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Foreword

In some respects international business is a relatively new field of scholarly
research. Many of those who were ‘present at the creation’ such as John
Dunning, Stefan Roebock and Jean Boddewyn are still active participants in
academic meetings. On the other hand it has been over 40 years since two
events occurred in 1960 which can be taken as marking the separation of
international business from international economics: the completion of
Stephen Hymer’s seminal dissertation arguing that foreign direct investment
(FDI) could not be explained as an international capital flow, and the first
use of the term ‘multinational corporation’ by David Lillienthal at a con-
ference at what is now Carnegie Mellon University.

One can only assume that the arguments about whether or not inter-
national business was a separate discipline started immediately! That some-
what hoary question aside, there is no question that the first few decades of
international business research were dynamic, productive and exciting.
Great strides were made in explaining FDI phenomenologically, developing
systematic and empirically based analyses of the strategy and structure of
multinational firms, understanding the motives for and sequence of inter-
national expansion, entry strategy and the management of joint ventures
and alliances.

I suspect that many of us in the field feel that the flow of new knowledge
has slowed considerably in the last decade. While international business
researchers continue to be productive and there have been a large number
of interesting new papers and books published, it is hard to think of many
major breakthroughs since the last 1980s and early 1990s.

To some extent, this is a natural consequence of the maturity of any
academic discipline. As a discipline ages the initial burst of new knowledge
is replaced by deeper, more sophisticated and more empirically rigorous
studies of a necessarily more limited scope. On the other hand, it may reflect
the approaching exhaustion of the current paradigm (or paradigms): it may
result from diminishing returns from current approaches to scholarship.

Peter Buckley hurls such a challenge at the outset of this volume, suggest-
ing that ‘the international business research agenda is running out of steam
after a period of vibrancy’. Buckley argues that at this point international
business lacks a ‘big research question’, an important confrontation with
empirical reality that the scholars in the field can deal with collaboratively.

In the chapters that follow Buckley and his co-authors and contributors
suggest some directions for international business research, some ‘big prob-
lems’ that will re-energize and reinvigorate the field and they provide some
examples of methodologies and approaches to problems that will certainly



X Foreword

be useful to other scholars. It would be unusual if every reader of this volume
agreed with the challenge that Buckley poses, or indeed agrees that inter-
national business research is ‘running out of steam’. That be as it may, every
reader will find much of interest in this book: the problems posed; argu-
ments and theories suggested; and the methodologies explored will serve to
help stimulate a wide variety of research programmes.

Peter Buckley has never been known for avoiding controversy. In the chap-
ters that follow he asks a much needed question and attempts to provide, at
least an outline of, an answer. The challenge he puts forth should be taken up
and considered seriously by all international business academics.

STEPHEN J. KOBRIN
Philadelphia
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Introduction

This book appears at a time when the academic community of international
business scholars is taking stock. Numerous pieces have appeared which
examine, or question, the future of the discipline. Chapter 2 of this volume
represents my contribution to this debate. It questions the current direction
of research and suggests that international business needs ‘a big question’ to
answer. It suggests that research in international business has been at its
most successful when it has been a collective enterprise focused on a key
empirical issue in the evolving global economy.

Needless to say, not all researchers accept this position and several
ripostes and rebuttals are in preparation. I have set the remainder of this
book up as an answer to my own question in the hope that those who read
on will find that there is a great deal of vibrancy in research in international
business.

Chapter 3, co-authored with Mark Casson, explores a rational action
approach to the questions surrounding complexity in strategic decisions in
multinational enterprises (MNEs). It posits a systems theory approach to
foreign entry strategy and focuses on the firm'’s need to collect and to process
information. It also takes on board the dynamics of strategy and incorpor-
ates a real option approach to strategy. The real option approach is devel-
oped further in Chapter 4 (co-authored with Mark Casson and Mohammed
Gulamhussen) where it is combined with knowledge management issues
and is shown to include the ‘Uppsala approach’ to foreign market entry as
a special case. This chapter shows that international joint ventures (IJVs) can
be analysed as real options for the firm.

Multinational enterprises are not without their critics. Chapter 5
(co-authored with Pervez Ghauri) examines the critical literature on the
1950s to 1970s and examines the impact of MNEs on developing countries.
It finds concern in the decline of the state as a regulatory body and in the
threats to the self-regulating role of competition. Distributional outcomes of
globalization also show worrying signs. The chapter concludes with a view
that a new research agenda needs to address the dark side of globalization.
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Chapter 6 (co-authored with Margreet Boersma and Pervez Ghauri) exam-
ines the role of trust in IJV relationships. It develops a process model of trust,
incorporating a transactions cost approach to the generation of trust and its
development (or degeneration) into commitment (or distrust). This chapter
uses a case study research method and puts forward a testable model.

The final chapter in Part II examines the challenges of the ‘new economy’
for multinational firms. It moves from the examination of MNE strategy in a
single economy to more than one national market, dynamic entry and exit,
to considerations of strategic choice where there are interactions between
markets (global/local issues are to the fore here) and finally to a consideration
of the meaning and impact of globalization, not least upon the internal
organization of MNEs. Implications for the important region of South-East
Asia are then drawn.

Part III of this book illustrates the important elements of an emerging
research agenda in international business: a systems approach to strategy in
the global economy, dynamic analysis including real options, attention to
the increasing role of IJVs in global strategy and information as a crucial
determinant of the outcomes of decision making. Both the positives and the
negatives of globalization are part of this agenda.

