensions of
Subsidiary Roles

Focussing on transactions between the subsidiaries and the rest of the MNC,
Andersson/Forsgren (1994) distinguish four subsidiary roles. Two roles, the

“forward vertical” role and the “backward vertical” will be considered with
regard to ABB (see Figure 3.8).
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“Forward Vertical” and “Backward Vertical” at ABB

Figure 3.8
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Like in most MNCs, the “backward vertical” is the most frequent subsidiary
role at ABB as most of the 263 subsidiaries fulfil that role. One example is
ABB Australia Pty Ltd, located in Sydney. The subsidiary has a share capital
of roughly 84 million EUR and is the headquarters of ABB’s operations in
Australia. In order to obtain and sell the company’s products effectively to
external customers, and as a major part of its eBusiness strategy in Australia,
the company runs a 2,200 m’ logistics centre at Notting Hill (Victoria). The
highly computerised facility handles dispatch operations for motors, drives,
low voltage switchgear, and robotic systems businesses. By operating a cen-
tralised logistic centre, the company “reduced the time it takes for Australian
customers to receive equipment imported from Europe or elsewhere”
(www.abbaustralia.au). Hence, ABB Australia Pty Ltd is characterised by a
very high percentage of internal purchases and mainly external sales (i.e.,
low internal sales) and can therefore be seen as a “backward vertical”.

In sharp contrast to the “backward vertical”, the “forward vertical” is not estab-
lished to sell to external customers but to deliver products to the rest of the
MNC. An example of a forward vertical is ABB s.r.0. headquartered in Prague,
Czech Republic. ABB s.r.0. employs about 2,700 people and rests upon the
“long-standing experience of traditional Czech producers” (www.abb.cz).
Major manufacturing facilities are located in Prague, Brno, Trutnov, Jablonec
n. Nisou, and Ostrava. The Czech subsidiary performs manufacturing tasks
for all divisions of ABB, but focuses on the robotics division, as the European
arc welding centre (EAWC) and the robotics refurbishment centre are lo-
cated in Ostrava. Performing basic manufacturing tasks, such as welding for
the robotics division, ABB s.r.0. is characterised by “high” internal sales, as
well as “low” internal purchases (apart from company-wide know-how).
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Summary and Outlook

By applying role typologies, one has to bear in mind that these tools are of a
simplifying nature. It is, for instance, almost impossible to capture the com-
plexity of a MNC like ABB by solely applying the four options of Bar-
lett/Ghoshal. Classifying a subsidiary as a “black hole” or “implementer” is
therefore always a rather subjective decision. Hence, this case study may
only serve as a starting point for further investigations and discussions.

Questions

1.

=

70

The case study introduced four subsidiaries of ABB: ABB AG (Germany),
ABB Schweiz AG (Switzerland), ABB AG (Austria), ABB S.A. (Spain) and
assigned different roles to the subsidiaries, applying the role typology of
Bartlett/Ghoshal 1986. Please further analyse the mentioned subsidiaries
by using the terminology of Gupta/Govindarajan 1991.

Another wholly-owned subsidiary of ABB is ABB Inc. This subsidiary is
located in Norwalk, Connecticut, in the USA. Apply the terminology of
White/Poynter 1984 to determine the role of ABB Inc.

Put yourself in the position of a host country. What subsidiary roles are
especially attractive for the host country? What roles are unattractive and
why? (Please consider the role typologies of White/Poynter 1984, Bar-
lett/Ghoshal 1986 and Gupta/Govindarajan 1991).

Hints

Examine the respective country websites: www.abb.de (Germany), www.
abb.ch (Switzerland), www.abb.at (Austria), and www. abb.es (Spain).

Information about the US subsidiary can be found at www.abb.us and
the annual reports of the company.

. Think not only in terms of number of employees, but also about potential

benefits that stem from sophisticated, value-adding activities.



| Chapter 4

Motives for Internationalisation

The aim of this Chapter is to clarify that internationalisation is not in all cases simply
driven by the desire to enhance sales but that the motives for internationalisation can
be manifold, with major consequences for market entry strategies, the coordination of
international subsidiaries, country selection, organisation, etc.

Heterogeneous Strategic Objectives for
Internationalisation

Internationalisation into specific foreign countries, whether it is via export-
ing or importing, via international contracts or foreign direct investment, is
always driven by certain motives of the MNC. In this regard, it can be as-
sumed that the strategic conduct of a company in a particular country is
always shaped by its strategic objectives with regard to this country, as an
important part of the intended strategy.

However, the literature on internationalisation often does not differentiate
between the respective objectives but rather it is assumed, often only implic-
itly, that sales-oriented objectives are the most relevant. The term market
entry strategy which is often used for the foreign operation mode clearly
indicates this assumption. Traditional concepts and studies on internation-
alisation (e.g. the theory of monopolistic advantage by Hymer (1960)) often
assumed that the international activities of companies only give them the
benefit of a broader exploitation of company-specific advantages. Very dif-
ferent objectives of internationalisation can be given, however. As has al-
ready been stated in the international product lifecycle theory by Vernon
(1966), the production cost advantages of a foreign market might be an impor-
tant reason for relocating production to foreign countries even if the primary
sales focus is still on the home country.

In the perspective of the MNC as a “differentiated network”, as discussed in
Chapter 1, different subsidiaries are assigned different tasks and roles, and
heterogeneous location advantages of the different foreign subsidiaries are
exploited. This perspective clearly illustrates the multi-facetedness of the mo-
tives for being active in foreign countries.

D. Morschett et al., Strategic International Management, 7
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Motives for Internationalisation

The five motives shown in Figure 4.1 can be distinguished as the most rele-
vant objectives of internationalisation (e.g. Dunning 1988; Shan 1991, p. 562;
Morschett 2007, pp. 310-320; Dunning/Lundan 2008, pp. 67-77).

Figure 4.1

Alternative Motives for Internationalisation
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Market Seeking

The primary motive for starting activities in a foreign country is frequently the
access to new markets and the sales potential offered by foreign markets. In
particular when the home market is saturated, as is more and more often the
case for the industrialised countries of Western Europe, the USA or Japan,
company growth can be maintained by international sales.

If market seeking is the motive for internationalising, foreign countries are
chosen by the sales potential they offer for the company. Country characte-
ristics that are used as selection criteria in this case include, for example:

B market size

B market growth

B presence of attractive customer segments and

B demand for the products or services of the company.

International market-seeking objectives are not necessarily associated with
foreign production but may also be reached by home-country production
that is being exported to the foreign market. While exporting can be used to
exploit excess production capacity in the home country, and it is usually less
risky and can be carried out with lower initial investment, FDI in the target
market can help to circumvent trade barriers, reduce logistics costs and
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develop a better understanding of the market. These aspects are discussed in
more detail in Chapter 16 (“International Production & Sourcing”).

Given that access to a foreign market is not always easy and the market
knowledge of a foreign company is usually lower than that of a local com-
pany, first market entries are often realised via cooperative arrangements with
local companies (Erramilli/Rao 1990, p. 146). Those local companies provide
the company with the necessary knowledge about the market, with access to
distribution channels and with other local relations.

However, considering the high relevance of customer relations, it can be
observed on a national and on an international level in recent years that
companies tend to exert a tighter control over their foreign sales activities and
are willing to use a higher level of ownership of these activities to provide
the necessary coordination (Zentes/Neidhart 2006). Internalisation of the
foreign marketing activities, i.e., vertical integration, and a full-ownership
strategy instead of cooperative arrangements, are often the consequence. The
reason can be seen in the fact that a foreign subsidiary acts as a “gate keeper”
to the local market which gives it a specific power versus the company in the
home country, in particular when it is controlling distribution channels,
marketing activities, etc. Relationship marketing is becoming more important
in many industries — i.e., the establishment, maintenance and enhancement
of long-term relationships with customers (Zentes/Morschett/Schramm-
Klein 2007, pp. 231-252) — and the customer relationship is becoming a criti-
cal asset for a company. Hence a very close and unrestricted information
flow between the foreign market and the headquarters in the home country
and very quick and flexible reactions become necessary.

This dynamic development, which is shaped by a low level of market
knowledge in early phases of market entry (and, thus, often cooperative
entry modes to facilitate the market entry), and by increasing market knowl-
edge over time and the wish to exert a stronger control over the activities
(and in consequence a preference for full ownership of the subsidiary), is
theoretically explained by the “internationalisation stages models”, which are
discussed in more detail in Chapter 12.

Follow-the-Customer

With the market-seeking motive, sales in the foreign market are in focus.
Usually, customers in the foreign country are consumers or companies resi-
dent in the host country. In business-to-business markets, however, custom-
ers in the foreign country might also be companies from the home country
who have internationalised to this country. For instance, a Swiss company
might sell in China to the Chinese subsidiary of another Swiss MNC.
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For service companies in particular it is very common to enter a foreign
market as a consequence of the internationalisation of one of their main
customers (so-called “piggybacking”). This “follow-the-customer” motive is
often seen as the most relevant reason for service companies to international-
ise. Following a customer overseas might be necessary to protect existing sales
levels (if the customer relocates parts of its home country production
abroad) or it can be an opportunity to enhance sales if the customer in-
creases its production with the new foreign facility. Existing business rela-
tionships, e.g. for professional services like business consulting, advertising
agencies and auditing companies, are ensured and deepened by accompany-
ing important clients into the foreign market (Erramilli/Rao 1990, p. 141;
Cardone-Riportella et al. 2003, p. 384).

While this motive may be seen as a subdimension of market-seeking, it makes a
major difference whether the customer base of the company in the host
country consists mainly of local customers or mainly of customers from the
company’s home country. In the follow-the-customer situation, the company
has a strong advantage because the uncertainty of entering the foreign mar-
ket is much lower. An important customer is already secured prior to the
market entry and the demand behaviour of this customer is already known
to the MNC from the home country. The “liability of foreignness”, i.e., the
often-stated competitive disadvantages compared with local companies due
to less market knowledge, is reversed in this situation since the MNC al-
ready has accumulated knowledge and information about this customer
(Erramilli/Rao 1990, p. 143).

However, following-the-customer also leads to major interdependencies of the
international activities. Since a dominant reason for following the client is
also to deepen the business relationship with this customer in the home
country (Cardone-Riportella et al. 2003, p. 385), it is important that the mar-
keting offer and the quality level of the company in the host country mirrors
the offer in the home country. The strong interdependence makes centralised
coordination necessary, since decisions by the MNC’s headquarters must
also be implemented in the foreign market. On the other hand, centralised
coordination also becomes easier, since the headquarters might even have
better information available on this customer and on its company’s objectives
than the specific foreign sales unit (MdfSlang 1995, p. 220).

While the literature assigns this objective mainly to service companies, it
seems obvious that the motive can be very relevant for manufacturing compa-
nies as well. Industrial supplier relations are sometimes very similar and
closely linked to specific customers (Ferdows 1989, p. 7; Zentes/Swoboda/
Morschett 2004, p. 394). If, for instance, a large German car manufacturer
establishes production facilities in Eastern Europe, this forces suppliers to
consider internationalisation to these countries as well. The same phenome-
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non was observed when Japanese car manufacturers established their first
production facilities in the USA in the 1980s and 1990s. Consequently, more
than 500 automotive suppliers from Japan established production facilities in
the USA in their wake (Dunning/Lundan 2008, p. 70).

Bridgehead

In connection with the market-seeking objective in particular, the activities
in a specific country can also be motivated by the opportunity to establish a
bridgehead for entering adjacent foreign countries immediately or at a later
stage.

In this case, besides the activities in the host country, the company intends to
identify market opportunities in other countries that are easier to enter from
this bridgehead. For example, Hong Kong used to be a bridgehead for many
companies to enter the attractive Chinese market, and Austria is often used
by Western companies as an entry point into Eastern Europe. For example,
McDonald’s, Aldi and Rewe used their activities in Austria to enter Eastern
European markets. Often, after the establishment of activities in the
neighbouring countries, the bridgehead serves as a regional headquarters.

Resource Seeking

Foreign activities can also be taken up with the objective of giving the MNC
access to relevant resources and securing this access to resources, such as
natural resources, but also to specific components from foreign suppliers, to
certain topographical sites (like agricultural land, harbours, etc.) (see Rug-
man/Verbeke 2001, p. 158). Companies in the primary sector and companies
that are strongly dependent on natural resources, like oil companies, tyre
producers and chemical companies, were very early internationalisers, with
the aim of securing the necessary inputs for their companies (Bart-
lett/Ghoshal 2000, p. 5).

Country characteristics that are used as selection criteria in this case include
primarily

B availability of important resources,
B cost of resources in the country,

B allocation of resources in the country, e.g. the extent to which the re-
sources are controlled by a few organisations or by many.

The resource-seeking motive is closely linked to cooperative operation modes
(Morschett/Schramm-Klein/Swoboda 2008). The main reason can be seen in
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the first-mover advantage of local companies with regard to local resource access
(Hennart/Larimo 1998, p. 524). Local companies have often secured access to
important natural resources very early, often decades ago, and major natural
resources are often at least partially controlled by the host government (e.g.
in Russia). So while acquisition might be an option theoretically, often legal
restrictions hinder this operation mode. A foreign company that wants to get
resources thus often needs to partner with local companies to be able to gain
access to their networks, their government relations, their know-how, etc.

It is also plausible that foreign subsidiaries which are mainly established to
gain access to resources in a foreign country intend to embed themselves
tightly in the local environment, to tighten the relationships that they have
established with the help of a cooperation partner and to enhance the secu-
rity of supply of the critical resources. The company often has to adapt to
processes and routines in the host country.

Resource-seeking is simultaneously linked to strong interdependence with
the rest of the MNC, since the goods and resources that are acquired in the
foreign market are either directly delivered to other organisational units of
the MNC, e.g. a factory in the home country, or are further processed in the
host country by the foreign subsidiary, to be subsequently delivered to for-
eign countries, at least partly. Resource-seeking thus usually leads to one-
directional, sequential flows of material from the foreign subsidiary to the rest of
the MNC.

Efficiency Seeking

Another major motive for internationalisation can be efficiency seeking, i.e.,
the quest for the improvement of the overall cost efficiency of the MNC. If this is
a motive, then the foreign subsidiary is often part of an internationally confi-
gured network of production activities. The intention is to exploit specific
location advantages for specific activities and design a production network
that rationalises the production processes (Rugman/Verbeke 2001, p. 159).
The foreign subsidiary is then often responsible for manufacturing compo-
nents or final goods that are delivered to the parent company or peer sub-
sidiaries in cross-border production processes (Martinez/Ricks 1989, p. 469).
In services, the outsourcing and offshoring of call-centre activities to Ireland, or
of IT services to India, are typical examples of efficiency seeking (see Chap-
ter 13 for a discussion of these phenomena).

Efficiency-seeking activities can either try to exploit differences in factor costs
(i.e., between rather heterogeneous countries) or be designed to enhance
economies of scale by bundling production (i.e., between broadly similar econo-
mies) (Dunning/Lundan 2008, p. 72).
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Labour Cost in Manufacturing in Selected Countries (in EUR per hour 2008) Figure 4.2
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Characteristics that are used to select a foreign country as a location in the
case of efficiency seeking include, for example:
B production costs in the country, which differ tremendously (see Figure
4.2)
@ distance to relevant markets (as an influence on logistics costs)
B possibilities to integrate the production process in the company’s overall
cross-border production processes
B the availability of good and efficient suppliers.
The possibility of integrating the production processes across borders is
obviously improved by reduced tariff and non-tariff barriers between coun-
tries and this is why efficiency-seeking internationalisation often occurs in
regionally integrated markets (Dunning/Lundan 2008, p. 72), such as the EU
or NAFTA (see Chapter 5).
If the subsidiary is producing components in a vertical supply relationship | Minature
with other organisations within the MNC, then tight coordination is necessary | Replicas and
to integrate the production processes in the MNC (e.g. Gupta/Govindarajan | Product
1991). Thus, foreign subsidiaries that are mainly established as production | Mandates

sites for the MNC often have a rather low level of autonomy and a degree of
central coordination (Young/Tavares 2004). Since their structures and proc-
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esses are often similar to the parent company, they are sometimes called
“miniature replicas” (White/Poynter 1984, p. 60; see Chapter 3). On the other
hand, efficiency advantages in the host country can also be exploited by
having the subsidiary carrying out full value chains and assigning it a
“product mandate” which gives it full (regional or worldwide) responsibility
for one or several products. In this case they might be able to establish spe-
cialised resources and a high level of competence which promotes their
autonomy. In any case, a certain level of coordination of this subsidiary re-
mains necessary due to the high interdependence with the rest of the MNC
(Young/Tavares 2004, p. 221).

If the internationalisation is mainly due to efficiency motives, cooperative
arrangements are sometimes chosen as the operation mode (Morschett 2007,
p. 515). Manufacturing in the host country — at least compared with pure
sales activities — is linked to very high capital cost and consequently a risky
engagement. Sharing large investments and high risks with a local partner is a
frequent motive for cooperative strategies. Local partners can also contribute
to economies of scale in production (Heshmati 2003; Kutschker/Schmid 2008,
p- 890).

Alternatively, seeking cost efficiency might also lead to outsourcing. In par-
ticular, cost reasons are often seen to influence the “make-or-buy-decision”.
Arguments for outsourcing include flexibility, reduced investment of own
resources, specialised know-how, economies of scale and economies of scope
(Aharoni 2000, p. 17). This is discussed in more detail in Chapter 13. As an
example, outsourcing production to a contract manufacturer might give a
company access to a very cost-efficient international production network
with high flexibility (Morschett 2005), and thus, give it the opportunity to
fulfil the efficiency-seeking motive by using the configuration of the contract
manufacturer without own international FDI.

Strategic Asset Seeking

Besides the motive of accessing natural resources, components or other simi-
lar inputs, a motive of the company might be access to local knowledge, capa-
bilities, technological resources, and innovations. The “strategic asset seek-
ing” motive is based on the idea that an international presence of the MNC
gives it a major information advantage over other companies that is
grounded in the “scanning and learning potential” of the company network
(Bartlett/Ghoshal 2000, p.8). Research institutions, but also suppliers, cus-
tomers or competitors, can be important sources of technological knowledge
(Ferdows 1989, p. 6). For example, it is often argued that access to specific
knowledge and capabilities in the host country is an important reason for
direct investment in the USA (see Randey/Li 1998, p.91). Related to the
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motive of strategic asset seeking is the idea that the superiority of differenti-
ated MNC networks is often attributed to the enhanced innovation capability of
such networks (Ghoshal/Bartlett 1988; Bartlett/Ghoshal 1989).

If strategic asset seeking is a major motive for internationalisation, the coun-
try characteristics that are used as selection criteria include, for example:

B innovativeness

B sophistication of demand

B availability of related and supporting industries

B presence of innovation clusters in the relevant industry.

While obviously a company has to consider the innovation capacity of a
potential host country in its specific industry, some general evaluations can
be drawn from secondary sources like the World Competitiveness Report
(see Table 4.1).

Part | I

Orientation on
Know-how

Innovativeness of Countries from the World Competitiveness Report 2009-2010

Table 4.1

Country Rank | Innovativeness Score Country Rank | Innovativeness Score
United States 1 5.77 Korea, Rep. 11 4.84
Switzerland 2 5.56 Canada 12 4.80
Finland 3 5.53 Netherland 13 4.79
Japan 4 5.51 Belgium 14 4.62
Sweden 5 5.39 United Kingdom 15 4.60
Taiwan 6 5.28 Iceland 16 4.55
Germany 7 511 Norway 17 4,53
Singapore 8 5.09 France 18 4.50
Israel 9 5.06 Austria 19 4.46
Denmark 10 5.04 Australia 20 4.43

Source: Schwab/Sala-i-Martin/Greenhill 2009, p. 20.

Innovativeness (and, related to that, an adequate location for MNCs seeking
strategic assets) requires an environment that is conducive to innovative
activity, supported by both the public and the private sectors. In particular,
this means sufficient investment in research and development, especially by
private, high-quality scientific research institutions, collaboration in research
between universities and industry, and protection of intellectual property
(Sala-i-Martin et al. 2009, p. 7).
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The leading countries for innovativeness are the USA and Switzerland. The
Competitiveness Report comments, along with other dimensions of competi-
tiveness: “Switzerland overtakes the United States this year as the world’s
most competitive economy [...] Switzerland’s economy continues to be char-
acterized by an excellent capacity for innovation and a very sophisticated
business culture [...] The country is characterized by high spending on R&D.
Switzerland’s scientific research institutions are among the world’s best, and
the strong collaboration between the academic and business sectors ensures
that much of this research is translated into marketable products and proc-
esses, reinforced by strong intellectual property protection. This strong in-
novative capacity is captured by the high rate of patenting” (Sala-i-Martin et
al. 2009, p. 21). Innovativeness is often linked to the presence of regional
innovation clusters, which are discussed in more detail in Chapter 6.

If the foreign activity is mainly targeted towards gaining know-how and
access to strategic assets, this has clear implications for the headquarters-
subsidiary relationship. For example, a very high level of centralisation has
been shown to reduce motivation and creativity and thus to exert a negative
influence on the innovation capability of a foreign subsidiary (Gates/Egel-
hoff 1986; Egelhoff 1988). However, there has to be a close link between the
foreign subsidiary and the rest of the MNC, because internal communication
flows (horizontal with other subsidiaries and vertical with the headquarters)
are major determinants of the innovation capacity of an organisation
(Nohria/Ghoshal 1997, p. 39). In particular, it is important that the foreign
subsidiary in this case has not only the necessary capability to generate new
knowledge, but also the necessary motivation to share this knowledge with
the rest of the MNC (Nohria/Ghoshal 1997). Normative integration via a
strong organisational culture has been shown to be an efficient coordination
instrument which motivates and facilitates two-directional knowledge flows
(see Chapter 10).

If the access to local knowledge is a primary motive for foreign activities,
cooperative arrangements are often beneficial. To acquire knowledge, a
strong embeddedness in the local environment is necessary, local relationships
are required and a close and trustful contact with local institutions (Fisch
2001, p. 135; Morschett 2007, p. 318). Local cooperation partners, as in a joint
venture, can support access to the necessary knowledge sources. An alterna-
tive operation mode to gain rapid access to local knowledge in foreign mar-
kets is the acquisition of a foreign competitor, including the knowledge base
that is accumulated in its patents and, in particular, in its employees. In both
cases, market imperfections in the market for knowledge can be seen as rea-
sons for the (partial) internalisation (Williamson 1985).
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Since the innovation potential is closely related to the R&D activities of the
company, this aspect is discussed in more detail in Chapter 17 (“Interna-
tional Research & Development”).

Follow-the-Leader

As early as 1973, Knickerbocker argued that companies tend to behave simi-
larly in an oligopolistic industry situation with the objective of maintaining
stability and avoiding major changes in the competitive structure. Thus,
internationalisation might occur as an oligopolistic reaction to a competitor’s
move to a foreign country (Cardone-Riportella et al. 2003, p. 390). This can
influence the internationalisation decision in general as well as the selection
of specific foreign countries.

This strategy-based consideration becomes more relevant with increasing
levels of internationalisation of the relevant competitors and with increasing
competition concentration. In this situation, international activities in par-
ticular countries can also represent an exchange of threats between competi-
tors (Graham 1978; Malhotra/Agarwal/Ulgado 2004, p. 4). If the same com-
panies compete in several countries, a MNC can use its portfolio of foreign
activities in a strategically coordinated manner. For example, it can use its
strength in the USA to attack a competitor there who attacked it in a Euro-
pean market. This strategic flexibility is particularly relevant in highly glob-
alised industries. It can be linked to any of the four motives mentioned
above. For instance, it might be necessary to have access to a specific re-
source, access to a specific market, or a specific access to strategic assets and
know-how to react to a competitor’s action.

Bundles of Motives

While often one of the five motives above is the dominant reason for activi-
ties in a particular country, they seldom exist in isolation. Generally, compa-
nies pursue a bundle of objectives simultaneously (Shan 1991, p. 562). As
with any bundle of objectives, it has to be investigated whether they are
concurrent or complementary. Sometimes, a MNC might have to accept a
trade-off between different location characteristics that are favourable for
one motive but less favourable concerning another motive.

In any case, combinations of the five aspects mentioned are very common.
For example, a company might be primarily market seeking, but to address
the demand in a specific country it must relocate parts of its production
process into this country to enhance the production efficiency with regard to
this sales market. Another company might need a local presence in a country
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to gain access to relevant strategic assets which are necessary to develop an
innovative product for this country market. Thus, the country characteristics
that lead to a selection of a specific foreign country for company activities
should be considered in combination.

Conclusion and Outlook

The motives of a company in entering a foreign country are not necessarily
focused solely on expanding its markets. Moreover, the motivation is often
not one-dimensional but multifaceted. Since the motives of the company for
undertaking activities in a specific country are a major part of its strategy,
however, other major parts of the strategy, the organisational behaviour, the
company structure, etc., have to be aligned to these motives. This shows the
necessity to differentiate, for example, the headquarters-subsidiary relation-
ship according to the dominant motive for internationalisation.

In the last few decades, dynamic shifts have occurred in the principal mo-
tives for entering foreign countries. For example, China was long seen
mainly as a country for cheap production, while now it is increasingly en-
tered by companies as an attractive market. Eastern Europe opened and
simultaneously became attractive as a market and for efficiency seeking.
With the perceived increasing scarcity of some natural resources, like oil and
gas, some countries (e.g. Russia) have become crucial for the long-term ac-
cess to this necessary supply. Linked to the development of prices for natural
resources, the same countries are also becoming more attractive as markets.
Strategic assets can no longer be found exclusively in the USA or in Europe.
For example, Korea has become one of the innovation centres of the world in
consumer electronics, like TVs. Conversely, MNCs from emerging countries
like China are more and more often seen to internationalise to industrialised
countries to gain access to know-how. Moreover, with internationalisation in
many foreign countries, the follow-the-customer trend has accelerated over
the last decades (Dunning/Lundan 2008, p. 70).

Further Reading

DUNNING, J; LUNDAN, S. (2008): Multinational Enterprises and the
Global Economy, 2™ ed., Cheltenham, UK, Edward Elgar Publishing,
pp. 67-77.
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Case Study: British Petroleum?

Profile, History, and Status Quo

In 1901 the English entrepreneur W. D’Arcy acquired an exclusive right to
search for oil in south-west Persia (modern Iran). After years of unsuccessful
searching, on the morning of 26 May 1908, the chief explorer G. Reynolds
could announce in a telegram sent to D’Arcy, who was about to go bankrupt,
an immense oil discovery. The Anglo-Persian Oil Company started business
within a year and would become British Petroleum (BP) in 1954. After several
years constructing its refinery complex and a cross-country pipeline, the
Anglo-Persian project almost went bankrupt again due to a lack of customers
and established competitors. Fortunately, Winston Churchill, then First Lord
of the Admiralty, understanding the strategic relevance of the project and the
imminent need for oil, convinced the British government to become a major
shareholder in 1914 — the end of the company’s persistent cash crisis.

The brand “BP” was originally created by a German company to market its
products in Britain, but at the time of the First World War, its assets — the
distribution network — were confiscated and sold to the Anglo-Persian Oil
Company. With the rise of the automobile, Anglo-Persian expanded its busi-
ness to the mainland of Europe and the USA in the 1920s and 1930s, thus, the
number of BP-labelled petrol pumps or service stations increased from 69 in
1921 to more than 6,000 in 1925. During the Second World War, the economic
growth on the European continent ended and the military-related BP petrol
was consolidated with other brands to a single petrol for sale in the UK.
Since the capacity of the Abadan refinery in Iran (Persia changed its name in
1935, and the company changed its name accordingly) was limited and
many of the company’s oil tankers were attacked on their way from Iran to
Britain, the Anglo-Iranian tried to find oil on British territory after being re-
quested to do so by the government. The company was finally successful in
an area near Nottingham, England.

In the post-war era, Anglo-Iranian invested mainly in refineries and new
marketing efforts in Europe. It took the company several years to find new
large oil reservoirs — in 1969 on the Prudhoe Bay in Alaska and in 1970 off-
shore in the middle of the North Sea. Those discoveries were crucial to the
survival of BP because almost every oil-rich nation in the Middle East, in-
cluding Iran where the company once concentrated its complete strategy,
was about to nationalise its resources. Hence, BP learnt its strategy lesson for
the future and became in addition fully privatised in 1987.

1 Sources used for this case study include various annual reports, press releases, the
web site http://www.bp.com as well as explicitly cited sources.
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Status Quo of BP

Motives for Internationalisation

Nowadays, incorporated as BP plc, the company has grown into one of the
largest vertically integrated energy groups in the world. It not only delivers
oil, petrol and gas but also provides a large range of diverse products, from
lubricants and chemicals to various types of low-carbon energy. 80,300 em-
ployees worldwide in over 100 countries generated sales of 239 billion USD
in 2009,. The EBIT was about 26 billion USD,. Today, BP is the second largest
British company with exploration, production, refining and sales operations
worldwide (Figure 4.3).

Figure 4.3

BP’s Worldwide Operations
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BP’s Motives for Internationalisation

BP operates in exploration and extraction of crude oil and gas, but also con-
ducts transportation and construction. Furthermore, the company’s activities
involve selling the refined petrol through about 24,100 service stations at
present. In addition, BP invests sustainably within its third segment, espe-
cially in its BP Alternative Energy unit. Thus, on the one hand the company
performs downstream activities like refining crude oil to petroleum-based
products in its 19 refineries. These activities include marketing and distribu-
tion, too. On the other hand, BP pursues upstream operations through explo-
ration of natural resources. Thus, BP’s business encompasses the main activi-
ties of the value chain to achieve a competitive advantage through a focused
superior performance.

BP — being a multinational company — operates as a differentiated network
and has strongly heterogeneous motives and objectives to operate in the
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respective host country. In this case study BP's motives for going abroad are
elaborated according to its major business segments.

Upstream - Exploration and Production

The oil industry is a very good example of how intended sales are not the
only motive for a company to go international with its business. Instead, in
the case of BP, discoveries of natural resources are the primary objective.
Today, the proved oil reserves of 1,333 thousand million barrels (as of 2009)
are spread around the world (with a dominant part in the Middle East) as
Figure 4.4. displays. Actually, finding and sourcing oil in Persia was the
precondition for the start-up in London and the success in the subsequent
years. Hence, the focus to market the products was on Britain, the domestic
market, in the first place. As stated in the introduction, during the Second
World War there was a successful attempt to detect oil on British soil, to
become more independent of Iranian oil. Additionally, in 1970, a BP crew
found the giant Forties field offshore in the North Sea, which could deliver
400,000 barrels crude oil per day. Just before that, the company was lucky in
finding the largest oil reservoirs ever detected in North America.

Those discoveries turned out to be the salvation of BP during the emerging
conflicts in the Middle East in the 1950s. Almost every oil-rich country there,
including Iran, was about to nationalise its resources and the associated
industries. BP at that time still concentrated almost its complete supply
strategy on the Middle East, while anti-British sentiment there escalated.
After the last expatriates were forced to leave the country, the refinery was
shut. As a reaction to nationalisation in Iran, governments around the globe
imposed a conjunct pressure to boycott oil (which was still possible at that
time) and hence, damaged Iran’s economy tremendously. As a consequence
of this, the Iranian government had to accept a new consortium of compa-
nies, including Standard Oil of Indiana (Amoco) and Anglo-Iranian. The latter
held a stake of 40 % and shortly after, its name was changed to The British
Petroleum Company (BP).

One can see that the country risks that accompany doing business in unsta-
ble political regions can even lead to state expropriation. This was likewise
the case in the early 1970s when Gaddafi came to power through a military
coup in Libya and nationalised BP’s oil operation. To this day BP has similar
struggles, e.g. with its Russian joint venture TNK-BP. Here the Russian
shareholders have tried to take control of the company and hence over the
investment and dividend decisions as well. Thus, as there are still resource-
intensive countries with local companies which are quite often controlled by
the government, BP needs to pursue strategic co-operative arrangements
with those local partners. Hence, the company works closely with govern-
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ment representatives and national oil companies which often have a first-
mover advantage. Another mutual benefit of the collaboration is that the
huge investment risks (with very late pay-offs) which are often associated
with those kinds of projects can be shared.

Figure 44

Proved Oil Reserves Worldwide as of 31 December 2009
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Source: BP 2010.

The necessity to internationalise to countries where the relevant resources
are available shows how strongly companies in the primary sector depend
on having access to natural resources. That is why, as mentioned above, BP
was very fortunate with the detection of the two major oil fields offshore of
Scotland and in Alaska after the company had been unsuccessful in discov-
ering additional crude oil in Malta, Australia and Papua New Guinea in the
1960s, and during its long search in the UK. Since BP had no infrastructure
in the USA, it acquired a 25 % stake of Standard Oil of Ohio (Sohio) to get
access to Sohio’s refining capacities and its distribution system.

Thus, the company eventually became quite independent of Middle Eastern
crude oil, its former sole resource. Therefore, the replacement of the men-
tioned reserves is an important strategic outlook figure in the annual reports.
In 2009 BP replaced more than 100 % of its reported reserves for the seven-
teenth year in a row. Recently, BP has made extensive discoveries in Angola
and Egypt and has gained access to new huge oil and gas fields in Iraq, In-
donesia and Egypt. Furthermore, the company is exploring the ultra deep-
water off the Gulf of Mexico, where, at the time of the writing of this book, a
dramatic catastrophe occured. An explosion on a drilling rig caused an oil
spill that is estimated to be up to 60,000 barrels per day. While this incident
will certainly influence the future of BP, at least in the exploration, the effects
are not clear at all at the time of the writing and will therefore not be consid-
ered in the remainder of this case study.
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Summing up, the key strategy within the upstream activities comprises BP’s
focus on very prolific resource basins globally and its extension through
further findings and successful exploration to sustain production of at least 4
million barrels per day by 2020.

Midstream - Bridge to more Efficiency

Technological progress has always been an important driver for British Petro-
leum — especially for oil exploration, transportation and refining. For exam-
ple, to extract the crude oil from the Forties Field, BP’s engineers had to con-
struct production platforms able to withstand the rough waters of the North
Sea in every season. BP plant can operate in water depths up to 1,450 metres
with its innovative deepwater technology. In addition, BP is the operator and
largest shareholder of the 1,768-kilometre Baku-Tbilisi-Ceyhan pipeline (BTC)
from Azerbaijan at the oil-rich Caspian Sea through Georgia to a terminal at
the Turkish coast. The BTC pipeline, which could also be considered as a
midstream activity, was a challenging engineering project justified by the aim
of bypassing the politically unstable territories of Russia and Iran — a cost-
efficient logistic to the Western markets. Moreover, the company has ac-
ceded to a promising joint venture to explore Canadian oil sands and also
uses new technology to enhance production from current fields which
would otherwise suffer from a decline in production.

Even in its early days, BP used the advantage of location by constructing its
first high-technology refinery complex in Persia, which was connected with
the oil-well through a sophisticated pipeline more than 200 kilometres long.
Rationalisation is still an objective today when operating abroad and hence,
cost advantages can be utilised. Thus, another company’s motive to go inter-
national with both its production and transport business arises from a more
profitable operation prospect. In doing so, subsidiaries are often responsible
for manufacturing more efficient components, which is additionally the case
with its refining of crude oil. BP utilises cross-border product and process
specialisation and takes advantage of different factor endowments and mar-
ket structures.

Downstream - Refining and Marketing

BP not only concentrates on finding and extracting oil and gas, but also on
extending its business down the value chain to the consumer. Thus, BP’s
product, refining, distribution and service departments can be found within
this segment. As stated above, with technological changes, the demand for
petrol increased year by year and, within five years, Anglo-Persian could call
over 6,000 service stations its own by 1925. Those BP-labelled petrol pumps
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appeared not only in Britain, but also in continental Europe, accompanied by
an increase in marketing efforts, including advertisements in magazines.
Thus, in those countries, BP was mainly pursuing the “classic” motive for a
company’s internationalisation efforts, i.e., looking for new sales markets.

After the Second World War, BP invested in new marketing efforts in Scan-
dinavia, the Netherlands and Switzerland and even sold petrol to New Zea-
land. Moreover within what is today its second major business segment,
new investments in refineries in Germany, but also in France and Italy have
followed. Today, BP is one of the leading companies in refining petrol and hy-
drocarbon products in Europe, the USA and Australia. Its total refining ca-
pacity comprised about 2,700 thousand barrels a day in 2007. The company
serves millions of customers every day with about 24,100 service stations
around the globe at present.

To achieve this, BP sought several big M&As. In 1987 the company acquired
the remaining shares of Sohio, an American oil company with refineries and
a service station network, which was incorporated into BP America. In 1998
BP merged with Amoco to deal with the tough competition by combining
their global operations and hence, the largest producer of oil and gas in the
USA was formed. Soon, Amoco’s service stations were re-branded as BP.
Furthermore in 2000, BP was joined by ARCO, an American oil company
with a large network of pipelines, chemical plants, refineries and over 900
outlets trading as “ampm”. Thereafter, all the service stations of the BP Group
on the west side of the Rocky Mountains were branded as ARCO.

Figure 4.5

BP Brands
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Source: www.bp.com.

Castrol, a producer of lubricants especially for automotive and aeroplane
engines, was bought in 1966 by the Burmah Oil Company, which joined the BP
Group in 2000. The operations of Burmah Oil were incorporated within the
group, while the famous lubricant brand Castrol was retained. Aral, with its
very modern service station network, became part of the BP Group in 2002
and BP decided to keep the Aral brand. The 630 German BP stations were
rebranded with the familiar Aral blue and white.
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With these main brands, it is obvious that BP concentrates most of its activi-
ties on Europe and the USA. The company is also looking for new markets,
however, and was planning to build and operate around 1,000 retail stations
in China by 2007 with its partners Sinopec and Petrochina. All in all, BP is very
active in China as the leading importer of liquefied petroleum gas (LPG),
being the only foreign company involved in the aviation fuels market and a
seller of lubricants, etc. In addition, BP is very active with its Aromatics &
Acetyls unit within the marketing segment in China.

With the new millennium, two major challenges for humanity appeared. On
the one hand, there has been a dramatic rise in the prices of oil and gas,
followed by a sharp drop in prices. However, in the medium term, prices are
expected to continue to rise. On the other hand, scientists from all over the
world warn about the threat to the earth through climate change. BP feels
responsible for addressing the challenges of reducing carbon in the atmos-
phere by establishing a third major business segment: Gas, Power and Renew-
ables. Through its Alternative Energy unit, the company invests heavily in
low-carbon energy sources, including wind farms, solar energy and hydro-
gen energy, to be well prepared for the future. For example, BP has devel-
oped three wind-farm projects in the USA (Colorado and Texas) and in In-
dia, and it plans to extend its wind capacity from 370 MW in 2007 to more
than 1,000 MW by the end of 2008. Hereby, the company seeks competitive
strength in an unfamiliar market to augment its global product portfolio. It
is important to have access to local (technological) knowledge due to multi-
national engagements in terms of foreign direct investments like acquisitions
or partnerships.

Therefore, BP also has its own research facilities to enlarge innovative abili-
ties and to gain an edge on information. For example, Germany has a very
advanced solar industry, therefore BP signed a co-operation agreement with
an institute on the spot, the Institute of Crystal Growth (IKZ). The same is the
case with universities and research institutes in the USA, e.g. the California
Institute of Technology. Through the merger with Amoco, BP also gained access
to an American solar power company. Now, BP has become a leader in the
solar power industry and is about to more than triple its cell production due
to further expansion in the USA, Spain and India by 2008. Moreover, the
company runs several laboratories worldwide to foster its research, not only
in alternative energy but also within its whole product portfolio. For exam-
ple, in 2006 the company founded the Energy Biosciences Institute (EBI) for the
development of petroleum substitutes.

BP’s key strategy concentrates on better performance within the Refining &
Marketing segment, with more efficient operations for an increased output of
its key refining facilities and chemical plants, hence margin capture. In
particular, with its service stations, the company covers the entire value
chain.
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In the Alternative Energy segment, BP pursues a growing equity value by
investing in low carbon technologies for long-term strategic growth. Thus,
BP has become an organisation which embodies energy in all its dynamic
forms.

Summary and Outlook

Since 1989, BP has been pursuing a strategy for a long-term sustainable
upstream business in order to extract a cumulative amount of low cost oil and
gas from the fields, year by year and, thus, to achieve an impressive
through-cycle return (see Datamonitor 2008a, p. 5). To do so, having access
to resources is essential to stay competitive.

Within its downstream activities, over the years BP has created a diverse
product portfolio — even down to petrol stations — which is marketed
worldwide and balances the company's risks. With its new Alternative Energy
unit, BP founded an auspicious business which will support humanity to
bear the upcoming climate change. The large and geographically diverse
project portfolio is thus likely to grant a good long-term production outlook.

The reason for BP’s wide geographical spread resides in its utilisation of most
of the value chain due to global advantages. Therefore, the company has
different motives for internationalising its activities at the particular chain
link. Thus, the core managing board identifies opportunities in challenging
markets for the BP Group to grow both upstream and downstream.

In Spring 2010, the mentioned catastrophe on an offshore oil platform in the
Gulf of Mexico spilled millions of litres of oil into the ocean and on the
shores of the USA. This environmental desaster was a top priority not only
for BP but even for the US president. Crisis management by BP was highly
criticised and most severe, the leak could not be closed for months. At the
time of the writing of this book, it is expected that the spill could ultimately
cost BP tens of billions of dollars. The full effect of this crisis on the company,
its existence but certainly the further exploitation of oil reserves, in particu-
lar offshore in the USA, remains to be seen.

Questions

1. Explain the main motives for going international with a company’s busi-
ness. In a second step, apply those objectives by focusing on BP in detail.

2. In 2003 the joint venture TNK-BP was formed, which is an example of all
the associated challenges within the petroleum industry in a politically
unstable country. Describe and analyse the recent struggles BP is experi-
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encing in its Russian engagement. Furthermore, this merger is a good ex-
ample of certain motives of BP to internationalise. Demonstrate the stra-
tegic ideas behind the partnership.

Climate change is the challenge of the new millennium, not only for
humankind but also for BP. Identify how the company is dealing with
this situation, particularly by focusing on its international new business
arrangements. Furthermore, elaborate accompanying motives for those
international operations.