The two chapters in Part III concern the role of knowledge management in
MNEs and are co-authored with Martin Carter. The previous chapters have
highlighted the crucial part that information plays in the strategy of MNEs.
Chapter 8 unpacks the notions of ‘global’ and ‘local’ in knowledge manage-
ment and investigates the spatial aspect of the process of knowledge manage-
ment. This chapter pays particular attention to the part played by (‘active’)
subsidiaries within the organizational structure of MNEs. The case studies
employed illustrate the importance of spatial issues in knowledge management
in the MNE. The chapter further moves the analysis from a conceptualization
relying on a unidirectional flow of knowledge towards much more complex
interactions within the firm in both space and time. Chapter 9 examines a
series of propositions on knowledge-sharing processes within MNEs. These
propositions concern the division of knowledge processes between firms and
examine ‘knowledge frontiers’ within them. It identifies architectural forms
designed as integration and partition to exploit knowledge exchange and
remove, or work round, knowledge frontiers and it suggests that firms can
employ both application and discovery strategies in pursuing knowledge man-
agement. These propositions are tested in cases of UK and US multinationals.

Chapter 2 argued that engagement with the business world is an essential
feature of successful international business research. The final part of the
book presents empirical research based on both quantitative and qualitative
methods. The first three chapters employ econometric techniques to exam-
ine the impact of regionalization in the world economy (particularly NAFTA)
on the evolution of FDI in the USA, and inward investment in China. The
first chapter finds that North American regional economic integration has
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led to an increase in inward FDI in the USA. Chapter 11 shows that inward
FDI into China has generated positive spillover benefits for Chinese firms
but that this depends on the absorptive capacity of the Chinese recipients
and that this is patchy and varies according to the ownership type of indi-
genous Chinese firms. Chapter 12, based on panel data, shows that spillover
benefits also vary according to region in China and that spillovers are at their
highest where competition in local markets is greatest.

Chapter 13 continues my investigations of transfer pricing by multina-
tional firms (in cooperation with Jane Frecknall Hughes). This chapter finds
that the internal transfer prices of Japanese multinational firms serve to
transfer profits away from the subsidiaries back to Japan. This is not a tax—
minimizing policy as taxes are generally higher in Japan than elsewhere.
This policy arises from need for control and from business consciousness. A
wider view of transfer pricing than heretofore is necessary, the chapter con-
cludes. The final chapter is a survey-based investigation of FDI in Portugal
co-authored with Francisco Castro. It finds that low costs, access to the home
market, political stability and ‘push’ factors were the key determinants for
manufacturing investment in Portugal. However, more export orientated
industries saw access to the EU market from a low-cost base to be the primary
attractors. Segments and clusters were found in the overall picture which
presents a more nuanced view of motivations and this helps to suggest that
Portuguese policy should focus on competition from Eastern Europe and
Spain in these different segments.

Overall this book suggests that the challenge facing international business
researchers can be met by a refinement of theoretical techniques, a focus on
real issues in the globalizing world economy and a judicious selection of
both quantitative and qualitative techniques to refine empirical analysis.
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2

Is the International Business Research
Agenda Running out of Steam?

Introduction

This research note suggests that the international business research
agenda is running out of steam after a period of vibrancy. It suggests that
‘the big research question’ with which international business researchers
are engaged is no longer clear cut and that, after three distinct periods
where a definite research agenda was pursued, no distinctive topic has
emerged to take the place of the issues previously, and largely success-
fully, tackled.

Previous research agenda

Three major topics have been successfully tackled by researchers in the
international business field. These are shown in Table 2.1. The three key
topics were:

1. explaining the flows of foreign direct investment (FDI);

2. explaining the existence, strategy and organization of multinational
enterprises (MNEs);

3. understanding and predicting the development of the internationaliza-
tion of firms and the new developments of globalization.

Each of these research epochs is examined below.

Explaining flows of foreign direct investment

Following World War II and the re-establishment of the international econ-
omy, the renewal and increase of international flows of direct investment were
a key feature of the dynamism of Western economies. The key empirical
problematic was the explanation of private flows of investment, controlled
by individual corporations. Of particular importance were flows of capital
from the USA to Western Europe.
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Table 2.1 Past major topics in international business research

Research agenda Approximate Topics Country focus
dates
1. Explaining Post-WWII-1970s US FDI in Europe Europe
flows of FDI Managerial (US — Europe)
issues of investing Latin America
abroad Canada
2. Explanation of 1970s-1990 Theories of MNE LDCS
existence, strategy Strategies of MNE Japan
and organization Organization of MNE (MNEs from LDCS)
of MNEs Foreign market 4 Little Dragons

servicing strategies
Smaller firms in IB

International
economic integration
3. Internationalization Mid 1980s-2000 Joint ventures Eastern Europe

to globalization Alliances ‘Asian Crisis’
‘New forms’ of M&A?) China
international Competitiveness
business Meaning(s) of

globalization

‘Born globals’

Traditional explanations of this surge were inadequate. International trade
theory assumed immobile factors of production (labour and capital)
and macro explanations of capital moving in response to differential rates
of interest were not only infeasible, but failed to deal with important indus-
trial differentials within these flows. (The steel industry remained largely
national but automobile manufacturers quickly internationalized.)

The initial solution lay in moving the theory of FDI into the sphere of
industrial economics. Although elements of this approach had been fore-
shadowed (Penrose, 1956; Byg¢, 1958),! it was the doctoral dissertation of
Stephen Hymer (1960, published 1976) which achieved the breakthrough.
Hymer’s central proposition was that the international firm making the
entry into a foreign market must possess an internally transferable ‘advan-
tage’, the control of which gives it a quasi-monopolistic opportunity to
outcompete local firms. Barriers to trade and barriers which prevent host-
country firms from duplicating this advantage mean that FDI is frequently
the preferred form of exploiting this advantage in foreign markets. The
advantage enables the foreign entrant to overcome the innate advantage of
knowledge of the local market and business conditions possessed by indi-
genous firms. Hymer’s supervisor, Kindleberger (1969), in a popularising
book, examined key areas where these internationally transferable advan-
tages were likely to be important, thus providing a testable empirical agenda
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for research. Hymer was fortunate to be able to draw on John Dunning’s
(1958) meticulous analysis of US FDI in the UK and on Bain’s (1956)
analysis on barriers to entry into industries, later refined by Caves (1971)
in a paper which first systematized the industrial economics of foreign direct
investment.

The product cycle hypothesis, chiefly associated with Raymond Vernon
(1966), was particularly successful in explaining the dynamics of US FDI in
Europe by close attention to changes in both the supply and demand sides
and their complex interaction. However, it proved difficult to stretch this
framework to the cases of European and Japanese multinationals, whose
presence was becoming more salient (Vernon, 1974) and the framework,
but not the underlying concepts, became outdated (Vernon, 1979). A second
stream of research on flows of FDI concerned investment in less developed
countries (Lall and Streeten, 1977).

The role of the strategy of the firm at this stage took a back seat to
economic determinants of FDI. However, several studies took an evolution-
ary, ‘internationalization’ view of the firm. Prominent among approaches
deriving from a behavioural theory of the firm was Aharoni’s (1966) work on
the foreign direct investment decision process. This book, with its focus on
uncertainty and information, links to the work of the Uppsala school whose
‘stages’ model of internationalization become the foundation for the grad-
ualist step-by-step internationalization model (Carlson, 1974, 1975; Johanson
and Wiedersheim-Paul, 1975; Johanson and Valne, 1977). These models
suggested an incremental approach to international involvement, ‘deepen-
ing involvement’ or ‘creeping incrementalism’ as the firm is pulled by
market (or cost) attraction and pushed by executive interest and learning.
This is in contrast to later approaches of planned globalization. FDI was seen,
at this stage, as driven by external circumstance, somewhat unplanned and
the coordinating and planning role of the firm were not central to theoriz-
ing. That was about to change.

The multinational enterprise

The multinational enterprise as an entity, with problems of organization and
a purposive strategy became central to the international business agenda in
the 1970s. This impetus came from two directions and it is possible to argue
that the two research thrusts have never been fully reconciled.

The first approach followed Alfred Chandler’s review of the changes in
business organizational form through multifunction operation to division-
alization (1962) and the growth and impact of managerial hierarchies (1977).
This led to a group of empirical studies on the organization of MNEs of
different origins, illuminated also by the painstaking historical work of Mira
Wilkins (1970, 1974). The problems of organizing a multinational firm were
analysed in the context of the tensions in the firm and the external pressures
on it. One issue is whether the firm should be divided into domestic and



10 The Challenge of International Business

international divisions (in the era of globalization now a rather redundant
debate) and second, the direction of managerial line responsibility — should
the primary organizational principle be functional, product or geographical
area? Further, there is the question of coordination with the other two
variables and the issue of how this evolves over time (Stopford and Wells,
1972). The resource based theory of the firm has since had a major role in the
explanation of MNEs and their strategy.

The second approach derives from the ideas of Ronald Coase (1937) and
together with concepts related to the transaction cost economics approach
of Williamson (1975) on ‘markets and hierarchies’, the internalization
approach has become the dominant paradigm for the analysis of the MNE.
Although preceded by McManus (1972) and closely followed by Hennart
(1982) and Swedenborg (1976), the standard treatment is that of Buckley and
Casson (1976). The basic approach is marginalist: by carefully specifying the
transactional costs and benefits of internalizing the external markets which
face particular firms in particular economic circumstances, predictions can
be made between internally and externally organized markets which fix the
growth of the firm. A firm will grow by internalizing imperfect external
markets until it is bounded by markets in which the transactions benefits
of further internalization are outweighed by the costs. The incidence of
transactions costs in internal (agency costs) and external markets can thus
be used to derive propositions on the speed and direction of the growth of
the firm. Both locational determinants (exports versus foreign production)
and ownership factors (direct investment versus licensing) specify the for-
eign market servicing network of the firm.

John Dunning undertook a major systematizing effort in the formula-
tion of his eclectic (theory, later) paradigm (1977, 1979, 1980, 1988). This
has the unintended effect of diverting attention from answering big
empirical issues into attempting to fill the boxes suggested by the theory
and to widen the scope of a pre-existing explanatory framework. The
relationships between the three pillars of Dunning’s explanatory frame-
work (ownership, location and internalization ‘advantages’) led to some
interesting academic exchanges and empirical developments but not to a
new research agenda.

Internationalization to globalization

The rise of the global economy has been an important element in the
international business agenda since the 1980s. The sporadic, unplanned,
externally driven approaches to international strategic planning needed to
be superseded by more formal models of global strategy and the myriad ways
of doing international business, particularly strategic alliances and inter-
national joint ventures, had to be captured by a holistic theoretical approach.
The more overt stance of national governments towards competing in a
global market led to a focus on competitiveness and the opening of new
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markets in the former socialist countries led to studies of the ‘transition’
(integration into global capitalism).

The notion of competitiveness became prominent. Competitiveness often
was taken to mean simply out-competing rivals in the global market. Plans
to achieve this were formulated at national, industry, firm and sub-unit of
the firm (Buckley et al., 1988). A national level formulation of this inter-
pretation (how to do better than your rivals) was famously formulated
by Porter (1990) and his ‘diamond’ framework and it attracted criticism
and modification from international business scholars (Dunning, 1997;
Rugman, 1993).