Hints

L.

Media articles about the struggle within TNK-BP can be found, inter alia,
at www.ft.com.

Concentrate particularly on BP’s Alternative Energy unit. Its website will
reveal additional information.
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| Chapter 5

Market Barriers, Global and Regional
Integration

International activities of companies are closely related to trade liberalisation on a
global level. The most important institution concerned with the rules of trade liberalisa-
tion has been GATT, substituted by WTO. The remarkable level of world trade today
has another driving force: regional economic cooperation or regional economic inte-
gration. The objective of this Chapter is to describe the different types of market barri-
ers and the forms of regional economic cooperation.

Types of Market Barriers

The major artificial barriers to trade are classified in Figure 5.1 as tariffs and
non-tariff barriers.

Categories of Market Barriers Figure 5.1
Non- Autonomous
Legislative Body/Executive Forces Governmental Private
Institutions Sector
— Non-Tariff Barriers _—
Tariffs Quantitative Regulations, Policies, Buy Local Local Buying
Restrictions | Procedures i Campaigns
Tariffs, i.e., taxes placed on goods that are traded internationally, have tradi- | Trade Barriers

tionally been used to protect domestic industries by raising import prices.
Because trade liberalisation has progressed, governments are increasingly
using non-tariff barriers to protect some of their countries’ industries: “Gov-
ernments are very creative when it comes to the invention or virtuous use of
non-tariff barriers to protect their countries’ industries from international
competition” (Miihlbacher/Dahringer/Leihs 2006, p. 147).
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Non-tariff barriers can take three basic forms:

B quantitative restrictions, i.e., barriers that impose a limit on the quantity
of a good that may be exported or imported

B laws, regulations, policies or procedures that impede international trade
B “buy local” campaigns.

Quotas are a very popular example in the first category. These limit the quan-
tity of a good that may be exported or imported during a certain time pe-
riod, such as a year. Another example of numerical limits is the voluntary
export restraint (VER), i.e., a promise by a country to limit its exports of a
good to another country to a defined amount. This is often announced to
avoid import restrictions by the target country.

Selected forms of the second category are (Griffin/Pustay 2010, pp. 279-280):
B public-sector procurement policies

B local-purchase requirements

B product and testing standards.

Public-sector procurement policies prefer domestic firms in purchasing. Local-
purchase requirements impede foreign firms by requiring domestic firms to
purchase goods from local suppliers. Product and testing standards of a coun-
try have to be met by foreign products before the products can be sold in
that country. “Buy local” campaigns (e.g. “BuyAmerican”) are sometimes
conducted by non-governmental (or even governmental) institutions “to
persuade their nationals to buy locally made products and services rather
than those of foreign origin” (Bradley 2005, p.130). “Local buying” can also be
the expression of a specific behaviour of individuals as consumers, seeking
to protect domestic producers because of patriotic or chauvinistic motives.

Besides permanent tariff and non-tariff barriers, international trade is also
influenced by temporary barriers which arise because of reactions to specific
events in intergovernmental relations: trade sanctions and trade embargos.A
sanction is, generally speaking, the reaction of a state to retaliate against the
international-law-violating behaviour of another state. Trade sanctions are
also associated with the term retorsion. The trade embargo is an example of a
trade sanction. A trade embargo implies governmental, sovereign orders to
prevent trade with a specific state. Basic variants of the trade embargo are
the export embargo, import embargo and capital embargo (e.g. blockage of pay-
ments or prohibition of asset transfers) (Altmann 2001, pp. 616-617).
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Restricting Foreign Direct Investment

Besides establishing barriers to trade (export or import), a government can
deter foreign investments. FDI occurs when a company invests in a foreign
subsidiary or joint venture with a partner firm in a foreign country, takes
over a foreign company (acquisition/merger) or has a share in a foreign
company. Foreign direct investment entails some degree of control in con-
trast to “pure” financial investments. Besides ownership restraints, e.g. where
foreign ownership is restricted to 25 %, operation requirements (e.g. local con-
tent) are another important instrument which influences foreign direct in-
vestment decisions. They are controls over the behaviour of the local sub-
sidiary, such as local participation in top management.

Global Integration

Trade Liberalisation

The most important institution which has opened up new markets in almost
all regions of the world has been GATT — the General Agreement on Tariffs and
Trade. Founded in 1947, its objective was to liberalise international trade by
eliminating tariffs, subsidies, import quotas, and the like. According to this
multilateral agreement, the international trading system should be (WTO
2007):

B without discrimination — a country should not discriminate between its
trading partners (giving them equally “most-favoured-nation” or MFN
status) and it should not discriminate between its own and foreign prod-
ucts, services or nationals (giving them “national treatment”)

B freer —barriers coming down through negotiation

B predictable — foreign companies, investors and governments should be
confident that trade barriers (including tariffs and non-tariff barriers)
should not be raised arbitrarily

B more competitive — discouraging “unfair” practices such as export subsi-
dies and dumping products at below cost to gain market share

B more beneficial for less developed countries — giving them more time to ad-
just, greater flexibility, and special privileges.

Eight rounds of trade negotiations have led to significant reductions in tariffs
and non-tariff barriers. The eighth round of negotiations, the Uruguay Round,
created the World Trade Organization (WTO), which operates as an umbrella
organisation that encompasses the GATT along with new bodies, including
one on services and one on intellectual property rights. Since 1 January 1995,
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the WTO has been responsible for monitoring the trade policies of member
countries and arbitrating trade disputes among member countries.

The Uruguay Round also led to liberalisation in trade in services (GATS —
General Agreement on Trade in Services) as well as agricultural goods, im-
provement in the protection of intellectual property rights (TRIPS — Agree-
ment on Trade-Related Aspects of Intellectual Property Rights) and anti-dumping
rules, prohibiting sales in foreign countries below cost.

The latest round, the Doha Development Round, which began in 2001, col-
lapsed in July 2008. The Trade Negotiations Committee failed to agree on
blueprint agreements in agriculture and industrial products. Eventually, the
talks broke down over the special safeguard mechanism (SSM). The SSM would
allow developing countries to raise tariffs temporarily to deal with import
surges and price falls. Most topics on the agenda had seen positions con-
verge, however, and the further progress of the Doha Round has to be
awaited. In any case, as a result of the activities of GATT/WTO since 1947,
world trade increased from 1,998 billion USD in 1980 to 12,147 billion USD
in 2009 (see Table 5.1).

Table 5.1

Increase in World Trade between 1980 and 2009 (in billion USD)

TRIMS

Year World Europe Asia
1,998 965 504

12,147 4,995 3,566

1980
2009

Source: WTO 2010.

Investment Liberalisation

The liberalisation of trade is accompanied by a policy of the WTO members
gradually allowing foreign direct investment, such as the establishment of
subsidiaries and joint ventures or the takeover of companies. The TRIMS
agreement (Trade-Related Investment Measures Agreement) in the Uruguay
Round is an important step towards eliminating national regulations on FDI.
“To this end, an illustrative list of TRIMs agreed to be inconsistent with these
articles is appended to the agreement. The list includes measures which
require particular levels of local procurement by an enterprise (local content
requirements) or which restrict the volume or value of imports such an en-
terprise can purchase or use to an amount related to the level of products it
exports (trade balancing requirements)” (WTO 2008).

98



The External Environment

For example, some important steps of the timeline of relations of China and
the WTO are illustrated in Table 5.2. China has become one of the most
popular destinations for foreign direct investment, attracting nearly 230
billion USD between 2002 and 2005.

Part Il I

China’s Steps to Open the Market Table 5.2
Year Event
PRC (People’s Republic of China) State Council brings China’s Equity Joint Venture (JV) Law into
July 2001 compliance with WTO rules.
J PRC State ic and Trade C ission (SETC) first foreign-i ted enterprise,
i No. 1 Department Store Co. Ltd.
MOFTEC (Ministry of Foreign Trade and Economic Cooperation) allows two types of foreign-invested
(ALY logistics jes: intemational and third-party logistics i
China removes 75 % cap on foreign i in ing, storage and ing, courier, and road
transport JVs.
November 2002
China approves first foreign-majority il in vehicle ing, though not required to do so
under its WTO obligati
MOFCOM (Ministry of Commerce) and the General Admini: ion of Press and ication (GAPP) allow
May 2003 wholly foreign-owned enterprises (WFOEs) in retail book, ine, and istribution (seven
months early).
June 2003 S::‘r;g National Tourism Administration and MOFCOM allow wholly foreign-owned travel agencies (iwo years
December 2003 :‘IRC State Adminislralio_n of Radio, Film, and Television permits foreign investment in film-production and
March 2004 State Administration of Industry and Commerce and MOFCOM allow WFOES in advertising services.
April 2004 :Iggﬁgg:ﬂ allows foreign-invested retail, and I ies, as well as ialbased
China og Commission (CIRC) lowers mini i i les and
i eases ictions on numb’er of offices opened yearly.
December 2004 MOFCOM lifts all equity, geographic, and quantity ictions on
February 2005 MOFCOM allows WFOEs In the leasing sector.
MOFCOM allows WFOEs In frelght forwarding agency services and applles natlonal treatment to
[Pl S capltallsation requirements.
Source: WTO.
Regional Integration
One important exception to the most favoured nation principle is comprehen-
sive trade agreements that promote economic integration.
Trade and foreign investment liberalisation are reinforced by economic co-
operation among countries, mostly within a geographical region. Economic
cooperation can take the form of bilateral agreements or multilateral agreements,
reaching from simple contracts on tariff reduction to political integration.
A preliminary stage of economic integration is bilateral or multilateral agree- | Stages of
ments between countries concerning the reduction or abolition of tariffs or | Economic
other barriers to trade in one or a few product groups. The different stages of | Integration

economic integration are summarised in Figure 5.2. From the least inte-

99




Market Barriers, Global and Regional Integration

grated level to the most integrated level they are: free trade area, customs
union, common market, economic union, monetary union, political union.

Figure 5.2 | Different Levels of Economic Integration
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Free Trade Area | A free trade area is characterised by the fact that all formal barriers, especially

Custom Union

tariffs, are abolished between the member states for a broad group of prod-
ucts or for all products (and services). Examples of existing free trade areas
are:

B European Free Trade Association (EFTA), focussing on free trade in indus-
trial goods, including Iceland, Liechtenstein, Norway and Switzerland.

B North American Free Trade Agreement (NAFTA), including Canada, Mexico
and the USA, which led to 90 % of all the trade of Canada and Mexico
occurring within the NAFTA countries, while for the USA, its trade with
NAFTA countries accounts for one-third.

While the individual member countries of a free trade area maintain their
independent external trade policy with regard to non-members, in a customs
union, the member countries are committed to eliminating trade barriers
corresponding to the free trade area, and adopting a common external trade
policy. The most familiar and most important example of a customs union is
the European Union (EU), although similar efforts exist in other regions too,
such as MERCOSUR (Mercado Comiin del Sur) in the southern part of Latin
America. With regards to transaction costs, a customs union has a great
advantage compared with free trade areas: Certificates of origin are not
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needed in intra-trade transactions. In free trade areas, there is always the
possibility of realising arbitrage effects by importing goods to a “low tariff”
country and then transferring the goods to “high tariff” countries within the
area. To avoid these arbitrage businesses, certificates of origin are necessary.

Part Il I

A common market has abolished internal tariffs and non-tariff barriers, | Common Markei
standardised external tariffs and allows the free movement of factors of

production (see Figure 5.3). The only existing common market is the Euro-

pean Union (EU), already mentioned as a customs union.

Characteristics of a Common Market Figure5.3

Common
Market

Free Movement of
Factors of Production

N

Free Movement
of Capital

Free Movement of
Goods and Services

Free Movement
of Persons

Free Movement
of Goods

Free Movement
of Services

In an economic union, the next level of economic integration, the member
states harmonise their tax and subsidy policies in order to unify their fiscal
policy. In this type of union all member nations are fully integrated eco-
nomically. The European Union intends to realise this stage of economic
integration (Maastricht Treaty, Amsterdam Treaty, Nice Treaty). However, the
implementation process is subject to political and economic difficulties.

Despite these difficulties, a common currency (Euro) has been implemented,
as of 1 January 1999. At the time of writing (July 2010), 16 countries were
members of the “Eurozone”. The dramatic debt crisis in Greece and other
countries like Spain, Portugal, Ireland and Italy, revealed deep problems in
the Eurozone and it became evident that the monetary union needs to be
modified to prevent future economic crises. In Figure 5.2,, it is pointed out
that an economic union should preceed a monetary union. The current pro-
posals from France and Germany point this direction: Both countries de-
mand a “more integrated economic governance” for the EU to ensure the
stability of the monetary union (Walker/Gauthier-Villars 2010).
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The most advanced form of economic integration is a political union. In a
political union, a body coordinates the economic, social, and foreign policy
of its member states. This objective was the basic element of the Maastricht
Treaty in 1992. In anticipation of this step, the former European Community
agreed to rename itself the European Union, a truly optimistic sign.

Effects of Economic Cooperation

The effects of economic cooperation are diverse. For example, the macroeco-
nomic effects of the implementation of a common market (within the Euro-
pean Community) can be observed. According to the so-called Cecchini Re-
port (Cecchini 1988, p. 97), the following macro-effects had been expected:

M relaunch of economic activity, adding on average 4.5 % to GDP
B deflation of consumer prices by an average of 6.1 %

B improving the balance of public finances by an average equivalent to
2.2 % of GDP

B boosting the EC’s external position by around 1 % of GDP
B creating 1.8 million new jobs.

An interim balance (a report titled “10 years of common market: 1993-2002")
identifies many important advantages which could be put down to eco-
nomic integration (Kommission der Europdischen Gemeinschaft 2003,
Pp.- 2-3):

B The GDP of the European Union in 2002 has increased by 2 % percentage
points or 165 billion EUR in comparison with 1993.

B Since 1992, 2.5 million new jobs have been created.

B Prosperity has increased during the 10 years by 877 billion EUR. This
corresponds to 5,700 EUR per household.

B The competitiveness of the EU companies has increased. For example,
exports to third countries (non-member countries) have increased from
6.9 % of GDP (1992) to 11.2 % (2001).

B The common market has become much more attractive for foreign inves-
tors. Foreign direct investment, in terms of percentage of GDP, has more
than doubled.

The effects of the common market with regard to trade within the European
Union (intra-EU trade) are illustrated by Table 5.3. All member states of the
EU-27 have an intra-EU trade share of at least 55 %.
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Shares of Intra-EU Trade for the EU Member States 2008 (in %) Table 5.3
State Quote State Quote
Austria 75 Latvia 73
Belgium 73 Lithuania 59
Bulgaria 58 Luxembourg 81
Cyprus 68 Malta 63
Czech Republic 81 Netherlands 64
Denmark 71 Poland 75
Estonia 76 Portugal 74
Finland 59 Romania 70
France 66 Slovakia 79
Gemany 63 Slovenia 70
Greece 57 Spain 63
Hungary 73 Sweden 64
Ireland 66 United Kingdom 55
Italy 56
Source: EUROSTAT 2009.
Impact of Economic Integration on Firms
The political efforts of GATT/WTO to liberalise trade and foreign direct | New Markets

investment and the different regional alliances eliminating trade barriers,
adopting a common external trade policy and allowing factors of production
to move freely between members, have led to new markets with regard to
sourcing and selling and to new sites for production, logistics and so on (see
Part V). Firms can reduce their production costs by capturing economies of
scale when expanding their customer base within the trading bloc. The lower
cost structure will also promote the firm’s international competitiveness out-
side the trading blocs. “However, elimination of trade barriers also exposes a
firm’s home market to competition from firms located in other member
countries, thus threatening less efficient firms” (Griffin/Pustay 2010, p. 301).

Conclusion and Outlook

The remarkable level of world trade and foreign direct investment can be
attributed to the political efforts of GATT/WTO and to the fact that regional
integration has extensified and intensified. This results in far-reaching liber-
alisation within regional cooperations, but also in discrimination vis-a-vis
third countries, which is at first glance in conflict with free trade worldwide.
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In the next few years, there will be strong efforts to create new regional co-
operations or to intensify the stage of integration, for example in North and
South America and Asia. This offers many opportunities for companies with
regard to exports and imports, to outsourcing, offshoring, strategic alliances,
and greenfield and brownfield investments. If regional agreement areas will
merge gradually, regional economic cooperation will finally lead to free
trade worldwide.

Further Reading

GRIFFIN, R.; PUSTAY, M. (2010): International Business, Global Edition, 6t
ed., Upper Saddle River, NJ, Prentice Hall, pp. 292-320.

HILL, C. (2008): Global Business Today, 5% ed., Boston, MA, McGraw-Hill,
Pp- 261-287.

WOYKE, W. (2002): The European Union after Nice — A Community Facing a
New Century, in: SCHOLZ, C.; ZENTES, J. (Eds.): Strategic Management — A
European Approach, Wiesbaden, Gabler, pp. 3-21.

Case Study: Nissan!

Profile, History, and Status Quo

The origins of Nissan Motor Co., Ltd. date back to 1933, when Jidosha Seizo Co.,
Ltd., the predecessor of Nissan Motor Co., Ltd., was established in Yokohama.
After changing its name to Nissan Motor Co., Ltd. in 1934, the company
commenced the mass production of automobiles in Japan.

Due to shortage of material during the Second World War the company
focused its production on trucks, aeroplanes and engines for the Japanese
military and significantly reduced the number of cars produced. After World
War II the increasing household penetration of cars in Japan, beginning in
the 1950s, benefited Nissan’s sales of small-sized cars for personal use. In the
1960s the company started its overseas activities by establishing the Nissan
Motor Corporation in USA, the Nissan Mexicana, S.A. de C.V. as well as the
Nissan Motor Co. Pty. Ltd. in Australia. After moving into the marine engine
field in 1970 and establishing several production and design facilities over-

1 Sources used for this case study include the web site http://www.nissan-
global.com and various annual and interim reports, investor-relations presenta-
tions as well as other cited sources.
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seas, Nissan began its activities in the European market, mainly by acquiring
an equity interest in Motor Ibérica, S.A. in Spain and establishing Nissan Mo-
tor Manufacturing Ltd. in the United Kingdom.

Today Nissan Motor Co., Lid. is engaged in planning, developing, manufac-
turing and selling passenger automobiles as well as automobile parts, fork-
lifts and marine engines, and operates in Japan, North America and Europe.
In addition, the company also provides financial services, such as credit
cards, loans to purchase vehicles, car leasing, car rental or car insurance —
primarily in Japan and North America — through its wholly-owned subsidi-
ary Nissan Financial Services (NFS).

The company has a wide geographical base with operations in regions in-
cluding Japan, the USA, Europe, Canada, Mexico, Australia, New Zealand,
South Africa, the Middle East and Asia. In addition, the group is diversified
in terms of revenue generation from those geographic regions: In 2008 the
group generated 35.3 % of its total revenues from North America, 27.7 %
from Japan, 16.9 % from Europe and 20.1 % from other regions (Nissan
2009a). This geographical spread is one of the strengths of the company as it
aids in catering to different markets and reaping the benefits of emerging
markets (Datamonitor 2007a). Table 5.4 shows the major offices and facilities
(besides the sales network) of Nissan in Europe.

Part Il I

Wide
Geographical
Base of Business

Major Offices and Facilities in Europe

Table 54

0 - Operations Vehicle | Numberof | Major Operations /
Function Company / Office / Facility wced | Producti Employ Products
Regional Nissan International SA Management of
Headquarters | (Switzerland) Jan 2008 148 European operations
Nissan Technical Center .
R&D Europe (UK) May 1988 Vehicle development
Design Nigsan Design Europe (UK) Jan 2003 4,825 Vehicle design
Nissan Motor Manufacturing Qashqai, Micra, Micra
(UK) Ltd. Jul 1986 315,297 C+C, Note
Production :
. . Primastar, Pathfinder,
?sls:?:) Mtor Ibérica, S.A. Jan 1983 | 193,605 4,250 | Navara, Atleon,
P Cabstar

Source: Nissan 2009b.

Over the years Nissan has succeeded in creating new product lines, expand-
ing its production volume and reaching the production milestone of the 100
millionth vehicle in 2006. It became one of the leading companies in the
Japanese automobile industry with total net sales of 8,437 billion Yen in 2008
(Nissan 2009a).
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Table 5.5

Corporate Data Nissan Motor Co., Ltd. 2004-2008

History of
the European
Community

2004 2005 2006 2007 2008
March 31, 2005 | March 31, 2008 | March 31, 2007 | March 31,2008 | March 31, 2009

Net Sales (billion Yen) 8,576.3 9,428.3 10,468.6 10,824.2 8,437.0

Net Sales (billion EUR, approx.) 64.19 70.69 78.49 81.16 76.22

Global Retail Sales (units) 3,388,592 3,569,477 3,483,128 3,769,886 3,411,048

Retail Sales Japan (units) 848,267 842,063 739,925 721,000 612,482

Retail Sales Overseas (units) 2,540,325 2,727,414 2,743,203 3,048,886 2,798,566

Global Production (units) 3,378,578 3,509,595 3,267,001 3,657,629 3,084,027

Source: Nissan 2009a; Nissan 2009b.

Since 1999 the company has had a global partnership with Renault for auto-
mobile manufacturing and sales as well as for automotive financing. Renault
holds a 44.3 % stake in Nissan, while Nissan owns 15 % of Renault shares. The
alliance jointly operates Renault Nissan, in which both Nissan and Renault
have a 50 % interest, as well as RNPO (Renault-Nissan Purchasing Organiza-
tion) and RNIS (Renault-Nissan Information Services) (Datamonitor 2007b,

p. 18).

Regional Integration in Europe

The origin of European integration goes back to 1950, when French Foreign
Minister Robert Schuman presented a plan for deeper cooperation between
six countries in Europe after the Western European nations created the
Council of Europe in 1949 as a first step towards cooperation after World War
II. Based on the Schuman plan, the six founding member states — Germany,
France, Italy, the Netherlands, Belgium and Luxembourg — signed a treaty to
run their heavy industries — coal and steel - under a common management.

Building on the success of the Coal and Steel Treaty, the six countries ex-
panded their cooperation to other economic sectors and signed the Treaty of
Rome, creating the European Economic Community (EEC), or “common
market” with the goal of free movement of people, goods and services
across borders. The six removed customs duties on goods imported from
each other, allowing free cross-border trade for the first time. They also ap-
plied the same duties on their imports from outside countries with the effect
that trade among the six founding members and between what is now the
EU and the rest of the world has grown rapidly (European Commission
2010).
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The foundation of European economic integration is the liberalisation of
internal trade. Up to 1993, this process of trade liberalisation within the EC
passed through three major phases. The first phase, started in 1958, was the
elimination of customs duties and quantitive restrictions, which was com-
pleted in 1968 with the introduction of a common external tariff. The succes-
sive enlargement from six to twelve members between 1973 and 1986 repre-
sented the second major phase. The last phase, ending in 1992, was the com-
pletion of the internal market for goods, services, capital and labour (Sapir
1992).

Barriers to Entry

Conditions or circumstances that make it very difficult or unacceptably
costly for outside firms to enter a particular market to compete with estab-
lished firms are characteristics of barriers to entry. These barriers may derive
from several causes, e.g. legal, regulatory or other clearly political barriers to
entry are historically very common. In the context of barriers to entry, Porter
(1980, pp. 7-17) mentioned some major sources like government policies or
capital requirements. Simon (1989, col. 1441) differentiates three main cate-
gories: protective, economical, and behaviour-based barriers which are de-
scribed briefly as follows.

B Protective or institutional barriers are mainly concerned with tariff and
non-tariff barriers. Such barriers may appear with different characteris-
tics. Regarding exports, they may appear in terms of customs duties. An-
other form is specific licence requirements. Furthermore, the host coun-
try may raise strict local content regulations to protect the domestic in-
dustry (Kutschker/Schmid 2008, p. 959). Other widespread types of pro-
tection by dint of barriers are subventions. These are arrangements
which do not count among tariff barriers but are regarded as non-tariff.
All such restrictions and instructions are based on state determinations.

B One of the economic barriers to entry is economies of scale of companies
which are already established within a market. Porter (1980, p.7) men-
tioned in this context that “economies of scale deter entry by forcing the
entrant to come in at large scale and risk strong reaction from existing
firms or come in at a small scale and accept a cost disadvantage, both
undesirable options”. Furthermore he cites the product differentiation of
established firms (Porter 1980, p. 9) which generates, among other things,
a higher customer loyalty, as an undeniable barrier.

B Behaviour-based barriers arise from customer behaviour and other stake-
holder interests which are based on special preferences, cognitions or
habits. Reasons for the occurrence of such barriers do not necessarily
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have to be found beyond the companies. The emergence of behaviour-
based barriers may also be based on the personality of management it-
self, which represents an internal source for such a barrier. Paucity of in-
formation about foreign markets, mental barriers or risk aversion of the
management represents other behaviour-based barriers which occur in-
side the firm.

The Strategy of Nissan Motor Co., Ltd. in the 1980s
for Developing the European Market

Japanese Carmakers Hitting the European Market

In the late 1970s and the beginning of the 1980s there was a general move-
ment of Japanese carmakers trying to develop foreign markets, mirroring a
global expansionary trend. For example, the market share of Japanese firms
in the US automobile industry rose from 5.7 % in 1971 to 19.1 % in 1980
(Berry/Levinsohn/Pakes 1999, p. 414). In the European region, Japanese
carmakers had to face two main problems in seeking to increase their share
of European markets by exports. On the one hand a problem was that the
strongly appreciating yen made exports difficult, and on the other hand
political resistance to growing imports, reflected in voluntary export control
arrangements, limited the share of the European market which could be
acquired via exports of Japanese carmakers.

In the 1970s the global car industry was under pressure from Japanese ex-
ports and a reduced demand for cars in the wake of 1973 oil crisis. In re-
sponse to the Japanese expansion, allegations of dumping and subsequent
representations were made by a number of European countries attempting
to persuade the Japanese car makers themselves to limit their export volume.
Formal discussions between the Japanese and the UK industry led to the
voluntary export control arrangements mentioned above (Walker 2004).

The penetration of some important European countries, like France, Italy
and Spain proved to be difficult due to significant import restrictions. For
example, the French car market limited the imports of Japanese cars to five
manufacturers with a total market share of 3 %. In Spain, one of the fastest
growing car markets in the late 1980s with more than one million units in
1988, there was a quota which allowed just 3,200 units to be imported by
Japanese carmakers, including imports via other EC countries. The Italian
car market had been highly restricted since 1957 and in 1988 Japanese car
imports were restricted to only 3,300 units. In other European countries,
such as Ireland, Denmark, Finland, Norway and Austria, lacking a historical
domestic automobile industry and without any restrictions on motor vehicle
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imports, Japanese carmakers held more than a 30 % market share. This fact
shows that the possibilities for gaining greater market shares in the other
European markets were strictly limited (Quelch/Ikeo 1989).

Part Il I

Local Production of Japanese Carmakers in UK in the Late 1980s

Table 5.6

Company Outline

Nissan manufacturing 57,000 upper-medium-sized cars a year in 1988

Toyota planning to manufacture 200,000 upper-medium-sized cars a year from 1992

Honda manufacturing 84,000 medium-sized cars a year (in 1987) jointly with the Rover Group

lsuzu manufacturing 5,400 commercial vehicles a year in 1987 in joint venture with General Motors

Source: Quelch/Ikeo 1989, p. 13.

As a result, the Japanese companies were compelled to establish production
facilities within the European Community by FDI, via acquisitions, mergers or
joint ventures, to increase their market share and to secure a long-term posi-
tion in this market (Hudson 2002, p. 15).

Several Japanese carmakers, in anticipation of the European Community mar-
ket integration to the European Single Market in 1993, searched for produc-
tion sites within the European region where they could implement their high
volume flexible production methods. This was difficult to introduce in re-
gions with a history of automobile production with existing working prac-
tices and wage arrangements. Consequently a number of the Japanese com-
panies decided to invest in the United Kingdom because of national gov-
ernment policies, fixed capital investment subsidies and adequate labour
markets.

Entry and Operating Strategy of Nissan Motor Co., Ltd. in Europe

In 1959 Nissan started its European market penetration with exports to
Finland because there was a major focus on northern Europe until the late
1960s. At this time, protectionism against the increasing car exports of Japa-
nese carmakers occurred in several countries, as shown above, so that the
Japanese companies decided to implement local production in the European
market to develop the European region. Nissan’s decision to start assembly
operations in Europe was not only a response to growing protectionism but
also reflected its problematic position within the Japanese domestic market,
where Toyota’s market share was roughly double that of Nissan. Nissan was
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driven to seek competitive advantage overseas because of its difficulty in
maintaining market share in Japan (Hague 1989, p. 5).

Nissan became the first Japanese firm to set up a plant in the UK. Nissan
made the final decision to locate its first production facility in Europe at a
location near Sunderland, in the North-east of England, in 1984, after many
years of searching and negotiating for the ideal location.

The final decision was influenced by three deciding factors:

M First, Nissan Motor Co., Ltd. required a greenfield site to build up its pro-
duction facilities with enough space for further expansion in the future.
A coalition of the local council and development corporation were able to
offer Nissan a 930-acre site, the former Sunderland airport.

B The second factor which influenced the decision in favour of Sunderland
was that the negotiating council could offer the site as a single-union
plant.

B The third reason for choosing the North-east region of England was the
similarity of this region to the Ohio-Tennessee region of the USA, where
most of the Japanese automobile transplants were located and Nissan and
other Japanese carmakers had gained experiences before. The similarities
mainly included the high unemployment rate, a relatively ethnically
homogenous population, necessary logistical criteria and the availability
of government subsidies.

Nissan received a total of 112 million GBP in subsidies from the British gov-
ernment as an incentive for locating the production plant in Britain. Because
the activities of Nissan promised jobs and some prospect of industrial re-
newal in a region with long-standing high unemployment rates, the com-
pany was pursued with total commitment by North-eastern development
agencies and by representatives of major regional political and economic
interests acting in a united and highly coordinated way (Crowther/Garrahan
1988).

Initial plans to invest 330 million GBP to build the factory with an output of
200,000 cars were drastically reduced in the beginning. The Sunderland
plant started with an investment of 50 million GBP and a production of
24,000 vehicles. The company quickly agreed to major expansions resulting
in a production of 100,000 cars and the creation of nearly 3,000 jobs for the
region (Rehder/Thompson 1994, p. 97).

In the following years the Sunderland factory became the UK’s biggest car
plant and was widely recognised as the most productive in Europe. Today
the Sunderland plant employs 4,000 people and produces around 350,000
cars per year.
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Local Production of Japanese Carmakers in the European Union

Following the initial operations in the late 1980s, the strategy of implement-
ing local production facilities proved to be a general concept of the Japanese
car manufacturers within the European market. Japanese manufacturers
have been progressively establishing ties in various countries of the European
Union over the past two decades to develop Europe as the second largest
automobile market after the USA. Nissan was the first to establish its own
independent operations in the United Kingdom and other manufacturers
quickly followed. Outside the UK, operations included a Toyota-Volkswagen
tie-up in Germany, a Nissan tie-up and a Suzuki tie-up in Spain, a Toyota joint
venture and a Mitsubishi tie-up in Portugal, and a Mitsubishi joint venture in
the Netherlands, Suzuki has also established a joint venture operation in
Hungary (JAMA 2008).

Part Il I

Selected Production Facilities of Japanese Carmakers in the European Union

Table 5.7

0 Start of Units Produced
Manufacturer Company ‘ Location ‘ Oparation in 2008 Employees
United Kingdom
L Nissan Motor Manufacturing
Nissan (UK) Ltd. Sunderland 1986 386,555 4,352
Toyota Motor Manufacturing Bumaston 213,000 4,280
WD (UK) Ltd. Desside 1692 . 570
Honda il Swindon 1992 230,423 3,400
Spain
Nissan Nissan Motor Iberica S.A. Barcelona, 1983 156,061 5,540
Suzuki Santana-Motor, S.A. Linares 1985 3,189 558
Portugal
Toyota Toyota Caetano Portugal, SA Ovar 1968 - 380
oaikiah| Mitsubishi Fuso Truck
Mitsubishi Fuso Europe SA. Tramagal 1996 10,856 357
Hungary
Suzuki [ Magyar Suzuki Comporation | [ 1es2 281,886 3.774
Poland
Isuzu Isuzu Motors Polska Sp.zo.0 Tychy 1999 142,932 832
Toyota Motor Manufacturing _
Toyota Poland Sp.z0.0 Walbrzych 2002 2,070
Toyota Motor Industries Jelez
o Poland Sp.z0.0 Laskowice 2005 - 1,070
Czech Republic
Toyota Peugeot Citroen "
Toyota la Czech, a.r.0. Kolin 2005 108,000 3,410

Source: JAMA 2009, p. 5.

Furthermore there are numerous supply and marketing alliances between
Japanese and European manufacturers. Within the time period between the
first expansion of the European Union and its development to the current
state, the strategy and the operations of Japanese car manufacturers fol-
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lowed this path. For example, the accession of Southern European countries
such as Spain and Portugal to the EU in 1986 led to the Japanese carmakers
Nissan, Suzuki or Mitsubishi making huge investments in local facilities there.
In the course of the Eastern enlargement of the European Union in 2004,
these developments continued. For example, when Hungary, Poland and the
Czech Republic became members of the EU, plants were set up by Suzuki,
Isuzu and Toyota. There has been a similarly strong involvement of Japanese
carmakers within the newer members of the EU located in Eastern Europe.
Table 5.7 shows selected production facilities of Japanese carmakers in the
EU. Today Japanese carmakers operate 15 production facilities in ten EU
countries. In 2008 these manufacturers produced 1.69 million vehicles in the
EU, so that the production has nearly tripled since 1995 (JAMA 2009, p. 4).

Questions

1. Summarise the main problems for Japanese car makers in the late 1980s
concerning the development of the European market. Describe the politi-
cal and economic environment they had to deal with.

2. Describe which main factors led to the decision of Nissan to implement a
local production plant, and especially which circumstances led to the
choice of Sunderland, UK.

3. Generally Japanese carmakers had different options concerning their
market entry and operating strategy. Discuss why Nissan Motor Co., Ltd.
decided for FDI and which other possibilities it had. What are the main
advantages and disadvantages of other modes of market entry? Compile
factors that influence a company’s choice of entry mode.

4. Define different types of market barriers and show their effect on the
entry mode. Explain different strategies a company can use to deal with
entry barriers in the context of the internationalisation of its business.
Give some examples.

Hints

1. See Part IV of this book for a description of different market entry modes
and see Luo 1999 for an explanation of factors affecting entry mode selec-
tion.

2. See Kotabe and Helsen 2008 and Johansson 1997 for details of market
entry barriers.
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Competitive Advantage of Nations and
Regional Clusters

This Chapter gives an overview of the main sources of national competitive advan-
tages, based on Porter’s diamond model, and discusses the role of regional clusters of
industries. In this context it is explained, how MNCs can benefit from locating their
operations in country markets with a high level of national competitive advantage or in
regional industry clusters.

National Competitive Advantage

Multinational corporations can benefit from favourable environmental con-
ditions by locating their operations in countries with expedient market con-
ditions. As globalisation of international markets increases and the liberali-
sation of markets simplifies cross-border transactions, MNCs have a broad
selection of potential locations from which to select. Most attractive for
MNC:s are locations with a high level of national (or regional) competitive
advantage. The level of a country’s competitiveness reflects the extent to
which it is able to provide rising prosperity to its citizens. A nation’s pros-
perity is intimately linked to the productivity of the economy. If a nation is
able to improve its productivity, it can improve prosperity.

In this context, Porter (1990, p. 73) argues that: “National prosperity is cre-
ated, not inherited”. Thus, not only firms compete internationally, but, as
global competition is increasing, countries also need to position themselves
as attractive places to invest and to do business. Following this view, each
country needs to explore its potential sources of competitive advantage to
achieve the sustainable growth which is the basis for long-term economic
wealth and prosperity of the nation.

Each year, the World Economic Forum publishes the Global Competitiveness
Report in which countries are ranked according to their competitiveness (see
Table 6.1). The ranking builds on the Global Competitiveness Index (GCI) which
is developed based on the “12 pillars of competitiveness” that are regarded
as sources of national competitive advantage. In this regard, factors such as
the institutional environment in a country, its macroeconomic stability, the
educational system or the infrastructure are analysed as well as a country’s
market size or its level of (technical) innovation (Sala-i-Martin et al. 2009).

D. Morschett et al., Strategic International Management, 113
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Thus, the determinants of competitiveness are manifold and countries need
to explore which dimensions are important to build on to improve the na-
tion’s competitiveness.

Table 6.1 | Global Competitiveness Index Ranking 2009-2010
g:ounn;zly Rank Score E;un'g:(( Rank Score
Switzerland 1 5.60 France 16 5.13
United States 2 5.59 Austria 17 5.13
Singapore 3 5.55 Belgium 18 5.09
Sweden 4 5.51 Korea, Rep. 19 5.00
Denmark 5 5.46 New Zealand 20 4.98
Finland 6 5.43 Luxembourg 21 4.96
Germany 7 5.37 Qatar 22 4.95
Japan 8 5.37 U. Arab Emirates 23 4,92
Canada 9 5.33 Malaysia 24 4.87
Netherlands 10 5.32 Ireland 25 4.84
Hong Kong SAR 1 522 Iceland 26 4.80
Taiwan 12 5.20 Israel 27 4.80
United Kingdom 13 5.19 Saudi Arabia 28 4.75
Norway 14 5.17 China 20 4.74
Australia 15 5.15 Chile 30 4.70
Source: Schwab/Sala-i-Martin/Greenhill 2009, p. 13.
Porter’s Diamond Model
While the underlying understanding of competitiveness in the GCI relates to
the economy as a whole, there are differences in the patterns of competitive-
ness relating to each particular industry. No nation will be competitive in all
or most industries. At the industry level, Porter (1990a, 1990b) tried to explain
why a nation achieves international success in a particular industry. Based
on an intensive investigation of 100 industries in ten nations, he identified
Sources of | four attributes that promote or impede the creation of competitive advan-
Competitive | tage: (1) factor conditions, (2) demand conditions, (3) related and supporting
Advantage | industries, and (4) firm strategy, structure, and rivalry.

These four attributes shape the environment in which local firms compete
and determine the success of nations in international competition. They
constitute the diamond (see Figure 6.1), a mutually reinforcing system in
which the effect of one attribute is contingent on the state of the other attrib-
utes. Each of the four determinants of national competitive advantage is
briefly discussed below.
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Determinants of National Competitive Advantage: Porter’s Diamond

» a local context that encourages
appropriate forms of investment and

Structure of « vigorous competition among locally
Firms and based rivals
Rivalry

Government |—————————»

|

Factor

Conditions
« factor (input) quantity
and cost

* sophisticated and
local
Demand |* unusual local demand in
Conditions speclalised segments that
can be served globally
* customer needs that
anticipate those elsewhere

- natural resources
- human resources Related and

- capital resources o
- physical Infrastructure
- administrative infrastructure « presence of capable, locally based
- information infrastructure suppliers
- scientific and technological « presence of capable of competitive
infrastructure related industries
« factor quality
« factor specialisation

Source: Porter 1990a, p. 127.

Factor Conditions

The first element of the diamond is the nation’s possession in factors of pro-
duction. Consistent with the factor proportions theory (Heckscher-Ohlin),
every country has a relative abundance of certain factor endowments. In his
diamond model, Porter distinguishes between basic factors and advanced
factors.

Basic factors are factors such as land, climate, natural resources or demo-
graphics, while advanced factors relate to more sophisticated factors, includ-
ing, for example, the nation’s stock of knowledge resources (e.g. scientific,
technical or market knowledge), the transportation and communication
infrastructure or a sophisticated and skilled labour force (Rugman/Collinson
2009, p. 458).

In the diamond model, the advanced factors are regarded as being most sig-
nificant for competitive advantage. These factors can be created through
training, research and innovation and thus are a product of investment by
individuals, companies or the government. The basic assumption is that a
nation must continually upgrade or adjust its factor conditions. The basic
factors provide the country with an initial advantage that subsequently can
be reinforced by investing in advanced factors. On the other hand, disadvan-
tages in basic factors entail that countries need to invest in advanced factors
(Porter 1990b). Thus, upgrading a nation’s advanced factors, such as the
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educational system or infrastructure, is regarded as a means to improve a
nation’s competitive advantages.

Demand Conditions

Demand conditions refer to the nature and the size of the home demand for an
industry’s products and services. Here, the main characteristics of its nature
are the strength and sophistication of domestic customers’ demand. Porter
argues that companies are most sensitive to the needs of their closest cus-
tomers (Porter 1990b, pp. 79-80). Thus, home market demand is of particular
importance in shaping the attributes of the companies’ products. The more
sophisticated and demanding their local customers, the more pressure is
created for innovation, for efficiency and for upgrading product quality.
Therefore it is assumed that with increasing consumer sophistication in their
home markets and, consequently, with increasing pressure on local sellers,
their competitive advantage will escalate (Hill 2009, p. 190).

While the nature of home market demand mainly relates to the pressure to
improve local companies’ performance, the size of the home market is im-
portant as it enables companies to achieve economies of scale and experience
curve advantages. This is even more important when scale economies limit
the number of production locations. In this case, the size of its market is an
important determinant of the country’s attractiveness as a potential location.
Additionally, empirical evidence shows that efficient firms are often forced
to look for international opportunities at stages when their early large home
market becomes saturated. Their home markets provide these companies
with scale advantages that can be used in the global marketplace (Hollensen
2007, pp. 99-100).

Related and Supporting Industries

The presence of a business environment comprising related suppliers, com-
petitors and complementary firms is regarded as highly supportive for an
industry to build competitive advantages. Such a (geographical) concentra-
tion of companies, suppliers and supporting firms at a particular location is
labelled an industrial cluster (Porter 2000, p. 254).

Firm Strategy, Structure, and Rivalry

This element of the diamond relates to the firm-based theories of interna-
tionalisation that focus on the actions of individual firms. National context
and national circumstances influence strongly how companies are created,
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organised and managed and what the nature of domestic rivalry will be
(Porter 1990b, p. 81).

Domestic competition affects companies’ ability to compete in the global
marketplace. Not only does the presence of local competitors automatically
cancel advantages that come from a nation’s factor endowment or character-
istics of home market demand, but the higher domestic competition is, and
the more strong rivals are present on the home market, the more companies
are forced to become more efficient and to adopt new technologies. The high
pressure in a competitive home market leads to selection processes and leaves
only the most efficient firms as survivors. At the same time it is associated
with a continuous pressure on companies to innovate and to improve (Grif-
fin/Pustay 2010, pp. 188-192).

Not only does the competitive pressure vary between countries but also
managerial practices, organisational modes, company goals and individual
achievement goals differ significantly between countries. These differences
lead to dissimilar international strategies of the firms. Additionally, Porter
argues that specific managerial systems are needed to be successful in each
of the diverse industries. Thus, if a nation’s firms follow a specific manage-
rial system this only can be successful in selective industries. Thus, such
differences also play an important role in the diamond model because dif-
ferent management ideologies influence the ability to build national com-
petitive advantage (Porter 1990b, pp. 81-82).

Evaluation of the Diamond Model

Each of the four elements of the diamond model has an influence on the
nation’s competitive advantage in a specific industry with all of these attrib-
utes depending on the state of the others. Usually, the presence of all four
components is required to increase competitive advantage with weaknesses
in any one determinant constraining an industry’s potential for advancement
and upgrading. While the diamond is regarded as a self-reinforcing system,
the role of two additional forces is important: government and chance (see
Figure 6.1). A controversial debate centres on the role of MNCs in the dia-
mond model. Several researchers have argued that multinational activity
should be included as a third outside variable because MNCs are influenced
in their competitiveness by the configuration of the diamond in other than
their home countries and this in turn influences the competitiveness of the
home country (e.g. Dunning 1993b).
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The Role of Chance and Government

As already mentioned, the basic underlying view of the diamond model is
that competitive advantage can be created. Therefore nations can influence
competitive advantage by systematically improving each of the elements of
the diamond. In this connection it is important to note that government inter-
ventions must be considered in terms of their impact on domestic company
activities as the underlying view in the diamond model is that “firms, not
nations, compete in international markets” (Porter 1990a, p. 33).

Governments can, for example, cultivate new and superior factor endow-
ments, influence the nature of local competition, home market demand or clus-
tering of firms by using measures such as subsidies, investing in the educa-
tional system, monetary and fiscal policy (e.g. tax incentives or low interest
loans), the development and maintenance of a strong infrastructure (e.g. IT,
communication systems, transportation), antitrust regulations or enforcing
product and safety standards. However, one must not forget that such well-
intentioned government actions also can backfire and lead to the creation of a
“sheltered” domestic industry that is unable to compete in the global mar-
ketplace (Rugman/Collinson 2009, p. 459).

Additionally, the role of chance in building competitive advantage is recog-
nised in the diamond model. However, this influence of chance is not predict-
able. For example, chance influences the creation of new ideas or new inven-
tions. Also wars, significant shifts in world financial markets, discontinuities
in input costs (e.g. oil price shocks) or major technological breakthroughs
can have a significant impact on a nation’s competitive advantage.

Stages in National Development

The diamond model can be used to distinguish three growth stages of na-
tional competitive development (Porter 1990a, pp. 555-565):

B Factor-driven stage: The first stage, the factor-driven stage, relates to in-
dustries that draw their advantages solely from the nation’s factor en-
dowments, mainly from basic factors of production such as natural re-
sources (e.g. mineral deposits). These industries can be successful inter-
nationally but they compete primarily on price.

W Invesiment-driven stage: This stage implies efforts of upgrading of the
nation’s industry as companies invest in modern technology and more
efficient facilities.

B Innovation-driven stage: While in the second stage investment in modern,
but already existing technology dominates, the third stage, the innova-
tion-driven stage, is characterised by the creation of new technology or
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(production) methods. These improvements are yielded by internal in-
novation as well as by innovation in cooperation with, or with assistance
from, suppliers and companies in related industries.

This model mainly relates to the stages of a nation’s industries. Usually,
countries span two or more stages in this model because there are likely to
be industries (or companies) in all countries that are operating at each stage.

Regional Clusters

In the diamond model, the regional clusters have a prominent role. “A clus-
ter is a geographically proximate group of interconnected companies and
associated institutions in a particular field, linked by communalities and
complementarities” (Porter 2000, p.254). Therefore, clusters are closely
linked with the dimensions “related and supporting industries” and “firm
strategy, structure, and rivalry” of Porter’s diamond model.

Part Il |

Actors in Regional Clusters Figure 6.2
Production
Factors
Institutions for
~ ~
uppliers ustomers
Research ' Financlal
Community Institutions
i =\
Environment R&D Infrastructure
Source: Adapted from Sélvell/Lindquist/Ketels 2003, p. 18; Andersson et al.
2004, p. 31.
Clusters can include, for example, suppliers of specialised inputs (e.g. com- | Competition and
ponents, machinery, and services) or providers of specialised infrastructure | Cooperation

(see Figure 6.2). They are usually extended downstream to customers and
laterally to complementary industries and companies in industries related
by technologies, common inputs or skills. Often, clusters also encompass
governmental and other institutions (e.g. universities, think tanks, or stan-
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dard-setting agencies) that provide specialised research, education, training,
and technical support (Porter 1998, p. 78).

This nature of clusters leads to an internal constellation that promotes both
competition and cooperation. Competition occurs between the rival compa-
nies located in geographical proximity while cooperation mainly relates to
vertical channel relationships with related companies, related industries or
local institutions.

Advantages of Regional Industry Clusters

The advantages from such clustering of firms mainly stem from the presence
of a specialised infrastructure, industry-sector-specific factors of production and
skilled labour in the specific professional field, from information and knowledge
synergies, and the access to appropriate or superior inputs.

If an industry is located close to its suppliers it will enjoy better communica-
tion and the exchange of cost-saving ideas and inventions with those suppli-
ers. This is mainly a result of geographical proximity which enables close
working relationships in which advantages from short lines of communica-
tion and a quick and constant flow of information with companies having
the opportunity to influence their suppliers’ technical efforts can help to
accelerate the pace of innovation (Cavusgil/Knight/Riesenberger 2008,
p. 105).

The nation’s industry benefits most from clustering if the suppliers or the
complementary firms themselves are internationally competitive (Porter
1990b, p. 81).

Cluster Lifecycle

Cluster development can be explained as an ongoing process with clusters
passing through a number of stages. Even though the patterns of cluster
development may not be identical and the pace of cluster evolution may
vary, it is possible to discern certain characteristic patterns. In the ideal life-
cycle of cluster development, six phases (see Figure 6.3) can be distinguished
(Schramm-Klein 2005; European Commission 2002; Solvell 2008, pp. 39-44):

1. Emergence of pioneers: Cluster development is usually stimulated by sev-
eral causes, including a combination of basic or advanced factors in a re-
gion, such as natural resources, specific knowledge (e.g. in universities or
research institutions), specific customer demand or technological innova-
tion. According to the diamond model, these diverse drivers can be re-
garded as sources of competitive advantage. Primary companies emerge
that focus on the deployment of these advantages. In the initial stage of
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cluster development, more and more companies emerge that focus on
these specific competitive advantages, often they are spin-offs of these
primary companies. Thus, an agglomeration of companies with similar
production structures evolves. This increases local competition which in
turn drives improvement and innovation among the local competitors.

Development of specialised suppliers: In the second stage of the lifecycle
specialised suppliers and service companies locate close to the core com-
panies. Partly, this may be a result of (local) outsourcing activities. Addi-
tionally, in this stage of cluster development, the development of a spe-
cialised employment market occurs. The specialisation of companies and
suppliers, which is associated with lower transaction costs, access to
lower-cost and more specialised inputs (e.g. components, machinery, or
business services), as well as access to highly specialised personnel lead to
quality improvements and increased efficiency in the industry. These ad-
vantages are not available for competitors located in less agglomerate re-
gions and are an important source of competitive advantage stemming
from the external effects of firm clustering.

Emergence of related institutions: In the next stage, institutions such as
universities, research institutes or governmental institutions locate in the
cluster. These institutions foster local cooperation, mutual learning proc-
esses, and the local diffusion of technological developments. Thus, a
cluster-specific knowledge base is established.

. Attraction of related companies and specialised workforce: The cluster exter-
nalities attract related firms and specialised personnel to locate in the
cluster region. This in turn leads to an additional enhancement of cluster
attractiveness and of cluster externalities.

Development and upgrading of informal and personal relationship quality: This
stage is characterised by the development of relationships between clus-
ter members on an informal and personal level. Such relationships foster
informal cooperation and knowledge transfer between companies and
institutions in the cluster. In this context the transmission of tacit knowl-
edge is of main importance.

Decline or transformation of the cluster: After a period of positive develop-
ment, most regional clusters enter the declining stage. Often, the further
advance of clusters is inhibited by technological, institutional or socio-
cultural factors that initially fostered positive development but in the
long term can cause inflexibility or even inertia. In this case, clusters are
trapped in their specialisation and further innovation is impeded. On the
other hand, if such stages of inflexibility can be avoided, clusters at some
stage of their development will need to adapt to change in market, proc-
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ess or technology. This leads to a transformation of the clusters into new
forms, such as by focusing on new or diverse activities.

Figure 6.3 | Cluster Lifecycle
Size/Attractiveness/
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Source: Adapted from Schramm-Klein 2005, p. 542.

Cluster Initiatives

Clusters can emerge and develop without any governmental influence, sim-
ply as a result of specific beneficial constellations of a region (e.g. factor
endowment or specific technology). On the other hand, the diamond model
implies that governments can try to influence cluster development and to
initiate clusters by providing specific benefits in a region to improve the
competitive advantage of the nation (or specific regions).

Cluster initiatives (CI) are organised efforts to enhance the growth and com-
petitiveness of a cluster. They involve private industry, public authorities
and/or academic institutions (Solvell/Lindqvist/Ketels 2003, p. 9). Public
authorities can make use of different means to enhance and improve cluster
development, such as, for example (Solvell 2008, pp. 53-54):

B Human resources upgrading: enhancement of the available skills pool, e.g.
by vocational training or management education

B Cluster expansion: measures to increase the number of firms, e.g. through
incubators that are designed to promote new business formation or by
promoting inward investment within the region

122



The External Environment

B Internationalisation: promotion of firm internationalisation, e.g. export
promotion

B Promotion of commercial cooperation: encouraging firms to communicate
and interact with each other

B Promotion of innovation: promotion of product, services and process inno-
vation, e.g. through enhanced cooperation and networking between
firms or through cooperation between firms and research institutions
(e.g. university spin-offs)

B Enhancement of environmental conditions: enhancement of conditions for
business, e.g. through improving the legal and institutional setting or the
physical infrastructure.

These means are mainly meant to create a favourable environment that
promotes the conditions for operating in the cluster to improve competition,
growth and innovation in the cluster. In this connection, the enhancement of
the attractiveness of a cluster for all (potential) actors in the cluster is one of
the main motives of public authorities.

Conclusion and Outlook

Nations as well as companies strive to build competitive advantage to im-
prove their role in the global marketplace. An important model to explain
competitive advantage for specific industries of a country is Porter’s diamond
model.

The main idea of this diamond model is that the characteristics of the home
country play a central role in a company’s international success. A firm'’s
competitive advantage results from an effective combination of national
circumstances and company strategy. The specific conditions in their home
base may create an environment in which firms can attain international
competitive advantage, but it is important to notice that it is up to each com-
pany to seize the opportunity (Hollensen 2007, p. 98).

In this connection, the role of regional clusters is stressed. Competitive ad-
vantage in regional clusters can be explained by basically three forms of
cluster externalities (Porter 1998, p. 80):

B Enhancement of productivity and efficiency: The sophisticated nature of
competition forces companies continually to improve productivity. Addi-
tionally, synergies resulting from specialised inputs, specialised person-
nel, specialised infrastructure and information transfer between cluster
companies reinforce such improvement.
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B Facilitation of innovation processes and pace of innovation: Potential areas for
innovation are often detected earlier and proceed faster in regional clus-
ters because of the access to specialised resources, information sharing,
close communication and cooperation between cluster members.

B Stimulation of the foundation of new businesses: The foundation of new
businesses is fostered because of the favourable site-related factors in re-
gional clusters such as specialised suppliers, infrastructure or customers.
Additionally, outsourcing and specialisation lead to new business cluster
actors realising new business opportunities earlier and therefore, for ex-
ample, spin-offs are brought forward.
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Case Study: Basel Region Cluster?!

History

Located in the heart of Europe, Basel is situated at a relatively short distance
from nearly all the important cities as well as transhipment points in Europe.
The Region of Basel is one of the most dynamic economies and marks a
perfect gateway to the EU market. Therefore, it is a very interesting location
for diverse industries. The “Basel Region Cluster” which is discussed in this
case study benefits strongly from these site-related factors and belongs to the
world’s top three pharmaceutical clusters today.

1 Sources used for this case study include the web sites www.isc.hbs.edu,
www.swissbiotech.org and www.basel.ch as well as explicitly cited sources.
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Nevertheless, the primary reason behind the birth of the Basel Region Cluster
has been the related and supporting industries. With Basel being the centre
of the silk and ribbon industry of Switzerland in the past, the demand for
the dyestuff industry was high. In addition, in the nineteenth century,
French scientists and industrialists fled France after the French government
prohibited the use of synthetic dyestuffs to protect the domestic natural dye
industry and the dependent farmers. As a result, around 1860 the so-called
dyestuff cluster was established in Basel. Due to the close connection of this
industry with the pharmaceutical sector, pharmaceutical companies started
to settle around Basel as well. Therefore, in the 1890s, the pharmaceutical
cluster grew out of the dyestuff industry.

Chemistry education in Switzerland was very strong, guaranteeing both the
dyestuff and the pharmaceutical industry high competitiveness. The river
Rhine aided Basel as well, providing a route of transport and allowing the
discharge of effluent. Furthermore, the two World Wars cut off Germany as
the main competitor from the world markets and therefore pushed the ex-
pansion of the Swiss pharmaceutical producers.

Nowadays, Basel impresses with its world-renowned research and innova-
tion capabilities which reflect in its large number of Nobel Prize winners,
one of the highest densities of patent registration and leading-edge medicine
at the University Hospital.

Profile

The literature often uses different terms for the cluster around Basel. Besides
the Basel Region Cluster, terms like “metrobasel”, “Basel Area”, “BioValley” and
“Life Science Cluster Basel” are used. While most terms include the whole
economic region around Basel, Basel Region Cluster contains the main parts
of the cluster which are presented below.

Metrobasel, for instance, covers the functional trinational economic region
(Switzerland, Germany and France) around Basel (BAK Basel Economics
2008, p. 3). As such, Basel belongs to the most successful economic regions
worldwide. Metrobasel generated approximately 219,000 USD added value
per employee in 2006 and put itself in second place amongst the regions
compared, while New York is No. 1. Looking at the increase in real gross
value added, metrobasel is No. 4 of all regions behind Geneva, New York and
Dresund. Besides, metrobasel, along with the clusters in Munich and Zurich,
belongs to the top three concerning patents in all fields of knowledge.

The high share of the total employment in the life sciences sector already
points to the existence of another description of the Basel Region Cluster.
However, the term “Life Science Cluster Basel” only encompasses the life
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sciences industries. The term “Life Sciences” is used to cover development
and manufacturing in the fields of pharmaceuticals (active pharmaceutical
compounds, medicines and medicinal diagnostic products), agricultural
inputs and medical technologies, including institutions that devote the ma-
jority of their efforts to the various stages of research, development, technol-
ogy transfer and commercialisation.

In addition to the diversity and density of the life sciences companies, the
plurality of various organisations is another characteristic of the Basel Region
Cluster. BaselArea and BioValley Basel illustrate such organisations that sup-
port companies and institutions by providing access to the member’s net-
work as well as its broad range of knowledge and expertise especially in the
field of life sciences. Thereby, small Swiss start-ups and spin-offs benefit
from the powerful multinationals. BaselArea covers biotech, nanotechnology,
medical equipment, pharmaceuticals, agribusiness and specialty chemicals.
BioValley is a trinational network that combines the already recognised cen-
tres in North-western Switzerland, Southern Baden (Germany) and Alsace
(France). It is funded following the American model of Silicon Valley, but
with the aim to establish a cross-border biotechnology cluster.

Besides those networks, the companies of the Basel Region Cluster cooperate
with partner organisations like the Messe Basel, Basel Banks, i-Net Basel and
Basel Tourism as well as universities and training institutions. Consequently,
this implicates one of the world’s highest densities of research specialists in
life sciences, with about 10,000 researchers at work.

Nowadays, the so-called "Basel Region Cluster" composes the following in-
dustries:

Pharmaceuticals & Biotechnology
Chemicals & Nanotechnology

Agribusiness & Food

Medical Technology

Commerce & Logistics

Microtechnology & Mechanical Engineering
Finance

IT

Art, Fashion, Design & Architecture.

To demonstrate the success of these industries it is important to have an
overview of the resident companies. Among these are pharmaceutical com-
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panies such as Novartis, the third largest pharmaceutical company in the
world, Roche, one of the most highly capitalised Swiss companies at the
market, and Syngenta, which is listed in the Financial Times Global 500 Index
as one of the most important companies worldwide. In addition, chemical
and nanotechnological companies like Ciba and Clariant, as well as micro-
technology and mechanical engineering companies, with multinationals like
Endress+tHauser, are strongly represented. Nevertheless, besides the head-
quarters of those global players, several young, internationally ambitious
and growing small and medium-sized companies are located in the Basel
area, such as Actelion, which is amongst the fastest growing biopharmaceuti-
cal companies in the world. In addition, suppliers and small related concerns
are based around Basel.

Despite the high importance of the variety of industries for the Basel Region
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Location of Important Pharmaceutical and Chemical Companies in Basel 2001 Figure 6.4
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These companies achieve annual revenue of 100 billion USD and annual
profit of close to 20 billion USD (BaselArea 2008, p. 2). Novartis describes the
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Basel Region Cluster as the most important and successful location in Europe
for the pharmaceutical industry.

To sustain this image, Novartis created the Novartis Campus which should
offer an optimal environment for innovation and central functions. This
working district is organised like a campus, which comprises the whole
plant area, to facilitate communication and teamwork as well as recruiting
the best talents. Likewise, Roche has shifted its main efforts in R&D, produc-
tion and administration of the Pharmacy and Diagnostics division to the
headquarters in Basel. Regarding the location of these companies (see Figure
6.4) it has to be affirmed that the expansion of R&D, production and head-
quarters has proceeded in the urban region of Basel as well as along the
Rhine. The reasons for this development, in particular the advantages of the
Basel region, will be illustrated within the description of the diamond model
of Porter. The whole competitive position of Basel Region Cluster (see Figure
6.5) shows that the Basel area is a vibrant environment for life sciences, with
the best conditions for success and growth.

Figure 6.5
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Driving Forces of the Cluster Formation

Based on Porter’s Diamond Model, the main attributes that promote or im-
pede the creation of competitive advantage could be divided into: (1) factor
conditions, (2) demand conditions, (3) related and supporting industries, (4)
structure of firms and rivalry, and (5) other advantages.

Based on the work of the Institute for Strategy and Competitiveness of the Har-
vard Business School, these assumptions are transferred to the Basel Region
Cluster, especially the pharmaceutical industry (see Figure 6.6), and pre-
sented in the following. The context for strategy and rivalry can be declared
as the primary reason behind competitiveness. The order of importance in
this case is context for strategy and rivalry, factor conditions, related and
supporting industries, demand conditions and other reasons.
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Factor Conditions

The factor conditions in general are advantageous for the pharmaceutical
cluster in the Basel region. In addition, the cluster benefits from the existing
specialised factors:
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B The cluster-specific human resources are distinguished by a highly specific
skilled labour. Additionally, Switzerland excels as the most rewarding
work environment and has the most motivated workers in Europe. Nev-
ertheless, the industry is fighting a shortage of available personnel.

B The Basel Region Cluster is amongst the world’s best for cluster-specific
knowledge-transfer resources. In Basel as well as Zurich there are very good
universities with world-leading teaching programmes. The IMD (Insti-
tute for Management Development) worldwide report even declared Swit-
zerland as being the best nation for basic research and knowledge trans-
fer between industry and academia.

B The cluster-specific scientific infrastructure counts among the world’s best.
Several world-leading research institutes such as the Tropical Medicine In-
stitute, the Basel Institute for Immunology, the Miescher Institute and the
Sandoz Institute are located in Basel, as well as the Swiss Pharmacy and
Pharmaceutical Museum and the Swiss Academy of Medicine. Since 1950 five
Nobel Prizes have been awarded to Basel-based chemical researchers.

B The cluster-specific physical infrastructure is one of the world’s best. While
heavy goods can be transported by ship along the Rhine from the North
Sea to Basel, Basel airport is built for air freight. Long-haul flights for
American and Asian cities leave from Zurich airport, an hour away from
Basel. The main road and rail routes for Europe all intersect in Basel and
connect Basel with cities including Paris, Frankfurt and Milan.

B The government never offered any direct subsidies but financed some
specialised research projects. In addition, life sciences companies are able
to raise more money in Switzerland than elsewhere.

B Switzerland’s lack of easy access to raw materials is detected as being
beneficial. Because of the need to import raw materials, Switzerland fo-
cused on high quality from the start on. Therefore the impact of selective
factor disadvantages on segment focus or innovation turned out to be an
advantage.

Demand Conditions

The demand conditions have to be subdivided into two relevant factors. On
the one hand, the local demand size is important for a cluster, on the other
hand, the local demand qualities play a decisive role. As both display only
weak advantages, the demand conditions are not the fundamental criteria
for the Basel Region Cluster:
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B The local demand size is an advantage in a paradoxical way because the
Basel Region is so small that the industry had to focus on exports from
early on.

B Concerning the local demand qualities, three major assumptions stand
out. The Basel region is distinguished by having very sophisticated end
customers and hospitals, disproportionate local demand in specialised
segments and stringent regulations for product, energy, safety and envi-
ronment by the government.

Related and Supporting Industries

As described in the “History” section, the Basel Region Cluster is not solely
composed of the pharmaceutical industry. Several related industries, such as
dyestuffs, are also located around Basel. These industries, the Swiss hospital
industry for instance, share common inputs, skills and technologies and thus
they are strongly linked. These industries are supplementary in that they
attract not only domestic but also foreign clients. A very advantageous factor
for the Basel Region Cluster is the competitive complementary and related
industries. Switzerland has a strong position in hearing aids, orthopaedic
devices, medical instruments, sterilisation equipment, hospital planning and
hospital building. Indeed, Switzerland is the second most competitive econ-
omy in the world, behind the USA (see Table 6.1).

Structure of Firms and Rivalry

The “Structure of Firms and Rivalry” attribute includes several conditions
that result in strong advantages of the Basel Region Cluster. The vigorous
competition among the local companies and individuals is a very important
driver for innovation. Government does not restrict imports. The economy is
almost open for import competition and foreign direct investments, leading
to a high percentage of imports in total consumption.

Besides the strong competition in the Cluster Region, several resident com-
panies cooperate with local companies, for instance, in joint research insti-
tutes in outside laboratories. Such cooperation between competitive compa-
nies is called “co-opetition”, and leads to further advantages. The participat-
ing companies learn from each other, increase their economies of scale as
well as economies of scope, and are more competitive in certain fields.
Therefore, co-opetition usually results in a win-win situation and is a strong
advantage for the Basel Region Cluster.

The government encourages risk investing by its tax and regulatory envi-
ronment while economic stability lowers hurdle rates. In summary, the local
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investment context of the Basel Region Cluster strongly encourages invest-
ment.

Other Advantages

Alongside the strong benefits of the four categories, Basel Region Cluster,
especially the established pharmaceutical industry, has some more advan-
tages that are noteworthy. On the one hand, the industry was not severely
damaged in both world wars, different to other European locations. On the
other hand, Basel benefits from being an early mover, particularly with re-
spect to the international distribution infrastructure which cannot be built
from scratch anymore today.

In summary, it has to be maintained that the Basel Region Cluster, especially
for the pharmaceutical industry, records some strong advantages concerning
the factor conditions as well as other attributes described in the diamond
model. The pharmaceutical industry around Basel is a consistently growing
market which deserves to belong to the top three pharmaceutical clusters in
the world today.

Questions

1. What are the conditions for cluster formation in general and especially in
the case of metrobasel? Elaborate in this context on the diamond model of
Porter.

2. Describe the influence of clusters on innovation with regard to the differ-
ent types of organisation and cooperation of clusters.

3. Discuss the advantages and disadvantages of the cluster location for the
participant companies in a cluster. Reflect which consequences the loca-
tion of Basel has for the resident businesses.

Hints
1. See Porter and Linde 2004.

2. See the OECD Proceeding, Boosting Innovation: The Cluster Approach
1999.

3. See BAK Basel Economics 2008 and Baselarea 2008.
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| Chapter 7

The Role of Country Culture for International
Management

Cultural differences within and between countries affect the way business is practised.
The consideration of these cultural differences and sensitivity are crucial factors in
cross-cultural management. This Chapter aims to give an overview on the core char-
acteristics that differentiate cultures and their meaning for international business.

The Concept of (Country) Culture

Human thought processes vary between different parts of the world. There
is a general understanding that culture (and cultural differences) is one of the
main reasons for such variation. However, culture as a concept is difficult to
define and many different definitions have been given in the past. Perhaps
the best known definition in international management is that by Hofstede
(1980, p. 21): “Culture is the collective programming of the mind which
distinguishes the members of one human group from another. [...] Culture,
in this sense, includes systems of values; and values are among the building
blocks of culture.”

In this connection, it is important to notice that culture includes both con-
scious and unconscious values, ideas, attitudes and symbols that shape human
behaviour (Terpstra/David 1991). Additionally, culture can be thought of as
consisting of both visible and invisible elements (see Figure 7.1) (Schein 1992,
pp. 15-20):

B Artefacts and creations: The most external level is the tangible aspects of
culture, i.e., visible and audible behaviour and the constructed physical
and social environment.

B Values and ideologies: A deeper level is that of values that reflect convic-
tions about the nature of reality and what should be done to successfully
cope with reality.

B Basic assumptions and premises: The deepest — and invisible — layer of cul-
ture consists of the basic assumptions and beliefs about human nature
and relationships to the environment.
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Figure 7.1

Levels of Culture

Main Levels

Visible Structures and Language, Technology, Art,
Artefacts Processes Stratification and Status,
(Sometimes Hard to Dacipher) Systems, Family

(e | 4

v | v |

Espoused Strategies, Philosophies Ideals and Goals, Means
Values {Espoused Justifications) {How to Get There, e.g. Heroic
Paths, Sins, Virtues)

1 |
v Ui i Taken-fo ted -
nconscious, Taken-for-gran P
Basic Beliefs, Perceptions, Thoughts, M‘?ir:n: ng ':::‘m
Assumptions and Feelings (Ultimate Source Rules of Intparaciion
of Values and Action)

Source: Adapted from Schein 1992, pp. 15-20; Schein 1981, p. 64.

Layers and Characteristics of Culture

The individual decision-making process is influenced by different layers of
culture. These levels are nested into each other, constituting a system of
interrelated cultural aspects of different cultural layers (see Figure 7.2). The
main levels of this nest are: the national culture, which constitutes the overall
framework of cultural concepts and legislation for business activities, the
industry culture, which is characterised by specific norms and ethics that in
some cases may be similar across borders, and the company culture (organisa-
tional culture), which is expressed through shared values, beliefs, or mean-
ing of the members of an organisation (Hollensen 2007, pp. 219-220).

Figure 7.2

Layers of Culture

Global Culture

National Culture

Organisational Culture

Group Culture

Individual

Cultural Self-
representation

Source: Adapted from Erez/Gati 2004, p. 588.
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The individual behaviour is affected by these different cultural layers because
the individual interacts with the other actors of his or her cultural surround-
ings. Culture is an outcome of past (and present) actions of a group or its
members and it can be considered the result of a group’s actions and the
origin of its actions at the same time. Cultural values are shared by members
and they are transmitted from one generation to another through social learn-
ing processes of modelling and observation or through the effects of indi-
vidual actions (e.g. eliciting rewards or avoiding punishments) (Bandura
1986). Cultural elements such as daily behaviours, religion or fairytales are
interdependent, i.e., connected to each other.

Summing up, a culture is defined as a group of people that share a common
set of values and norms. It is the ways in which a society understands, de-
cides and communicates, and it is characterised as being learned, shared, and
interrelated (Hollensen 2007, p. 217).

Culture is reinforced by its components such as language, behaviour, and
often the “nation”. However, it can be below or above the nation level be-
cause there is not a strict correspondence between a society and a nation-
state. Nation-states are political creations that can contain a single culture or
several cultures (Hill 2008, p. 91). Thus, cultures may be defined by national
borders, especially when countries are isolated by natural barriers, but a
nation also may contain subcultures that have little in common with one
another.

Influence of Culture in Different Business Contexts

A range of business contexts, both within individual firms and between two
or more firms, are influenced by the different cultural backgrounds of the
individuals involved (see Figure 7.3).
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Cross-cultural proficiency is important in many managerial tasks in interna-
tional business, including, among others (Cavusgil/Knight/Riesenberger
2008, p. 131):

B communicating and interacting with foreign business partners
B screening and selecting foreign distributors and other partners

B negotiating and structuring international business ventures or international
alliances

interacting with customers from abroad

[ |
B dealing with national institutions in host countries
B developing products and services

|

preparing advertising and promotional materials.

Cross-cultural differences may complicate communication within the indi-
vidual firm, for example, when managers from a foreign parent company
communicate with local employees. In cross-border partnerships, alliances, or
ventures, there needs to be an understanding of the organisational and cultural
differences. Often, cultural compromise is required to establish successful part-
nerships (Rugman/Collinson 2009, p. 133).

Elements of Culture

There are many components that can be considered integral elements of
culture. These components are interrelated with one another. The elements of
culture that are most likely to matter in international management are: lan-
guage, social structure, religion, and values and attitudes.

Language

Language is considered a primary discriminant of cultural groups as — in an
obvious way — countries differ in the languages used within them. Both
spoken and unspoken language is an important means for communication.

Spoken language refers to the vocal sounds or written symbols that people use
to communicate with one another (Kotabe/Helsen 2008, pp. 114-115). Spoken
language structures the way the members of a society perceive the world. It
can direct the attention of its members to certain features of the world rather
than others (Hill 2008, p. 108) by filtering observations and perceptions and
thus affecting the messages that are sent when individuals communicate
with one another (Griffin/Pustay 2010, pp. 113-115).
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If a country is dominated by one language group, it tends to have a homoge-
neous culture in which nationhood is important to define the culture. Con-
versely, countries with more than one language tend to be heterogeneous.
For example, Canada has an English-speaking culture and a French-
speaking culture, or in Switzerland, mainly three languages are spoken,
going along with other (sub-)cultural differences (Hill 2008, p. 108).

Unspoken or nonverbal communication includes gestures, facial expression,
moving, touching, and other forms of body language that supplement spoken
communication. Many of these “silent” cues are culturally bound and can
lead to misunderstandings in cross-cultural communication.

Social Structure

The social structure determines the roles of individuals in a society. Cultures
differ in the way they define groups and the relative importance they place
on the individual’s role within a group. While human life is generally viewed
as group life, cultures differ according to the degree to which they regard
groups as the primary means of social organisation (Hill 2008, p. 92). Cul-
tural value systems, for example, differ in terms of their emphasis on indi-
vidual performance. In many Western societies, the social standing of indi-
viduals is a function of their individual performance and not so much of
which group they belong to. In many other cultures, social status is deter-
mined by the standing of the group to which an individual belongs, and
commitment and attachment to group membership is much more important.

Additionally, cultures differ in their degree of social stratification. In all cul-
tures, people to some extent are categorised into hierarchies on the basis of
elements such as income, occupation, family background, educational
achievement, or other attributes. However, not only does the importance of
these categories in defining how individuals interact with each other within
and between groups differ between cultures. Also, the social mobility, i.e., the
extent to which individuals can move out of the strata and change hierarchi-
cal status, is distinct between cultures (Griffin/Pustay 2010, p. 112).

Religion, Values and Attitudes

Most of the world’s ethical systems, i.e., sets of moral principles or values
that guide and shape individuals’ behaviour, are a product of religion. Reli-
gion shapes the attitudes toward aspects such as work, consumption, or
individual responsibility (Hill 2008, p. 98). Religion plays an important role
in many societies with its impact differing from country to country. The
impact of religion depends on the country’s legal system, the homogeneity of
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religious beliefs, and the toleration of other religious viewpoints (Grif-
fin/Pustay 2010, p. 122).

Religion does not always contribute to divergence between cultures, how-
ever. It can also provide the basis for trans-cultural similarities. Approxi-
mately 75 % of the world’s population adhere to one of the four dominant
religions: Christianity (2.1 billion adherents), Islam (1.5 billion adherents),
Hinduism (900 million adherents), and Buddhism (376 million adherents)
(www.adherents.com 2008).

In addition to religious value systems, all cultures are characterised by secu-
lar value systems and attitudes. Values are understood as principles and
standards that are accepted by the members of a culture. Attitudes relate to
actions, feelings, and thoughts, as a result of those values (Griffin/Pustay
2010, p. 122).

Value systems are deeply rooted and intrinsic to the individual’s identity.
They influence people’s attitudes towards factors such as time, age, status, or
education. The underlying norms, i.e. accepted rules, standards and models
of behaviour, direct the individual’s behaviour. Thus, values determine what
actions are regarded as appropriate, important, or desirable in a culture.

Dimensions of Culture

Several conceptualisations exist to classify cultures according to the underly-
ing values. The most prominent cultural frameworks are the work of Hall,
Hofstede, and the GLOBE project (Global Leadership and Organisational
Behaviour Effectiveness).

Hall’s Low Context and High Context

In this conceptualisation, cultures are classified according to the context
relatedness of communication. The extent to which communication partners
rely on the context for determining the meaning of what is said is relevant
for both direct (e.g. face-to-face) communication and indirect communica-
tion (Miihlbacher/Leihs/Dahringer 2006, p. 212).

“A high context communication or message is one in which most of the in-
formation is already in the person, while very little is in the coded, explicit,
transmitted part of the message. A low context communication is just the
opposite, i.e., the mass of the information is vested in the explicit code”
(Hall/Hall 1990, p. 6).

Thus, the interpretation of messages in high context cultures rests heavily on
the context. It is important to use and interpret the elements surrounding the
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message to be able to understand the message. In low context cultures, on the
other hand, clear communication modes dominate. These cultures rely on
spoken and written language for meaning (Hollensen 2007, pp. 220-221). In
Table 7.1, some aspects in which high and low context cultures differ are
summarised.

Part Il I

Comparative Characteristics of High Context and Low Context Cultures Table 7.1
- Low Context/Individualistic High Context/Collectivistic
(s (e.g. Westem Europe, US) (e.g. Japan, China, Saudi Arabia)
f:;;’::;f’“m e explicit, direct implicit, indirect
Senss of Self and Space informal handshakes formal hugs, bows and handshakes
Dress and Appearance dress for individual success, wide variety indication of posiﬁ:unlin society, religious
Food and Eating Habits eating is a necessity, fast food eating is social event
Time Consciousness linear, exac_t, pn:mptnoss is valued, ela_stic, relati_ve, Eime 9_.pent_on
time = money enjoyment, time=relationships
- q . . extended family, other oriented, loyalty
Family and Friends nuclear family, self-oriented, value youth and responsibility, respect for old age
Values and Norms independence, confrontation of conflict group conformity, harmony
n o egalitarian, challenge authority, individuals hierarchical, respect for authority,
Bt b control destiny, gender equity individuals accept destiny, gender roles
nﬂxrt':lr‘:rocass it linear, logical sequential, problem solving Iateral, holisﬁzgé.:i';#mt?::s' accepting
deal oriented (‘quickly getting down to relationship oriented (‘first you make a
Business/Work Habits business'), based in achi t, | friend, then you make a deal’), rewards
work has value based on seniority, work is a necessity
Source: Hollensen 2007, p. 220.
Hofstede’s Five Dimensions
One of the most influential schemes of cultural classification is the work of
Geert Hofstede. Hofstede’s findings are based on a study of 116,000 people
working for IBM in about 40 countries that was carried out in the late 1960s
and early 1970s. Although this work has been criticised for several methodo-
logical weaknesses and cultural biases resulting from the fact that only one
company with a strong organisational culture has been analysed, it remains
the largest and most comprehensive work of its kind. Hofstede identified
five important dimensions along which people differ across cultures (Grif-
fin/Pustay 2010, p. 126).
The first dimension is labelled power distance. It refers to the extent and ac- | Power Distance

ceptance of unequal distribution of power. Power respect means that people
in a culture tend to accept power and authority on the basis of positions in
the hierarchy. Thus, societies that are high in power distance believe that eve-
ryone has a rightful place in society and they tolerate relatively high social
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inequalities (Kotabe/Helsen 2008, p.128). Conversely, cultures with low
power distance are characterised by power tolerance. They attach less signifi-
cance to a person’s position in the hierarchy and tend to question decisions
or mandates from someone at a higher level (Griffin/Pustay 2010, p. 130).
These cultures tend to be more egalitarian.

The second dimension is the social orientation in a culture. This relates to the
beliefs about the relative importance of the individual and the groups to
which an individual belongs. Individualism describes the degree to which
individuals view themselves as independent of groups and are motivated by
their own preferences, needs, or rights (Phatak/Bhagat/Kashlak 2009, p. 120).
Individual independence plays an important role. The opposite of individual-
ism is collectivism. Collectivistic cultures are characterised by people giving
priority to the goals of the group to which they belong over their own per-
sonal goals. Identity is based in the group to which the individual belongs
and he or she shows long-term loyalty to that group (Hollensen 2007, p. 229).

A third dimension is uncertainty avoidance which relates to the risk taking
attitude in a culture. It thus relates to the feelings people have regarding
uncertain and ambiguous situations. In a culture which is characterised by
uncertainty avoidance, people dislike change and ambiguity and try to avoid
it. On the other hand, in cultures with high levels of uncertainty acceptance,
people are stimulated by change (Griffin/Pustay 2010, pp. 131-135).

Masculinity and femininity relates to the degree to which “masculine” values
or “feminine” values dominate. In masculine cultures, masculine values, such
as achievement, performance, competition, success and money, are impor-
tant (Hollensen 2007, p.229). Additionally, in these cultures, social gender
roles are clearly distinct. In feminine societies, gender roles tend to overlap.
Thus, both men and women are supposed to follow feminine values, such as
care for others, the quality of life, maintaining personal relationships, and
service (Hofstede 1991, pp. 82-83).

The fifth dimension, time orientation, was identified in a follow-up study to
Hofstede’s original work. It refers to the distinction between cultures with a
long-term orientation and those with a short-term focus (Kotabe/Helson
2008, p. 129). Cultures with a long-term orientation are characterised by values
such as perseverance and thrift. In short-term oriented cultures, personal
steadiness and stability are important (Hollensen 2007, p. 229).

Table 7.2 gives an overview of how countries differ in terms of these five
Hofstede dimensions.
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Hofstede’s Culture Dimensions in Selected Countries Table 7.2
Country DT:::;e Individualism | Masculinity li?,zfét:,',g B?f;ﬁ;f.m
France 68 7 43 86 -
Germany 35 67 66 65 31
Hong Kong 68 25 57 29 96
India 77 48 56 40 61
Japan 54 46 95 92 80
Malaysia 104 26 50 36 -
Netherlands 38 80 14 53 44
Singapore 74 20 48 8 48
South Korea 60 18 39 85 75
Sweden 31 7 5 29 33
Switzerland 34 68 70 58 -
United Kingdom 35 89 66 35 25
United States 40 91 62 46 29

Source: Hofstede 1992, pp. 312-313.

GLOBE - Global Leadership and Organizational Behavior

Effectiveness

Global Leadership and Organizational Behavior Effectiveness (GLOBE) is a

large-scale research programme which comprised a network of 170 social

scientists and management scholars. The study is based on a survey of

17,000 managers from three industries (banking, food processing, and tele-

communications) in 62 cultures. The GLOBE researchers identified nine

dimensions of culture (House et al. 2002; Magnussen et al. 2008, p. 186):

1. Uncertainty avoidance: The extent to which a society tries to avoid the | GLOBE
unpredictability of future events, e.g. by relying on rituals, or bureau- | Dimensions
cratic practices.

2. Power Distance: The degree to which members of a culture expect and
accept power to be distributed unequally.

3. Collectivism I (Societal Collectivism): The degree to which organisational
and societal institutional practices encourage collective distribution of re-
sources and collective action.

4. Collectivism II (In-Group Collectivism): The degree to which individuals
express loyalty and cohesiveness in their organisations or families.

5. Gender Egalitarianism: The extent to which a society minimises gender

role differences and discrimination.
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6. Assertiveness: The degree to which individuals are assertive, confronta-
tional, and aggressive in social relationships.

7. Future Orientation: The degree to which individuals engage in future-
oriented behaviours such as delaying gratification, planning, and invest-
ing in the future.

8. Performance Orientation: The extent to which a society encourages and
rewards group members for performance improvement and excellence.

9. Humane Orientation: The degree to which individuals encourage and
reward individuals for being fair, altruistic, friendly, generous, caring, or
kind.

The purpose of the project was to find out which leadership behaviours are

universally accepted and which are culturally contingent. While there is

some overlap between Hofstede’s and the GLOBE dimensions, the GLOBE
study goes beyond Hofstede’s approach, assessing culture from two angles:
cultural practices (culture “as is”) and cultural values (“what should be”).

Figure 7.4 displays the societal culture scores of the “Latin Europe cluster”
which comprises Italy, Spain, France, Portugal, the French speaking part of
Switzerland and Israel.

Figure 74
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Cultural Sensitivity

Cultural sensitivity refers to the state of awareness of the values and frames of
reference of host country cultures. In this context, the extent of a manager’s
cultural parochialism, ethnocentrism, polycentrism, or geocentrism is crucial
(Phatak/Bhagat/Kashlak 2009, pp. 116):

B Cultural parochialism: The belief that there is no alternative to doing
things the way they are done in one’s own culture.

B Cultural ethnocentrism: Ethnocentrism is related to parochialism, but it
reflects a sense of superiority. Thus, ethnocentricity involves the attitude
that one’s own way of doing things is the best, no matter in which cul-
tural environment.