Prominent amongst new theorizing were concerns for the understanding
of IJVs and alliances (Contractor and Lorange, 1988) and for studies of
alliance capitalism (Dunning, 1997). There was also renewed concern in
the form of organization able to cope with the new demands (Bartlett and
Ghoshal, 1989). Models now had to deal with the extreme diversity and
reorganization of activities and with firms which were already inter-
national in scope, rather than those seeking internationalization as a goal.
The object of firm strategy became ‘flexibility’, in order to adjust to increases
in volatility as the sources of change and threat multiplied (Buckley and
Casson, 1998).

These challenges were largely met by a reconfiguration of concepts. For
instance, the model of the transnational given by Bartlett and Ghoshal
combines Vernon'’s three drivers (innovation, competing with rivals on cost
and differentiation of product) but removes their temporal sequencing.
Similarly, the micro analysis of [JVs covers performance and control but also
relies on newer concepts such as trust to deal with issues of managing
beyond the boundaries of the firm. The appearance of instant MNEs ‘born
globals’ requires a rapid telescoping of time but still faces the firm with
Aharoni/Penrose problems of knowledge assimilation and verification to
combat extreme uncertainty and with the incorporation and acculturation
of new executives. The new dot com companies have found this balance too
challenging to cope with in the short term.

The role of culture

This threefold division ignores an important element in international busi-
ness theorizing and empirical studies — the role of culture and in particular
the impact of differing national cultures (Hofstede, 1983, 1991). The inter-
play of national cultures and organizational cultures, including the organ-
izational culture of multinational organizations which might augment,
transcend or conflict with particular national cultural traits, represents a
research agenda with much life left in it. The whole question of ‘comparative
management’ has been a strand of work parallel to and cross-fertilizing
‘mainstream’ international business research and frequently grouped
with other (more managerialist) literature as ‘international management’
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(Buckley, 1996). These issues are perhaps best understood as exemplars of a
particularly fruitful methodological approach - the comparative method,
rather than as answering particular issues or confronting radically separate
agendas and stylized facts.

What now? The current research agenda

The above, overly brief, review shows that strength of past epochs of inter-
national business research in its close engagement with empirical reality.
International business research has been successful because of its adroit
choice of concepts with which to confront and explain real changes in the
world economy. It is not now clear that there is a big empirical question
which requires explanation (Table 2.2).

Several potential topics may be suggested as candidates (Table 2.3). They
include mergers and acquisitions (M&A), knowledge management, geog-
raphy and location. In addition, further explanation (or deconstruction) of
the concept of globalization, with predictions for its future (further integration
or fragmentation) may be suggested. New institutions in the wake of glob-
alization, such as the increasing role of NGOs (non-governmental organiza-
tions), too, might be candidates for important research agendas.

Unlike the above mixed bag, international business scholars often do have
a fixed country focus. The entry of China as a major player in the global

Table 2.2 Current research agenda in international business

Research agenda Approximate Topics Country focus
dates
The big question? 2000 onwards ~ M&A? China
(Legacy issues only?) Knowledge management?  India?
Geography and location?
Globalization?
Fragmentation?

New institutions (NGOs)?

Table 2.3 Research issues for 2000 onwards

. Do we need a ‘big question’?
. Relationship with other functional areas — how distinctive is IB research?
. Is the answer in methodology? (culture, comparative studies, distinctive methods)
. Feedback to other disciplines? (Leader or follower?)
Evidence?
5. Area of application - applied concepts from other areas?
IB as empirical field — testing ground for concepts?

AW N
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economy has given new impetus to single country studies of the market
entry and development behaviour of foreign firms in China. The corres-
pondingly disappointing role of India may, eventually, give rise to a new
set of such studies.

The future of international business research

The above analysis has suggested that international business research has
succeeded because it has focused on, in sequence, a number of big questions
which arise from empirical developments in the world economy. The agenda
is stalled because no such big question has currently been identified. This
calls into question the separate existence of the subject area. It raises the old
problem of the relationship between international business and other func-
tional areas of management and social science.®> Without a close interaction
between theoretical development and empirical reality, international busi-
ness could become merely an area of application for applied concepts from
other disciplines.

The way forward is, paradoxically, to look back. The need is to look back to
the successes of international business research. These successes were
achieved by identifying the key empirical factors in the global economy
which needed to be explained and then searching out a tractable means of
explication within a coherent theoretical framework. The first step is to
identify the most important stylized facts.

In its successful era, international business researchers not only imported
concepts and paradigms, they also exported them to neighbouring areas.
This does not seem to be occurring at the moment. One response is to argue
that international business is defined by its distinctive methods, its atten-
tion to cultural differences and the comparative method, for instance. An
alternative argument might be that no big research question is needed —
there are lots of issues left over from the preceding research epochs (legacy
issues). These seem to be inadequate responses to a keenly felt problem.
Perhaps there is a need for international business researchers to discover
a new ‘big question’. If so, this back-to-basics agenda requires the collation
of new stylized facts.

Among these may be the following issues:

1. Can we explain the sequence of entry of nations as major players in the
world economy? (Great Britain, USA, Germany, Japan, Singapore, Korea,
China).

2. Why are different forms of company organization characteristic of indi-
vidual cultural backgrounds? Or is this an artefact?

3. In what empirical measures can we identify trends to (and away from)
globalization?

4. Challenges to global capitalism.
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Notes

1. A great deal more could be said of the research which predated and foreshadowed
Hymer’s analysis, but that is for another essay.

2. Pavan (1972) on Italy, Rumelt (1974) on the USA, Channon (1973) on the UK, Dyas
and Thanheiser (1976) on France and Germany and Wrigley (1978) on Canada.