B Cultural polycentrism: Polycentric managers tend to adapt to local cultural
norms. They accept the need for differentiation, for example, in terms of
procedural norms, reward systems, organisation design. Thus, polycen-
trism involves adaptation to each local cultural context.

B Cultural geocentrism: Geocentrism reflects the belief that responsiveness
to local cultures is necessary but that there is the need to develop courses
of action that can be employed in most (or all) cultural environments.

This understanding of cultural sensitivity is related to the emic and the etic
views of culture. The etic perspective assumes that business practices can be
applied universally and thus are relevant in all cultures and not specific to
the context in which they were developed. Contrarily, the emic approach to
international business argues that each culture has specific requirements
(Sue/Sue 2007). Therefore business practices need to be adapted to each
cultural context. Typically, the etic approach to international business is
anchored in the domestic market context and thus reflects either cultural
parochialism or ethnocentrism.

According to these diverse cultural predispositions, firms can respond with
diverse organisation types (see Table 7.3). The imperialist firm corresponds to
cultural parochialism and involves a common organisational culture wher-
ever the company is present. The independent company is associated with the
polycentric orientation. In this structure, each national subsidiary bases its
own culture on local norms and values, thus constituting a federalist struc-
ture. Both of these extremes are associated with problems, resulting from
either an etic cultural perspective that involves standardisation in all sub-
sidiaries or the complexity of differentiated, polycentric systems. Therefore,
often firms try to strike a balance between standardisation and differentiation.
Some elements are centralised across the whole organisation while others
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are adapted to the local cultural context (Rugman/Collinson 2009,
Pp. 147-148).

Table 7.3

Organisation Types Reflecting Cultural Predispositions

Cultural
Convergence

Cultural
Diversity

Cross-Border

Segments

Imperialist Interventionist Interactive Independent

Organisation ethnocentric ethnocentric geocentric polycentric

Structure steep hierarchy flat hisrarchy network federation

Strategy i ly decided

jointly specified locally specified

Decision making centralised distributed shared devolved

Source: Rugman/Collinson 2009, p. 147.

Conclusion and Outlook

While culture is considered to be relatively stable and cultural differences are
important in international management, there is an ongoing debate on the
question whether cultural convergence is taking place or not. The starting
point of this debate was Levitt's “Globalisation Thesis” (Levitt 1983), which
argued that issues such as increased and better communications worldwide,
including international media consumption, travel patterns of consumers
and the spread of multinational companies lead to a cultural convergence.
This is beneficial for international operations because it offers the potential
to standardise global operations: “The global corporation operates with
resolute constancy — at low relative cost — as if the entire world (or major
regions of it) were a single entity; it sells the same things in the same way
everywhere” (Levitt 1983, pp. 92-93). With standardisation, producers obtain
global scale economies and experience curve benefits in production, distri-
bution, marketing and management.

However, even though cross-border operations of multinational companies
integrate the world’s economies, there are many counterarguments against
the assumption that a homogenisation of cultures is happening. Even within
most countries, great diversity of behaviours and tastes co-exist. The interna-
tionalisation of companies widens the options available to local people.

Nevertheless, cross-border segments exist. They include consumers with ho-
mogeneous consumption patterns across cultures. Typically, these cross-
border segments are younger, richer and more urban than the rest of the
population (Quelch 1999, p. 2). Thus, cultural homogeneity and heterogeneity
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are not mutually exclusive alternatives or substitutes, but they may co-exist,
simultaneously (Cavusgil/Knight/Riesenberger 2008, p. 148).

Cross-cultural management involves cultural differences between groups of
people in different business situations both inside one firm and between
several firms, e.g. suppliers, partners in strategic alliances or Mé&As, or with
the customers. Such cultural differences are not necessarily a problem. How-
ever, they can create difficulties in terms of communication, motivation, coor-
dination, or teamwork. They can lead to cultural clash, which means that
differences in values, beliefs, and styles of communication or behaviour can
lead to miscommunications and misunderstandings, antagonism or other
problems (Rugman/Collinson 2009, pp. 148-151).

Companies need to respond to these challenges of managing across cultural
boundaries. In this context, acculturation plays an important role. Accultura-
tion involves the process of understanding foreign cultures and modifying
and adapting the company’s or the manager’s behaviour to make it compati-
ble with other cultures (Cavusgil/Knight/Riesenberger 2008, p. 130).

Further Reading

HOFSTEDE, G. (2001): Culture's Consequences: Comparing Values, Behav-
iors, Institutions and Organizations Across Nations, Thousand Oaks, Sage
Publications, pp. 1-36.

DERESKY, H. (2008): International Management, Managing Across Borders
and Cultures, 6t ed., Upper Saddle River, Prentice Hall, pp. 102-216.

Case Study: China!

History and political system

On 1 October 1949, Mao Zedong, chairman of the Central People’s Govern-
ment, proclaimed the foundation of the People’s Republic of China (PRC).
During the period of the first five-year plan (1953-1957) the average annual
increase in national income surpassed 8.9 % and, with a time delay compared
with already industrialised countries, basic industries such as aviation and

1 Sources used for this case study include the web sites, http://www.bmz.de,
http://www.itim.org, http://fec.europa.eufeurostat, http:// www.chinability.com,
www.china-embassy.org.eng, http:// www.china.org.cn, http://www.un.org as well
as explicitly cited sources.
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motor vehicle production, indispensable for full industrialisation, were fi-
nally initiated. Between 1956 and 1966 the nation’s total industrial fixed
assets quadrupled and the national income increased by 58 % in constant
prices.

The ensuing “cultural revolution” (1966-1976), initiated by Mao himself in
order to consolidate his power, caused the state and its people to relapse.
The time of the Cultural Revolution is strongly connected to the term “Mao-
ism”. Maoism refers to Mao’s theories about how China and the world
should be transformed in revolutionary ways. Mao thereby embraced the
teachings of Marx and Lenin and made additional contributions (Chai 2003,
p- 164), as, for instance, he emphasised the agrarian countryside. As a result
of the Cultural Revolution, millions of people were forced into manual la-
bour, and thousands were executed.

The death of Mao in 1976 marked the end of “Maoism” and the beginning of
a new area in Chinese history under the guidance of the CPC (Communist
Party of China). The CPC, under the leadership of General Secretary Deng
Xiaoping “turned its attention to ‘righting the wrongs’ it had experienced
during the cultural revolution” (Chai 2003, p. 167). As a consequence, the
CPC instituted a policy of “reform and opening” to the outside world in 1979,
and China followed a path of socialist modernisation.

Succeeding Jiang Zemin, Hu Jintao took over the position as general secre-
tary of the CPC Central Committee in 2002 as well as president of the state in
2003. In 2008, the CPC had more than 67 million members.

China is the world’s most populous country with a total population of about
1.35 billion people in 2010. After Russia, Canada and the USA of America,
China is the fourth largest country in the world. Governmentally, China is
divided into 22 provinces (China considers Taiwan its 23rd province), five
autonomous regions (Guangxi, Nei Mongol, Ningxia, Xinjiang Uygur, Xi-
zang) and four municipalities (Beijing, Chongqing, Shanghai, Tianjin) which
are directly supervised by the central government as well as the special
administrative regions of Hong Kong and Macao. The capital of China is
Beijing.

Immediately after the end of “Maoism”, as Deng Xiaoping focused on mar-
ket-oriented economic development, China started to catch up economically
with the industrialised Western World. The pace of China’s economic devel-
opment in recent years is outstanding, as China’s GDP growth rates, for
instance, by far exceeded the average GDP growth rate of the EU-27 coun-
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tries (see Figure 7.5). In 2009, China passed Germany to become the world’s
largest exporter.
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Annual GDP Growth Rates of China and the EU-27 ( in %)

Figure 7.5
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However, the rapid industrialisation also caused serious problems for the
largest market in the world. Problems include widespread poverty, as China
is economically a very heterogeneous country (Holtbriigge/Puck 2005, p. 31),
corruption and a very high level of environmental pollution.

China’s Culture According to the GLOBE Study

As described in this Chapter, the GLOBE study identified nine dimensions
of culture. By comparing the respective scores to the mean value of all 62
cultures examined in the GLOBE study, Figure 7.6 displays the results of the
study for China (refering to cultural practices, i.e. culture “as is”).

China’s scores are very heterogeneous regarding numerous dimensions of
the Globe study. The results indicate that inhabitants of China score heavily
on performance orientation, collectivism (institutional and organisational),
humane orientation, and especially on uncertainty avoidance, all of which
are above the mean of all countries. Scores on future orientation and power
distance are close to the mean, scores on assertiveness and gender egalitari-
anism are below the mean.
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Across all the GLOBE dimensions, China exhibited the highest scores on the
collective dimensions. Chinese people are influenced by a collective culture
that deemphasises the self in deference to the group (Neubert/Wu 2006,
P- 362). The collectivistic attitude of Chinese people is happily accompanied
by a high level of humane orientation, as well as low level of assertiveness.
As Chinese people tend to be strongly group oriented, they do not strive to
be assertive, confrontational or aggressive in social relationships. Research
outlines the importance of interpersonal harmony in collectivistic cultures
(Ling/Chia/Fang 2000, p. 737).

Another reason for the low level of assertiveness is that Chinese are influ-
enced by their concerns for notions such as guanxi (social relationships) (Fu
et al. 2007, p. 889).

Figure 7.6

Results of the GLOBE Study: China

Collectivistic
Petformance
Orientation

Low level of Performance Orientation High Level of Performance Orientation

Low Level of Future Orientation High Level of Future Orlentation
Lowsr Male Domination Greater Male Domination
Low Level of Assertiveness High Level of Assertiveness
Low Level of Institutional Collectivism High Level of Institutional Collectivism
Low Level of In-Group Collectiviem High Level of In-Group Collectivism
Low Level of Power Distance High Level of Power Distance

Low Level of Humane Orientation High Level of Humane Orientation

Low Level of Uncertainty Avoldance High Level of Uncertainty Avoldance

Mean for 62
Cultures

Although Chinese people are highly collectivistic, they are also characterised
by a high performance orientation. However, Chinese employees are likely to
focus on the performance of the group over concerns about individual per-
formance. Hence, in collectivist cultures, achievement motivation is gener-
ally socially oriented (Neubert/Wu 2006, p. 362). This feature becomes evi-
dent, for instance, in a comparison between Chinese and US employees in
the information technology sector. In contrast to the US employees, Chinese
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employees place less value on rapid career advancement and having a moti-
vating boss, but place greater emphasis on receiving project milestone bo-
nuses (King/Bu 2005, p. 46).

Until modern times, men in China were always superior to women and
being a woman in China meant being a servant to the men in one’s life: first
father, then husband, then son (Fu et al. 2007, pp. 889-890). That is because
the majority of the population was, and is still, poor and heavily dependent
on farming. In these places, women still have major disadvantages in terms
of education or employment. Hence, gender egalitarianism many not happen
until China becomes more economically developed across the whole country
(Fu et al. 2007, pp. 890).

The high score for the uncertainty avoidance dimension is consistent with the
traditional Chinese value of order. The Chinese seek peace and security by
clinging to the past and for centuries, Chinese people felt secure only when
they “played it safe” (Fu et al. 2007, p. 891). Especially during the Cultural
Revolution, people in China were led to seek “unity and order” to such a
degree that they would run their businesses in the same way year after year
without change, “maintaining the same structure, the same products, the
same everything” (Fu et al. 2007, p. 891). The long tradition of order may
serve as an explanation for the high intolerance of uncertainty.

Subcultures

Although the Chinese culture emphasises collectivism, one can observe
subcultures within the country (King/Bu 2005, p. 46). Such subcultures are
not surprising, in a country with 1.3 billion inhabitants that is heavily seg-
mented in terms of income and consumer behaviour. The strongest regional
disparities in China exist between the rural areas in the North and South of
the country and the rich and well developed coastal regions around Shang-
hai (Holtbriigge/Puck 2005, p. 9).

Roots and Rationale of Chinese (Business) Culture

Of all the ideologies that have influenced the thinking and life of traditional
and agricultural China, Confucianism should account for the most influence
(Fu et al. 2007, p. 878). Even today, 2,500 years after the time of Confucius,
his traditional ethics continue to have a tremendous impact on Chinese peo-
ple (Ling/Chia/Fang 2000, p. 736). Hence, in order to understand Chinese
culture, one must first understand Confucianism.
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Confucius assumed the existence of a proper way for humans to behave and
for society to be organised (Langenfeld 2007, p. 32). Confucian teachings
include the emphasis on learning through a hierarchical, family-modelled
institution, which teaches principles such as diligence, self-sacrifice, and
delayed gratification. The Confucian model of a family includes the strong
but compassionate father, the loyal child who can never fully repay a deep
dept to the parents, and the ancestors who are to be respected and wor-
shipped (Gupta/Hanges 2004, p. 189). The Confucian philosophy is a helpful
tool to decode the Chinese understanding of immaterial goods and intellec-
tual property. The copying of foreign products and technologies, for in-
stance, is an expression of appreciation for the intellectual performance of
somebody else. Products and innovations of limited quality are not worth
copying. To use the intellectual performance of somebody else is considered
a smart move and desirable, according to the Confucian philosophy. The
belief that an immaterial value is solely the property of a single person or
group is contradictory to the Confucian idea that everyone should strive for
education. As long as it serves the community, knowledge is considered
common property (Fuchs et al. 2006, p. 65). The Far Eastern Economic Review,
a business newspaper from Hong Kong, therefore relabelled the People's
Republic of China the “People’s Republic of Cheats” (Fuchs et al. 2006, p. 22).
However, Confucianism is not only suited to illustrate the Chinese attitude
towards intellectual property, but to explain the basic rationale and “life-
blood” (Davies et al 1995, p. 209) of Chinese business: “guanxi”.

In contrast to the more fact-based Western business culture, Chinese busi-
ness culture relies much more on relationships and personal networks
(Holtbriigge/Puck 2005, p. 20). Best translated by the term “relationship”,
guanxi basically describes a friendship between two persons that rests on a
continued exchange of favours (Pye 1992, p. 101). Hence, “the currency of
guanxi is normally favors, not cash” (Seligman 1999, p. 65).

A key component in a guanxi system is the Chinese interpretation of face
(“mianzi”). As an intangible form of personal identity, mianzi is closely linked
with dignity, self-esteem, vanity, and is therefore comparable to the Western
concept of prestige (Langenfeld 2007, p. 92). Individuals in China have a
strong interest in keeping their face because it is a major source of intrinsic
satisfaction. It is the worth that people claim for themselves based on their
position in the social network. Hence, threats to one’s mianzi constitute
threats to one’s identity (Langenfeld 2007, p. 92).

When dealing with Chinese managers or officials, it is important to consider
that good guanxi depends on a strict system of reciprocity and that the Chi-
nese generally expect foreigners to speak and understand guanxi and to act
according to its rules (Seligman 1999, p. 65; Graham/Lam 2003, p. 86).
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The Impact of China’s Culture on Human Resource
Management and Marketing

Human Resource Management

Recruitment activities in China are comparable to those in Western coun-
tries. The most frequently used recruitment methods are employment adver-
tisements in newspapers and magazines. However, in general, specialised
staffs are found through guanxi rather than advertisements in newspapers or
professional headhunters (Holtbriigge/Puck 2005, p. 131). Moreover, em-
ployees that have been recruited through guanxi often have an additional
motivation to perform well, as they do not want to disappoint the interme-
diary who vouched for them. Further benefits may be derived from coordi-
nated salary and non-labour benefits paid to specialists (Langenfeld 2007, p.
140). One major problem that comes along with this recruiting technique
becomes evident in case of redundancies. The layoff of an employee who has
been recruited through a guanxi network might result in conflicts with the
remaining workforce (Holtbriigge et al. 2003, pp. 15-21).

Chinese companies are characterised by a hierarchical and patriarchic lead-
ership style with the top leader of a company is being regarded as the head
of a family. Employees are consequently regarded as part of the family and
they expect to be taken care of. Chinese leadership is thus modelled on the
father’s role as household head. This leadership concept is well in line with
the Chinese societal cultural perceptions and values of low gender egalitari-
anism, as observed in the GLOBE study (Fu et al. 2007, p. 903). In reverse,
employees expect that important decisions are made by the management.
There is no delegation of responsibility. Chinese employees are used to the
fact that decisions are made by their supervisor and therefore they hardly
take any initiative (Holtbriigge/Puck 2005, p. 139).

Research shows that social groups that differ in age, occupation or education
level (e.g. urban Eastern China vs. rural Southern China) differ in their per-
ceptions of implicit leadership traits. For instance, people with more educa-
tion in China, tend to be more idealistic and want their leader to have a
higher standard (Ling/Chia/Fang 2000, p. 737).

Marketing & Sales

The vast segmentation of the country does not only have an impact on lead-
ership and human resource management, but also on marketing issues.
Marketing content and messages cannot be standardised for the whole coun-
try, but have to be tailored to the respective market segments. At this point,
especially, foreign companies face the problem that detailed and reliable
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market information is relatively rare (Holtbriigge/Puck 2005, pp. 100-102).
Being confronted with this scenario, a guanxi network might serve as a com-
pany’s primary source of in-depth information.

Apart from the possibility of gathering information through the network,
guanxi also has important implications for quality and price related issues.
Guanxi-based selling can produce impressive results if products are of poor
quality or the level of service is bad, because unexpected drops in quality are
less difficult to accept from a guanxi partner than from a stranger. Even fake
goods are sold through guanxi bribes (Langenfeld 2007, p. 136). Gunaxi can
also be required when it comes to obtaining after-sales service (Langenfeld
2007, p. 138).

Guanxi in marketing & sales is most applicable when serving a few custom-
ers like, for instance, in the investment goods industry. However, guanxi-
based selling cannot be used when serving millions of customers in the fast
moving customer goods (FMCG) industry. That is because the number of
personal relationships is limited (Langenfeld 2007, p. 137). In order to pre-
vail in such industries the responsible marketing department has to empha-
sise other topics, such as the outstanding status of children in China and
advertising.

In order to reduce the rate of population growth, the PRC has — since 1979 -
put into effect the one-child policy, which prescribes that each family should
only have one child. The only child in China is thereby frequently regarded
as a “little emperor” or a “little sun” (Zhang et al. 2000, p. 726). Wang Ying, the
director of a kindergarten, reports about little emperors: “They’re attended
to hand and foot by adults so protective that if the child as much as stum-
bles, the whole family will curse the ground”. Consequently, the little em-
peror has an enormous impact on buying decisions. Especially young fami-
lies in the urban areas of China undertake remarkable efforts to ensure their
only child a beautiful life. The wishes of the child are therefore on top of the
agenda. That is not only true for FMCG but for a wide range of goods in-
cluding products like computers or mobile phones (Holtbriigge/Puck 2005,
pp. 103-104).

In general, there are strong differences between the preferences of Chinese
consumers born before 1980, who are more likely to seek out products that
help them arrange their lives in a more secure and orderly way, and those
born after the one-child policy, who are striving to project themselves, estab-
lish their uniqueness, and make a positive impression on others. In order to
win over young consumers, marketing consultancies advise foreign firms to
stress values of individuality, freedom and physical attraction (Chandler et
al. 2004, pp. 138-150).
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Rather than emphasising individuality and exclusivity, as German or Ameri-
can advertising frequently does, Chinese advertising messages generally
focus more on group and collectivistic values. One can thereby identify
“mouth-to-mouth” propaganda as the primary advertising medium in
China, as personal relationships, family and friends have a huge impact on
the buying decisions of Chinese customers. Apart from relationships, TV
advertising is the most important advertising tool. This is not only because
of the wide availability of television, but also because TV spots fit the Chi-
nese habit of pictorial thinking (Holtbriigge/Puck 2005, p. 113).

Summary and Outlook

With more than 1.3 billion inhabitants, China is the largest market in the
world. However, as huge as is the market, equally huge is the challenge to
prevail in China’s competitive environment. Some weird characteristics of
the Chinese culture, at least for Westerners, like, for instance, guanxi, consti-
tute numerous pitfalls that can seriously handicap a company’s engagement
in China. As a result, “Western theories of leadership cannot be very effec-
tive when directly transposed to Chinese people” (Ling/Chia/Fang 2000, p.
738). Hence, it is mandatory for Western companies, not only to be aware of
these characteristics, but also to adjust their management systems and pro-
cedures accordingly.

Questions

1. The case study discussed the influence of China’s culture on two man-
agement functions: “marketing & sales” and “human resource manage-
ment” and especially emphasised the role of guanxi. How can guanxi fur-
ther influence R&D as well as procurement operations?

2. Consider an English company that plans and arranges weddings. The
advertising slogan of the company is: “We make your wedding a truly
unique experience”. Should this company adapt or change this slogan for
an advertising campaign in China? If yes, what are your suggestions?

3. A Western European manufacturer of the highest quality motor cars
plans to set up a production facility in China and consequently to shift
major parts of its production to China. What are the potential problems
and challenges for the company?
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Hints
1. See, for instance, Langenfeld 2007, pp. 131-145.

2. Refer to the GLOBE study results for China and England for the “In-
Group Collectivism” dimension. See Gelfand et al. 2004, p. 469.

3. Think not only in terms of culture, but also consider issues regarding
product quality, technology, marketing and human resource manage-
ment, as well as inherent geographical and political problems.
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Formal and Informal Coordination Mechanisms

As has been shown in the preceding Chapters, MNCs are characterised by interna-
tionally dispersed activities. To integrate all these activities and organisational units of
the MNC under a common strategy, coordination is necessary. In this Chapter, an
overview of different coordination mechanisms is given, including the strengths and
weaknesses of each mechanism. Also, theories that are used to explain the choice of
certain coordination mechanisms are discussed.

Introduction

The successful implementation of international strategies depends strongly
on the adequate coordination of the dispersed activities by the MNC (e.g.
Andersson/Forsgren 1996, p.487), mostly by the MNC’s headquarters. To
solve the challenge of how to coordinate the heterogeneous and geographically
distant subsidiaries is essential for international management.

Coordination can be defined as the process of integrating activities that
remain dispersed across subsidiaries (Martinez/Jarillo 1991, p. 431). “A
mechanism of coordination is any administrative tool for achieving integra-
tion among different units within an organisation, i.e. to align a number of
dispersed and yet interdependent international activities” (Jarillo/Martinez
1989, p. 490).

The core task of coordination for a MNC is to ensure that all subsidiaries
strive towards common organisational goals and the actions and behaviour of
the subsidiaries are conform to the MNC’s overall strategy. At the same time,
coordination has to contribute to the necessary capabilities, motivation and
entrepreneurship of the subsidiary management to adapt to the local envi-
ronment of their host countries (Macharzina 1990, p. 372). This should be
achieved at the minimum management costs (or “agency costs”). Following
the so called “administrative rationality” (Thompson 1967), it is argued that
in each situation, the most efficient type of coordination is to be chosen.

Usually, many coordination mechanisms are used simultaneously. In a very
illustrative way, Bartlett/Ghoshal/Beamish (2008, p. 343) suggest an analogy
between the MNC and the human body with its different parts. In this per-
spective, they argue that three different types of mechanisms are necessary
to coordinate the MNC:
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B The “anatomy” of the organisation, i.e., the formal organisational struc-

ture, which is necessary but not sufficient.

M It has to be accompanied by the “physiology”, i.e., a company’s systems

and decision processes.

B And third, the “psychology”, i.e., the organisation’s culture, is a crucial

component.

A broader categorisation groups the coordination mechanisms into two sets
of mechanisms: formal mechanisms and informal, more subtle mechanisms.

Table 8.1 gives an overview of the most common coordination mechanisms.

Table 8.1

The Most Common Coordination Mechanisms

Formal Mechanisms

Informal Mechanisms

* organisational structure: departmentalisation
or grouping of organisational units

+ lateral or cross-departmental relations: direct
managerial contact, temporary or permanent
teams, task forces, committees, integrators,
and integrative departments

* centralisation or decentralisation of decision
making through the hierarchy of formal
authority

+ informal communication: personal contacts
among managers, management trips,
meetings, conferences, transfer of managers,
etc.

+ formalisation and standardisation: written
policies, rules, job descriptions, and standard
procedures, through instruments such as
manuals, charts, etc.

+ normative integration: building an
organisational culture of known and shares
strategic objectives and values by training,
transfer of managers, career path
management, reward systems, etc.

+ planning: strategic planning, budgeting,
functional plans, scheduling, etc.

Source: Adapted from Martinez/Jarillo 1989, p. 491.

Formal Coordination Mechanisms

Structural Coordination Mechanisms

The formal organisational structure is concerned with how the company
decides to divide itself into subunits (Hill 2009, p. 455). This has far-reaching
consequences for the information flow in the organisation, decision proc-
esses and the allocation of resources. The formal organisational structure is

discussed in detail in Chapter 9.
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However, the macro-structure of integrating subsidiaries in the organisational
structure of a MNC is a “very crude” instrument to control the activities
(Birkinshaw/Morrison 1995, p. 737). The basic organisational types describe
the general structure of the organisation on the highest organisational level.
Considering the heterogeneity of subsidiaries that act in diverse external
contexts with unique constellations of characteristics and resources and
different tasks, a uniform organisational structure is hardly sufficient to
consider this heterogeneity (Nohria/Ghoshal 1997, p. 4). Structural coordina-
tion mechanisms are rather symmetrical and not tailored to the needs of a
specific subsidiary. Hence, they are chosen instead due to the overall re-
quirements of the MNC.

Centralisation/Decentralisation

Centralisation refers to the locus of decision power. It determines the degree to
which decision-making authority is concentrated in the higher hierarchy
levels of the organisation (e.g. Lawrence/Lorsch 1967a). Regarding interna-
tional business, it indicates to what degree decisions are taken by the com-
pany HQ in the home country or by the subsidiary itself. It also determines
how strong the subsidiary’s influence on the decisions is (Morrison/Roth
1993, p. 802).

Obviously, a strongly integrated behaviour of different organisational units
can be achieved if all decisions are taken by the HQ and the subsidiaries are
only implementing those strategies without any autonomy. Decisions taken
centrally are based on a good overview of all the different parts of the MNC
and they fully reflect the requirements of the HQ. Centralisation is particu-
larly adequate to enforce global strategies.

However, a strong centralisation has a set of drawbacks. First, centralisation
has negative effects on the motivation of the subsidiary managers. Resistance
against a high degree of centralisation is common. Also, centralised deci-
sions are taken on the basis of the knowledge of the HQ. While HQ has a
total picture of all parts of the MNC, its knowledge of each specific host
country is limited. If the situation of a subsidiary is complex and the envi-
ronment and requirements are very different from those in the home coun-
try, the knowledge of the HQ is likely to be insufficient to make adequate
decisions. Since centralisation also needs intensive information flows across
hierarchies, such decisions are often slow and decentralisation is better suit-
able to quick and flexible reactions to changes in the local environment and
to exploit local market opportunities (Nohria/Ghoshal 1997, pp. 97-98).
MNCs with a multinational orientation are more likely to use decentralisation.
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Centralisation and decentralisation of MNCs is influenced by many factors
(see the overviews by Welge 1987, c. 1539; Bufka 1997, pp. 60-61;
Young/Tavares 2004). Decision centralisation is high if a subsidiary

B belongs to a large MNC that is active in many countries,

M is part of an interdependent international network with intensive pro-
duct flows between the different subsidiaries,

M is responsible for more than the local host market,
M is located in a host country with rather stable political conditions.

On the other hand, subsidiaries are usually granted a high level of auto-
nomy; if

B they belong to a MNC with a high growth strategy,

H they are oriented towards the local host market,

M they are tightly embedded in a local cluster in the host country,
B local investors hold a substantial capital share,
|

the products and services that the subsidiary offers are not related to the
products and services offered by the parent company,

B the geographical distance between home country and host country is
large, and/or

M the local environment of the subsidiary, in particular market and com-
petitive conditions, are very dissimilar from the home country.

The level of centralisation might also differ by the functional areas of the
MNC. While financial management and R&D decisions are often highly
centralised, human resource management has been shown to be the least
centralised. Manufacturing and marketing are in between (Young/Tavares
2004, p. 218).

Frequently, it has been found that strategic decisions are rather centralised
while operational decisions are often decentralised. The different availability
of information necessary for these decisions is likely to be one important
reason. While the knowledge necessary for long-term and strategic decisions
is often more available at the HQ, subsidiaries are granted more autonomy
for operational decisions in which they have better information availability
and which need quick decisions without having far-reaching consequences
for the overall MNC (Young/Tavares 2004, p. 218).

160



International Coordination

More recent literature does not see centralisation and decentralisation as
purely opposing mechanisms. In particular transnational strategies might
require “avoiding the simplistic centralization-decentralization dichotomy”
(Martinez/Jarillo 1989, p. 500). As has been explained in Chapter 1, networks
can be coordinated via a so-called decentralised centralisation, where activities
are globally integrated and aligned but, in some cases and for some prod-
ucts, not the HQ but a foreign subsidiary acts as a strategic leader for the
worldwide activities (Birkinshaw/Morrison 1995, p. 734).

Formalisation and Standardisation

Formalisation and standardisation refer to the extent to which written poli-
cies, rules, job descriptions, standard procedures, etc. are established and
written down in manuals and other documents, and procedures are estab-
lished through standard routines. The intention is to provide clear and formal
behavioural guidelines to the subsidiaries (Lawrence/Lorsch 1967a; Pugh et
al. 1968; Martinez/Jarillo 1989, p. 491). Formalisation, as a bureaucratic
mechanism, can be seen as a routinisation of decision behaviour (Hedlund
1981). It defines impersonal rules and standard processes, independent of
specific persons or situations. Standardisation refers to binding rules for
uniform procedures and programmes that lead to a homogeneous task com-
pletion. In management practice, standardisation and formalisation have
gained considerably in importance due to procedures of quality management
(e.g. ISO 9000), but also due to compliance rules for corporate governance
and codes of conduct for corporate social responsibility (see Chapter 11).

A high level of product flows and cross-border production usually requires
higher levels of standardisation and formalisation for production processes
and also for products and product components that need to be integrated in
one worldwide supply chain.

The basic advantage of formalisation and standardisation as a coordination
mechanism is that they identify certain routine situations that occur repeat-
edly and establish generalised decision rules before the situation occurs.
Their coordination effect is particularly strong if they do not refer to one
specific situation but group potential decisions and activities into categories.
Thus, they help to replace a direct, centralised coordination by an indirect
form and they reduce coordination costs (Morrison/Roth 1993, pp. 802-803).
Compared with decision centralisation, formalisation and standardisation
provokes less resistance since it refers to a generally valid set of rules instead
of potentially “unfair” decisions (Nohria/Ghoshal 1997, pp. 99-100).
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However, formalisation and standardisation, since they have to solve prob-
lems ex ante (i.e., before the decision is taken) are only adequate for static
problems and not suitable for highly dynamic tasks in complex environ-
ments. They lead to standardised solutions which might be a barrier for flexi-
bility and for innovative and new solutions. They also reduce the ability to
adapt to local conditions and might thus reduce the motivation of the local
management.

On the other hand, formalisation and standardisation might help to establish
a stable context for bilateral communication and coordination between sub-
sidiaries. Even in inter-company cooperation (e.g. in supply chain manage-
ment), common standards (for data and processes) are increasingly seen as
necessary “enabling technologies” for true cooperation (see Zentes/Mor-
schett/Schramm-Klein 2007, pp. 304-305). In the MNC context, formalisation
and standardisation are certainly insufficient for the management of com-
plex situations but they can provide fertile ground for the use of other coor-
dination mechanisms (Morschett 2007, pp. 507-511). Lateral agreements,
horizontal cooperation, etc. are facilitated if formalisation and standardisa-
tion provide standards that help to exchange products, data and information
and facilitate cross-border production processes, marketing strategies, etc.

Planning

Planning, understood as the periodically repeated establishment of goals and
objectives of the HQ towards the subsidiaries, is a process of ex ante coordina-
tion, in which higher-ranking objectives of the organisation are broken down
to lower hierarchies and specified stepwise. It refers to systems and proc-
esses like strategic planning, budgeting, establishment of schedules, and
goal setting (Martinez/Jarillo 1989, p. 491). Qualitative strategic objectives
are transformed into quantitative objectives, and those objectives are linked
to specific resources and organisational units and given a specific time
frame. Thus, subsidiaries receive concrete objectives from the HQ that are
established to guide and channel the activities and actions of independent
units.

Informal Coordination Mechanisms

Lateral Relations and Informal Communication

Lateral relations are established across the formal hierarchical structure. They
directly link persons in the organisation who share common problems and
might develop joint problem solutions together, without having to use clear
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vertical lines of authority. The top management’s decision and information
task is reduced by those direct horizontal relations. They include direct con-
tact among managers of different organisational units, temporary or perma-
nent task forces, teams, cross-national committees, integrating roles integra-
tive departments, etc. (Martinez/Jarillo 1989, p. 492). These lateral relations
establish common procedures, internal discussion, knowledge sharing, etc.
in the organisation.

Lateral relations also enhance informal communication by creating a network
of informal and personal contacts among managers across different units of the
company (Martinez/Jarillo 1989, p. 492). Such informal communication can be
stimulated by corporate meetings, management trips, personal visits, man-
ager transfers, intensive use of expatriates, etc. They are associated with
intensive direct communication, whether personal or via electronic media
(e.g. video-conferencing). Frequent meetings and visits by representatives of
the HQ to the subsidiary or vice versa are commonly employed (Kie-
ser/Walgenbach 2003, pp. 109-110).

Normative Integration

Normative integration (also called socialisation) refers to building a strong
organisational culture of known and shared strategic objectives, perspectives
and values. This is often achieved by a socialisation process, openly communi-
cating the way of doing things and the decision-making style, training,
transfer of managers, career path management, measurement and reward
systems, etc. to generate identification with the organisation, developing
incentive systems, etc. (Egelhoff 1984).

One tremendous advantage of this subtle and indirect mechanism is that the
subsidiary can act autonomously without direct orders by the HQ in its
daily operations, with a very high flexibility and opportunity to adapt to the
local context, and its conduct will still be aligned with company goals
(Birkinshaw/Morrison 1995, p. 738). Normative integration as a coordination
mechanism is discussed in detail in Chapter 10.

Evolution from Formal to Informal Mechanisms

Simple strategies need little coordination and are easily implemented by
using structural and other formal mechanisms. More complex strategies need
a much higher coordination effort, and are therefore implemented through a
more complex set of coordination mechanisms. In particular, network ori-
ented, transnational strategies are more complex strategies since they focus
on the dual need of achieving global synergy effects and exploiting local
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market differences. Thus, in addition to the structural, formal and relatively
simple tools, the informal, more subtle and sophisticated instruments are
used. However, since those instruments are very costly and rather slow to
implement as well, a MNC usually only applies those informal instruments
if they are really necessary to implement the strategy (Martinez/Jarillo 1989,
p- 492).

In an early study by Hamel/Prahalad (1983), it was argued that in a situation
of relatively stable and clear external conditions, structural coordination
instruments have the highest effectiveness. In situations of ambiguity, com-
plexity and dynamic environments, however, normative integration and
other personal coordination instruments, like informal communication, offer
the highest effectiveness (see Figure 8.1).

Figure 8.1 | Effectiveness of Different Coordination Mechanisms
Strategic and Organisational Strategic and Organisational
Clarity Ambiguity
high high
@
o
i =
2
8
=
w
low low
Structure Systems Culture People Structure Systems Culture People
Source: Hamel/Prahalad 1983, p. 349.
Patterns of | Over time, a pattern of evolution can be observed. More and more MNCs have
Evolution | put a focus on subtler and informal mechanisms, abandoning their unidi-

mensional focus on structural issues (Martinez/Jarillo 1989, p. 489). This can
obviously be the result of a change in the external environment and in the
MNC’s strategies towards greater complexity, which shifts the relative effec-
tiveness of the different coordination mechanisms.
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Furthermore, if coordination mechanisms have different strengths and
weaknesses and the effectiveness and efficiency of certain coordination
mechanisms is at least partly dependent on the role of the subsidiary (see
Chapter 3), then it follows that the use of coordination mechanisms should
vary between different subsidiaries (Young/Tavares 2004, pp. 220-221). Since
the organisational structure cannot be adapted to the specific subsidiary
roles, informal mechanisms (but also formal ones like the level of centralisa-
tion or autonomy) are necessary for the adaptation of coordination.

Theoretical Explanations for the Selection of
Coordination Mechanisms

From an economic perspective on coordination, based on so-called “adminis-
trative rationality” (Thompson 1967), it is argued that in each situation the
most efficient type of coordination must be selected. Besides effectiveness,
this means considering the cost of each instrument.

Normative integration is a powerful instrument that is costly to implement,
since comprehensive administrative resources (e.g. visits by managers) have
to be invested, for initial socialisation as well as for the maintenance of the
relationships. Formalisation and standardisation, on the other hand, are
usually implemented at low cost. Centralisation is also rather inexpensive to
establish, since it is based on the hierarchical authority of the HQ. On the
other hand, centralisation might require comprehensive resources in the HQ
to be able to make the decisions adequately (Nohria/Ghoshal 1997, pp. 102-
103). These and other cost aspects have to be balanced with the differing
effectiveness in different situations to decide on the optimal coordination.

Contingency Approach and Configurational Approach

The contingency approach argues that there is no universally optimal organisa-
tional structure (and no universally optimal set of coordination mechanisms)
but that the organisational coordination should be differentiated with the
characteristics of the external environment in which the organisation acts
(Lawrence/Lorsch 1967b; Thompson 1967; Kieser 2002, p. 169).

Which coordination method is optimal depends on the specific situation.
The argument that which coordination method is optimal strongly depends
on the specific context follows directly from a perspective of organisations as
open systems that have to interact with their external environment (Kie-
ser/Walgenbach 2003, p. 215). Contingencies that have been investigated in
their influence on the coordination have been: the company size, the dynam-
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ics of the technological and market conditions, and the uncertainty of the
environment.

However, one point of critique considering the contingency approach is the
quasi-mechanistic relationship between the situation and the conduct of or-
ganisations. This implies a very deterministic perspective, while in practice,
companies have a “strategic choice” (Child 1972) as how to act in their MNC
as a reaction to different external situations. However, the general assump-
tion of the contingency approach, that the effectiveness and efficiency of
coordination mechanisms (and other organisational variables) are influenced
by the external environment and there is no universally best solution but
rather situation-specific differences, is widely accepted. For example, it is
argued that the complexity of a firm’s coordination process must match the
complexity of its environment (Ghoshal/Nohria 1993, p. 23).

While the contingency approach focused mainly on the relation between
context and company, the configurational approach adds that the internal con-
sistency between the organisational variables also has a strong influence on
the efficiency of the organisation (Khandwalla 1973, p. 493). The “gestalt” of
the organisation is more than the sum of its parts and the configurational
approach argues that an organisation is effective if consistency or “fit” bet-
ween the organisational variables (like the coordination instruments) as well
as between internal variables and external environment is given (Mintzberg
1981, p.107). The configurational approach postulates that a rather low
number of “typical constellations” of organisational variables exist that can
represent the majority of all combinations of organisational characteristics
that exist in practice (Miller/Friesen 1984). With regard to coordination, this
implies that an isolated use and analysis of each coordination instrument
does not suffice but that the combination of coordination instruments ap-
plied is crucial for success.

Information Processing Approach

The information processing approach by Egelhoff (e.g. Egelhoff 1991) con-
siders the MNC as an information-processing system. Information processing
refers to the gathering of data, the transformation of data into information, the
communication and diffusion of information in the company and the storage
of the information. Coordination has to consider the information processing
requirements and capacities required.

This approach assumes that different companies have different requirements
for their information processing, partly based on the uncertainty of tasks.
This uncertainty is defined as the difference between the amount of informa-
tion necessary to perform a specific task and the information that is already
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available in the organisational unit. Internal and external information flows
are used to reduce uncertainty (Egelhoff 1991, p. 343). Strong influences on
the uncertainty (i.e. the information processing requirements of the organi-
sation) are exerted by the size of the MNC, the company’s growth as well as
the diversification of the company. Other external factors, like the techno-
logical dynamics of the industry, or internal factors, such as the degree of
internationalisation, also affect the level of uncertainty (Wolf/Egelhoff 2001,
pp- 121-122).

Different qualities of the information to be processed stem from a distinction
between primarily strategic or primarily tactical information, between routine
and nonroutine information processing, between sequential and reciprocal
information flows (Egelhoff 1991, pp. 350-353). These require different com-
munication channels.
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Different features of the organisational design, including the coordination
mechanisms, have different information processing capacities. The core
argument of the information processing approach is that companies have to
achieve a good “fit” or alignment between their information processing capacity
and their specific information processing requirements. Based on this approach,
it can be argued, for example (Egelhoff 1991, p.344; Wolf/Egelhoff 2001,
p- 120):

B If information processing is routine and simple, rules and programmes (i.e.
formalisation and standardisation) are sufficient to overcome the low
uncertainty of the decision situation. For example, reporting systems of
the subsidiaries can be designed following standards by the HQ so that
comparability is given. Such standard reports can eliminate the need for
other forms of HQ-subsidiary communication.
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B With increasing uncertainty, flexible and rapid decisions must be taken
closer to the local host environment. Planning, including goal-setting, al-
lows for more decisions to be made at lower levels in the organisation as
long as they comply with the plan.

B With further increasing uncertainty, the organisation’s information pro-
cessing capacity must be further enhanced, including coordination pro-
cesses that are based on vertical information systems and central depart-
ments. Informal communication flows must be added to manage the in-
creased uncertainty.

B With very high complexity, HQ might have problems processing all the
necessary information. Thus, the use of lateral relations allows more in-
formation processing to be decentralised to disburden the limited infor-
mation processing capacity at the higher levels of the organisation. Direct
contact between executives, e.g. through project teams, linking pins, etc.,
also directly between peer subsidiaries, enables effective information
processing throughout the whole organisation (Egelhoff 1991,
Pp- 343-344).

Agency Theory

Agency theory (also called principal-agent theory) deals with delegation rela-
tionships in which a principal delegates certain tasks and decisions to an
agent on the basis of an explicit or implicit contract. The actions by the agent
influence the welfare of the principal (but also the welfare of the agent).
Contracts between the principal and the agent are always incomplete due to
limited information, unpredictability of future situations and the (prohibi-
tively) high cost of complete contracts. Furthermore, the principal-agent
theory argues that usually there is information asymmetry in favour of the
agent. Before closing a contract, the principal is not able to identify fully the
capabilities and characteristics of the potential agent (“hidden characteristics”)
and this might lead to a bad selection (“adverse selection”) (Richter/Furubotn
2003, pp. 218-219). More serious (and more relevant for the case of MNCs),
after the contract has been closed, the principal cannot completely observe
the behaviour of his agent (“hidden action”) and the result of the delegation is
also influenced by external conditions that the principal also cannot fully
observe (“hidden information”) (Elschen 1991, p. 1004; Woratschek/Roth 2005,
p. 152).

All this leaves room for opportunistic behaviour of the agent. Agency theory
assumes that the agent intends to maximise his individual utility and that
the objectives (and the risk preferences) of principal and agent may diverge.
Thus, conflicts of interest may emerge. With the assumption of “moral haz-
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ard”, it is assumed that the agent will even carry out actions that influence
the welfare of the principal negatively if it enhances his own benefit.

Transferring this consideration to the HQ-subsidiary relationship, the HQ
cannot make all decisions itself since it does not have the necessary informa-
tion and resources. When delegating decisions and actions to the subsidiary,
however, it has to be aware that the interests of the foreign subsidiary might
diverge from the interests of the HQ. Principal-agent theory attempts to
suggest mechanisms for information, incentive and control (“governance
mechanisms”) that align the interests of the subsidiary with those of the HQ, i.e.
mechanisms that motivate the subsidiary to contribute to the overall objec-
tives of the MNC (Nohria/Ghoshal 1994). In this case, even without close
monitoring, adequate actions by the subsidiary can be expected. A simple
example can be the possibility for a subsidiary to re-invest its profits locally
instead of having to transfer profits to the HQ or variable incomes by man-
agers, based on their profit contribution.

Usually the HQ cannot observe and control all the actions that a subsidiary
carries out and the performance of the subsidiary (e.g. the sales success of
the subsidiary) is influenced by many aspects beyond the control of subsidi-
ary management (“hidden information”). Thus, controlling the outcome is
also not sufficient to evaluate the subsidiary management completely, and in
many cases, e.g. considering knowledge generation or innovation in the
subsidiary, the performance is not readily measured. Here, normative integra-
tion is seen to be effective to establish close relationships between the sub-
sidiary and the HQ to reduce the propensity to behave opportunistically and
to influence the subsidiary to contribute to the overall company benefit
“voluntarily” without explicit performance measurement (Gupta/Govinda-
(Gupta/Govindarajan 2000).

Using expatriates as an informal coordination mechanism can well be argued
from an agency perspective (O'Donnell 2000). Expatriates are more likely to
act on behalf of the HQ and to consider the objectives of the HQ when mak-
ing decisions than are host-country nationals. This is due to the fact that the
career of an expatriate is more strongly linked to the HQ's evaluation of his
performance, and the expatriate is often identified more strongly with the
HQ than with the local subsidiary, since he or she was socialised in the HQ.

On the other hand, the mentioned mechanisms all carry a cost (“agency
costs”) and the costs of a potentially opportunistic behaviour and the cost of
control have to be balanced when deciding on the use of a coordination
mechanism. Hierarchical coordination can be replaced to some extent by
market elements. With externalisation, i.e., outsourcing activities to external
pariners, or “quasi externalisation”, i.e., using market principles between
organisational units within the company, market prices replace hierarchical
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authority. Considering agency theory, this is particularly appropriate when
information asymmetry is strong, e.g. if the socio-cultural distance between
home country and host country is high. The competitive market pressure
partly helps to reduce agency costs. The threat of an organisational unit not
to choose another organisational unit as supplier reduces the incentive to act
opportunistically since it would threaten the (internal) relationship
(Woratschek/Roth 2005, pp. 153-154).

Resource-dependency Theory

Resource-dependency theory is an environmental interaction approach (Pfef-
fer/Salancik 1978). The core idea is that companies need to exchange resources
with their environment and that they need certain resources from external
sources to survive. This creates dependencies from other organisations and,
thus, a risk for the company. Resource-dependency highlights the situations
in which resource dependency is strong and the relevance of the resources
for company survival is high. It suggests strategies to minimise the risk of
resource supply.

In the perspective of a MNC, not only relationships between different com-
panies but also relationships between different organisational units within
the MNC can be considered from a resource-dependency perspective. Sub-
sidiaries are often strongly dependent on resources from the HQ, which
facilitates coordination. However, subsidiaries may be able to obtain re-
sources that are difficult for other actors, including HQ, to access, which
affects the potential for central coordination within the MNC and sometimes
diminishes the possibility of enforcing a strategy-conforming behaviour of
the subsidiary (Andersson/Forsgren 1996, p. 488).

In this perspective, the differential access to resources that have different
relevances for the MNC can be a key determinant in the internal relation-
ships in the MNC (Pfeffer 1981; Nohria/Ghoshal 1997, p. 95). With increasing
relevance of the subsidiary’s resources for the MNC'’s performance, with
lower substitutability of the resource and with the uniqueness of the access
to the resource by this specific subsidiary, its internal power increases.

Thus, resource dependency can be a source of conflict in the MNC. With
increasing dependency on resources from the subsidiary, it becomes more
difficult to enforce top-down decisions (Doz/Prahalad 1981; Nohria/Ghoshal
1997, pp. 96-97). On the other hand, limiting the autonomy of the subsidiary
might reduce the effectiveness of the MNC network because this might re-
duce the subsidiary’s access to the strategic resource.

In this situation, decision centralisation has to be replaced by other mecha-
nisms. Formalisation and standardisation might still be adequate to coordi-
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nate the internal relationships and to promote the resource exchange. Nor-
mative integration can also facilitate the “negotiation process” between
parent company and foreign subsidiary (Nohria/Ghoshal 1997, pp. 100-101).

Conclusion and Outlook

Coordination mechanisms are administrative tools for achieving integration
among different units within a MNC, i.e., to align a number of dispersed and
yet interdependent international activities. They are used to ensure that all
subsidiaries strive towards common organisational goals (Martinez/Jarillo
1989).

With increasing complexity of MNC strategy and heterogeneous environ-
mental contexts, managerial practice has moved from the use of simple in-
struments like the organisational structure to more complex instruments like
normative integration. The informal mechanisms do not substitute for the
formal mechanisms but they supplement them. Thus, MNCs increasingly
apply multi-dimensional combinations of coordination mechanisms instead
of a uni-dimensional focus on company structure as in the past. Following
the configurational approach, it is important to consider the coordination of
a MNC to be realised via a combination of coordination mechanism. These
specific patterns of the use of coordination instruments build on an optimal
bundle of instruments that supplement each other’s strengths and weak-
nesses.

In particular the modern network-oriented perspectives of the MNC
strongly favour the informal and more subtle mechanisms. In this context,
Bartlett, Ghoshal and Beamish (2008, p. 449) argue that a process of change
within a modern MNC is better initiated with the corporate culture rather
than with the formal structure. They argue that using the formal structure as
a coordination instrument is a rather blunt and slow mechanism which
might take years to fully implement. To start a process of change, instead of
installing a new structure, the establishment of an organisation should com-
prise other instruments. Following their analogy with the human body, they
recommend starting a process of change by altering the company’s “psy-
chology”, i.e., the corporate culture. After changing beliefs, norms and atti-
tudes, changing the “physiology”, e.g. communication and decision proc-
esses, can reinforce the cultural change. Later on, companies might consoli-
date and confirm their progress by realigning organisational anatomy
through change in the formal structure.

However it has to be kept in mind that more complex coordination systems
are only adequate when the situation requires it. “Simplicity, wherever pos-
sible, is a virtue” (Ghoshal/Nohria 1993, p. 24).
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Case Study: Wiirth!

Profile, History, and Status Quo

The Wiirth Group was founded in 1945 as a screw wholesale business by
Adolf Wiirth in Kiinzelsau, a small village located in South-western Ger-
many. After the early death of Adolf Wiirth, his son Reinhold Wiirth took
over in 1954 when he was 19 years old. Reinhold Wiirth initiated a business
success story almost unmatched in post-war German history as he has
turned his father’s two-man business into a global trading group, serving
more than three million customers from the trades and the service industry.

In order to achieve his goal of becoming a global player, Reinhold Wiirth
rapidly started to expand his business beyond the borders of Germany by
opening sales and distribution companies. In 1962, the company entered the
neighbouring markets of the Netherlands, Austria and Switzerland that are
close in terms of distance, but also close in terms of business culture and
values, and therefore suited as a starting point for an international expan-
sion strategy. By the end of the 1960s and in the early 1970s, the Wiirth Group
expanded its operations overseas and entered important markets in North
and South America. In the 1980s, using Vienna (Austria) as a bridgehead, the
company started business in the Eastern Europe. In 1994, Reinhold Wiirth
withdrew from operative business and assumed the chair of the advisory
board of the Wiirth Group. In 2006, his daughter Bettina Wiirth became his
successor in this position. However, Reinhold Wiirth continues to be the
chairman of the supervisory board of the family trusts. With the succession
in place and every major market being occupied, the company nowadays
strives to boost business in existing markets and to enter niche markets like,
for instance, Pakistan, in 2007. Despite the international scope of its opera-
tions, the headquarters of the Wiirth Group is still located in Kiinzelsau.

For years the group has been on a steady growth track, with the German
home market being the single most important market, accounting for about
40% of the group’s total revenues. Figure 8.3 reveals the company’s revenue
development from 1998 onwards. Sales in 2009 suffered strongly from the

1 Sources used for this case study include the web site www.wuerth.com, various
annual and company reports as well as explicitly cited sources.
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financial crisis which hit most of Wiirth’s customers (e.g. in the industry)
heavily, leading to a reduced sourcing volume.
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Company Structure and Management Principles

Figure 8.5 illustrates the organisational structure of the company.

Figure 8.5

Wiirth Group: Company Structure
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By the end of 2009, the Wiirth Group operated 397 companies in 84 countries.
The companies are divided into two business units: “Wiirth Line”, with a
total of 128 companies of which three are German, and “Allied Companies”,
with a total of 269 companies. The Wiirth Line unit comprises five divisions
that represent the core business of the Wiirth Group — the global trade of
fastening and assembly materials and technology. The Allied Companies,
which do not operate under the name of Wiirth, are divided into nine strate-
gic business units. Apart from the diversification group, which consists of
service companies operating at regional level (e.g. hotels and restaurants)
and a small number of manufacturing firms, the majority are sales compa-
nies operating in related areas.

The management style of the Wiirth Group is best described by two major
management principles: leadership technique and leadership culture (Wiirth
2008, pp. 111-112). Roughly, these two principles refer to formal and infor-
mal coordination mechanisms. The leadership technique principle includes
state-of-the-art methods in the areas of marketing and organisation, as well
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as finance and accounting. Methods like management information systems
and forecast tools are, in most cases, well known and increasingly common
among its competitors. Thus, leadership techniques cannot serve as a source
of differentiation for a company and cannot constitute a source of competi-
tive advantage. Rather, they are a fundamental requirement to stay in busi-
ness. The minor importance of leadership technique is in sharp contrast to
the basic competitive edge given by the second management principle —
leadership culture. While leadership technique captures the fact-based core
functions of management, leadership culture comprises the “soft” and ab-
stract elements of management. Among others, leadership culture covers
topics like corporate culture, motivation, myth and symbols. Wiirth’s corpo-
rate culture, for instance, is described “by terms of dynamism, performance-
orientation, openness, honesty, reliability and responsibility” (Wiirth Group
2008b, p. 1). Leadership culture can be used to drive the uniqueness of a
company and, as a result, to outperform competitors.

By using the Wiirth Group as paradigm, this case study aims to illustrate how
formal and informal coordination mechanisms as described in this Chapter
can be put into practice.

Formal Coordination Mechanisms at the Wiirth Group

As described above and depicted in Figure 8.5, the Wiirth Group is differenti-
ated into two business units: Wiirth Line and Allied Companies. Referring to
Figure 8.5, the business units are further separated into product divisions.
Although the various divisions are motivated to operate as independently as
possible, they are backed up by a number of central management depart-
ments. The services of these departments are basically meant for businesses
without the critical size to build up the required competences. However,
every business has the opportunity to gain management support from the
various departments (Venohr 2006, p. 121).

The top management of the company is split into three parts: advisory
board, central managing board and executive board (see Figure 8.6). The
advisory board is the supreme supervisory entity within the Wiirth Group. In
addition to advising on strategic matters, it is responsible for approving
corporate planning and the use of funds, and appoints the members of the
central managing board and the managing directors of the major companies.
The central managing board is the top-level decision-making body of the
Wiirth Group and consists of five members. Its most important tasks include
strategic planning, the appointment of executive personnel, and the opera-
tive management of strategic business units and functional areas. The 20
members of the executive board constitute the operational management of
the Wiirth Group. Apart from representatives of group-wide core manage-
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ment functions like marketing and logistics, each member is in charge of a
specific division, allied company segment or geographic region.

Figure 8.6

Simplified Formal Structure of the Wiirth Group

Centralisation or
Decentralisation
of Decision
Making

Maximum of
Local Decision
Making Power

Formalisation
and
Standardisation

Advisory Board

Central Managing Board
Executive Board
[ | |

Wirth-Line ‘ ‘ Allied Companies ‘ ‘Central Management Functions

Sales
Controlling
Marketing
Production
Procurement
Logistics

IT Services

As a result of the early international expansion and the parallel processing of
the domestic German and international markets, the Wiirth Group is a very
decentralised company. To ensure a maximum level of decentralisation, the
divisions of the Wiirth Group are managed as strategic business units (SBU)
and the respective SBU management is fully responsible for the financial
performance of its entity. Within the SBU structure, the 400 Wiirth Line and
Allied Companies operate as self-dependent, legally independent units.

By allowing a maximum level of decentralisation, the group aims to boost
the spirit of entrepreneurship across all companies. The chairman of the
central managing board, Robert Friedmann, reports: “Continuous advance-
ment of the Wiirth Group requires a flexibility of minds and operations. We
ensure this through entrepreneurship, which is promoted through all our
entities. Equipped with a maximum of local decision-making powers, the
companies of the Wiirth Group serve their markets. This even extends to the
practise that profits are essentially retained by the entities so that they can be
invested there” (Wiirth Group 2008a, p. 32). This approach is supported by
Reinhold Wiirth himself, who acknowledges that local country management
and local sales forces know best how to prevail in their respective markets
(Wiirth 2008, p. 110).

Building on corporate philosophy and corporate culture, the Wiirth Group
developed the PAP (Policy and Procedure Manual) rules to set out a code of
conduct to guide employees and to standardise terms and rules worldwide
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(Wiirth Group 2008b, p. 1). Initiated in the 1970s and intended as a simple
manual for basic rules and instruments, the PAP evolved into a knowledge
database for state-of-the-art management know-how (Venohr 2006, pp. 78-
79). Figure 8.7 displays the major parts and contents of the PAF, but one has
to bear in mind that neither the PAP nor its contents are finalised and carved
in stone. In fact the PAP is constantly reviewed and adjusted as necessary.
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Elements of the Policy and Procedure Manual PAP Figure 8.7
1
Group Management + company philosophy, organisational structure, leadership processes
Finance and Accounting + account information, accounting standards, management of cash flows
Human Resources | + successor regulations, exacutive development
—
1
Assets and Investments + purchasing, sale and utilisation of assets and real estate
Operating + order processing, logistics
Information Technologies | + hard- and software strategy
— 1
Sales Force Organisation | + compensation system, sales force control and supervision
Marketing Strategy + market definition, brand guidelines, pricing strategy
Product Strategy + composition of product portfolio
= 1
Procurement ] + interaction of group-wide p! 1t and pecific procurement
Source: Adapted from Venohr 2006, p. 80.
Informal Coordination Mechanisms at the Wiirth
Group
An example of an integrative department at the Wiirth Group is “Wiirth Logis- | Lateral Relations

tics” (WiiLo). Established in 2002 and located in Chur, Switzerland, WiiLo
operates as an independent logistics service provider which organises
roughly 60% of the worldwide procurement volume of the Wiirth Group
(Grofler 2006, p. 19), which equals about 400,000 logistics orders annually.
WiiLo does not operate its own plants or transport but performs the plan-
ning, organisation and control of logistics chains and purchases transport
and logistics services on the free market.

Within the Wiirth Group, WiiLo manages the transportation from an esti-
mated 20,000 suppliers (Schlachter 2008, p. 2) to the different companies of
the group. Thus, the department acts as a link between the different Wiirth
companies and their suppliers and therefore cuts across the formal structure
of the company (Martinez/Jarillo 1989, p. 492). By combining and coordinat-
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ing orders of the various Wiirth companies, WiiLo manages to realise econo-
mies of scale as well as economies of scope and consequently achieves cost
savings for the Wiirth companies (Grofier 2006, pp. 20-22).

To enable and encourage informal communication among the managers, the
Wiirth Group has established management congresses. The first congress of
this nature took place in London in 1977. Other locations have included:
New York, Nice, Istanbul, Budapest, Helsinki, Saint Petersburg, Stockholm,
Prague, Scottsdale (Arizona, USA), Lisbon, Dubai and Miami. Accompanied
by their partners, 800 managers from all around the world and across all
businesses units and divisions attended the last congress which took place
from 20 to 28 April 2008 in Cape Town, South Africa. The theme of the con-
gress was “1000| 100! 1” — thousands of employees, hundreds of companies,
one spirit. The congresses are not only meant to provide a platform for dis-
cussions, knowledge sharing and networking, but, arguably even more
important, to give the company’s top mangers the chance to spend some
time in a relaxed and laidback atmosphere. According to Reinhold Wiirth,
about 80 % of the success of a Wiirth Group management congress rests upon
informal events and activities, offside formal conferences and presentations
(Wiirth 2008, p. 115).

The organisational culture as a mechanism of coordination is reflected and
emphasised in the second management principle of the Wiirth Group — lead-
ership culture. As the Wiirth Group identified leadership culture as a source
of competitive advantage, numerous approaches to clarify and communicate
the objectives and values of the company can be identified, for instance, the
successful Wiirth Group management congresses as a platform for informal
communication. Reinhold Wiirth moreover describes the congresses as an
opportunity to shape the corporate culture, the “corporate spirit” (Wiirth
2008, p. 115). Almost enthusiastically, he reports about the management
congress in Dubai in 2003: “When, at the end of a desert trip, the residents of
a Bedouin camp ride through the night on their magnificent camels, a more
than three-foot high ‘Wiirth-congress’ in melting ice-letters drops away into
the 40-degree Celsius night, when delicious couscous is being served while
the audience is simultaneously entertained by performances and belly danc-
ing under a crystal-clear starry Arabian sky, then we talk about unforgettable
moments that will influence the company for decades” (Wiirth 2004, p. 116).

The Wiirth Group’s engagement in sport sponsorship is another tool of the
company to communicate its values. “Teamwork and enthusiasm, commit-
ment and striving for success are fundamental elements of sports, with these
values also characterizing and defining Wiirth’s corporate culture. For that
reason, we support sports as a sponsor in many ways” (www.wuerth.com).
Thus, the sponsoring activities are directly connected to the corporate cul-
ture of the group and the beneficiaries are chosen accordingly. For instance,
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the Wiirth Group is an “official supplier” of the Panasonic Toyota Formula One
racing team. Given the high level of professionalism and technical know-
how it requires, Formula One racing appears to be the perfect choice for the
Wiirth Group to communicate its willingness to deliver outstanding perform-
ance. Furthermore, the company supports the German Touring Car Cham-
pionship (“DTM”) and is a sponsoring partner of five football teams playing
in major German leagues, including Bayern Munich.

Another instrument applied by the Wiirth Group to communicate values and
objectives is corporate videos. These videos are recorded in the German and
English languages and distributed within the whole company. The videos
contain a certain amount of business information as well as content about
the group’s vision, objectives and cultural values. The videos enable the
group to reach employees who cannot attend the management congresses
(Wiirth 2008, p. 115).

Summary and Outlook

The Wiirth Group works with a broad range of different formal and informal
coordination mechanisms. In order to cope with the complexity that auto-
matically comes along when operating 400 companies in 86 countries, the
group clearly emphasises informal coordination mechanisms and even out-
lines their corporate culture being the competitive advantage of the group.
This is also due to Reinhold Wiirth himself who, despite officially retiring in
1994, still has a tremendous impact on the company’s strategy, activities and
development and who still pursues a “management by wandering around”
(Venohr 2006, p. 60) in the headquarters of the company in Kiinzelsau.

Questions

1. The case study has shown that organisational culture can be used as a
powerful mechanism of coordination. Explain why organisational culture
can be a source of sustained competitive advantage. Can a strong organ-
isational culture also constitute a threat for a company?

2. According to Martinez/Jarillo 1989, informal coordination mechanisms
are best suited to cope with complex strategies. What are potential dis-
advantages or risks that are associated with informal coordination
mechanisms? Mlustrate those disadvantages using the Wiirth Group as an
example.

3. The driving force behind the corporate culture of the Wiirth Group has
always been Reinhold Wiirth. Wiirth left his operative function in the
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company in 1994. Discuss critically how the corporate culture can be
maintained if the focal person is less visible for the employees.

Hints

1. The issue whether organisational culture leads to competitive advantages
is extensively discussed in the academic literature. See, for instance,
Barney 1986.

2. See also Martinez and Jarillo 1991.

3. To answer this question, it is important to develop a deeper understand-
ing of what a “corporate culture” actually is. Schein developed a fre-
quently cited model of organisational culture. Schein’s model is pre-
sented in Chapter 7.
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| Chapter 9

International Organisational Structures as
Coordination Mechanism

Organisational structures can be understood to represent the “anatomy” of the organi-
sation. They describe the formal design of the organisation’s resources and responsi-
bilities. Different organisational structures lead to different behaviours of the employ-
ees because the structure and the subordination in hierarchies define the focus of an
employee’s work as well as the official channels of knowledge transfer. The aim of this
Chapter is to give an overview of organisational structures and to discuss the
strengths and weaknesses of each structure.

Introduction

The formal organisational structure is concerned with how the company de-
cides to divide itself into subunits (Hill 2009, p. 455). The structure is the result
of a departmentalisation or grouping of activities within organisational
units, following the principle of labour division as a mechanism of organisa-
tional influence (Martinez/Jarillo 1989, p. 489). A basic consideration con-
cerning the organisational structure of companies can be based on an argu-
ment by Thompson (1967, p. 70). Thompson argued that — under administra-
tive rationality — companies that are active in heterogeneous task
environments are attempting to identify more homogeneous subsegments in
those tasks and are creating organisational units that have responsibility for
one of those more homogeneous tasks. Compared with a purely national
organisation, MNCs are facing an additional heterogeneity, namely the differ-
ent conditions in different host countries (Nohria/Ghoshal 1997).

The organisational design can be seen as the anatomy of the organisation
which describes the formal structure of its resources, assets and responsibili-
ties (Bartlett/Ghoshal/Beamish 2008, p. 343). The organisational structure of
a company has a number of functions (see, e.g., Griffin/Pustay 2010, p. 415):

B It defines the activities that are grouped together and assigns tasks to its
employees.

W It defines the hierarchical structure, including lines of authority, subordi-
nation and responsibilities within the organisation.

M It designs the allocation of its organisational resources.

D. Morschett et al., Strategic International Management, 181
DOI 10.1007/978-3-8349-6331-4_10,
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B It establishes official lines of communication to transfer information neces-
sary for problem solving, decision making and effective organisational
control.

In particular, for a MNC, the organisational structure helps to influence the
balance between responsiveness and integration. The need for differentia-
tion and responsiveness stems from diverse requirements that exist due to
heterogeneity between countries, but also between product lines and be-
tween organisational functions. The need for integration comes from the
need to coordinate the activities of the MNC in order to ensure strategy
implementation and to exploit synergies and to have optimal resource allo-
cation (Shenkar/Luo 2008, p. 314). This integration may also be, inter alia,
across countries, across product lines, and/or across functions. In selecting a spe-
cific organisational structure, companies influence the level of differentiation
and integration. As with international management in general, it is the goal
of the company to find a structure that balances the needs for (external)
effectiveness and (internal) efficiency.

The most relevant organisational structures for internationally active companies
are (Griffin/Pustay 2010, pp. 415-424; Deresky 2008, p. 266):

domestic structure with export department
international division

global functional structure

global area structure

global product structure

matrix structure

hybrid structure.

Structures at Early Stages of Internationalisation

In the early stages of internationalisation, an organisation is often split into
functions reflecting the company’s most relevant value chain activities (e.g.
production, marketing & sales, finance, HRM). When companies commence
their international involvement with their first exports, this does usually not
change the organisational structure. Instead, these exports are often realised
as part of the activities of the marketing & sales department of the company.

In the next stage, with increasing exports, the domestic structure may be
expanded by adding a specific export department (Deresky 2008, p. 267). Such
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a structure is often realised via a direct reporting structure, since the export
manager reports directly to the top management of the company.

With further international expansion, operation modes often change. Sales
subsidiaries are common and exporting is often supplemented by foreign
production. Thus, the complexity and relevance of international activities
lead to the need for internal specialists in those activities. The company may
then decide to bundle all foreign activities in an international division which is
largely independent. In this structure, the various foreign subsidiaries and
activities, from sales offices to production plants, are organised in the inter-
national division and the subsidiary managers report to its head. This man-
ager, in turn, often has a direct reporting relationship to the CEO of the com-
pany. The internal organisation of the international division may be based on
function, product, or geography.

The international division allows the MNC to allocate and coordinate re-
sources and it accumulates all knowledge for foreign activities in one orga-
nisational unit, facilitating flexible response to changes in the international
environment, such as the emergence of new market opportunities. It leads to
clear responsibilities. On the other hand, the separation of all international
activities might lead to conflicts for additional resources and it runs the risk
of reducing the knowledge flow and the synergy effects between the interna-
tional business and the domestic business. Redundant effort might also pose a
problem (Zentes/Swoboda/Morschett 2004, pp. 757-761; Deresky 2008,
p. 267; Shenkar/Luo 2008, p. 315).

Integrated Structures

When the relevance of foreign activities grows further, that is, the percentage
of foreign revenues increases and the complexity of foreign activities rises
due to different types of value-added activities abroad, the deficits of struc-
tures in which international and domestic operations are separated become
more evident. In this case, a company may choose to develop an integrated
global structure in which domestic and foreign operations are combined in the
same organisational units and are led by the same top managers (Deresky
2008, p. 267). This structure can be organised in various ways, including
along functional, geographical or product lines.

Global Functional Structure

In a global functional structure, the activities of the MNC are organised
around specific functions: production, marketing, finance, etc. Departments
are created that have worldwide responsibility for the specific function.
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Figure 9.1

Global Functional Structure at BMW Group
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Source: BMW 2010.

Foreign operations are integrated into the activities and responsibilities of
each department to gain functional specialisation and accumulate functional
expertise. Furthermore, function-related know-how transfer is facilitated (Dere-
sky 2008, p. 267). Usually, functional structures lead to centralised decision
making and companies that intend to impose uniform standards on all their
worldwide activities can do that via a functional structure. Thus, this orga-
nisational form is sometimes called a “U-form organisation”, where the “U”
stands for “unitary”. For subordinates, a clear line of responsibility and
authority is given and duplication of effort can be mostly avoided. Further
advantages are given in Table 9.1.

Table 9.1

Strengths and Weaknesses of a Global Functional Structure

Strengths Weaknesses
+ intensive knowledge transfer conceming the + knowledge transfer concerning other fields
function rather low
+ focus on key functions = specific requirements of certain product
« functional expertise groups, regions, customer groups often

neglected
+ potentially low motivation due to centralisation

+ slow reaction to changes in certain countries
due to standardisation and formalisation

+ high requirements for information processing
at the top management
+ potentially lack of market orientation

« difficult for subsidiaries with whole value-
added chains

+ centralisation/standardisation
* helps to “unify” the corporation
+ one line of responsibility

+ avoidance of double work

Source: Adapted from Zentes/Swoboda/Morschett 2004, p. 765.
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However, the specific requirements of certain product groups and regions
might be neglected in this structure. There is the risk of a lack of market orienta-
tion in the organisation and high requirements for information processing at the
top where all major decisions for a function are taken.

The structure is mainly adequate if the company has rather homogeneous pro-
duct lines, i.e. a low level of diversification, and if markets for its products are
not strongly heterogeneous. For example, a global strategy which intends to
exploit economies of scale and international synergies by strongly integrat-
ing activities around the world can be implemented with a functional struc-
ture.

Global Product Structure

In a global product structure, the activities of the MNC are organised around
specific products or product groups. Departments or divisions are created
that have worldwide responsibility for all functions concerning the specific
product. This structure is frequently used by MNC:s. It is often called a “M-
form” structure, where “M” stands for “multi-divisional”.
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Source: Liebherr 2007.

The product structure allows managers to accumulate knowledge on their spe-
cific product and develop high expertise. Knowledge transfer concerning the
product is high. The structure aids efficiencies in production, e.g. to achieve
economies of scale and to exploit synergy effects fully. Similarities in needs
across different markets are usually emphasised. Managers have the respon-
sibility for all value-chain activities for the product, i.e. production, marketing,
development, which strongly increases the cross-functional collaboration.
This facilitates the establishment of cross-border value chains for a product
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where development might take place in highly developed countries, the
manufacturing of most components be located in low-cost countries and
other, more sophisticated production steps in industrialised countries
(Shenkar/Luo 2008, p. 320). Furthermore, a rapid and flexible response to
changes in market conditions is facilitated by this structure.

On the other hand, all functions (e.g. marketing, sales, production) are dupli-
cated in this organisational structure. Each product group needs to develop
functional skills and often even its own physical facilities for operations.
Economies of scope, e.g. knowledge concerning certain production processes
or cross-use of new technological economies, are not fully considered. Re-
gional knowledge needs to be developed in each product unit on its own
and divisional egoism is a common source of conflict. A more detailed list of
advantages and disadvantages in shown in Table 9.2.

Table 9.2

Strengths and Weaknesses of a Global Product Structure

Strengths Weaknesses
+ intensive knowledge transfer conceming the + duplication of functions
product/product groups + knowledge transfer concerning other fields
+ focus on differences between products (e.g. functions, regions) rather low
+ expertise for specific products + coordination and cooperation between
o usually high market orientation of product different product divisions more complicated
divisions + risk of divisional egoism
+ coordination in companies with heterogeneous | ¢ difficult for foreign subsidiaries with more than
products facilitated one product line
+ holistic view on the value chain + lack of economies of scope
+ promotion of entrepreneurial behaviour
+ economies of scale easily exploited
+ flexible response to changes in product
requirements

Source: Adapted from Zentes/Swoboda/Morschett 2004, p. 767.

Usually, a global product structure is adequate for companies with very hetero-
geneous product lines and technological requirements for those product lines
because in this case common expertise for all product lines would be too
complex. In particular, the structure can be applied when knowledge ex-
change and coordination between different product lines are not very impor-
tant. Furthermore, the product structure is also adequate to implement a
global strategy in which product-specific decisions are standardised world-
wide.
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Global Area Structure

In a global area structure (also called global geographic structure or regional
structure), the activities of the MNC are organised around specific areas (or
regions). An area may be a country or a group of countries. Departments or
divisions are created that have responsibility for all functions and all pro-
ducts concerning the specific region.
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Example of a Global Area Structure

Figure 9.3
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Geographic divisions may be based on country borders but also on cultural
similarities (for example the D-A-CH region (Germany-Austria-
Switzerland)), regional integration agreements (like the EU), or logistical
requirements (Shenkar/Luo 2008, p. 316). Following a trend from globalisa-
tion to regionalisation (Rugman/Verbeke 2003b), a trend to geographic orga-
nisational structures seems likely to re-emerge (Shenkar/Luo 2008, p. 316).

Divisions with responsibility for one region facilitate a flexible and rapid
response to changes in the local environment and help to exploit local market
opportunities by enhancing responsiveness. Coordination is easier, not least due
to geographical proximity. Lines of authority are very clear and they are local,
providing easy channels for communication. The structure provides a holis-
tic view on all business activities in the region, thereby also helping to de-
velop a uniform image in the region. Market and marketing-oriented com-
panies often use this structure. Regional knowledge is accumulated and
regional particularities fully acknowledged in the organisation. In this case,
each area tends to be self-contained.

However, integration across the other organisational dimensions is weaker
and often, the complexity of heterogeneous product offers is not fully con-
sidered. Functions are duplicated in the different regions and due to a lack of
worldwide synergy effects, resources are often also accumulated and estab-
lished in each region. The risk of regional egoism emerges and it might be
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difficult to transfer knowledge across regions. Thus, the diffusion of techno-
logical innovations in the organisation might be slow and the “not invented
here” syndrome might also be a barrier to knowledge transfer. Synergy
effects as well as economies of scale are often not fully exploited in this
structure (Zentes/Swoboda/Morschett 2004, pp. 769-771; Shenkar/Luo 2008,
p- 318). Alist of strengths and weaknesses is displayed in Table 9.3.

Table 9.3

Strengths and Weaknesses of a Global Area Structure

Weaknesses

+ duplication of functions
+ duplication of resources

Strengths

+ intensive knowledge transfer concerning the
region

» focus on differences between regions
* regional expertise

+ communication and coordination advantages:

+ coordination and knowledge transfer across
regions might be difficult and slow
+ risk of regional egoism

personal communication as coordination
instrument easy to use due to geographic
proximity

 holistic view on the business in the region

+ uniform company image in the region

« flexible response to changes in local
environment (local responsiveness easy)

+ risk of overemphasis on regional differences

 risk of low cost efficiency and low economies
of scale due to local adaptation

«+ diffusion of technology might be slowed down

+ “not invented here” syndrome

+ problems in technologically dynamic
environments

Source: Adapted from Zentes/Swoboda/Morschett 2004, p. 770.

Thus, this structure is most adequate for companies that intend to adapt to
foreign markets (such as companies in the consumer goods sector) and that
accept low information flows between different regions. In the I/R-
framework (see Chapter 2), a multinational strategy seems to correspond
closely to the strengths of a global geographic structure.

Other Dimensions for Structures: Customers or Projects

Besides functions, products or areas, other dimensions for global structures
are possible. The question for a company is which object of its business is so
relevant and at the same time so heterogeneous that it demands specific
attention, specific expertise and specific treatment. This can be, e.g. in con-
struction companies, specific projects.

More and more often, this object is the customer. If a company has very
heterogeneous customer groups (such as commercial customers and private
customers) or just a few, but very powerful customers (as for example, some
automotive suppliers or companies that sell their products via independent
retailers), a company organises around customers, with specific departments
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being responsible for a customer group or even a specific customer on a
worldwide basis. In the latter case, the global customer structure is equivalent
to key account management.

Global Matrix Structure

While the organisational structures that have been discussed above are uni-
dimensional, i.e., they structure the top level of the organisation based on one
single dimension (e.g. functions, areas, or products), the matrix design is
multi-dimensional. A global matrix structure is the result of applying (at least)
two structural dimensions simultaneously at the highest level of hierarchy.
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Example of a Global Matrix Structure

Figure 9.4

‘ CEO/Board ‘

\

Product Product Product
A B C
I I

— Europe

North ‘
America ‘

— Asia/Pacific

For example, a global area structure and a global product structure could be
used at the same time (see Figure 9.4), but any other combination of areas,
functions, regions, customers, etc., is possible. The managers in the matrix
cells (nodes in the grid above) which represent, for example, managing di-
rectors of specific foreign subsidiaries, are simultaneously responsible to two
executives in the two given lines of authority.

The main advantage of this structure can be seen in the access to all advantages
of the two underlying dimensions without combining all the caveats. For exam-
ple, the MNC can build on both the product and the regional expertise of the
two different lines of authority. Knowledge transfer is intensive and the simul-
taneous considerations of the specific requirements of at least two dimen-
sions makes decision processes complex but often very balanced between
the different needs. This forced consideration of two aspects of the business
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should lead to an efficient allocation of resources. Conflicts in the organisa-
tion (which are based on the two-dimensional lines of authority) are in-
tended, but are assumed to enhance the efficiency. Usually, this structure is
flexible and easily adapted to changing external conditions. The structure is
intended to promote coordination among the different structural dimensions.
At the intersection of two lines of authority, a subsidiary manager has to
report to two different supervisors. This enhances the information flow and
the consideration of different aspects for a decision, however, it can also lead
to ambiguity, slow decision processes and conflicts which, in this situation,
result in pressure on the subsidiary manager. Often, to overcome this prob-
lem, a matrix structure is accompanied by decentralisation of decision power
to lower levels in the hierarchy. Advantages and disadvantages of the matrix
are also listed in Table 9.4.

Table9.4 | Strengths and Weaknesses of a Global Matrix Structure
Strengths Weaknesses
+ provides access to advantages of the other | ¢ complex and costly
organisational structures + high requirements for information and
+ combination of two or more areas of communication behaviour
expertise + high requirements for cooperative behaviour
+ good knowledge transfer throughout the « potential ambiguity of orders
organisation + decisions may take longer, often extensive
+ simultaneous consideration of product, meeting culture
region and/or function « risk of power struggles
. bette.r aIIotlzatlon of resources due to forced + appropriate for firms with many products and
consideration of multiple aspects unstable environments
simultaneously
+ good opportunity to decentralise the decision
process
Source: Adapted from Zentes/Swoboda/Morschett 2004, p. 783; Grif-
fin/Pustay 2010, pp. 422-423.
Internal and | In particular, in dynamic and heterogeneous industries, a multi-dimensional
External | organisation might be well suited to respond to the external complexity (Bart-
Complexity | lett/Ghoshal/Beamish 2008, p. 449). On the other hand, the problems of the
internal complexity are not worth tackling in the case of rather stable mar-
kets and rather homogeneous products (Griffin/Pustay 2010, p. 423).
Hybrid Global Structures
Mix of Other | Companies with hybrid global structures do not apply the “ideal types” or
Structural Types | pure types of structures that have been described above, but mix elements of
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different pure types. For example, a company might decide to organise around
products but one specific product might be so important that the company
divides the responsibility for this product among three regional managers.
Another example is given in Figure 9.5.
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Source: Coca-Cola 2010.
Most MNC:s are likely to use — to some degree — hybrid structures and blend | Hybrid
elements of all the structures discussed (Griffin/Pustay 2010, p. 423). The | Structures
advantages of this mix are that companies can differentiate between those | Widely Used

elements of their business that need differentiation while they can combine
and integrate the dimensions that are better suited for common leadership.
Since these dimensions are often not uniform across all products, functions
and/or regions (or customers), a differentiated, hybrid approach might be
more suitable. Taking the example of the Coca-Cola Group, obviously differ-
ent geographic areas should be treated differently (and unified within) for
most of the business. However, in addition, the organisational unit “bottling
investments” is managing all of the company’s consolidated bottling invest-
ments to drive growth and improve operating performance in this field
across all markets in which Coca-Cola owns fully or partly the bottling opera-
tions. So these operations should be treated uniformly across the world —
with the responsibility for it worldwide given to one division of the Coca-
Cola Group.

Structure follows Strategy

As the descriptions of the different organisational structure types have
shown, different structures are more or less adequate for certain MNCs.
Based on studies by Chandler (1962), it was proposed that structure follows
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strategy. In this perspective, organisational structure is seen as a mechanism
to implement a certain strategy. And since each strategy has specific re-
quirements, the choice of an organisational structure must be adapted to
these requirements to maximise the success of the respective strategy.

Well-known studies on organisational structure, many of them from the late
1960s and early 1970s, investigated the structure-strategy relationship. The
best-known of these studies, by Stopford and Wells (1972), empirically
showed a relationship between different elements of the international strat-
egy of the MNC (the degree of international diversification and the percent-
age of foreign sales) and the likelihood of certain organisational structures
(see Figure 9.6).

Figure 9.6 | The Stages Model of Stopford and Wells
Global Product ™. Global
Structure Z Matrix
“,
A
\‘
Alternative hS
~ Product N Development N
Diversification N Paths
Abroad N
.
Intema-\ ‘N Global Area
tional 9 Structure
Division .
N
Foreign Sales
as Percentage —————>
of Total Sales
Source: Adapted from Stopford/Wells 1972, p. 65.
Strategic | However, the statement that “structure follows strategy” has been criticised
Choice | for being too simplistic. First, it seems to be too deterministic. In reality, com-

panies have some degree of choice which organisational structure they want to
implement and the strategy does not force the MNC to choose one particular
structure. Furthermore, a certain organisational structure also influences
resource allocation in the company, as well as company objectives and deci-
sion processes within the company. Thus, the strategy process is also influ-
enced by the organisational structure, and sometimes “strategy follows struc-
ture”.
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In a contingency perspective, companies have to align their strategies to the
external environment, e.g. the industry requirements, and, as has been dis-
cussed above, differences in the external environment (e.g. between regions)
might imply certain organisational structures. Thus, some recent literature
argues that there is no unidirectional influence of strategy on structure or
vice versa but that corporate strategy and corporate structure have to be
aligned to each other with existing degrees of freedom, and corporate strat-
egy and corporate structure both have to fit to the external environment.

Furthermore, different organisational structures have different information
processing capacities and since different MNC strategies result in different
information processing requirements, different organisational structures
might also be argued from the information perspective (the information proc-
essing approach is explained in Chapter 8).

Dynamic of Structures

Studies on organisational structure often identify patterns of development (see,
e.g., Figure 9.6). In an evolutionary perspective, companies may change their
structure over time, for instance, as a consequence of learning. While MNCs
develop and grow, they might have to change their structure. As has been
shown in this Chapter, early internationalisation is often implemented with
an international division while the growing importance of international
activities might lead to globally integrated structures.

Even a mature MNC must make structural changes from time to time, such
as to facilitate changes in strategy. For example, if the company changes its
strategy from global standardisation to regionalisation, an adequate organi-
sational structure (e.g. a global area structure) strongly supports the imple-
mentation of the new strategy (Deresky 2008, p. 266). Thus, following the
structure-follows-strategy thesis, MNCs might adapt their structure when they
change their strategy.