3. Many international business scholars would suggest that the main problem is the
appropriation of IB topics by scholars from other disciplines. The concern of this
chapter is not who does the research, but what that research should be.
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Strategic Complexity in International
Business

with Mark Casson

The current challenges facing international business theory

Most contributions to a handbook are necessarily retrospective, but there is
also scope for a prospective view of the kind offered in this chapter. In
retrospect there have been significant theoretical achievements in interna-
tional business (IB) over the past 40 years, but the prospects are not so good.

1.

A comparison of the periods 1972-82 and 1990-2000 suggests a declining
dynamic of theoretical innovation; developments in IB were once ahead
of those in related areas, whereas now they seem to follow behind;

. Every answer raises new questions: but many of the new questions raised

in the 1970s literature remain unresolved;

. The ‘strategic alliances’ literature exhibits the weaknesses as well as the

strengths of a multi-disciplinary perspective; there are so many different
propositions about different aspects of alliances, often based on different
definitions, that it becomes unclear whether they are coherent or not;

. The debate between transaction costs and resource-based theories has

become increasingly sterile; and

. Excessive dependence on case studies means that the ‘strategic manage-

ment’ literature increasingly confuses consultancy with research, and
equates the development of executive teaching materials with original
contributions to knowledge.

If IB is to regain its influence within the social sciences as a whole, it is
necessary to reintegrate it into mainstream intellectual debate. One way in
which this can be done is to introduce more refined analytical techniques
into IB theory. This chapter recommends that the rational action approach
to modelling should be expanded in order to address a wider range of 1B
issues. It provides practical examples of how this can be done, based mainly
on our own recent work.

19
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The rational action approach has achieved its greatest successes in addres-
sing economic issues, but it can also elucidate issues in strategic manage-
ment and organizational behaviour. By working with formal models whose
assumptions are explicit it is possible to eliminate ambiguity, and thereby
foster informed criticism that serves to eliminate logical error (Elster, 1986;
Hargreaves-Heap, 1989). Modern 1B texts tend to present the subject as a
multi-disciplinary field of research that addresses issues that are specific to
international business operations. This was not the view of IB that prevailed
at the time of its greatest intellectual vitality in the 1970s, however. Many
scholars of that time perceived IB as a field of applied economics — a useful
‘laboratory’ in which to test general theories against newly gathered statis-
tical evidence (Buckley and Casson, 1976).

Since the 1970s the methods of economics have been extended to other
fields of social science, such as politics, law and sociology (Buckley and
Casson, 1993). This has been made possible by the increasing power of
rational action modelling techniques. As a result, it is possible to update
the 1970s view: IB is now best regarded as a field of applied social science,
rather than just a field of applied economics, as before. But in this context
social science must be understood, not as a collection of different disciplines,
each with its own tradition and methodology, but as an integrated social
science based upon the rational action approach.

This chapter does not present a forecast of how the subject will evolve, but
simply makes a proposal, with which others may well disagree. It begins with
a critique of recent calls for the use of ‘softer’ theories in IB. In particular, it
considers whether the increasing complexity of the IB environment makes
formal modelling impractical. It concludes that it does not. Much of what is
called complexity, it suggests, is subjective, and merely reflects the confu-
sion of scholars who rely on softer theories. Such confusions can be dispelled
by invoking the intellectual rigour of the rational action approach.

Two main sources of complexity are identified. One is the uncertainty
involved in long-term planning. It reflects the ‘strategic’ nature of certain
decisions, such as those concerned with irreversible investments. There is a
distinctive set of rational action modelling techniques that is available for
analysing such decisions.

Another source of complexity is connected with networks. Networks in IB
take both physical and social forms. A physical network comprises a set of
production plants, distribution centres, and retail outlets. These various
facilities are connected by transport infrastructure. Several facilities may be
owned by the same firm, depending upon where the boundaries of the firm
are drawn. Boundaries of firms that span international boundaries lead to
multinational firms. Formal models of IB networks are now available which
determine simultaneously where all the boundaries of the different firms
within a system are drawn. These models can also incorporate flows of
knowledge generated by R&D and marketing activities, as explained below.
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Social networks are concerned with communications between decision-
makers. Networks can be high-trust or low-trust, and either formal or informal.
Communication through social networks allows different decision-makers
to coordinate their decisions. Coordination within a firm involves internal
networks, which often take a hierarchical form, whereas coordination
between firms involves external networks which typically take a ‘flatter’ form.
Formal analysis of communication costs makes it possible to analyse what
kind of networks will emerge to coordinate different types of activity.

Complexity or confusion?

It is often asserted that the modern global environment is so complex that it
is impossible to capture reality with the aid of any formal model. As a result,
a good deal of effort has gone into developing heuristic approaches that use
analogy and metaphor, rather than formal theory, to articulate key ideas
(Parkhe, 1993). For example, writers on joint ventures and strategic alliances
have argued that as the boundaries of the firm become increasingly ‘fuzzy’,
so theory must become ‘fuzzy’ too in order to handle the issue. Fuzzy
theories are difficult to refute, however, because it is usually unclear what
they mean, so that errors in these theories go undetected for a considerable
time. Researchers who attempt to build on ‘fuzzy’ foundations can waste a
good deal of time before the weaknesses of their foundations are properly
exposed.

Another example of fuzzy thinking arises when people apply general
systems theory to try to understand the complexity of the global economy.
General systems theory talks a lot about ‘complex systems’, and so it seems
intuitively reasonable that it should be invoked to explain the nature and
causes of complex IB phenomena. The fact that the theory is opaque only
adds to its credibility so far as the uninitiated are concerned.