However, the simple patterns proposed by Stopford/Wells are often seen as
too simplistic and deterministic, and more recent studies have identified
development paths from “simpler” types of organisations to more complex
ones and vice versa (Buckley 1996, p. 43; Wolf 2000, p. 349). Changes in the
external environment might be another reason for structcure switches.

Conclusion and Outlook

Organisational structures are an important mechanism to coordinate the inter-
national activities of a company. While it has been mentioned that the “anat-
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omy” of the organisation is not sufficient as a coordination mechanism, it is
undoubtedly a necessary component.

The adequateness of certain organisational structures for certain MNC
strategies and particular businesses has been discussed in this Chapter. In a
dynamic perspective, it becomes evident that the choice of a structure is
complex and deterministic selection models tend to oversimplify the prob-
lem. Generally, however, a fit between strategy, context and structure is seen to
be necessary to exploit fully the potential of a strategy.

While switches between organisational structures are a very common ele-
ment of strategic change in organisations, a uniform trend cannot be identi-
fied. Some authors observe a trend away from globalisation to regionalisa-
tion. As a consequence of this trend, global area structures seem to emerge
more often, but within regions, differences often seem rather small. Thus,
companies with regional structures often seem to integrate their activities
across a larger group of countries. For example, the consumer goods manu-
facturers like Unilever or Procter & Gamble nowadays often combine all their
activities in the German-speaking countries — Germany, Austria and Switzer-
land - into one organisational unit. Similarly, operations in a number of
Asian regions or in Latin America are more and more often bundled into one
organisational unit.

Further Reading
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Case Study: Deutsche Post DHL!

Profile, History and Status Quo

Founded in 1950 as a government agency, Deutsche Bundespost was initially
responsible for national and international postal and telecommunication

1 Sources used for this case study include the web site www.dpwn.de, various annual
and company reports as well as explicitly cited sources.
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services, and operated for nearly 40 years as a state-owned monopoly. A law
that came into effect on 1 July 1989 concerning the structure of the organisa-
tion and of post and telecommunications, however, initiated a tremendous
change in the organisational structure of the company and resulted in the
separation of Deutsche Bundespost into three sectors:

B Deutsche Bundespost Postdienst (postal services)
B Deutsche Bundespost Postbank (financial services)
B Deutsche Bundespost Telekom (telecommunication services).

In the following years the loss-making company entered a period of consoli-
dation, rationalisation and restructuring. The successful turnaround was
accompanied by the incorporation of the East German postal service in 1990.

In 1995 the three companies that emerged from Deutsche Bundespost were
converted into private stock companies under private law and Deutsche
Bundespost Postdienst changed its name to Deutsche Post. Although the federal
government initially retained all shares, they were gradually offered for sale
to private shareholders, with the federal government retaining the majority
stake for at least five years. The federal post and telecommunications agency
was founded at the same time to represent the government’s interests as a
shareholder in the three stock corporations and to perform supervision as
well as coordination tasks.

From 1997, when a new statute was passed to introduce greater competition
into the German postal market and after successfully restructuring its do-
mestic operations, Deutsche Post started a period of extensive international
expansion with the aim of becoming the leading global provider of express
and logistics services. Starting with an establishing presence in Europe, the
internationalisation strategy also included the acquisition of some key play-
ers in the international transport and logistics market, namely: DHL (initial
purchase of 25 % share in 1998, full acquisition in 2002), Global Mail (1998),
and Danzas (1999).

On 20 November 2000 Deutsche Post finally went public and an initial share
of 29 % of the capital was sold. The initial public offering (IPO) of Deutsche
Post was the largest of that year in Germany and the third largest in the
world. In the run-up to the IPO, in response to the rapid internationalisation
process and the evolution into a global player, Deutsche Post decided to
change its name to Deutsche Post World Net. Furthermore, in 2003 Deutsche
Post World Net bundled its entire express and logistics business under the
internationally renowned brand, DHL. The consolidation of the worldwide
parcel and logistics business under the DHL brand was the result of the
company'’s global “one stop shopping” concept, offering the whole range of
services from a single source.
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In March 2009, Frank Appelt, the newly appointed CEO of the company,
unveiled his Strategy 2015 “aimed at making the company fit for the future”.
The presentation of the strategy was accompanied by another change of
name to Deutsche Post DHL (DPDHL).

With a total revenue of about 46.2 billion EUR and more than 436,000 em-
ployees in more than 220 countries and territories by the end of 2009,
Deutsche Post DHL is the world’s leading mail and logistics services group.
To further illustrate the international scope of the company, Figure 9.7 re-
veals the worldwide revenue distribution by regions.

Figure 9.7

Revenue Distribution by Regions (in million EUR)

———
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Source: DPDHL 2010, p. 130.

Organisational Structure of Deutsche Post DHL in 1998

In 1998, Deutsche Post DHL (still operating as Deutsche Post at that time) un-
dertook two of its most important acquisitions, namely DHL and Global Mail.
Until that time, the business of the company had been focussed on the Ger-
man market and solely relied on the Deutsche Post brand. The organisational
structure of the company reflected the minor importance of foreign opera-
tions as Deutsche Post DHL bundled all of its foreign activities in an inde-
pendently operating international division (Figure 9.8).
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Company Structure as of 1998 Figure 9.8
Deutsche Post
Letter Services Paroels/.E)_(pressI Retail Branch International
Logistics
@ @ 64% 8.1%

O Contribution to Overall Group Revenues
Source: Adapted from DPWN 1999, pp. 19-53.
In 1998, Deutsche PostDHL was heavily dependent on the domestic letter
services division which accounted for 68.7 % of the group’s total revenue.
The international division only contributed 8.1 % to the group’s revenue. In
contrast, in 2009 the company realised more than 65 % of its revenues out-
side Germany.
The international division served the global letter mail, parcel mail and | Scope of the
logistics market. Internally, the international division followed a product | International
structure and distinguished between four major product lines: Division

B The international mail service unit developed services for international
letter mail business customers and marketed the company’s letter prod-
ucts worldwide.

B The international parcel post unit included a Europe-wide parcel mail
service for business customers.

B The international postal service unit offered products and services to help
domestic and foreign companies enter international markets. The prod-
uct range included services that extend from direct marketing cam-
paigns, order management, filling orders, and dispatch management to
receivables, returns, and complaints management.

B Deutsche Post Consult International GmbH offered consulting services and
assistance in the launch and continued development of postal services.
Parallel to these activities, the unit also explored and developed interna-
tional postal markets by preparing and implementing strategic coopera-
tion agreements, management contracts, and joint ventures.

197




| 9

Structure
Follows
Strategy

International Organisational Structures as Coordination Mechanism

The equity investment and subsequent cooperative agreement with DHL
enabled the company to consolidate its position in the express mail service.
Moreover, the acquisition of Global Mail equipped the company with a
bridgehead in the USA for serving international letter mail business custom-
ers. However, consequent to the “structure follows strategy” thesis by
Chandler (1962), the expansion strategy of Deutsche Post DHL, necessitated
some major adjustments to the organisational structure.

Organisational Structure of Deutsche Post DHL until
2008

As the relevance of foreign activities rose sharply due to the international
expansion of the company in the late 1990s, Deutsche Post DHL (operating as
Deutsche Post World Net at that time), combined domestic and foreign opera-
tions. In order to enhance knowledge flows and to achieve synergy effects
between the international and the domestic business, the company has im-
plemented an integrated product structure.

Figure 9.9

Company Structure until 2008

Deutsche Post World Net

Mail Express Logistics Financial Services
+ Mail Germany + Europe + Global Forwarding * Deutsche Postbank AG
+ Mail ional + Ameri + Supply Chain * Postbank Branches
+ Parcel Germany + Asia Pacific + Freight + Pension Service

+ Eastem Europe,
Middle East & Africa

Global Business Services
Finance Operations, IT, and Procurement

Source: Adapted from DPWN 2008, p. 22.

As depicted in Figure 9.9, Deutsche Post World Net operated with four divi-
sions: mail, express, logistics, and financial services, which constituted a
global product structure. Each division was controlled by its own divisional
headquarters and supported by a global business services unit. Internal
services included finance operations, IT, and procurement.
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B The mail division has comprised the mail and parcel transport business in
Germany as well as the international mail business. While the German
mail business has operated under the Deutsche Post brand, the interna-
tional mail and German parcel business apply the DHL brand. The divi-
sion further serves as an expert provider in direct marketing as well as
newspaper and magazine distribution. The segment also offers mail and
communication services through direct links to more than 140 countries
across the globe, and end-to-end corporate communication solutions.

B The express corporate division has included Deutsche Post World Net’s na-
tional and international courier, express, and parcel activities under the
DHL brand. The company has drawn on the world’s most extensive net-
work, embracing 220 countries and territories. The business is structured
according to the regions in which the company is operating.

B The company has ranked among the world’s leading providers of air and
ocean freight, contract logistics and overland freight transport in Europe.
The mentioned services were summarised in the logistics division that
operated under the DHL brand.

B The financial services division chiefly consisted of Deutsche Postbank Group
activities. Deutsche Postbank Group offered a wide range of standardised
banking services, including payments, deposits, retail and corporate
banking, fund products and investment securities services.

The global product structure is most suitable for companies with very het-
erogeneous product lines that are characterised by diverse technological
requirements. In the case of Deutsche Post World Net, the mail, express and
logistics division were comparable in their nature as they all constituted
logistical services. Consequently, these divisions had similar requirements in
terms of competencies (e.g. coordination and networking skills) and re-
sources (e.g. a sophisticated delivery network). However, technological and
structural differences existed, for instance, in terms of product size and
structure (e.g. letter mail vs. parcel). The fourth operative division, financial
services, represented the “outsider” in the organisational structure of the
company, as banking has almost nothing in common with logistical services
in terms of competences and resources. Hence, knowledge exchange or
coordination between the financial service division and the other three
product divisions was not essential for the success of the group. The limited
link of Postbank with the core business of the company, as well as the write-
down on Postbank’s exposure to Lehman Brothers investment bank, motivated
the company to rethink its financial services division and to gradually with-
draw from the banking business by selling a minority interest of Postbank to
Deutsche Bank in January 2009. Consequently, this strategic move led to
another reorganistion of the group and the development of Strategy 2015.
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The Impact of Strategy 2015 onto the Organisational
Structure of Deutsche Post DHL

The new group strategy, that was accompanied by the company’s decision to
not longer offer domestic air and ground products in the USA, comprises in
essence a structure focused on the Deutsche Post and DHL brands and a
tighter interlinking of the DHL divisions. Figure 9.10 illustrates the current
organisational structure of the company.

Figure 9.10

Company Structure as Result of Strategy 2015

Deutsche Post DHL
. Global Forwarding/ E
Mail Express i Supply Chain
P Freight PRl

+ Mail Communication + Europe + Global Forwarding + Supply Chain

+ Dialogue Marketing + Americas + Freight * Wiliams Lea

+ Press Services + Asia Pacific

+ Retail Outlets + Eastern Europe,

+ Pension Service Middle East & Africa

+ Global Mail (DHL)
+ Parcel Germany (DHL)

Source: Adapted from DPDHL 2010.

As depicted in Figure 9.10, the company still operates a global product struc-
ture with four divisions. Compared to 2008, the tasks and structure of the
Mail and Express divisions remained unchanged. However, the company
replaced the logistics and financial services divisions by Global Forward-
ing/Freight and Supply Chain. Both divisions are operating under the DHL
brand.

B The Global Forwarding/Freight division consists of the respective business
units Global Forwarding and Freight. The Global Forwarding business unit is
the industry leader in air and ocean freight. The Freight business unit is
the second-largest overland freight forwarder in Europe and the Middle
East.

B The Supply Chain division includes the Supply Chain business unit which
provides services along the entire supply chain. This includes warehous-
ing, distribution as well as managed transport. The Williams Lea business
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unit is an outsourcing partner and offers corporate information man-
agement services. Solutions include office document solutions, market-
ing solutions and customer correspondence management

Table 9.5 summarises the financial performance of the Deutsche Post DHL
divisions for the year 2009.

Part ||||

Financial Performance of DPDHL Divisions in 2009

Table 9.5

Year 2009 Mail Express Globall:rlloi;:tarding Supply Chain
Revenue (in million EUR) 13,502 10,008 10,257 12,362
g;‘r’]:';‘r‘:dd;"gl'%%mam 4.82% 24.00% -23.76 % 878%
EBIT (in million EUR) 1,383 -807 191 -208
Employees 146,021 99,494 40,254 136,135
Brands Deutsche Post/DHL DHL DHL DHL

Source: DPDHL 2010, p. 130.

Summary and Outlook

Deutsche Post DHL has moved far beyond its origins as a mere mail-carrying
and delivery company. Deutsche Post DHL has evolved into a provider of
end-to-end services at every link in the logistics value chain. As presented in
this case study, this transformation process was inevitably accompanied by
major organisational changes. Hence, Deutsche Post DHL is a sound example
of the principle that even established market leaders have to constantly reas-
sess their structures in order to stay on top.

Questions

1. With the start of its international expansion in 1997/1998, Deutsche Post
DHL faced some crucial questions regarding the integration of the ac-
quired companies and the overall coordination of the growing enterprise.
One initiative of the company to cope with the situation in Europe was
the so called “Euro Express Network”. How did the network change the
structure and the competitive position of the company?

2. The express division of Deutsche Post DHL is segmented into different
regions (Figure 9.10). What are important advantages and disadvantages
for Deutsche Post DHL that result from this organisational structure.
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3. Deutsche Post DHL changed its organisational structure frequently from
1998 to 2009. What are potential problems that can accompany organisa-
tional changes of this kind?

Hints

1. The homepage of the company (www.dp-dhl.com) may serve as a first
source of information about the network.

2. See Table 9.3 for a collection of potential advantages and disadvantages.
3. See, for instance, Folger and Skarlicki 1999, pp. 35-50.
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Corporate Culture as Coordination Mechanism

The concept of corporate culture gained attention in international management prac-
tice and research from the late 1970s. It was particularly the success of Japanese
companies with their different management style that brought awareness to the so-
called “soft factors” that were strongly contributing to companies’ success. In this
Chapter, the phenomenon of corporate culture is explained, its contribution to the
coordination of a MNC is described and the development of corporate culture is dis-
cussed.

Introduction

While the traditional model of the MNC primarily focused on coordination
by formal (or so-called bureaucratic) mechanisms, where the performance
and the behaviour of managers of foreign subsidiaries is tightly controlled
and supervised, modern network-oriented models of the MNC propose the
use of “normative integration” as the dominant coordination mechanism.
Here, coordination is mainly provided by a broad organisation-wide culture.
The employees and managers of the MNC accept and adopt the values and
objectives of the company and, thus, act in accordance with them (Birkin-
shaw/Morrison 1995, p. 738).

Normative integration (also called socialisation) refers to building a strong
organisational culture or corporate culture of known and shared strategic objec-
tives and values (Egelhoff 1984). Corporate culture can be defined as “a
pattern of shared basic assumptions that was learned by a group as it solved
its problems of external adaptation and internal integration, that has worked
well enough to be considered valid and, therefore, to be taught to new
members as the correct way to perceive, think, and feel in relation to those
problems” (Schein 2004, p. 17).

When considering corporate culture as a coordination mechanism, the focus
is on the power of culture to shape behaviour and on the active and con-
scious socialisation of members of the organisation, in particular the mana-
gers of the HQ and the foreign subsidiaries, in a system of joint values, ob-
jectives and perspectives (Birkinshaw/Morrison 1995, p. 738). Coordination
by normative integration refers to the situation where functional behaviours
and rules for determining them were learned and internalised by individu-
als thereby obviating the need for procedures, hierarchical orders, and sur-
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veillance. These formal mechanisms become less required because individu-
als chose to do what the hierarchy would have ordered or what was pre-
scribed by the procedures (Edstrém/Galbraith 1977, p. 251).

Corporate culture is a particularly important organisational attribute for
companies operating in an international environment (Bartlett/Ghoshal/
Beamish 2008, p. 345). First, the employees come from a variety of different
national and cultural backgrounds. Thus, management cannot assume that
they will all automatically share common values and relate to common
norms. Second, since subsidiaries and HQ management are separated by
large distances, formal coordination mechanisms are often limited in their
effectiveness. Therefore, shared values might be a more powerful coordina-
tion tool.

Levels of Corporate Culture

As with all cultural phenomena (see also Chapter 7 on country culture),
most scholars emphasise that corporate culture has different levels. While
the well-known model by Schein includes three levels of culture (see Figure
7.1), most authors distinguish only two levels (Sackmann 2006, pp. 26-27;
Kutschker/Schmid 2008, p. 673):

B On the surface there is the level of visible artifacts which include all cul-
tural phenomena that are easily perceived and can be empirically ob-
served. It is also called the percepta level. The main manifestations of cul-
ture are the behaviour of the organisation’s members and symbols. Material
symbols include the buildings of the company, the interior design, the
work places, the dress-code, etc. Interactional symbols include traditions,
customs, rites and rituals as well as taboos, etc. Verbal symbols include the
company’s specific language, stories, myths, slogans, etc. (Schmid 1996,
pp- 145-151).

B More profound is the underlying foundation of corporate culture, its real
cultural core. This level of concepta includes the basic assumptions, val-
ues, norms and attitudes that are prevailing in the organisation.

Several components of the core of the culture can be distinguished (Muijen
1998, pp. 113-132; Kutschker/Schmid 2008, pp. 686-687).

Basic assumptions are the deepest level of a corporate culture. They refer to
general and abstract basic beliefs about reality, humans, society, etc. Usually,
these basic assumptions are unconscious and become taken for granted. “In
fact, if a basic assumption comes to be strongly held in a group, members
will find behaviour based on any other premise inconceivable” (Schein 2004,

p. 31).
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Values express essential meanings of basic assumptions. They define a set of
normative and moral anchors that guide the behaviour of organisational
members and provide a sense of common direction for all employees
(Deal/Kennedy 1982, p. 21). Values reflect assumptions about what is right
or wrong. The current shift of company practices and visions to include
corporate social responsibility (see Chapter 11) can be seen as an enhanced
relevance of certain values.

Norms are informal principles about what actions are expected in a particu-
lar situation. They are embedded in values and provide standardised behav-
ioural rules with a binding character to group members. Compared with
values, they are less abstract and more instrumental. They link basic as-
sumptions and values to actual behaviour and offer guidelines for specific
situations.

Frequently, the levels of culture are compared to an iceberg. The artifacts
form the part of the iceberg that sticks out of the water. However, only the
“tip of the iceberg” is visible and this tip rests upon a much larger and hid-
den basis — the assumptions, values, norms, etc. (Kutschker/Schmid 2008,
p- 673). This fact makes it very difficult for researchers, but also for the ma-
nagement of a company, to capture the corporate culture completely and to
understand it fully. This is particularly true since many cultural phenomena
are subconscious, even the members of the organisation itself are not fully
aware of them.

Types of Corporate Cultures

Given the complexity of corporate cultures, there are plenty of categorisa-
tions to be found in literature. A well-known categorisation by Deal and
Kennedy (1984) describes cultures in a contingency perspective. It is argued
that external factors render a certain corporate culture successful or not. In
particular, the model includes four culture types (see Figure 10.1):

B In the tough-guy, macho culture, success and failure come very quickly.
The risk involved with single decisions is very high and feedback from
the market as to whether decisions were right or wrong comes very ra-
pidly. An example could be venture capital companies, the media indus-
try, or management consulting. The focus is mainly on speed, not endur-
ance.

B In a bet-your-company culture, managers have to take very big decisions
and years may pass before the company knows whether these decisions
pay off. This high-risk, slow-feedback environment occurs, for example,
in the oil industry, in mining companies, in capital-goods companies, etc.
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The company needs to invest vast sums in projects that take years to de-
velop, before it finds out whether they will work or not.

Work-hard/play-hard cultures are often found in sales-oriented organisa-
tions, e.g. automotive distribution or retailing in general, similarly in
fast-moving consumer goods. The employees of these companies live in a
world of rather small risks, since no single sale, product or even new
store will usually bring a huge success or a dramatic failure for the MNC.
Feedback is very rapid, however, often on a daily basis. Activity and dy-
namic change is highly important in this world and more than other cor-
porate cultures, this culture relies on competition and internal contests,
resulting in motivational events, company parties, etc.

Finally, companies in industries where little or no feedback on the per-
formance of the employees comes from the market and risks are small,
tend to develop a process culture. The public administration is a typical
example of a sector in which this occurs. The financial stakes for each
single decision are rather low, but unlike in the work-hard/play-hard cul-
ture, the employees here obtain virtually no feedback. As a result, they
have no idea how effective they are until someone complains. This lack
of feedback forces employees to focus on how they do something, not
what they do. The values in this culture focus on technical perfection, i.e.,
getting the process and the details right.

Figure 10.1

Generic Corporate Cultures

high Bet-your-Company Tough-Guy,
Culture Macho Culture

Process Work Hard/Play Hard

low Culture Culture

Degree of Risk Associated
With the Company's Activities

slow fast
Speed of Feedback from the Market

Source: Adapted from Deal/Kennedy 1982, pp. 107-108.
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Effects of Corporate Culture as Coordination
Mechanism

Organisational culture greatly influences the way the MNC operates. Clearly
expressed, “normative integration is the glue that holds differentiated net-
works together as entities called firms” (Nohria/Ghoshal 1997, p. 6). More
practically, normative integration and shared values that are accepted and
understood by the different members of an organisation guarantee that “the
actors want what they should want and act as they should act”
(Nohria/Ghoshal 1997, p. 118).

A tremendous advantage of normative integration, as a subtle, indirect and
implicit mechanism is that the subsidiary can act autonomously without
direct orders from the HQ in daily operations, with a very high flexibility and
opportunity to adapt to the local context, and yet its conduct is still aligned
with company goals. Instilling shared values and beliefs among the manag-
ers of the subsidiaries and the HQ makes it more likely that, even in the
absence of formal control by the HQ, the subsidiaries will use their specific
local knowledge and resources to pursue the interests of the MNC as a
whole and not just their own partisan interests. It provides common rules
for encoding, decoding and interpreting information and for achieving mu-
tual understanding. The direction that is provided to organisational mem-
bers — in contrast with formal coordination instruments — is of an aggregate
rather than specific nature. Overall, normative integration allows a more
decentralised decision-making process (Baliga/Jaeger 1984, p.27; Marti-
nez/Jarillo 1989, p. 498; Birkinshaw/Morrison 1995, p. 738).

Also, monitoring by normative integration occurs through interpersonal
interactions. Since all members of the culture are familiar with and share its
expectations, performance and compliance with the culture are observed by
many members of the organisation and feedback is given verbally, often in
informal conversations (Jaeger 1983, p. 94; Baliga/Jaeger 1984, p. 28).

The positive effect is also argued from the perspective of the principal-agent
theory (see Chapter 8). Here, common values can be seen as one tool to re-
duce the risk of opportunistic behaviour of the agent since, through norma-
tive integration, the congruence between the objectives of the principal and
the agent is enhanced (Ouchi 1980, p. 138). Similarly, the phenomenon of
corporate culture can be expected to influence the negative assumption of
opportunism in transaction cost theory (see Chapter 12). From the perspective
of behavioural theory, a positive feeling for the organisation that is created
by normative integration may reduce opportunism (Ghoshal/Moran 1996,

p. 21).
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More concretely, corporate culture serves a number of functions in a com-
pany (Sackmann 2006, pp. 29-31; Kutschker/Schmid 2008, pp. 674-675):

B Reduction of complexity: Culture facilitates the daily business of the MNC.
It serves as a perception filter and the collective thought patterns provide
situation-specific guidelines that link to established and proven behav-
iour patterns. It also supports the cooperation of individuals in an or-
ganisation by offering guidelines for behaviour and helping to under-
stand and interpret the actions of others.

B Providing a source of meaning and motivation: The specific content of the
basic assumptions will influence the extent to which employees derive
meaning from their work. Thus, the MNC'’s culture affects the motivation
of employees and their willingness to put effort into the business since it
provides a legitimate base for and a deeper purpose of actions.

B Ensuring continuity: Given the stability of a strong corporate culture, it
protects the organisation from sudden, unplanned changes.

A further objective of normative integration is to create commitment to the
MNC as a whole. In this context, “commitment” can be defined as consisting
of three elements (Edstrom/Galbraith 1977, pp. 255-256): Identification, i.e.,
adoption as one’s own the values and objectives of the MNC, involvement,
ie., psychological immersion or absorption in the activities of one’s work
role, and loyalty, i.e., a feeling of affection for and attachment to the organisa-
tion.

Developing a Strong Corporate Culture

The main characteristic of a culture is that it deals with aspects and thoughts
that are shared or held in common by the members of a group (Schein 2004,
P- 12). The prime task of a company that intends to coordinate by normative
integration, thus, is to create a strong corporate culture by inducing indi-
viduals to internalise the values and objectives of the organisation (Gho-
shal/Moran 1996, p. 25). In the following paragraphs, some tools that are
considered to be particularly important to affect normative integration in a
MNC are presented (Bartlett/Ghoshal/Beamish 2008, pp. 345-346, 449-453).

Building a Shared Vision

The first instrument to reach an effective normative integration in a MNC is
a clear, shared understanding of the MNC'’s vision and objectives. One prob-
lem in a complex organisation like a MNC can be that every manager’s
frame of reference may be limited to their specific responsibilities. Only by
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developing a clear sense of corporate purpose, which every manager and
employee understands and shares, can the specific responsibilities be inte-
grated in a broader frame and each individual’s roles and responsibilities
given a context. Such a shared vision for the MNC should fulfil three criteria:
clarity, continuity and consistency:

B To reach clarity of a corporation’s vision, it has to be simple (like Nokia's
“Connecting People”). The vision has to be relevant and important to the
people concerned. The vision should not be too abstract but the broad
objectives of the vision have to be linked to concrete agendas and actions.
Also, it has to be permanently reinforced, for example by always referring
to the vision when annual plans or budgets are developed.

B Continuity of purpose underscores the enduring relevance. Despite
changes in the company’s management and short-term adjustments, the
broad line of strategic objectives and organisational values must remain
constant over a longer period of time. Only over time, may managers
and employees in different parts of the world develop a shared under-
standing of the company’s vision.

B Finally, to be effective, consistency has to be ensured, i.e., that all people in
the MNC share the same vision. Inconsistency, or strong subcultures,
brings the risk of confusion and might even lead to chaos, with different
units of the organisation pursuing policies and behaviours that are mu-
tually conflicting. Inconsistency may involve differences between what
managers of different organisational units consider to be the MNC's pri-
mary objectives.

Role Models

The second tool is the visible behaviour and public actions of senior manage-
ment. They represent the clearest role models of behaviour and give a signal
of the company’s strategic and organisational priorities. A well-known ex-
ample is Akio Morita, the CEO and founder of Sony Corporation, who moved
to New York for several years to establish the US operations of Sony and
thereby clearly emphasised the relevance of this overseas business. Another
example is Richard Branson, founder of the Virgin Group (see the case study
to this Chapter).

Many strong corporate cultures are shaped by company founders or long-
term managers. Often, this is done through charisma, which can be seen as a
particular ability to capture the subordinates’ attention and to communicate
major assumptions and values in a vivid and clear manner (Schein 2004,
p. 245). However, there are also more systematic ways for leaders to embed
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the organisation’s culture in individuals. The following are the primary
embedding mechanisms (Schein 2004, p. 246):

B What leaders pay attention to, measure, and control on a regular basis.
B How leaders react to critical incidents and organisational crises.

B How leaders allocate resources.
|

How leaders deliberately act as role models, teach and coach their sub-
ordinates.

B How leaders allocate rewards and status.

Role models can be founders, managers or any other important person in the
present or past of the MNC. Sometimes these are seen as “heroes” that per-
sonify the culture’s values. Jack Welch or Thomas Edison at General Electric,
Ferdinand Porsche at Porsche, Thomas Watson at IBM and many others are
high achievers who are known to virtually any employee in the company
(Deal/Kennedy 1982, p. 14)

Initial Socialisation

The development of an organisational culture through a process of socialisa-
tion of individuals includes the communication of the way of doing things,
the decision-making styles in the MNC, etc. (Martinez/Jarillo 1989, p. 492).
Thus, an organisation has to pass elements of its culture on to new members
of the organisation. Initial socialisation is particularly relevant since it pro-
vides the individual with an ordered view of the work context, guides ex-
perience, and orders and shapes personal relationships. It educates new
organisational members to the range of appropriate solutions to the prob-
lems they encounter in the work situation, the rules for choosing particular
solutions and the goals and values of the organisation (Maanen/Schein 1979,
P- 212; Nohria/Ghoshal 1997, pp. 158-159).

Compared with organisations in which formal coordination instruments are
dominant, MNCs with predominantly cultural coordination give a higher
relevance to training and socialisation. A new member of the organisation
must not only learn a set of explicit, codified rules and regulations, but he or
she must also learn and become a part of a subtle and complex coordination
system which consists of a broad range of values and norms. Thus, the orien-
tation programme for new employees is usually intensive and new employ-
ees of foreign subsidiaries are more frequently sent to HQ or other subsidiar-
ies for training (Jaeger 1983, pp. 94-96).
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Human Resource Policies

To build common norms and values, a strong emphasis is placed on human
resource (HR) policies such as the selection, promotion and rotation of man-
agers (Edstrém/Galbraith 1977).

Members of an organisation that attempts to build a strong corporate culture
must be integrated into the organisational culture in order to be functional
and effective actors in the organisation. Therefore, selection of members is of
prime importance. In addition to having the necessary hard skills for the job,
a candidate must be sympathetic to the organisational culture and must be
willing to learn and to accept its norms, values and behavioural prescrip-
tions (Jaeger 1983, p. 94). Promotion policies can emphasise, for instance, the
relevance of technical skills or more the relevance of interpersonal skills and
personal flexibility. Measurement and reward systems (see Chapters 19 and 20)
can be built on different performance indicators, thus indicating a higher
relevance of those indicators.

Continued international transfer throughout an employee’s career is seen as
a key tool for achieving normative integration, and at the same time, it is a
powerful means for facilitating the necessary information flow within the
MNC (Martinez/Jarillo 1989, p. 498). Those job transfers also help individual
managers to understand the functioning of the MNC network, to increase
knowledge of the network, to develop multiple contacts within it and to
increase the likelihood that these contacts will be used in a way that sup-
ports the overall strategy (Edstrém/Galbraith 1977, p. 251). This is automati-
cally linked to a high proportion of expatriates in upper and middle man-
agement positions in foreign subsidiaries (Baliga/Jaeger 1984, p. 26).

Another element of the HR strategy that facilitates the establishment of a
strong corporate culture is long-term employment. It is generally emphasised
that stability of membership in a group is necessary for the existence and
continuity of a culture. Thus, a “hire and fire” strategy weakens the corpo-
rate culture since only the prospect that a new employee will remain for a
long period of time in the organisation will allow the MNC to make an in-
vestment in the socialisation of the individual (Baliga/Jaeger 1984, p. 27).

Other Measures and Tools

In addition to the abovementioned instruments, additional tools can be used
to strengthen the corporate culture. These are essentially all instruments that
are also used to promote formal and informal lateral communication be-
tween managers and employees in different organisational units. These
include:
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B direct managerial contact by regular visits of the HQ management to the
subsidiaries and vice versa

B regular meetings and conferences

B permanent or temporary cross-country teams (like committees or task
forces)

B integrating roles (e.g. managers serving as linking pins between different
organisational units).

Together with the substantial use of expatriates, these activities can be seen
to create informal and interpersonal communication networks between
dispersed organisational units, which contribute to the creation of a strong
corporate culture and lead to normative integration (Edstrom/Galbraith
1977, p. 258; Nohria/Ghoshal 1997, p. 6).

Caveats of Normative Integration

Compared with bureaucratic control, the explicit costs for normative integra-
tion tend to be greater, involving, for example, the greater use of expatriates
and frequent visits between headquarters and subsidiaries, meetings, inter-
national task forces, etc. associated with strengthening the internal cultural
coherence. In addition, the intensive initial socialisation requires long and
expensive training sessions (Baliga/Jaeger 1984, pp. 29-31).

Another concern is the limited ability of MNCs that are dominantly based on
cultural coordination to handle employee turnover. This is a particular prob-
lem in industries with very volatile demand. Here, if a company needs to
adapt its workforce accordingly, this would limit its potential to establish a
strong corporate culture (Baliga/Jaeger 1984, p. 36).

Culture is also a stabilising factor which might be valuable, but which at the
same time might cause difficulties when adjusting to major environmental
changes. Most changes in a corporate culture must be incremental in nature
because one cannot change people’s beliefs in a short time (Baliga/Jaeger
1984, p. 36).

Finally, a major question for a MNC is whether it is possible and effective to
transfer a corporate culture into a host country which may be strongly di-
vergent from the home country culture. The organisational culture is very
often embedded in the national culture of the home country (see Chapter 7).
In the case of a MNC, however, the organisational culture has to spread
across different national cultures. Generally, three strategies for culture
transfer are possible for MNCs (Scholz 2000b, pp. 98-101), namely:
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B a monoculture strategy in which the corporate culture of the parent com-
pany is transferred to all foreign subsidiaries

B a multiculture strategy where all foreign subsidiaries are allowed to de-
velop their own organisational cultures which can then be closely
aligned to the host country cultures

B a mixed culture strategy where a homogeneous or at least harmonised
corporate culture develops as a synthesis between the parent company
culture and the cultures of the different foreign subsidiaries.

In the case of a multicultural strategy, the MNC consciously avoids using
normative integration as a coordination mechanism. Only the monoculture
strategy and the mixed culture strategy actively use corporate culture as a
unifying mechanism. In the case of cultural coordination, it is necessary that
the internal values and behaviour patterns of the subsidiary are rather simi-
lar to those of the headquarters and to those of other subsidiaries, and that a
rather homogeneous culture exists throughout the MNC (Jaeger 1983, p. 96).
Differences between subsidiaries do not have to be completely avoided. To a
certain degree, these might even help to exploit the advantages of being a
MNC, but at least harmonisation has to be ensured to avoid intercultural
communication barriers and diverging sets of values in the MNC.

Conclusion and Outlook

Every company has a specific corporate culture — whether intentionally or
not (Sackmann 2006, p. 26). If actively used, the coherence in the values and
objectives that is created by a strong and adequate corporate culture can be a
powerful coordination mechanism, giving all managers and employees of a
MNC a common direction for their decisions and actions.

Overall, corporate culture is seen to be a particularly important coordination
mechanism in transnational organisations. To ensure enough flexibility for
each subsidiary to remain responsive to local differences, and, at the same
time, to have enough consistency to benefit from global opportunities and
synergies, requires more than formal coordination alone can provide (Marti-
nez/Jarillo 1989, p. 500). Only with an effective normative integration, can
the foreign subsidiaries be granted a high level of autonomy and the MNC
can still be assured that their conduct is aligned with the company’s objec-
tives and strategies.
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Case Study: Virgin Group?

Profile, History, and Status Quo

The Virgin Group is one of the United Kingdom’s largest and most admired
companies, with an annual turnover estimated at 17 billion USD in 2008. A
recent independent research study has shown that the UK public vote Virgin
as their most admired brand. The group spanned over 200 companies
worldwide, ranging from financial services to mobile phones from enter-
tainment megastores and credit cards to insurances. Originally, Virgin was a
mail-order record business. Developed as a private company in music pub-
lishing and retailing, Virgin was established in 1970 by Richard Branson.
Today the group consists of more than 200 companies worldwide which
operate in different business lines. Approximately 50,000 people are mem-
bers of Virgin’s staff in 29 different countries.

Richard Branson is the founder and head of Virgin Group. His first successful
entrepreneurial venture was in 1967 when, as a 17 year-old school pupil, he
started a magazine called Student. The same year, Branson dropped out of
school to concentrate on his business affairs. Later on he introduced the
Virgin mail-order service, named Virgin Records, in which he sold records to
customers who placed their orders through his magazine. This invention
symbolised a new culture of music retail shopping, and grew significantly.
The expansion into record publishing was actually the idea of one of Virgin's
record buyers, which resulted in the Virgin record label. The most successful
milestone in the history of the Virgin record label was the signing of the
notorious punk-rock group, the Sex Pistols, in 1977. The band remained with
Virgin until they broke up in 1978. During the following years, the company

1 Sources used for this case study include the web site http://www.virgin.com, and
various annual and interim reports, investor-relations presentations as well as ex-
plicitly cited sources.
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signed many recording contracts with famous musicians and bands, to name
Phil Collins as just one.

The common thread through the company’s history is its name — Virgin -
which was devised by one of Branson’s associates who saw a correlation
between the name and their commercial innocence. The name represented
the idea of being a virgin in every business they entered.

From a glance at Virgin’s values one can easily figure out six main statements
the brand name stands for. Table 10.1 outlines the brand’s most important
values. By his own account, Richard Branson came up with these principles
in the 1970s and they still define what Virgin is all about.
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Brand Values

Table 10.1

Brand Values Characteristics
Value for Money simple, honest, transparent pricing
Good Quality high standards, attention to detail, being honest and delivering on
promises
Innovation challenging convention with big and little product/service ideas;

innovative, modern and stylish design

Competitively Challenging L#sticking two fingers up to the establishment and fighting the big
boys — usually with a bit of humor*

Fun entertainment for the customers

Source: Adapted from Virgin 2010a.

Corporate Structure

Virgin Group is not a single entity but a congeries of several holding compa-
nies and over 200 operating institutions which are basically located in the
United Kingdom. Historically, Virgin Group had been controlled mainly by
Richard Branson and his loyal partners. The group has often been compared
to a brand franchising operation and to Japanese “keiretsu” organisation
systems. It is usually described as a group of seperately run companies that
are connected via financing and via the common Virgin brand.

Virgin is split into several sectors, each of which serves a completely different
branch of enterprise. Figure 10.2 delivers a simple insight into the structure
of Virgin Group.
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Figure 10.2 | Structure of the Virgin Group
‘ The Virgin Group ‘
\ \ \ \
e S Virgin - 4 Virgin
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Source: Adapted from Virgin 2010b.
Each sector consists of several different companies, as illustrated in
Table 10.2.

Table 10.2 | Selected Companies within the Different Sectors

Sectors Companies

Virgin Travel Virgin Atlantic Airways, Virgin Holidays, Virgin Trains, Virgin
America, Virgin Galactic

Virgin Lifestyle Virgin Active, Virgin Balloon Flights, Virgin Racing Virgin
Experience Days, Virgin Spa

Virgin Media & Mobile Virgin Media, Virgin Mobile, Virgin 1, Virgin Connect

Virgin Money Virgin Money

Virgin Music Virgin Megastore, Virgin Festivals, Virgain Radio
International

Virgin People & Planet Virgin Unite, Virtin Earth Challenge, Virgin Green Fund

Source: www.virgin.com.

Looking back in history, Virgin had always been a private managed company
before it went public in 1986 and became listed on the stock exchange. How-
ever this corporate structure was not very auspicious and lasted for just a
short period of time. As a reason for the premature ending, the stock market
crash in 1987 when Virgin’s share prices almost halved can be mentioned.
Thereupon, Branson decided to take the business back into private owner-
ship and the shares were bought back at the original offer price.

During the following years, Branson entered one area of business after an-
other in which he perceived that customers were being underserved. He
attached great importance to high standards, i.e., that the Virgin brand was
only given to a product or service that met some basic conditions, such as
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high quality or innovation. Based on the fact that Branson identified numer-
ous business opportunities where customers were being treated badly, it
becomes easy to recognise that Virgin Group unifies many different branches
and visions under one umbrella.

Growing through organic growth rather than through acquisitions is one of
the company’s slogans. As far as possible, Branson and his team try to avoid
takeovers and prefer reestablishments. In order to manage this clutter of
hundreds of different companies within several business lines, Branson uses
his own kind of management style, which has been discussed controversially
over the years.

Branson’s idea of minimal management layers, no bureaucracy and a tiny
board are nowadays characteristics of Virgin Group, while a massive global
headquarters is an anathema to the company and its team. The companies
are all empowered to run their own affairs. For this reason, Virgin is one of
the real life examples of management through empowerment by giving each
single company a high grade of flexibility. This is only possible because each
one feels like a part of the family rather than a part in the hierarchy:.

Generally it is difficult to separate the success and the functionality of the
Virgin brand from the flamboyant man behind it. Above all, Virgin is a very
unusual brand - it is more a way of life than an inflexible company with
strict conceptions. In fact, Virgin is often cited as the answer to silence those
who claim that no brand can be everything to everyone.

Corporate Culture

Corporate culture is aimed at a harmonisation of every kind of company
interaction regarding the internal and external environment, in terms of
corporate philosophy. Regarding the organisational structure of Virgin and
the independent character of the single companies, it is obvious that the
group needs a strong corporate culture as a coordination mechanism.

The first thing to mention when speaking of corporate culture at Virgin is
that all companies from all different businesses under the Virgin umbrella
have the typical Virgin identification. This means aiming for high quality,
innovation, providing value for the money, excellent customer service, hav-
ing a sense of fun and being challenging to existing alternatives. These are
the hallmarks of Virgin Group. All employees should feel they are part of the
big family. Arranging such a vast formation of hundreds of companies situ-
ated in different countries all over the world requires a sure instinct and
smoothly running communications between the employees as well as be-
tween the employees and the management. Barrier-free communication with
the customers is also a matter of course for Virgin.
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Corporate Culture as Coordination Mechanism

One of the most important activities regarding the corporate culture as a
coordination mechanism is that the employees’ interests are always given
the highest priority in the Virgin Group to get the business started. Branson’s
disrespect for hierarchy and bureaucracy, but moreover his commitment to
his staff, guarantees easy access to the chairman himself and to the top man-
agers when they have new ideas. Virgin’s employees are valued as individual
human beings who bring in their innovative ideas and commitment and,
resulting from the appreciation on the part of the company, their loyalty.
Demonstrating respect for the staff glues the dislocated and various compa-
nies together and motivates them to play an active part at Virgin. Despite the
independence of the companies within the group, there is a strong desire to
work together for the benefit of the group. In turn, there is a strong sense of
community amongst the people working within these companies. As a result
it can be stated that bringing the corporate philosophy to the employees is a
central point regarding corporate culture as a coordination mechanism.
Members of an organisation must share certain values specific to the group
and everyone is expected to be familiar with the corporate culture.