But a lot of what is described as ‘complexity’ is often just confusion. When
people do not understand something, they tend to assume that it must be
‘complex’, and so turn to ‘complexity theory’ for a solution. This theory
introduces them to new jargon - such as ‘chaos’, ‘catastrophe’, ‘emergent
properties’, and the like (Arthur, 1988; Coriat and Dosi, 1998). It is suggested
that these concepts derive from advanced mathematics, or ‘rocket science’.
In fact, many of the terms are little more than labels applied to areas of
ignorance. While it is true that the mathematical theory of non-linear
systems can explain chaotic behaviour, for example, such behaviour has
little or nothing to do with the kind of behaviour that is observed in the IB
system. If there is some connection, then it has certainly not been spelled
out rigorously so far.

Popular perceptions of complexity may also be a response to a quickening
pace of change. The world economy of today appears to be radically different
from what it was only 50 years ago. It can be argued that radical changes call
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for radically new theories to explain them. A new brand of IB theory must be
developed to meet the intellectual challenges of the new millennium, it may
be said. Complexity provides an impressive range of novel jargon for describ-
ing change in the international business system. ‘The global economy is a
dynamic self-organizing system based on co-evolving institutions’ seems to
be a profound statement, even though it says little more than that the global
economy is undergoing change.

Radical changes in theory are very expensive, however, because a whole
new set of concepts needs to be developed and disseminated. Investing in
radically new theory is extremely wasteful if existing theory is perfectly
adequate. This chapter argues that complexity can be addressed perfectly
adequately using existing concepts derived from the rational action
approach.

Two concepts of complexity

Systems theorists distinguish between combinatorial complexity and what
may be termed organic complexity. Combinatorial complexity is created
when a large number of different cases have to be analysed before a decision
can be made, and in each case a large number of different factors have to be
taken into account. Organic complexity arises because of numerous inter-
dependencies and feedback loops within a system. Everything depends upon
everything else in such a way that cause and effect are difficult to disen-
tangle. Organic complexity, it is suggested, cannot be addressed through
rational analysis. In organically complex systems agents cannot understand
the system of which they form a part. As a result, they have to commit
themselves arbitrarily to certain rules, and the interactions between different
agents playing according to different rules then generates the very kind of
complexity in the system that defies analysis.

The techniques illustrated in this chapter approach complexity as a
combinatorial problem. They address combinatorial complexity using a range
of simplifying techniques. This reflects a methodological stance that com-
plexity is best addressed by simplifying the representation of reality, rather
than by making theory itself more complex. The problem of organic complex-
ity is not ignored altogether, however. Organic complexity is handled by the
traditional method of focusing on an equilibrium. For more than a century,
economists have tackled system interdependencies by analysing the mathe-
matical properties of equilibrium. Systems theorists often ridicule this app-
roach. The fact remains, however, that the qualitative features of a system'’s
dynamic behaviour are largely determined by its equilibrium properties.
All stable systems have a propensity to converge to an equilibrium. Systems
that exhibit localized instabilities usually do so because they have more
than one equilibrium. The number of equilibria is therefore an important
guide to the out-of-equilibrium behaviour of a complex system. Although an
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equilibrium model cannot track the out-of-equilibrium behaviour of a
system over time, it can identify the equilibrium to which the system will
tend to converge from any given initial condition. For many purposes, this is
all that a satisfactory model is required to do.

Certain types of disequilibrium behaviour can also be modelled in math-
ematical terms. This is normally achieved by assuming that agents follow
certain simple myopic rules: the agent makes little attempt to look far ahead
(Nelson and Winter, 1982). This contrasts sharply with the situation in
rational action modelling, where agents are far sighted. Similarly, in simple
disequilibrium models agents do not adapt their rules to the environment in
which they operate, as a rational agent would do. These extreme assump-
tions are relevant in certain special cases: they are useful, for example, in
explaining the sudden build-up of traffic jams, the persistence of stock
exchange ‘bubbles’, and the formation of crowds around sensational events.
It is not at all clear that they are useful in explaining IB phenomena, how-
ever. A successful multinational enterprise is unlikely to be controlled by a
myopic rule-driven manager who is unable to adapt his behaviour to the
circumstances he is in. It is more likely to be managed by a successful
entrepreneur who can take a long-term view of a situation, and can adapt
his behaviour to different sets of conditions.

Nevertheless, it is often claimed that disequilibrium models with system
effects can provide a more realistic account of the global economy than a
rational action model can. One reason for this is that some disequilibrium
models predict that almost anything can happen out of equilibrium. When
behaviour is highly sensitive to certain parameter values, which are difficult
to measure, then it can always be claimed that the model has explained
reality because the parameters took on whatever values they needed to.
This kind of explanation is vacuous, because as long as key parameter
values cannot be independently measured the explanation is impossible
to verify.

‘Path-dependence’ is a good example of this type of non-explanation.
Almost any historical aspect of the IB system can be explained in path-
dependent terms. Path-dependent explanations usually begin with unspeci-
fied initial conditions which have been lost way back in the mists of time.
‘Given the way things began, and all the things that have happened since,
things are bound to be the way they are’, goes this kind of explanation. The
problem is that data on how things began, and on many of the things that
happened since, are usually incomplete. In many applications of path
dependence, even the pattern of causation linking one step to the next is
unclear. Path-dependence can be used to rationalize almost any sequence of
events, and can give any simple narrative of events the appearance of a being
a scientific test of systems theory.

This is not to deny that path-dependence occurs. Agents are ‘locked in’ by
their actions whenever there are adjustment costs, because their actions
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cannot be costlessly reversed. But ‘lock in’ is only a serious problem under
certain conditions, and rational action models explain what these condi-
tions are. It is often suggested that ‘lock in’ is a direct consequence of myopic
decision-making, but this is incorrect. Everyone is locked in by adjustment
costs, whether they are rational or not. Rational agents may be locked in less
than irrational ones, however, because when they realize that they still have
much to learn about a situation they will choose a course of action which
maximizes flexibility. To establish that agents are myopic it is necessary to
show that they are worse off than a rational agent would have been, and not
simply that they were locked in by a situation. Few systems theorists have
addressed this crucial issue.

An important reason why ‘lock in’ is of limited importance in IB is that
multinational firms have access to a wide range of factor and product mar-
kets. For example, a firm that has overextended its capacity at an upstream
stage of production can use external intermediate products to sell off surplus
output to independent downstream firms. Alternatively, the firm could sell
off surplus plant and equipment in markets for second-hand assets, or even
divest the entire upstream operation as a going concern. All of these strat-
egies incur adjustment costs, of course, but the costs are nowhere near as
large as they would be in the absence of the market system. While it highly
desirable for IB theory to take account of adjustment costs, therefore, it is
unnecessary to suppose that adjustment costs are a major source of instabil-
ity in the IB system.

Rational action and international business strategy

During the 1980s and 1990s the concept of strategy came to occupy an
important role in the IB literature, although the term was hardly used at
all before then (Porter, 1991). None of the key theoretical developments of
the 1970s invoked the concept of strategy at all. It is interesting to note that
very few of the writers who use the concept of strategy most regularly ever
bother to define the term. Sometimes they employ it simply as a synonym
for ‘chosen course of action’, while in other cases they use it to signal that
some particular decision is of crucial importance.

The rational action approach clearly implies that some decisions are more
important than others, and indicates why this is the case. A strategic
decision may be defined, in rational action terms, as a decision with the
following characteristics:

1. Long-term perspective creates a need for inter-temporal planning;

2. Uncertain environment;

3. Information needs to be collected in the most efficient and reliable
manner;

4. Irreversible commitment of resources;
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5. Determines the context in which future tactical (short-term) decisions are
taken: the implications for tactical decisions need to be considered before
strategic decisions are made;

6. Interactions with other strategists: either competition, cooperation, or both.

There is now a ‘critical mass’ of rational action technique that can be used to
analyse strategic issues. These techniques address strategic complexity
through clarification and simplification of the decision problem (see for
example Kreps, 1990). The repertoire includes the following:

Information costs

e decision theory: rational choice under uncertainty
e sequential analysis

e search theory.

Dynamic optimization
e optimal timing of investment
e irreversibility and switching costs.

Real option theory
e deferring decisions to avoid mistakes
e valuing flexibility.

Game theory

e Nash equilibria of a non-cooperative game
e sequential games

e repeated games.

There is insufficient space to review all of the relevant techniques at this
stage. This chapter focuses on the first three sets of techniques, as these have
achieved the widest acceptance in IB theory (see, for example, Allen and
Pantzalis, 1996; Buckley and Casson, 1981; Casson, 1995; DeMeza and van
der Ploeg, 1987). The final set of techniques — game theory - affords major
opportunities for IB which have so far been exploited to only a limited
extent (Graham, 1990).

Example: analysing foreign market entry

The application of these new techniques is best illustrated by means of an
example. One of the classic issues in IB is foreign market entry strategy
(Buckley and Casson, 1981, 1998a). This is a decision by a firm in a home
country (country 1) to supply the market in a foreign country (country 2).
Foreign market entry involves uncertainty, relating to either demand side
factors, such as the size of the foreign market, or supply side factors, such as
foreign costs of production.



26 The Challenge of International Business

The simplest way of introducing uncertainty into the rational action
approach is to assume that decision-makers partition the state of the envir-
onment into a number of different categories, or ‘states of the world’, and
then assign a subjective probability to each. A sophisticated decision-maker
may distinguish a large number of different states, whereas a naive decision-
maker may distinguish just a few. The simplest categorization of states is a
binary one (Hirshleifer and Riley, 1992).

For the sake of simplicity, it is assumed that uncertainty relates to the
supply side only, and that the decision-maker distinguishes just two states of
the world: state 1, in which foreign cost conditions are bad, and state 2, in
which they are good. The key issue is whether the foreign market is served by
domestic production or foreign production. Under domestic production the
foreign market is supplied through exports (strategy 1) whilst under
foreign production (strategy 2) the firm undertakes foreign direct invest-
ment (FDI).

Suppose that the firm is already committed to serving the market, and that
market size is fixed, so that the revenue obtained is the same for either
strategy. Thus only the costs of the two strategies are different. Production
takes place under constant returns to scale, with a unit cost of production ¢,
in country 1. Unit cost is ¢; in country 2 when conditions are bad, and ¢,
when conditions are good, where ¢; > ¢ > cz. It follows that the firm should
export when foreign cost conditions are bad and invest abroad when they
are good. The probability that conditions are good is p (0<p <1).

The firm's objective, it is assumed, is to maximize expected profit. This
is a reasonable objective for a firm with a large number of shareholders who
hold well-diversified portfolios. With given revenues, this translates into
minimizing expected unit costs. The expected cost of foreign production is
E(c)=(1—-p) c1+pc, while the unit cost of domestic production is already
known to be ¢y. Comparing the expected unit cost of foreign production
with the cost of domestic production shows that the firm should produce
abroad when p > p* = (c; — ¢o)/(c1 — c2). In other words, the firm should
produce abroad when the probability of good production conditions exceeds
a critical level p*.