Another factor of success is that Virgin encourages its staff to bring in new
ideas and to experiment with their creative imagination. Virgin lives on its
employees and their ideas. Involving them in the organisational process
delivers them a sense of belonging to the Virgin family and makes them feel
like an important element of the “machinery”. Employees often get frus-
trated if they have no chance to be heard or if the company does not care
about their ideas. Unlike other companies, Virgin captures every single idea
offred by its staff and checks if something is promising and realisable.

Branson has developed a level of trust with his top managers by setting the
direction of the company’s future and then stepping back to let them navi-
gate independently. Regarding the fact that all Virgin companies are empow-
ered to run their own affairs, assisted by the absence of a strict hierarchy,
Virgin’s staff are more enthusiastic and more engaged. Not only the employ-
ees but also the companies help one another, and solutions to problems
come from all kinds of sources. In a sense, Virgin is like a community, with
shared ideas, values, interests, and goals. The close teamwork of all divisions
as a corporate culture attribute is part of the coordination mechanism.

Virgin is always looking for opportunities, wherever it can offer something
better and with better value to the customers. The best prospects for success
are projects in which consumers are underserved or confused, and where an
appropriate tradeoff between risk and reward can be made. The group is
passionate about running the businesses as well as it can, which means treat-
ing the customers with respect, giving them good value and high quality,
and making the whole process as much fun as it can be. Regarding this

218



International Coordination

statement, it becomes clear why one of Virgin’s core elements considering its
corporate philosophy can be explained as “be the best, not the biggest”.

Virgin pursues an organic growth strategy. Branson advances the view that
this kind of growth leads to more effort than adopting already existing com-
panies. The corporate philosophy is that building up and attending to a new
business from the beginning on, with specially recruited staff, is more effec-
tive than a takeover. This supports Branson’s goal of turning Virgin into “the
most respected brand in the world”.

Resuming the Corporate Culture Elements

The following sums up all core elements of the corporate culture at Virgin
discussed above:

B Employees enjoy the highest priority, they are not just numbers on a
payroll.

B Encourage the employees to bring in their innovative ideas and sugges-
tions, capture every fleeting idea and check if it might be promising.

Give priority to the customers.
Wake the enthusiasm of people for new ideas.
Virgin’s slogan is “being the best, not the biggest”.

Sculpture the business around the people, the staff and the customers.

Create a new business instead of taking over an already existing com-
pany.

B Meeting challenges.

B “Sticking two fingers up to the establishment and fighting the big boys”.

Doing business should be fun, for the staff at Virgin’s and as well for the
customers. All the aforementioned facts symbolise the company’s philoso-
phy and represent the corporate culture. The elements of the corporate cul-
ture keep the single companies together and support them to work for the
same targets, vision and mission, and beyond that it acts as a coordination
mechanism.

Questions

1. Show the business activities of the different Virgin companies in detail
and discuss how far these activities create synergy effects.
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2. Explain the organisational structure of the Virgin Group.

3. Have a look at the human resource management at Virgin. What are the
success factors?

4. Find out more about the several divisions of Virgin. Have businesses
failed? If so, explain why!

5. How does Virgin encourage its staff to work with as much ambition and
engagement as they do. Look for microeconomic theory and explain the
method. Propose new instruments Virgin could use to encourage its staff
in the future.

Hints
1. See the company’s website for further information.
2. See Mintzberg 1989.

3. See Skinner’s theory 1974, Lattal and Chase 2003 and Watson’s classic
theory 1913.
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Corporate Social Responsibility of MNCs

The interface between business and society is changing in a world in which new
environmental and social risks emerge and the challenge of sustainability is apparent.
The roles, responsibilities and functions of business, especially with regard to MNCs in
the context of globalisation, have to be redefined. This discussion has led to the de-
velopment of the concept of corporate social responsibility (CSR) in the last few years.
In this Chapter models and instruments to explore and organise CSR within MNCs are
presented.

Loss of Confidence, Challenge of Responsibility and
Sustainability

Global companies and even large local companies are suffering a crisis of
confidence (see Figure 11.1). Contemporary society expects sustainability
and responsibility from the companies, which means that the traditional role
of companies (“the only business of business is to do business”, ascribed to
Milton Friedman) has to be rewritten.

Trust in Institutions (Average of 14 Tracking Countries)

Figure 11.1
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Profit, People,
Planet

Corporate Social Responsibility of MNCs

“Corporations are challenged to go beyond the predominantly economic
view and take into account a wider context” (Jonker/de Witte 2006, p. 2).
Sustainability refers to the (external) environment and demands care in
using resources, such as water, primary materials, energy, etc. Companies
are not only held responsible for the environment. The new normative per-
spective includes topics such as human rights, child labour, etc. Organisa-
tions have to meet the needs of a wide range of internal and external stake-
holders. A stakeholder can be defined, according to Freeman (1984, p. 46), as
“any group or individual who can effect or is affected by the achievement of
the organization’s objectives”. Stakeholders include customers, suppliers,
stockholders, employees, banks, non-governmental organisations (NGOs),
and the society in general.

Corporate Social Responsibility and the Stakeholder
View

The concept of corporate social responsibility has gained in importance in
the last few years. In academic discussion, however, it is by no means a new
idea: the concept itself and the debate about CSR dates back to the 1930s. For
example, Dodd (1932, p. 1149) argues that managers are not only responsible
to their shareholders but they are also responsible to the public as a whole
because a company is “permitted and encouraged by the law primarily
because it is a service to the community rather than because it is a source of
profit to its owners”. Since then, the concept has developed and many more
facets of responsiveness have been added to the understanding of CSR.

According to Mohr, Webb and Harris (2001, p. 47), corporate social respon-
sibility relates to “a company’s commitment to minimizing or eliminating
any harmful effects and maximizing its long-run beneficial impact on
society”.

Triple Bottom Line Concept

Based on this approach, firms are becoming responsible for their social and
environmental effects on society, in addition to generating profits. On the
most basic level, the triple bottom line concept (TBL) “states that companies
should simultaneously be held accountable for their social, environmental,
and financial performances” (Mellahi/Frynas/Finlay 2005, p. 109; see Elking-
ton 1997). In a catchy phrase, the triple bottom line concept refers to “profit,
people, planet” and hence can be seen as the “PPP approach”.
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Pyramid of Corporate Social Responsibility

Carroll (1979; 1991) developed the concept that has been widely used: the
“pyramid of corporate social responsibility” (see Figure 11.2).
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Pyramid of Corporate Social Responsibility Figure 11.2
B Good Philan-
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citizen®)
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Be Profitable ('beiE;O:rgrfTi‘tEbIa“) Required
Source: Carroll 1991.
Stakeholder Map of a MNC
The concept of CSR is seen within the stakeholder approach. According to this | Stakeholders and
view, a firm should not only maximise profit for shareholders, but should | Shareholders
satisfy the aspirations of all stakeholders (Mellahi/Frynas/Finlay 2005,
p- 107). The wide variety of stakeholders, which have different issues and
concerns, are shown in Figure 11.3. Multinational firms have to pay attention
not only to the stakeholders of their home country but also to the stakeholders
of a multitude of host countries.
MNC Stakeholders Figure 11.3
Home Country Host Country
Owners Economy
Customers MNC Employees
Employees Community
Unions Host Government
Suppliers Consumers
Distributors Strategic Allies
Strategic _Allies Society in General Sl_.lpgliers
Community Global Environment and Ecology Distributors
Economy Sustainable Resources
Govemment Population’s Standard of Living

Source: Adapted from Deresky 2008, p. 35.
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CSR Activities

Corporate Social Responsibility of MNCs

CSR Management Model

The variety of CSR activities or practices of companies can be classified in
different ways (see, e.g., Wagner/Bicen/Hall 2008; Maignan/Ferrell/Ferrell
2005). According to Sen and Bhattacharya (2001) the activities can be catego-
rised into six broad fields:

B community support (e.g. health programmes, educational initiatives)

B diversity (e.g. family-, gender-, disability-based initiatives)

B employee support (e.g. job security, safety concerns)

B environment (e.g. waste management, pollution control, animal testing)
0

non-domestic operations (e.g. overseas labour practice, operations in
countries with human rights violations)

B product (e.g. product safety, antitrust disputes).

The CSR activities or practices of a corporation have to be embedded in the
organisation, i.e., linked to the business proposition and to every added
value in the value chain (Jonker/de Witte 2006, p. 4). Based on this approach,
an integrated management model can be developed (see Figure 11.4).

Figure 11.4

The CSR Management Model

Business Context
Organising
Identity

Organising
the Business
Proposition

Organising
Transactivity

Organising
Systems

Organising
Accountability

Socletal Context

Source: Jonker/de Witte 2006, p. 5.
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The starting point of the CSR model is the business proposition of a company,
comprising vision, mission and the overall competitive strategy. Under the
“umbrella” of the business proposition four interlinked domains have to be
defined in a business or competition context and societal context (Jonker/de
Witte 2006, p. 6):

B Organising identity: This covers issues such as core values, branding,
image and corporate identity.

B Organising systems: This refers to internal and external communication,
design of primary and supporting processes.

B Organising accountability: This aspect is focusing on auditing, reporting,
monitoring performance and standards.

B Organising transactivity: This includes developing partnerships, organis-
ing dialogues, etc.

International Codes of Conduct

With regard to auditing and monitoring performance and standards (“organ-
ising accountability”), for instance, in production and sourcing, a considerable
number of organisations have developed codes of conduct which provide
consistent guidelines for multinational corporations.

Business Social Compliance Initiative

As an example, the Business Social Compliance Initiative (BSCI) of the Euro- | BSCI
pean Foreign Trade Association (FTA) can be used to demonstrate how retail
and wholesale companies follow codes of conduct, implement and run au-
dits and react by corrective actions in global purchasing:

B The BSCI Code of Conduct is built on internationally recognised labour
standards protecting workers’ rights, in particular the ILO Core Labour
Conventions.

B The practical implementation of the Code is controlled by independent
auditing companies accredited by the international organisation Social
Accountability International (SAI), which has issued the SA8000 standard.
To control the BSCI process, the members share the results of the audits
in a common database. This also avoids multiple audits thus reducing
audit fatigue.

B The BSCI does not rely solely on audits but is based on a development
approach. It aims at continuously improving the social performance of
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suppliers, encouraging them to apply for SA8000 certification. The BSCI
develops follow-up measures such as implementation controls and train-
ing measures in order to support suppliers.

B The whole BSCI process is accompanied by local and European stake-
holder networks which bring their expertise to the initiative and help to
ensure the long-term local ownership of the process. Cooperation with
governmental authorities, trade unions, NGOs and associations also fa-
cilitates social acceptance and independence of the system.

Social Accountability 8000 (SA8000)

The Social Accountability Standard 8000 (SA8000), published in late 1997
and revised in 2001, is a credible, comprehensive and efficient tool for assur-
ing human rights in the workplace. The SA8000 system includes (Social
Accountability International 2008):

B factory-level management system requirements for ongoing compliance
and continual improvement

B independent, expert verification of compliance by certification bodies
accredited by Social Accountability Accreditation Services (SAAS)

B involvement by stakeholders including participation by all key sectors in
the SA8000 system, workers, trade unions, companies, socially responsi-
ble investors, non-governmental organisations and government

B public reporting on SA8000 certified facilities and Corporate Involve-
ment Programme (CIP), annual progress reports through postings on the
SAAS and SAI websites

B harnessing consumer and investor concern through the SA8000 Certifica-
tion and Corporate Involvement Programme by helping to identify and
support companies that are committed to assuring human rights in the
workplace

B training partnerships for workers, managers, auditors and other inter-
ested parties in the effective use of SA8000

B research and publication of guidance in the effective use of SA8000

B complaints, appeals and surveillance processes to support the system’s
quality.
The SA8000 Standard is based on the international workplace norms of the

International Labour Organisation (ILO) conventions, the Universal Declara-
tion of Human Rights and the UN Convention on the Rights of the Child.
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The main elements of the SA8000 Standard are (Social Accountability Inter-
national 2008):

B Child Labour: No workers under the age of 15; minimum age lowered to

14 for countries operating under the ILO Convention 138 developing-
country exception; remediation of any child found to be working.

Forced Labour: No forced labour, including prison or debt bondage la-
bour; no holding of deposits or workers’ identity papers by employers or
outside recruiters.

Health and Safety: Provide a safe and healthy work environment; take
steps to prevent injuries; regular training of workers in health and safety;
system to detect threats to health and safety; access to bathrooms and po-
table water.

Freedom of Association and Right to Collective Bargaining: Respect the right
to form and join trade unions and bargain collectively; where law pro-
hibits these freedoms, facilitate parallel means of association and bar-
gaining.

Discrimination: No discrimination based on race, caste, origin, religion,
disability, gender, sexual orientation, union or political affiliation, or age;
no sexual harassment.

Discipline: No corporal punishment, mental or physical coercion or ver-
bal abuse.

Working Hours: Comply with the applicable law but, in any event, no
more than 48 hours per week with at least one day off for every seven-
day period; voluntary overtime paid at a premium rate and not to exceed
12 hours per week on a regular basis; overtime may be mandatory if part
of a collective bargaining agreement.

Compensation: Wages paid for a standard work week must meet the legal
and industry standards and be sufficient to meet the basic needs of
workers and their families; no disciplinary deductions.

Management Systems: Facilities seeking to gain and maintain certification
must go beyond simple compliance to integrate the standard into their
management systems and practices.

CSR and Profitability

Many studies have addressed the impact of CSR activities on companies’
performance with the focus, for example, on companies’ market value or on
corporate financial performance. Despite the number of studies on this rela-
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tionship, there still is limited understanding of whether and how CSR ac-
tions have a positive impact on firms’ performance (Luo/Bhattacharya 2006).
This is mainly due to the conflicting results of empirical studies. For example,
Margolis and Walsh (2003) with their descriptive overview of empirical
studies, as well as Orlitzky, Schmidt and Rynes (2003) and Wu (2006), show
in their meta-analyses that the returns to CSR activities are positive in some
studies but non-significant or negative in others. Wu (2006) argues that these
differing results are mainly due to the lack of consistency regarding the
conceptualisation of the CSR construct and due to the variability in measures
that were used to capture financial performance in the different studies.

For example, Figure 11.5 illustrates a comparison of the development of the
Morgan Stanley Capital International Index (MSCI World), which includes
1,500 stocks in 23 developed countries worldwide with no expressed com-
mitment to sustainability, and the Dow Jones Sustainability Index (DJ]SI
World). This index refers to more than 300 global companies that are com-
mitted to sustainable development. This comparison shows a (modest) ad-
vantage in total return for the second group. “Companies that balance the
interests of multiple stakeholders do as well or better than their peers when
it comes to financial performance” (Gossen 2007, p. 17; see also
Scholz/Zentes 2006, pp. 288-300).

Figure 11.5

Development of DJSI World and MSCI World
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Source: Sustainable Asset Management 2009, p. 17.
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Environmental responsibility is a measure increasingly used in public rank-
ings of companies. For example, Table 11.1 shows the ranking of the German
DAX-30 companies with regard to sustainability. These rankings underline
the growing public interest in the environmental and social activities of
companies.
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Sustainability Ranking of German DAX-30 Companies

Table 11.1

';gg; DAX-30 Companies Points ';ggg DAX-30 Companies Points
1 BMW 74.3 16 Daimler 58.7
2 Henkel 73.3 17 Infenion 58.8
3 Deutsche Telekom 71.4 18 Commerzbank 58.0
4 Minchener Riick 67.7 19 Siemens 57.6
5 Metro 67.6 20 Eon 57.3
6 BASF 66.9 21 Bayer 56.7
7 Lufthansa 66.6 22 K+8 56.3
8 RWE 66.4 23 Fresenius Medical Care 56.1
9 Adidas 64.9 24 Linde 54.6
10 Deutsche Bank 64.6 25 Beiersdorf 53.6
11 Merck 63.4 26 Deutsche Borse 53.6
12 Deutsche Post 62.0 27 Thyssen-Krupp 52.0
13 Volkswagen 61.8 28 Fresenius 48.4
14 Allianz 61.1 29 MAN 47.4
15 SAP 59.9 30 i 44.0

Source: Sustainalytics.com.

CSR and Corporate Governance

Corporate social responsibility is an important aspect in the field of business
ethics. Besides the responsibility towards the environment and the obser-
vance of human rights, other ethical issues refer to the appropriate moral
behaviour with regard to bribery (corruption), especially in the international
arena of competition (see e.g. Deresky 2008, pp.41-47), and to good and
responsible governance.

Corporate governance rules clarify the rights of shareholders with regard to the
general meeting (of stockholders), the supervisory board, and the manage-
ment board, they establish guidelines for transparency and the treatment of
conflicts of interest in order to promote the trust of investors, customers, em-
ployees and the general public in the company’s management and supervi-
sion. For example, the “German Corporate Governance Codex” comprises
the following rules concerning these conflicts with regard to the supervisory
board:
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B Each member of the Supervisory Board shall inform the Supervisory
Board of any conflicts of interest which may result from a consultant or
directorship function with clients, suppliers, lenders or other business
partners (Article 5.5.2).

B Advisory and other service agreements and contracts for work between a
member of the Supervisory Board and the company require the Supervi-
sory Board’s approval (Article 5.5.4).

Conclusion and Outlook

Under a variety of headings, such as corporate social responsibility, corpo-
rate citizenship, stakeholder engagement or corporate governance, lively
debates emerge worldwide, referring to the roles, functions and balance of
and between institutions in contemporary society (Habisch/Jonker 2005,
p- 1). In this context, the acceptable social behaviour of companies will be
redefined in order to achieve a new societal balance.

This is of great importance for MNCs, which operate not only in their devel-
oped home country, but also in a multitude of host countries, frequently in
less developed (transition) countries with low wages and low standards with
regard to environment and labour conditions.

Ethical behaviour of MNCs, in the sense of corporate social responsibility,
raises the problem of potential competitive disadvantages due to the oppor-
tunistic behaviour of competitors. Non-compliance of social and environmental
standards can lead to advantages with regard to costs and therefore better
competitive positions in the global arena.

This opportunistic behaviour is probably a short-term approach, because
corporate social responsibility is an investment in the competitiveness of
companies, true to the motto “What is good for society, is also good for busi-
ness” (Jack Welch, the former CEO of General Electric).
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Case Study: Goodyear?!

Profile, History, and Status Quo

The Goodyear Tire & Rubber Company was founded in 1898 by Frank A.
Seiberling in East Akron, Ohio. With just 13 employees, Goodyear began
production on 21 November 1898, with a product range of bicycle and car-
riage tyres, horseshoe pads and poker chips.

Today, Goodyear reaches sales of nearly 16 billion USD, being the market-
leading tyre company in North and Latin America, as well as the second
largest in Europe. The US market, accounting for about 43 % of sales, is still
responsible for the largest part of Goodyear’s revenues (see Figure 11.6). The
European Union is Goodyear’s second largest market. Goodyear Dunlop Tire
Germany is the clear market leader in the German tyre industry, and accounts
for about 33 % of Goodyear’s sales in the Burope/Middle East/Africa segment.

Goodyear employs 69,000 people and has more than 50 production facilities
in 23 countries all over the world (see Table 11.2). It develops, manufactures,
markets and distributes tyres for automotive and off-road applications. In
2009, 167 million tyres were produced for motor cars, trucks, tractors, air-
craft and other vehicles. About 23 % of these (39 million tyres per year) are
original equipment units, while the largest part (128 million tyres per year) is
meant for the replacement market. Through four strategic business units,
Goodyear products are sold in more than 185 countries worldwide (Goodyear
2010a).
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Figure 11.6

Total Revenuas Worldwide - .- Total Revenuas Europa/Middie East/Africa
16.3 billion USD GOODyYEAR 5.8 billion USD

Rest of Segment
87 %

Asia Padific 10 % Latin America 11 %

Source: Goodyear 2010a.

1 Information used for this case study includes various annual reports, press re-
leases, the web site http://www.goodyear.com as well as explicitly cited sources.
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Table11.2 | Goodyear’s Worldwide Facilities 2009
Country Locations
Akron, Asheboro, Bayport, Beaumont, Carson, Danville, F Houston, Huntsvill
United States Kingman, Lawton, Niagara Falls, Pompano Beach, San Angelo, Social Circle, Statesville. Stockbndge.
Topeka, Union City, West Amherst
Canada icine Hat,
France Amiens, Mireval,
Germany F Fulda, Hanau, Phili Riesa, Wittlich
Luxembourg Colmar-Berg
Tilburg
Poland Debica
Slovenia Kranj
United Kingd irmi
Brazil Americana, Santa Barbara, Sao Paulo
Chile Santiago
Colombia Cali
Peru Lima
Venezuela Valencia
South Africa Ulitenhage
Turkey Adapazari, lzmit
China Dalian,
India Aurangabad, Ballabgarh
Indonesia Bogor
Japan Tatsuno
Malaysia Kuala Lumpur
Taiwan Taipei
Thailand Bangkok
Source: Goodyear 2010a.
Global Alliance | In 1999, Goodyear formed a global alliance worth 1 billion USD with Sumi-
with Sumitomo | moto Rubber Industries Ltd., which holds the rights to the Dunlop tyre brand
Rubber Industries | in most of the world. Six joint ventures were formed in Europe, Japan and

North America. Besides Goodyear and Dunlop, the company also produces
and manages several other brands such as Fulda, Sava and Debica.

“Protect Our Good Name” as Basic Principle

The Goodyear Tire & Rubber Company is listed on the New York Stock Ex-
change and for that reason has to comply with a number of rules concerning
principles of corporate governance. Goodyear has realised, though, that, for a
global company, fulfilling the legal requirements concerning corporate re-
sponsibility does not suffice by far. Therefore, the company has developed
its own environmental, health and safety (EHS) standards which in many
respects exceed by far the requirements of the national legislation as well as
those of the New York Stock Exchange.
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Since 1915, Goodyear’s activities have followed the credo “Protect Our Good
Name”. The good reputation of the company is to be defended towards all
stakeholders, that is to say, customers, associates and shareholders, as well
as suppliers and the communities where the company is operating. Goodyear
is constantly striving to be a good corporate citizen in all the local markets in
which it operates. Therefore the company always strictly complies either
with the highest legal standards concerning corporate responsibility or —
where legal requirements are insufficient — with the company’s code of con-
duct.

Goodyear’s ethical business conduct is based on a number of core values that
are the foundation of the company’s activities all over the world. The first set
of values is directed towards all stakeholders, and comprises the company’s
dedication to responsible and ethical conduct on a global basis. The other
three sets of core values refer to the particular importance of Goodyear’s cus-
tomers, employees and associates as well as shareholders. Based on these
core values, global EHS principles have been formulated (see Table 11.3).
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“Protect Our
Good Name”

Goodyear’s Global EHS Principles

Table 11.3

Goodyear Environmental, Health and Safety Policy

Good is itted to p g the envi as well as the heaith and safety of our associates, our
customers and fhe communmes in whlch we operate. As a global, ially citizen, we shall
b in with the h:ghest apphcable Iegal and ethlcal standards and strive to contribute
to ic develoy and envir p while seeking to impi the quality of life for our

famili ities and sociefy in g l. We want our iates to have a work environment
where they feel safe and secure.

To accomplish this we shall

... comply with all applicable environmental, health and safety laws and regulations as well as Goodyear's global
EHS standards,

.. establish environmental, health and safety mar ysti based on ized standards, and set
oompany -wide goals and objectives that seek to obtain contlnuous improvement,

.. integrate environmental, health and safety consi ions into all i i t efforts and key
busmess decisions, including the design, production, distribution and support of our products and services,

... work with iers and custol to promote responsible use of our products,

... reduce environmental impact and conserve natural resources by minimizing waste and emissions, reusing and
recycling materials and responsibly managing energy use,

... encourage and educate all associates to take personal accountability for protecting the environment and
maintaining a safe and healthy workplace.

Source: Goodyear 2010b.

On the basis of the core values and the EHS principles, specific guidelines
for ethical behaviour have been deduced. These guidelines are summarised
in the “Goodyear Business Conduct Manual”, which serves as a reference point
for all employees. A copy of the Business Conduct Manual is given to all
associates and everyone must agree to act in accordance with it. The first
chapter in the Business Conduct Manual is dedicated to the commitment to
protecting the workforce, the workplace and the environment. These are the
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three main issues that are also dealt with in the EHS standards and that
Goodyear considers its prime responsibility.

Corporate Responsibility in a MNC

The fact that Goodyear is a truly global company, producing in as many as 23
countries and exporting to as well as sourcing from many more, poses
unique challenges to the company’s corporate responsibility activities that
would not be encountered in a national context. On the one hand, legal re-
quirements concerning business activities that affect the environment or the
society vary considerably. Especially in developing and transition countries,
laws concerning the behaviour of MNCs towards their employees, as well as
towards the communities in which they are located, are frequently missing
or make only very basic requirements. Even where such legal requirements
are in place, they might not be pursued and enforced with the necessary
vigour. On the other hand, a society’s views and expectations towards the
responsible conduct of MNCs has been found to be strongly influenced by
cultural aspects (Jamali/Mirshak 2006, p. 245).

Goodyear strives to be the leader in EHS matters and a good corporate citizen
in all the communities it calls home. The company has therefore developed
its own corporate environmental, health and safety standards that meet
international guidelines. These standards are applicable for all facilities
worldwide. The company always enforces either legal or corporate require-
ments, depending on which are more stringent. In many countries, these
corporate standards are stricter than the legislation adopted by governments
(Rondinelly/Berry 1998, p. 78).

Underneath the common roof of the global EHS standards, Goodyear has the
policy of being a good corporate citizen in all communities where the com-
pany has facilities through local activities which demonstrate corporate
responsibility. Efforts concerning corporate responsibility are carried out on
a regional as well as on a national and a local level. Every employee is en-
couraged to engage in local community initiatives and every branch sup-
ports national social and environmental programmes.

External Corporate Responsibility

Goodyear’s corporate responsibility activities are directed towards internal as
well as external stakeholders. As rubber manufacturing and processing re-
quires the use of various environmentally hazardous materials, protecting
the environment is one of Goodyear’s key concerns in terms of corporate
responsibility. Natural and synthetic rubber mixes are used in manufactur-
ing rubber products, and the processing can result in volatile organic com-
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pound emissions. Organic solvents that need to be used in tyre production
also cause a considerable threat to the environment, so that Goodyear con-
tinuously seeks to reduce the usage of these perilous substances in the
manufacturing process.

Solvent usage and waste to landfill are tracked globally as key indicators for
minimising the company’s environmental impact. Pursuing the goal of
eliminating disposal in landfill completely, Goodyear is using the
3-R Principle (reduction, reuse, recycling). All potential waste is assessed
first in terms of reduction, then reuse, and finally recycling. Only if none of
these options is available is material sent to landfill. By the end of the year
2007, 55 of 58 Goodyear plants had already achieved the goal of zero waste-
to-landfill. In 2008, Goodyear achieved zero waste to landfill and has main-
tained this goal since (Goodyear 2010b, p. 31). Using a number of different
principles, for example Six Sigma, Goodyear also managed to reduce the
usage of water and solvent in the production process (see Figure 11.7).
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3-R Principle

Continuous Reduction in Manufacturing Water per Ton and Organic Solvent Use

Figure 11.7
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Source: Goodyear 2010b, pp. 31-33.

Goodyear operates a number of further programmes in order to protect the
environment. Aside from diverse energy conservation initiatives that are in
place in all Goodyear locations, various product stewardship programmes are
maintained to address the potential health and environmental concerns of
customers, associates and communities related to all operations and prod-
ucts. These programmes include showing preference for suppliers that meet
strict guidelines for effectiveness and purity. Goodyear is always searching for
and testing potential substitute materials that have less impact on health and
the environment without compromising product quality (2010b, pp. 28-29).
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By this means, the company shows responsibility not only for its own opera-
tions, but also for the actions of partners in the global supply chain.

In order to assess the plants’ environmental efforts independently, since the
late 1990s Goodyear has been continuously undergoing various auditing
processes. On top of the quality management principles of ISO 9000, the
manufacturing facilities apply ISO 14001 as their formal environmental
management system. As a supplement to the ISO 14001 environmental man-
agement systems audit process, Goodyear has voluntarily chosen to analyse
comprehensively all processes that assure the continual manufacturing of
high-quality products at high standards of environmental and workplace
safety. In 2000, the company developed its own product and process quality
audit (PPQA) system to address aspects such as engineering, training and
communication, rubber mixing, component preparation, building and cur-
ing, final finish, product testing and analysis of the technical organisation
that serves customers (Goodyear 2007, p. 25).

Concerning the social aspect of corporate responsibility, Goodyear is striving
to be a good and active corporate citizen in all the communities where the
company has facilities. As a multinational enterprise, the company’s head-
quarters only give general guidelines about which kind of initiatives are
supposed to be supported. Goodyear typically fosters programmes that im-
prove cities, social programmes, and educational opportunities in communi-
ties where Goodyear associates live and work. The initiatives in question,
however, usually take place at a very local level and therefore every regional,
national and local office is responsible for actively putting the company’s
social responsibilities into practice.

Internal Corporate Responsibility

While Goodyear carries out and supports a large number of activities to live
up to its responsibility to customers and communities, the company also has
a strong focus on showing responsible behaviour to its internal stakeholders,
i.e., its employees or associates.

First of all, the company has a very strict policy on global human rights that
spans associates in all its global operations. The basic principles of this pol-
icy strictly reject all forms of involuntary employment and child labour.
Goodyear also grants all its employees freedom of association as well as the
right to refrain from joining organisations. These rights, which might sound
self-evident for an American company, are highly important to protect em-
ployees in less developed countries. Goodyear also has a zero-tolerance policy
towards any form of harassment or discrimination. A global company like
Goodyear that is working in a diverse marketplace has to embrace the advan-
tages that can be gained from a diverse workforce. Therefore, it is Goodyear’s
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policy to support actively an inclusive workforce throughout all its facilities
worldwide. In pursuit of common objectives, personal bonds are to be cre-
ated beyond racial, ethnic or cultural differences, so that it is possible to
conduct business successfully in multi-cultural marketplaces.

Of utmost importance in a company where most employees work in manu-
facturing is the safety of the workplace and the protection of the health of
the workforce. In late 2004, Goodyear therefore launched an initiative to
change and improve its safety culture worldwide. The goal is to drastically
reduce injuries and health threats in the workplace, so that by the end of
2007 the self-evident goal of the programme, “No One Gets Hurt”, will be
achieved. While for the most part there is strict government regulation on
working conditions and workplace safety in the USA and other developed
countries, such legislation is not as detailed, or even existent at all, in devel-
oping and transition countries. “Local leadership is held accountable to
include safety goals as part of annual operating plans, and make on-the-spot
corrections of unsafe conditions and acts” (Goodyear 2006, p. 2). Site visits
by Goodyear’s executive leadership team focused attention and resources on
how to reduce incidents occurring at locations around the world. Since
launching the “No One Gets Hurt” safety initiative, Goodyear has driven a
steady improvement in reducing global incidents each year, and the trend
continued in 2009. Goodyear achieved a 22 percent decrease in the number of
incidents of illness and injury compared to 2008 (Goodyear 2010b, p. 25).

Organisational Integration and Communication of CSR

In an organisation that is as complex as Goodyear, adoption and enforcement
of ethical business practices all through the company poses a challenge to
management. This is why in 2005 Goodyear established a Department for
Compliance and Ethics, responsible for compliance, ethics and privacy is-
sues on a global basis. To maintain accountability, the Committee on Corpo-
rate Responsibility and Compliance of the Board of Directors is updated on a
regular basis on ethics and compliance activities. Committee members are
expected to take an active role in reviewing the activities and processes de-
signed to uphold commitment to ethical behaviour.

Since all employees are requested actively to pursue responsible corporate
behaviour, a central ethics hotline, called “The Network”, has been estab-
lished. The Network is an independent telephone answering and intake
service that has been engaged for this purpose. Associates from anywhere in
the world can call this hotline 24 hours a day, seven days a week. They can
report anonymously any actual, suspected or potential misconduct or raise
any question they might consider relevant for the company’s ethical business
conduct. Every allegation is investigated to make sure that every employee
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has the chance to take part in the active pursuit of Goodyear’s corporate re-
sponsibility.

Any company has to make sure that its activities and efforts in terms of
corporate responsibility are communicated openly to internal and external
stakeholders. This serves the purpose of fostering employees’ identification
with their employer and aligning their efforts concerning ethical behaviour,
on the one hand. On the other hand, the trust of external stakeholders in the
company is increased and the company’s image benefits. While Goodyear’s
Business Conduct Manual serves to communicate the ethical standards to
employees, the company also summarises its global CSR activities in a yearly
Corporate Responsibility Report. This report conveys achievements as well
as future objectives to the global workforce as well as to the public.

Questions

1. In September 1970, the New York Times Magazine published an article by
the economist Milton Friedman titled, “The Social Responsibility of Busi-
ness is to Increase its Profits”. Discuss Friedman’s statement critically.
What does social responsibility mean in the context of business? Does
CSR really contradict profit-maximisation? How can corporate responsi-
bility support Goodyear’s business objectives?

2. Goodyear is headquartered in the USA with Europe as its second largest
regional market. How does the understanding of CSR differ between
North America and Europe? What impact can these different perceptions
of the concept have on Goodyear’s corporate responsibility activities?

3. Goodyear is operating in a large number of countries all over the globe.
What particular challenges do MNCs face concerning their CSR activi-
ties? How does Goodyear accommodate the different stakeholders whom
MNCs have to take into account? Consider the fact that Goodyear is oper-
ating in industrialised as well as in transition and developing countries.

Hints
1. See Friedman 1970. Consider the evolution of CSR activities over time.

2. See Matten and Moon 2008 for the concepts of “implicit” and “explicit”
CSR.

3. See, e.g., Blowfield 2005 for the role of CSR in developing countries.
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Basic Types and Theoretical Explanations of
Foreign Operation Modes

The choice of a foreign operation mode is considered one of the most important com-
ponents of an internationalisation strategy, since the operation mode determines the
type and intensity of control over the foreign market activity, the necessary resource
transfers as well as the associated risks. In this Chapter, an overview of different
operation modes is given, characteristics of operation modes are highlighted and
theoretical explanations for the choice of a foreign operation mode presented.

Introduction

A company planning to conduct any business activities in a foreign market
must choose an appropriate operation mode for this activity. Each task can
be performed in various ways, including by vertically integrated organisa-
tional units in the foreign country (wholly-owned subsidiaries), by external
organisational units (e.g. distributors in the foreign market), or jointly (coop-
erative arrangements).

The foreign operation mode can be defined as an institutional arrangement
for organising and conducting international business transactions (Andersen
1997, p. 29). The choice of a foreign operation mode is strategically highly
relevant. It is a core component of the internationalisation strategy and it
exerts a strong and lasting influence on many other activities and options of
the company. It is seen as a crucial success factor, also because it is not easily
reversible in the short- and mid-term.

In many textbooks, the issue of foreign operation modes is discussed under
the heading of market entry modes. For two main reasons, throughout this
book, the term “foreign operation mode” is used instead: First, the issue is
also of relevance when the entry context no longer applies (Welch/Benito/
Petersen 2007, p. 10). In the last decades, the focus has shifted from “going
international” to “being international” (Baurle 1996, p.123). Thus, for a
MNC, the initial market entry mode is often less important than the opera-
tion mode chosen at a certain point in time. Second, the term “market entry”
suggests that the international activities are sales-related. Even though this
Chapter mainly focuses on this dimension, foreign operation modes are
broader, and also apply to procurement activities, R&D activities, produc-
tion activities, etc.
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The Basic Types of Foreign Operation Modes

To classify foreign operation modes, different schemas can be found in the
literature. Very commonly, a distinction is made between

B export modes (indirect export, direct export via agents, etc.)
B contractual modes (e.g. licensing, franchising, contract manufacturing)

B investment equity entry modes (e.g. joint ventures, wholly-owned sub-
sidiaries).

Here, generally, an increasing level of vertical integration can be seen: Export
modes are — at least when intermediaries in the host country are used — mar-
ket modes (see Chapter 13), contractual and equity alliances are cooperative
modes (see Chapter 14) and wholly-owned subsidiaries constitute the
highest level of vertical integration (i.e. “hierarchy”) (see Chapter 15). It has
to be noted, though, that export modes can significantly differ. If, e.g., a
MNC exports with a direct customer relationship to a foreign customer, this
allows a very high level of control by the MNC over this transaction.

Figure 12.1

Classification of Selected Foreign Operation Modes

Foreign Operation Modes
I

Value-Added Dominantly
in Host Country

]
Value-Added Dominantly
in Home Country

(or Third Country)
[
[ 1
Without FDI With FDI
in Host Country in Host Country
(Orector A '-i°r‘1’.".5i"9' Joint Wholly-owned
ndire ranchising, i
Export Management Contracting NEIIED SRR
Acquisition
ﬁviirtlriﬂgt {(Brownfield
Investment)

Source: Adapted from Zentes 1993, p. 67.

More concretely, the choice of a foreign operation mode involves several
different dimensions: Where to locate production whether to cooperate and
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whether an investment abroad by the MNC should be undertaken. Consider-
ing the establishment process, joint ventures and wholly-owned subsidiaries
can be established by a greenfield investment, i.e., the (joint) building of a
new facility in the host country, or by acquisition of existing facilities.

Location of Value-Added

Considering the location decision, different determinants have been investi-
gated in the literature. In the early economic approaches, international trade
(and, thus, the location of value-added) was explained, e.g., with comparative
cost advantages (Ricardo) or, building on these, with relative factor endowments
in a country (Heckscher-Ohlin).

Later, dynamic approaches were developed. In the international product lifecy-
cle theory of international trade, Vernon (1966) argued that new product inno-
vations are usually developed and produced in the home country of a com-
pany, even if factor costs are high. In the early stage, cost is of secondary
importance due to the monopoly situation of the innovating company. Also,
demand is difficult to predict. In the later stage of a maturing product, compe-
tition rises, foreign demand also and cost pressure by new competitors.
Production is partly shifted to foreign countries, closer to the new sales mar-
kets. Finally, in the third stage (standardised product), industrialised countries
may still the most important markets, but they have become too expensive
for production. Thus, production is shifted to emerging countries. From
there, the MNC (or competitors) exports the product to the relevant markets.

Generally, location theories of internationalisation assume that the decision
for value-added in a specific country is determined by location characteris-
tics. Relevant characteristics are market factors (e.g. market size, market po-
tential) and cost-related factors (e.g. differences in labour costs, input goods,
taxes). Another relevant location factor is the country risk. In cases of high
risk, exporting or contractual arrangements reduce the risk exposure of the
MNC compared with a wholly-owned subsidiary where the commitment of
the MNC’s own resources is substantial.

The configuration decision is discussed in more detail for the different value-
chain activities, i.e., production (Chapter 16) and R&D (Chapter 17).

Cooperation vs. Hierarchy

The decision whether to establish foreign value-added via cooperation or in
a hierarchical operation mode depends on many influence factors. A com-
prehensive study by Morschett, Schramm-Klein and Swoboda (2008a, 2008b)
has shown that a number of aspects have a strong influence on this decision.
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The likelihood that a MNC uses a wholly-owned subsidiary instead of a
cooperative arrangement increases with:

B the number of employees of the MNC, because larger MNCs can more
easily afford to establish a subsidiary on their own and have the neces-
sary management capacity to coordinate that subsidiary

B experience of the MNC in the host country, because increased knowledge
about the country decreases the uncertainty in the market and makes a
partner less necessary

B advertising intensity of the MNC, since a partner in a foreign country may
“free-ride” on the high reputation of the MNC which can best be avoided
by exploiting the good reputation of the MNC with a wholly-owned sub-
sidiary (advertising intensity is usually seen as having high specificity)

B export intensity of the MNC, because a higher percentage of foreign sales
indicates that the MNC has substantial knowledge about foreign mar-
kets, and thus is less dependent on a partner.

On the contrary, MNCs seem to prefer cooperation over a wholly-owned
subsidiary, if

B country risk is high,
B legal restrictions in the host country are tight,

B the market size of the foreign market is large (which might be explained
by the high investments that is necessary in large markets),

B resource intensity of the foreign activity is high, since often, host-country
companies have a first-mover advantage regarding local resources which
can only be tapped in a partnership

B the subsidiary is active in a business field that is not closely related to the
business of the parent company, thus, leading to the necessity of external
(partner) knowledge for this subsidiary.

Additional arguments for cooperative operation modes and hierarchical
operation modes are discussed in Chapters 14 and 15.

Characteristics of Foreign Operation Modes

To make a rational decision on a foreign operation mode, several partly
interconnected characteristics have to be regarded. In Table 12.1, these are
listed and evaluated for selected operation modes.
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Characteristics of Selected Foreign Operation Modes

Table 12.1

Export

Contractual Equity | Wholly-owned
Cooperation peration Subsidiary

Control low/medium/high low medium high

Resource Commitment low low medium high

Flexibility high medium medium-low low
Knowledge Dissemination Risk low high medium low

Source: Adapted from Driscoll/Paliwoda 1997, p. 60.

The ability to exert tight control over foreign operations is seen as the main
advantage of the stronger internalised operation modes. Control refers to the
authority over strategic and operational decisions concerning the foreign
operations. Compared with cooperative operation modes, “maintaining
decision-making control allows the MNC to determine its own destiny”
(Driscoll/Paliwoda 1997, p. 64), and control is “the single most important
determinant of both risk and return” (Anderson/Gatignon 1986, p. 3). As
Table 12.1 illustrates, different operation modes imply different levels of
control. While wholly-owned subsidiaries allow a tight coordination (“full-
control modes”), most cooperative modes lead to limited and to a joint con-
trol (“shared-control modes”). In the case of contractual agreements (like
licensing), the control over the foreign markets is — against payment —
largely shifted to the licensee.

Often, the trade-off between control on the one side (“benefit of integration™)
and the necessary resource commitment (“cost of integration”) is high-
lighted as the main decision for a MNC. Resource commitment refers to the
assets that a MNC needs to dedicate to the foreign market operations. Obvi-
ously, a high resource commitment of a MNC enhances its risk exposure. In
the case of export and contractual cooperations, it is rather low. In the case of
wholly-owned subsidiaries, the resources have to be invested by the com-
pany on its own. Equity cooperations fall between these two extremes. Shar-
ing equity investment with a cooperation partner allows to reduce the own
risk.

Flexibility is closely linked to resource commitment. It refers to the ability of
a company to switch the chosen operation mode rapidly and with rather low
cost or even to withdraw from a foreign market when external conditions
have changed (Anderson/Gatignon 1986). High resource commitment acts as
market exit barrier and thus reduces strategic flexibility of the MNC.
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A fourth characteristic of foreign operation modes is the so-called “dissemi-
nation risk”, i.e., the risk that knowledge is absorbed by another company
who wuses this knowledge against the interest of the MNC (Agar-
wal/Ramaswami 1992). Since the technological know-how and the marketing
know-how are seen as crucial competitive advantages of a company, it is
important to secure the company against uncontrolled knowledge outflows,
since this may reduce the income a company can generate from its know-
ledge. Protection against knowledge dissemination is, thus, a main criterion
for the choice of an operation mode (Driscoll/Paliwoda 1997, p. 66). In par-
ticular, cooperative operation modes, where a partner company (e.g. a licen-
see) is actively provided with the company’s knowledge, are characterised
by a high risk of knowledge dissemination. The lowest risk exists in the case
of wholly-owned subsidiaries (or by direct exports to a foreign customer).

Theoretical Explanations

To explain the choice of international market entry mode, a number of dif-
ferent theories are used in the literature. The most important ones will be
discussed briefly in the following part of this Chapter.

Stages Models of Internationalisation

The stages models of internationalisation (in particular the “Uppsala model”
by Johanson and Vahlne (1977)) are rooted in the behavioural theory of the
firm. These models propose an association between the knowledge of the
decision makers in the company and the level of resource commitment in a
foreign market. The core assumption is that companies with low market
knowledge about a specific foreign market prefer a low commitment in this
market, i.e.,, market-based operation modes. Once in the market, the com-
pany accumulates experiential knowledge and this, in turn, leads to the
willingness to commit additional resources. In the so-called establishment
chain, the model proposes that foreign operation modes in a specific foreign
country are switched along a certain path:

B no international activities

B export activities via agents

B export activities via own sales subsidiaries

B establishment of production subsidiaries in the foreign country.

In addition, the Uppsala model suggests that companies often select foreign
markets based on the psychic distance to that market and that internationali-
sation often occurs along a “psychic distance chain”, with psychologically

246



Foreign Operation Modes

close markets being entered first and then, subsequently, more distant coun-
tries.

In general, the common assumptions of all stages models are (Swoboda
2002, pp. 72-73):

B Internationalisation is a slow and gradual process.

B The process of internationalisation is not the result of a long-term strate-
gic planning, but of incremental decisions.

B Internationalisation is an adaptive process, and with time, resource
commitment in the foreign market and changes in the management of
the foreign organisational unit occur.

B Internationalisation is a process occurring in stages, characterised by
different speed of change and un-steady development.

B During internationalisation, companies accumulate experiential know-
ledge which facilitates foreign activities and further internationalisation.

In all, the stages models explain foreign operation modes mainly with the
country-specific knowledge of a company that determines the perceived
uncertainty and, thus, the willingness of the company to invest resources in
that country.

While the stages models have a high level of plausibility, criticisms have
emerged over the years. First, the models neglect that management has a
strategic choice and that the operation mode decision is not only determined
by a single influence factor. In particular, external influence factors (like host
country conditions) are neglected. Second, the models over-simplify a com-
plex process and certain operation modes — in particular cooperative modes
— are not considered. Cooperations (and acquisitions) offer the possibility to
gain knowledge without the MNC having long-term experience of its own in
the host-country. Finally, MNCs often leap over certain stages in the estab-
lishment chain. In particular the observation of “born globals” in the last two
decades, i.e., companies that internationalise immediately after their founda-
tion without slow and incremental processes (Oviatt/McDougall 1994;
Knight/Cavusgil 1996), has challenged the theory. However, for many com-
panies, the stages models of internationalisation offer a good explanation of
their observed behaviour.

Transaction Cost Theory and Internalisation Theory

The dominant theory to explain choice of foreign operation mode over the
last decades has been the transaction cost approach (Williamson 1985) and the
closely related internalisation theory (Buckley/Casson 1976). These approaches
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argue that companies choose operation modes that minimise the cost of
cross-border transactions.

Transaction costs refer to: search and information costs, i.e., costs such as those
incurred in determining that the required good is available on the market,
who has the lowest price, etc., bargaining costs, i.e. the costs required to come
to an acceptable agreement with the other party to the transaction, drawing
up an appropriate contract, etc., monitoring and enforcement costs to ensure the
other party sticks to the terms of the contract, and taking appropriate action
if this turns out not to be the case. For example, monitoring costs might
include the measurement of the output (e.g. quality control in the factory of
a supplier). If conditions change, contracts might have to be adjusted which
causes adjustment costs.

The two basic assumptions of the transaction cost approach are:

B Bounded rationality, i.e., actors might intend to act rationally but are only
capable of doing so in a limited way, partly because they have incom-
plete information, partly because they have limited processing capacity.

B Opportunistic behaviour, i.e., business partners are expected to use the
incompleteness of contracts and changing circumstances for their own
self-interest and they only stick to the contract if they are monitored.

If markets function well, with a large number of potential business partners,
competition ensures efficient results. In these cases, a MNC will favour low
control modes. Business pariners can be replaced easily and this threat pro-
tects the companies from opportunistic behaviour. In other cases, markets
may fail. This may be the case for different types of transactions (Mal-
hotra/Agarwal/Ulgado 2004, p. 4):

B Imperfect markets for goods that are caused by brand names, marketing
capabilities, product differentiation.

B Imperfect markets for intermediate goods, such as knowledge. Here, it is
assumed that the cross-border transfer of knowledge is less efficient
among separate companies than within one MNC.

B Imperfect markets for production factors that may be caused by exclusive
procurement capabilities, particular management know-how or certain
technologies.

B Imperfect competition through economies of scale that lead to cost advan-
tages of internalisation.
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Transaction Cost Reasoning for Foreign Operation Mode Decisions

Figure 12.2

Wholly-owned
Transaction 4 Export Cooperation Subsidiary
Costs

>
»

s, S, Specificity
(Uncertainty, Frequency)

Source: Adapted from Welch/Benito/Petersen 2007, p. 26.

However, it is mainly three characteristics of a transaction that may cause
market imperfections:

First of all, asset specificity, the degree to which an asset loses its value when
put to an alternative use, may cause a situation where the actor who has
carried out specific investments runs the risk of being exploited by its part-
ner. In this case, market transactions between independent actors might not
offer sufficient protection for the business partners. Thus, the MNC might
decide to carry out the transaction internally, i.e., with a wholly-owned sub-
sidiary. Similarly, wuncertainty may lead to market imperfections
(Welch/Benito/Petersen 2007, pp. 24-25). If all future eventualities were
known in advance, contract parties could plan ahead and develop compre-
hensive contracts. The stronger the uncertainty (e.g. changes in the external
environment), the more likely it is that contracts are incomplete and have to
be adjusted. These renegotiations, however, are costly and lead to high
transaction costs. Again, the necessary flexibility to adapt to changing situa-
tions may be better granted with internalised operation modes. Third, the
frequency of transactions plays a role. Setting up a wholly-owned foreign sub-
sidiary is often linked to relatively high fixed costs but the subsequent vari-
able costs are usually lower than in the case of cooperative or market modes.
Thus, with an increased number of transactions, the relative costs of a
wholly-owned subsidiary are reduced.

To summarise, the transaction cost approach compares the costs of internali-
sation of external markets with the costs of market transactions and the costs
of cooperation (see Figure 12.2). Under certain circumstances, markets are
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imperfect and in this case, companies are forced to internalise transactions to

substitute imperfect markets by internal transactions.

Dunning’s OLI Paradigm

Since the existing approaches (e.g. the location theory or the internalisation
theory) alone did not suffice to fully explain the choice of a foreign operation
mode, John Dunning developed a comprehensive approach, the so-called
Eclectic Paradigm that seeks to offer a general framework to determine which

operation mode is the most appropriate.

Figure 12.3

The OLI Decision Tree for Foreign Operation Modes

Decision

FDI

Intemnationalisation Location Intemalisation
Type Decision Decision Decision
N
b Location
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*_Country?
no
Decision No Produce at Contractual
International Home, Arrangements,
Activities then Export e.g. Licensing

Source: Adapted from Sudarsanam 2003, p. 201; Welch/Benito/Petersen 2007,

p-31.

It specifies a set of three conditions that must prevail simultaneously to
stimulate FDI by a company (Rugman/Collinson 2009, pp. 68-70; Dun-

ning/Lundan 2008, pp. 96-108):

B Ouwnership-specific advantages (O): The firm must own some unique com-
petitive advantages (firm-specific advantages, FSA) that overcompensate
the disadvantages of competing with local firms in their home market
(“liability of foreignness™). Often, ownership-specific advantages take the
form of the possession of intangible assets, which (at least temporarily)
are specific to the firm. Examples of firm-specific advantages are proprie-
tary technology (e.g. due to R&D activities), product differentiation or

brands.
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B Location-specific advantages (L): If foreign direct investment is to take
place, it must be more profitable for the company to undertake the acti-
vity in the foreign country than in the home country. Otherwise foreign
markets would be served by other internationalisation modes. Location-
specific advantages can include, for example, labour cost, efficient and
skilled labour force, tariffs, transport cost, or natural resources.

B Internalisation advantages (I): Companies that possess specific advantages
can either exploit them themselves (internalise them) or they can sell the
advantage to other companies. The internalisation choice can be ex-
plained by the transaction cost theory, as pointed out above.

The decision as to whether foreign direct investment is favourable depends
on which types of advantage prevail. For an internationalisation via wholly-
owned subsidiary, all three types of benefits, O, L and I, have to be present
simultaneously. This case is illustrated in Figure 12.3, along with other situa-
tions that lead to different operation mode decisions.

Corporate Strategy Approach

An influence factor on choice of foreign operation mode that has been
largely neglected in the described approaches is the corporate strategy. For
example, the concrete motive of a MNC to enter the host-country (see Chap-
ter 4) is likely to have an effect on the chosen operation mode.

The corporate strategy approach puts its focus on the competition and the
required characteristics of the operation mode that stem from the corporate
strategy and the specific role of the foreign subsidiary in its host-country.
Following the general idea that structure and strategy should be aligned, they
investigate strategy variables and their influence on the operation mode
choice. More particularly, “the strategy approach regards the issue of owner-
ship structure primarily as a question of the level of control that is needed in
order to coordinate global strategic action” (Benito 1996, p. 164). Strategy
variables that can exert an influence are manifold (Kim/Hwang 1992; Mal-
hotra/Agarwal/Ulgado 2004, p. 19):

B Synergy effects emerge if companies can use certain resources and pro-
cesses like R&D, production or marketing to achieve economies of scale
and economies of scope across different host countries. Usually, a tight
control and the corresponding operation modes are considered to be fa-
vourable to achieve synergy effects.

B Global strategic motives refer to the question whether the MNC follows a
global or a multinational orientation (see Chapter 2). Obviously, a multi-
national orientation allows for low-control operation modes and — for
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example — partnerships in the host countries while a global strategy im-
plies wholly-owned and tightly controlled subsidiaries.

B Market concentration is a relevant external factor since it leads to a situa-
tion of a worldwide oligopoly. Following Knickerbocker’s theory of oli-
gopolistic reactions (Knickerbocker 1973), it is argued that the interdepen-
dency of different countries is high in this case and a tight coordination
of the foreign subsidiaries is necessary to react flexibly to a competitor’s
actions. In this perspective, direct investment in a foreign country can
also be seen as an “exchange of threats” between competitors.

Conclusion and Outlook

The choice of a foreign operation mode is considered one of the most impor-
tant internationalisation strategy decisions and in this Chapter, the basic
types have been presented. For each of the three options — market, coopera-
tion and hierarchy — the following Chapters will provide a more detailed
discussion.

It has to be pointed out, however, that the decision on foreign operation
mode has to be made for each value-chain activity. Thus, a MINC might — for
a specific foreign country — decide to outsource its R&D, internalise the sales
and marketing activities, offer its after-sales service in a joint venture with a
local partner and have major production steps carried out by a contract
manufacturer. In addition, the interdependence between these activities has
to be considered, since the inter-functional coordination is also affected by
the chosen operation modes. Also, the choice of a foreign operation mode is
usually not stable but changes over time, thus, mode switches are very
common.

Considering the theoretical explanations and the complex influences on the
choice of operation mode, most recent texts argue that the different theories
should be seen as complementary. Thus, instead of a single theoretical ap-
proach, a multi-theoretical framework is often better suited to explain — and
to support the — choice of foreign operation mode.

Further Reading
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Case Study: Accor!

Profile, History and Status Quo

In the 1960s, travel was booming in France, but the French hotel industry
had not met the rising demand. The visionary entrepreneur P. Dubrule and
his business partner, G. Pélisson, foresaw the upcoming need and market
potential and hence founded the Société d’Investissement et d’Exploitation
Hoteliers (SIEH) in 1967. Shortly afterwards, they followed this with the
opening of an American-style hotel, an innovative concept to the unex-
ploited French and later European market within the medium price range.
Actually, Dubrule used the US chain Holiday Inn as source for his business
inspirations. As an outsider to the hotel business, the management of Holi-
day Inn group did not take Dubrule seriously. Thus, he decided to launch
his own hotel chain and drew up a plan by adopting the concept of the US
chain.

The two founders launched their brand Novotel in Lille-Lesquin in 1967.
Only five years later, two hotels were opened abroad, in Neufchatel (Swit-
zerland) and Brussels. In 1974, the holding company Sphere S.A. was
founded to roll out the new Ibis chain with its first two-star classified hotel
located in Bordeaux. The year after, the Société acquired the Mercure hotel
chain, a traditional three-star arrangement. In 1980, a further transaction
took place — the acquisition of the upscale brand Sofitel which owned 43
hotels. Afterwards, the Novotel SIEH Group sought a major diversified exten-
sion through a merger with Jacques Borel International — a leader in managed
food service and concession restaurants in Europe and world market leader
in issuing about 165 million meal vouchers per year within eight countries.
The newly emerged company was called Accor.

The Accor Group kept its tremendous growth and diversified expansion pace
over the years by creating the no-star Formule 1 chain. Furthermore, the
company pursued its US market entry through the acquisition of the Motel 6
chain in 1990. Additionally, in 1999 its overall hotel network grew by 22 %
particularly based on the acquisition of Red Roof Inn in America. Hence,
Accor became a leading hotel group globally in the early 1990s. Conse-
quently, the company went public in 1997 and became Accor S.A. In 2001, the
company further internationalised, including into the Chinese hotel market.
Accor’s latest strategic decision was to increase its stake in the largest hotel
and tourist group in Poland and Central Europe, the Orbis Group, to 50 % in
2008.

1 Sources used for this case study include various annual reports, press releases, the
web site http://www.accor.com as well as explicitly cited sources.
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Being an innovative hotel group, business concepts are constantly revised or
launched. For example, the new brand Suitehotel for medium-stay customers
started in Europe in 2001. In addition, the new upscale brand Pullman was
relaunched in 2007 and in 2008 MGallery was created. Otherwise, Accor kept
its dynamic expansion growing through investments, such as the investment
in 1985 in Lendtre which owned gourmet restaurants, luxury caterer bou-
tiques and a cooking school, and through the acquisition of the majority
stake in SPIC to form subsequently Accor Casinos in 1997.

Today, Accor is Europe’s leading hospitality group and focuses on two core
businesses: Hotel and Services. In 2010, the company decided to demerge
these two businesses and to become a pure player in the hotel sector. The
case study will focus on the hotel business and describe the company’s mul-
tiple strategic entry modes. Figure 12.4 highlights the group’s brands. In
2009, the group comprised about 4,100 hotels with 500,000 rooms in total in
about 90 countries.

In summary, for over 40 years Accor has been developing its expertise and
skills across management, marketing & sales, purchasing, human resources,
assets, finance, construction, technological support and online booking as a
leader within the hospitality industry. In doing so, the company is high-
performing with a strong growth potential in both global core businesses.

Accor's Hotel Business Development

As the history of Accor has already shown, its worldwide expansion is due to
a successful organic development within the company. Furthermore, ongo-
ing acquisitions, mergers and consolidations are very important manage-
ment business tools for the sustainable growth of the group. It is estimated
that the number of hotel nights will increase globally by 3.7 % per year until
2012, whereas just in China an outstanding rise of 12 % p.a. is anticipated.
For hotel chains a rise by 5.7 % is expected. Thus, Accor had to respond by
redefining its positioning of the brand portfolio to benefit from the overall
trend in both mature and emerging markets and from changes within the
hotel industry itself, too. In doing so, the company first of all initiated in
2007 a more profitable hotel business model. Thereby, Accor’s strategic out-
look will be implemented in a second step through revised operating and
ownership structures of its hotel division. The reorganisation will then dis-
close the group’s decision on the different market entry modes.
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Strategic Vision of the Hotel Division

As the first objective within its new business model, Accor pursues an in-
crease of the market share in the European midscale and economy segment
by offering a more segmented hotel network. The group’s brands Suitehotel,
Novotel, Adagio and Mercure are within the midscale range, All Seasons repre-
sent the economy range, and new-builds Etap the budget segment. Second,
the US hotel division should be strengthened through a special focus on
Motel 6. Accor sees in its third strategic orientation a huge potential in emerg-
ing countries and is about to concentrate there on Novotel for the midscale
and Ibis for the economy segment. Fourth, to respond to a more and more
fragmented demand for its products, Accor will redefine its brands to be-
come more specified and thus, expand the portfolio with innovative brands
to cover all segments, for example with the creation of Sofitel and Pullman.

All in all, Accor’s focus is very global and consequently, a continuing strong
internationalisation of its hotel chains needs to take place. Hereby, the cru-
cial question arises how the hospitality group will be able to keep pace with
the changing customer, client and market demands throughout the world.

Implementation of the Reorganisation: The Asset-Right Strategy

To meet the new challenges Accor's major step was the reorganisation of its
business base. Thus, the company had to evaluate its whole hotel network
and brand portfolio to match a rising fragmented demand as follows:

B First, the decision has to be made whether each individual hotel should
be maintained, sold or restructured.

B Second, the management has to determine how each hotel should be
managed and owned.

All in all around 1,400 hotels had a change in their operating structure between
2005 and 2010. To implement the profound business model, the company
created the asset-right strategy with the following three dimensions:

B First of all, Accor's management uses the disposal of underperforming
property assets as a tool for a restructured network. With this divestment
strategy the group releases hotels which do not fit its overall strategic
orientation. For example in 2007, Accor sold 30 hotels in the UK to Land
Securities for 683 million EUR; 67 hotels in Germany and 19 hotels in the
Netherlands to Moor Park Real Estate for 747 million EUR. Here it can be
seen that the Accor management formed close alliances with major real
estate companies to push its refocusing on hotel operations and thus,
improved margins. Moreover, the group gave up its side branches (Go
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Voyages, Club Med, etc.) to focus even more on its core business. Further,
the Accor group sold whole fully-owned chains for its reorganisation. For
example, the American chain Red Roof Inn with 341 hotels was sold for
about 1.3 billion USD in 2007.

B Accor’s second measure is the partial restructuring of its hotel business. A
classical way of the group has been selling assets and simultaneously ne-
gotiating management-back agreements. Sofitel The Grand in Amsterdam
is an example of implementing the asset-right strategy in May 2008. This
management strategy reduces capital intensity and earnings volatility
and enables Accor to focus primary on hotel management — its actual core
competency. Additionally, variable lease backs and franchise-back ar-
rangements following disposals are other ways to restructure. Hotel re-
branding again is another management tool for restructuring brands. By
using a “new” name for a brand, Accor has a good opportunity to achieve
a momentous impact on its business within a short time. Quite an event-
ful history happened to the brand Pullman whose hotels were acquired in
1991. Accor began rebranding in 1993 to eliminate the Pullman Hotels In-
ternational chain, then, years later in 2007, the old brand Pullman with its
prestigious past was reborn.

B Finally, repositioning is a further management tool in conjunction with
reorganisation. For instance, this occurred when Accor relaunched Pull-
man and upgraded it to a four-star deluxe hotel chain for business cus-
tomers in 2007. Another example of repositioning is the upgrading of
Sofitel hotels within the network. The brand thus upgraded to five stars
with “French Touch” elegance in the luxury segment in the world's most
beautiful destinations. Accor intends to be a major competitor in this
segment with about 250 luxury hotels worldwide by 2010. Therefore,
renovations and new product designs within all of Accor’s reorganised
brands are also crucial, particularly within the last two presented dimen-
sions, to maintain and even extend the group's competitive advantage.

The asset-right strategy is accompanied by Accor's ambitious development
project of launching 200,000 new rooms within the five years from 2005 until
2010 and another 200,000 new rooms until 2015. The planned openings cover
all market segments and continents, but 60 % of the openings from 2010
until 2015 will be in the economy (36 %) and budget (23 %) segment. In this
process, 40 % of the rooms will be opened in Europe and about one third in
Asia-Pacific.

Altogether, the network of about 4,100 hotels is being optimised since 2007
and the reorganisation is embedded into the asset-right strategy. This includes
divestments, restructurings, renovations and an expansion to a total of 5,000
highly customised hotels by 2010. In this way, the company wants to open
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new rooms at the best rates in global growth territories. Therefore, Accor
expects to justify rising prices for its noticeable value-added offerings and
thus, a higher revenue growth.

Implementation of the Market (Entry) Penetration

Simultaneously to the reorganisation of its network, Accor brings a second
step into focus: a new real estate management strategy within the asset-right
strategy. This strategy complements the new business model which ought to
foster the hotel portfolio and thus, Accor’s business development and expan-
sion. Hereby, the hotel division shifts its hotel operating structure from own-
ership and (fixed) leases to prevalent management contracts, franchise agreements
and (variable-rent) leases due to the evaluation of each individual hotel’s
engagement according to location, market segment and margin. Hence, it
can be seen in Figure 12.5 how Accor concentrates increasingly on managing
instead of owning hotels, which perceptibly changes the culture within the
group. Thus, Accor’s adaption of its new oriented hotel operating and own-
ing structure unveils its strategic market entry modes.
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In particular, Figure 12.5 discloses the drastic change in the ownership struc-
ture of the whole group that has already been achieved from 2001, when
about two thirds of the hotels of the group were owned by Accor or in fixed
leases, until 2010, when only 20 % of the group’s hotels were still owned.
Furthermore, the chart on the right shows the intended move in ownership
structure in the coming years which clearly demonstrates that the trend
towards less capital-intensive operating structure will continue.

Figure 12.5 | Hotel Porifolio by Ownership Structure
2001 2010 2015
(planned)
22% 20% 1o%
30%
24%
21%
a7y e on T
Source: Accor 2010, p. 29; www.accor.com.

Management | At the outset, Accor used to be primarily a builder, owner and operator,
Contracts | which possessed full control over its hotels in France. Abroad, the company

had to develop a management style similar to the other large hotel chains. So
next to owning property, as early as the 1970s, the group negotiated man-
agement contracts or signed franchise agreements for a certain period with
either hotel owners or investors. Hence, according to a management con-
tract, Accor manages the hotel under one of its banners for the hotel’s owner
in exchange for a management fee - in general, approximately 5 to 7 % of the
revenues gained by the hotel (see Schuette/Jurgens 1997, pp. 3-4). Usually,
the management staff is brought in by the group and the non-managerial
staff is recruited in the local area. Employees working under a hotel man-
agement contract will then apply Accor's methods, capabilities and training
to provide high value-added services on behalf of the investor or the owner
of the hotel. The owner or investor retains the right to participate in decision
making with regard to investments for its property. Due to increased use of
this entry mode, Accor anticipated an internal need for about 1,000 addi-
tional hotel general managers by 2010 and thus it intensified recruitment
initiatives.
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Franchise agreements are the reverse of a management contract.The fran-
chised hotel is operated by its owner. The group temporarily transfers the
right to adopt its brand name and concept to a hotel owner or operator in
exchange for about 2 to 3 % of the revenues (see Schuette/Jurgens 1997, p. 4).
Accor commenced its first franchise activities already as early as 1970 in
Reims and Nancy, in France. Lately, All Seasons, a network of quite inde-
pendent hotels were mainly franchised. The first hotel of this two-star non-
standardised economy hotel chain was opened in France in 2007. Many US
companies already have a profound knowledge and management capabili-
ties concerning franchising concepts, thus, local franchisees have the know-
how to run hotels, accept the brands, the reservation system, etc. Hence,
Accor seeks another major franchise programme to accelerate the develop-
ment of its leadership in the economy segment there, the Motel 6. In 2007,
Accor introduced the Partnership Charter where all partners declared they
would pursue the fundamentals of the business, like customer satisfaction,
brand development, corporate culture, etc. Therewith, the company wanted
to increase what was already a balanced and strong relationship.

Once again, by carrying out the asset management strategy, Accor pursued the
reorganisation of its hotel portfolio first. Thereby, the company executes
restructuring, repositioning and also outright sales of non-strategic proper-
ties. Thus, the Accor group conducted several sales between 2005 and 2007
but continued to manage these hotels either by management contracts (17
hotels), franchise-back arrangements (86 hotels) or variable lease-backs (317
hotels) with an overall cash impact of 1,288 million EUR. In variable-rent
leases, Accor leases the hotel from an investor but instead of paying a fixed
rent, it pays a rent that varies according to the hotel revenue. This solution is
used extensively in the Midscale and Economy segments. In detail, variable
leases were created for many Novotel, Mercure and Ibis hotels in France when
they were sold to Fonciére des Murs. After that transaction the hotels were
leased back at a variable rent of 15.5 % of the revenue. Those 12-year leases
can be extended up to four times. Besides variable leases the group also still
manages hotels where it pays fixed leases to the owner or investor.

All the examples show that the Accor group welcomes partnerships when
they are arranged by mutual agreements. Thus, Figure 12.5 highlights the
company’s priority to implement a less capital-intensive and cyclical owner-
ship structure with the asset-right strategy. Though, it is impossible to gener-
alise a specific entry mode according to a segment, brand or location because
the Accor management determines each kind of market entry from case to
case. Hence, for example, Pullman is planned to be reorganised through
rebranding and repositioning and will be operated by management con-
tracts or franchise agreements with the objective of 300 operating hotels by
2015.
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Summary and Outlook

Summing up, with the new business model for its hotel division, Accor tar-
gets more profitable and customised investments, less cyclical operations
and thus reduced earnings volatility to satisfy not only its customers but
investors as well. In doing so, the company continuously transforms itself from a
hotel owner to a hotel operator which uses its skills and expertise to serve cli-
ents. Thus, to leverage a competitive and more effective hotel business
model with a low capital-intensive operating structure, the group has been
pursuing major property disposals and intensive reorganisations — including
the ideal strategic entry mode — of its existing hotel portfolio. Furthermore,
the group is about to open around 200,000 additional rooms between 2010
and 2015, in countries and segments with strong growth potential. The
demerger of its service business will help to concentrate management capac-
ity on the hotel business. As the Annual Report 2009 argues: “By becoming a
pure player in the hotel sector, the Group will be more agile and more effi-
cient in its operations, management of capital employed and customer rela-
tions” (Accor 2010, p. 84).

Questions

1. Explain the basic types of strategic market operation modes a hotel com-
pany can pursue when it is considering an international expansion of its
business operations.

2. To implement optimal strategic market entries Accor formulated a new
business model for its hotel division whereby the asset-right strategy was
the cornerstone. Describe the objectives of the new model and pinpoint
that strategy in its two main implementing steps.

3. Provide an overview of the tremendous expansion of the Accor business.
Furthermore, pay special attention to the accompanying market entry
strategies and modes.

Hints

1. The first part of this Chapter describes the basic operation modes.

2. See www.accor.com and Luc 1998 for an overview on Accor’s history.
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| Chapter 13

Buying, Outsourcing and Offshoring

A key strategic decision is the choice between internalisation and externalisation with
regard to all activities of the value chain. This strategic choice implies the question of
the appropriate value chain architecture of a firn. In the context of internationalisation
or even globalisation new options emerge such as offshoring. The purpose of this
Chapter is to highlight the importance of externalisation and to describe the variety of
alternatives.

Internalisation vs. Externalisation

With regard to new institutional economics (for theoretical explanations, see
Chapter 12) two polar options exist in order to realise activities: A value
chain activity can be done internally, i.e., controlled or coordinated by hier-
archy/integration, or externally, i.e., by other firms. Externalisation always
means buying goods or services. In this case, the market mechanism is taking
up the role or task of coordination (see Figure 13.1). These two basic alterna-
tives are also called in a more practitioner-oriented terminology: make or buy
(see Zentes/Swoboda/Morschett 2004, pp. 243-250).

If an activity that is currently being realised internally is transferred to an
external firm, this process is called outsourcing, i.e., outside resource using. In
contrast, if an activity is integrated in the internal value chain (intra-firm
transaction), this process is called insourcing.

Market vs.
Hierarchy

Transaction Modes

Figure 13.1
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Between these two polar alternatives a wide range of cooperative agreements
exists (see Chapter 14) with fuzzy delimitations between externalisation and
internalisation, such as contract buying or contract manufacturing, discussed
later in this Chapter.

Advantages and Disadvantages of Outsourcing

The strategic choice of internalisation (insourcing) or externalisation (out-
sourcing) refers to all activities of the value chain of a firm (Porter 1985,
p- 37).

Matiaske and Mellewigt (2002, pp. 646-647) identified in a meta-study of the
scientific literature essentially four motives of outsourcing:

B Cost advantages: A central motive of outsourcing is cost reduction. The
logic behind this argument is, that an external firm can realise the func-
tion in question more efficient than the outsourcing firm, because the
firm is specialised in this field, i.e., the activity belongs to its core compe-
tences. A premise in this content is that this external firm is willing to
transfer this cost advantage completely or partly to the outsourcing firm.

B Concentration on core business: Besides cost advantages, from a strategic
point of view a tendency towards strong concentration on core business
is another important motive of outsourcing. By outsourcing of mi-
nor/peripheral or supporting activities, a firm can focus its resources on
the core activities of the value chain.

B Improvement of efficiency and performance: In addition to this, the bringing
in of external service providers can lead to improvements of perform-
ance. Specialists have greater or better know-how, better qualified per-
sonnel and are more up-to-date with regard to technology than the out-
sourcing firm.

B Advantages in financing and risk transfer: Outsourcing of activities related
to high financial investment, reduces the tied up capital and the funding
requirement of the firm. At the same time, the financing of reserve ca-
pacities in order to serve to peaks in demand can be dropped. Finally,
fixed costs are “converted” to variable costs.

The following risks of outsourcing have been identified by Matiaske and
Mellewigt (2002, p. 651):

B higher total costs compared with the alternative “make” because of
transaction costs (costs of negotiating, control, etc.)
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B opportunistic behaviour of the firm (supplier) to which an activity has
been transferred

B loss of know-how
B transfer of core competences.

The last mentioned risk means that core competences are not recognised as
such and are transferred externally.

Outsourcing can also be positioned in the so-called “strategic rele-
vance/competence-matrix”, developed by Kriiger and Homp (1997) (see Figure
13.2). Following this model, outsourcing is useful if the strategic relevance or
importance as well as the strength of competence with regard to an activity
or process are low. This situation is typical for support activities, such as
facility management. If the strategic relevance is high but the strength of
competence of a firm in this field is low, the firm has to invest in order to
narrow the gap. The competence can be transferred, i.e., sold, to other
companies even competitors, if the firm’s capabilities are high and this asset
is not crucial to market success. The combination of high competence and
high strategic relevance forms the basis of competitive advantages: Activities or
processes being positioned in this field are realised internally, neither out-
sourced nor transferred.
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New Forms of Value Chain Architecture by
Outsourcing

Decisions in the field of internalisation vs. externalisation lead to fundamen-
tal changes in the value chain architecture of a firm. With regard to the core
processes, typical architecture types can be found:

B traditional architecture type
B architecture type “assembler”

B architecture type “coordinator”.

Traditional Architecture

The traditional model, characterised by the fact that the supply-chain proc-
esses and the market-oriented processes are realised internally, to a large
extent still exists in specific industries, such as the chemical and pharmaceu-
tical industries. At first glance, in most industries this type is operating, but
the degree of vertical integration has been dramatically reduced.

Architecture Type “Assembler”

In the automobile industry, the average degree of vertical integration lies
between 20 and 30 %. The production of parts or components has been trans-
ferred or outsourced to suppliers. For example, in the automobile industry a
typical car contains more than 10,000 components. In this industry manufac-
turers constantly face make-or-buy decisions: “Toyota produces less than 30
percent of the value of cars that roll off its assembly lines. The remaining 70
percent, mainly accounted for by component parts and complex subassem-
blies, comes from independent suppliers” (Hill 2008, p. 460).

Reducing the degree of vertical integration leads to the “assembler” type.
This type is characterised by a high extent of outsourcing, but the assembler
is controlling the total value chain, i.e., its own value chain as well as the basic
parts of the value chain of its suppliers. The assembler is coordinating R&D
activities, sourcing activities and production activities. With regard to R&D
the firm is responsible for innovation management and with regard to sourc-
ing and production for quality management.

Due to the division of labour between a manufacturer and its suppliers,
“supplier pyramids” are characterised by several layers of contractors or sub-
contractors. The tier structure of this supplier network is illustrated in Figure
13.3.
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Figure 13.3
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The “assembler” type of value chain architecture shows the fuzzy delimita-
tion of externalisation and cooperative agreements. Two sub-types can be
distinguished:

B contract buying
B contract manufacturing.

Contract buying is characterised by suppliers offering products and/or ser-
vices developed and designed by their own and delivering these goods on
the basis of mid-term or even long-term cooperative agreements (contracts).
Sourcing of raw materials and energy is typical for this type of agreement.
Contract manufacturers are producing parts or components which are de-
veloped and designed by the outsourcing firm (see Morschett 2005; see also
Chapter 14). In some cases, they have no R&D activities of their own.

Architecture Type “Coordinator”

The farthest-reaching type of outsourcing is typical for the value chain archi-
tecture of a “coordinator”. This architecture is characterised by the fact that a
manufacturer has no production activities at all: It is a “manufacturer with-
out production”: all production has been outsourced. This type of “coordina-
tor” can be found increasingly especially in the consumer goods industries.
Companies such as Ralph Lauren, Nike, Adidas and Puma are concentrating on
product development, design and the control of the supply-chain. Their
production activities are totally transferred to suppliers operating on a con-
tractual basis.
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The value chain architecture of a “coordinator” is not only relevant with
regard to manufacturers. To a growing extent retail and wholesale compa-
nies are adopting this form, migrating from the traditional architecture to
that of a “coordinator”. The development and design of store brands pro-
duced by contract manufacturers is an example (see e.g. Zentes/Morschett/
Schramm-Klein 2007, pp. 167-170).

Insourcing by Verticalisation

With regard to marketing, especially selling/distribution, quite another ten-
dency can be found. Manufacturers are increasingly integrating direct sales
activities in their value chain by establishing their own outlets (equity stores)
or retail chains or by selling directly to consumers via Internet (E-Commerce)
(Zentes/Swoboda/Morschett 2005; Zentes/Neidhart/Scheer 2006). Besides
this form of secured distribution, there is a wide range of contractual agreements
with legally independent retailers or dealers (controlled distribution), for ex-
ample, franchise agreements or shop-in-shop agreements (see Zentes/Mor-
schett/Schramm-Klein 2007, pp. 53-62).

Insourcing market-oriented activities, such as selling to final consumers
(B2C-distribution) is frequently combined with the supply-chain oriented
architecture of a “coordinator”. The already mentioned companies, such as
Ralph Lauren, Nike and so on, are pioneers in this field. In the extreme case, a
manufacturer has no production of its own and a pure controlled distribu-
tion network: It is “only” coordinating the supply-chain process as well as
the market-oriented process.

Offshoring

While outsourcing concerns the decision to make or buy (corporate boundary
decision), neglecting cooperative transactional modes, regardless of where
the activity takes place, the location decision (configuration decision) refers to
where the activity takes place regardless of whether it is within the corpo-
rate boundary or outside it (see Figure 13.4).

Offshoring refers to re-locating activities to foreign countries, mostly low-
cost countries, e.g. newly industrialised countries (NICs), that are emerging as
sourcing markets and/or production sites. This offers the opportunity for
international sourcing and international production to make use of compara-
tive advantages, such as low wages (see Chapter 16).
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Figure 13.4
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Emerging countries are mostly interested in attracting foreign capital and
know-how by establishing plants or R&D units in order to accelerate the
economic transformation and development process or to produce and de-
liver to foreign countries in order to create values and to reinforce its home
labour markets. They support or even sponsor therefore such activities or
processes by tax reductions or temporary tax concessions which increase the
comparative advantages of these countries. Sometimes they establish special
tax free areas, territories with exemption from duties, often in geographical
connection with ports, to attract foreign production sites.

Sourcing in Emerging Markets

With regard to global sourcing, the importance of emerging countries is grow-
ing. According to study conducted for the German Logistics Association (see
Straube et al. 2007), the share of worldwide procurement will increase to
over 50 % by the year 2010 (see Figure 13.5): “The worldwide procurement
volume is growing all the time and today accounts for around 43 percent of
total procurement. Experts forecast that 55 percent of goods and preliminary
products will be procured worldwide by 2010, resulting in a corresponding
decline in local and national procurement” (Straube et al. 2007, p. 4).
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Figure 13.5
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Emerging market sourcing is growing the fastest. It is one of the core areas of
purchasing activities of firms. In terms of the overall purchasing volume,
China is the most attractive procurement market because of relatively fa-
vourable wage levels (see Figure 13.6) (see also Zentes/Hilt/Domma 2007,
p- 78).

Figure 13.6

Development of Total Purchasing Volume in Selected Emerging Markets

East-EU ‘,“,:f%%
| 8%
NomE |- 8y
. 8%
Advanced Asia E 9%
10 % 02010
China 121 & 5%
| 9%
0 5 10 15 20 25 30

Source: Straube et al. 2007, p. 7.

Outsourcing/Offshoring of Management and Support Activities

In recent years, the outsourcing decision has gone beyond the production of
physical products. Outsourcing also refers to support activities as well as to
activities of the management processes, such as human resource manage-
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ment, information management, etc. (“moving white collar jobs offshore”). In
this field of management and support activities, too, the corporate boundary
decision to outsource is combined with the location decision of offshoring,
e.g. to prefer suppliers of low-cost countries. “For example, many U.S.-based
companies from credit card issuers to computer companies, have outsourced
their call centres to India. They are ‘buying’ the customer call center func-
tion, while making other parts of the product in house. Similarly, many in-
formation technology companies have been outsourcing some parts of the
software development process, such as testing computer code written in the
USA, to independent providers based in India. Such companies are “making’
(writing) most of the code in-house but ‘buying’, or outsourcing, part of the
production process (testing) to independent companies. India is often the
focus of such outsourcing because English is widely spoken there, the nation
has a well-educated workforce, particularly in engineering fields, and the
pay is much lower than in the USA (a call center worker in India earns about
$200 to $300 a month, about one-tenth of the comparable U.S. wage” (Hill
2008, p. 460).

Conclusion and Outlook

With regard to value chain architecture, an asymmetrical tendency can be
seen: On the one hand, outsourcing or externalisation is the strategic main-
stream with regard to the supply-chain process, which results in new value
chain models, such as “assembler” or “coordinator”. On the other hand, the
companies are interested to control or even to secure the distribution in
order to have direct relations with private and/or commercial customers. This
strategic approach leads to new structures with regard to marketing & sales
— insourcing or internalisation is the consequence.

The political and legal developments in the context of globalisation reinforce
the tendency of offshoring, i.e., shifting sourcing and/or production to for-
eign countries. Companies in high-cost countries are increasingly concen-
trating on intellectual value creation, i.e., innovation management, quality
management and brand management, which includes increasingly channel
management.

Offshore production or offshore sourcing sometimes results in one of the biggest
challenges facing international business or managers of international com-
panies today: defining ethical standards and operating in a socially and
ecologically responsible manner (see Griffin/Pustay 2010, pp. 144-151) (see
Chapter 11). Companies often confront real ethical dilemmas where the ap-
propriate way of action is not clear: “There are situations in which none of
the available alternatives seems ethically acceptable” (Hill 2008, p. 134). “For
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example, many people from developed countries would agree that it is un-
ethical for a business to outsource production to an offshore factory that
relies on child labour and/or that maintains unsafe working conditions. But
people in that country might argue that as unattractive as they might seem
to outsiders, those jobs are superior to the ones that would otherwise be
available” (Griffin/Pustay 2010, p. 144-146).
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Case Study: Wipro?

Profile, History and Status Quo

India is the top business location worldwide for remote functions, including
IT services and support contact centres and back-office support (A.T. Kear-
ney 2007, p. 2). India “offers an unbeatable mix of low costs, deep technical
and language skills, mature vendors and supportive government policies”
(A.T. Kearney 2007, p. 5). Consequently, Indian IT service companies have
been major beneficiaries of the increasing amount of technology outsourcing
by Western firms. With sales of roughly 5 billion USD, profits of more than
750 million USD and more than 100,000 employees in 2009, Wipro Limited
(Wipro) is one of the big players in the Indian IT service industry.

Wipro was founded in 1946 by Mohamed Hussain Hasham Premji as Western
India Vegetable Products Limited. Originally, Wipro was engaged in the manu-
facturing of hydrogenated vegetable oil and firstly diversified into consumer
care products. In 1975, the company diversified into hydraulic engineering

1 Sources used for this case study include the web site www.wipro.com,
www.nasscom.in, various annual and company reports as well as explicitly cited
sources.
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and entered the IT business in 1980. Nowadays the company operates with
four business segments.

IT Services

The IT services segment provides IT services to customers in the Americas,
Europe and Japan. The range of the services includes IT consulting, custom
application design, development, re-engineering and maintenance, systems
integration, package implementation, technology infrastructure outsourcing,
business process outsourcing (BPO) services and R&D services in the areas
of hardware and software design. The segment makes up about 75 % of
Wipro’s revenues and generates more than 90% of Wipro’s EBIT.

IT Products

The IT products segment focuses is a leader in the Indian IT market and
focuses primari<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>