A simple way of understanding this result is to recognize that there are
two types of error that the firm can make. The first is to reject the export
strategy when it is correct (a Type I) error, and the second is to accept the
export strategy when foreign production is appropriate instead (a Type II
error). The nature of these errors, and the costs associated with them, are
set out in Table 3.1. The cost of a Type I error is ¢; — ¢y, and the cost of a
Type II error is co — c,. It follows that the critical probability value may be
expressed as

p* = Cost of Type I error/Total cost of both errors
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Table 3.1 Two possible errors in strategic choice under uncertainty

State 1: foreign cost State 2: foreign cost
conditions bad conditions good
Strategy 1 0 Type II error
Produce at home: Co—C2
Exporting
Strategy 2 Type I error 0
Produce abroad: c1—Co
FDI

The solution is illustrated in Figure 3.1. The horizontal axis measures the
probability that foreign cost conditions are good and the vertical axis meas-
ures corresponding expected unit cost. The horizontal schedule C;C;" indi-
cates that domestic costs are constant, independently of foreign costs, whilst
the downward-sloping schedule C,C,’ shows that expected foreign costs
decrease as the probability of good conditions increases. The minimum
attainable expected unit cost is indicated by the thick line C;EC,’, which is
the lower envelope of the two schedules, and has a kink at the switch-point E.
The rational decision-maker minimizes expected costs by choosing to

Expected
unit cost
C1
C, E
Co
C, (o
G
cy
0 p* 1
Probability, p
Domestic Foreign
production: production:
export FDI

Figure 3.1 Diagrammatic solution of the entry strategy under uncertainty
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export for low probabilities, to the left of E, and to produce abroad for high
probabilities, to the right of E.
The economic implications of the analysis may be summarized as follows:

—_

. Optimists undertake FDI; pessimists export;

2. The greater the cost of Type I error relative to the cost of a Type II error,
the more optimistic an investor needs to be;

3. The costs of a Type I error are greater, the higher the cost of foreign
production under bad conditions relative to domestic costs; and

4. The costs of a Type II error are greater, the lower the cost of foreign

production under good conditions relative to domestic costs.

Collecting information

It is often suggested that uncertainty is a basic ‘fact of life’, but this is not quite
correct. Uncertainty can be dispelled by collecting information. Even if it can-
not be dispelled entirely, its impact can be reduced by narrowing down the
margin for error. It is therefore irrational to always passively accept uncertainty.

But how is it possible to know how much information is worth collecting?
Rational action modelling provides an answer to this question. All that is
required is that the decision-maker can estimate the cost of collecting rele-
vant items of information, and attach subjective probabilities to what the
results of investigation will turn out to be. This allows the decision-maker to
estimate both the costs and the benefits of collecting information, and
therefore to arrive at a rational information strategy (Casson, 2000a, chs 4, 7).

Decision-making becomes a two-stage procedure: in the first stage the
decision-maker decides how much information to collect, and in the second
stage he uses the information he has collected to take the decision. These
two stages are interdependent, and the rational decision-maker arrives at
his strategy by considering them in reverse order. He knows that it would be
a waste of time collecting information that would not influence his decision.
He therefore needs to determine in advance how he would use any item of
information if he had it. If he would not use it whatever it turned out to be,
then it is a waste of time collecting it. Only once he has decided how he
would use it is he in a position to decide whether he wants to collect it or not.

Suppose, for example, that the decision-maker could research the costs of
foreign production at a cost gq. Once he has collected the cost information,
he can avoid both the Type I and Type II errors shown in Table 3.1. If he
discovers that the conditions are good then he can commit to invest abroad,
while if he discovers that conditions are bad then he can export instead. As a
result, the expected cost of market entry is (1 — p)co+ pcz, which is always
lower than the expected cost of either the ordinary export strategy or the
ordinary foreign investment strategy, except when the decision-maker is
certain at the outset what the conditions will be (p=0, 1).

lvww.ebook3000.con)



http://www.ebook3000.org

Strategic Complexity in International Business 29

The expected cost of market entry using information on foreign costs is
illustrated by the line C;C,’ in Figure 3.2. This figure is similar to Figure 3.1,
but with the addition of the research strategy. To evaluate the total cost of
the research strategy, the cost ¢ must be added to the cost of market entry.
Since this cost is independent of what the information turns out to be, its
effect is simply to shift the schedule C;C,’ in parallel fashion up to C3C5'. If
the cost of research is suitably low, this will determine two new critical
values, pj, p;, at which the decision-maker switches into and out of the
information-gathering strategy. These critical points are determined by
constructing the lower envelope C,E{E,C,’ of the three schedules, and iden-
tifying the kinks E; and E,.

The following results may be derived from the figure:

1. Research is most efficient when uncertainty is high, i.e. the probability
p is in the mid range p; < p < p5;

2. Research is most valuable when the variability of foreign production
costs, ¢1 — ¢, is large; and

3. The range of probability values for which research is efficient is greater,
the lower the research cost, q.

Expected
unit cost
Cq 02
C.
Cotq 3 E; E ’
P 2 Cy
C1 CS,
C+tq
cy Co
0 Py py* P 1

- ¢ <>

Domestic Research Foreign
production: production:
export FDI

Figure 3.2 Strategy for information gathering
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Using decision trees

The fundamental point about research is that it alters the information
set available to the decision-maker at the time of the decision. The easiest
way to appreciate the significance of this is with the aid of a decision tree.
Figure 3.3 uses a decision tree to compare decision-making with and
without research. Without research, the decision-maker acts first and the true
situation reveals itself later, whereas with research the situation is revealed
before the decision-maker acts.

A complete description of a research strategy involves specifying not only
what information will be collected but also what the decision-maker will do
with the information once it has been collected. In the previous example
there are only two ways in which it could be used. Once of these — to invest if
foreign cost conditions are good, and otherwise to export — is obviously
sensible, whilst the alternative — to invest if foreign cost conditions are
bad, is obviously absurd. The use of the information is indicated by the thick
vertical lines in the bottom half of the figure.

Uncertainty: without research

Export FDI

High cost | Low cost High cost | Low cost

Co Co G4 G

With research

High cost | Low cost

Export Export FDI

FDI
Cq Co

Figure 3.3 Comparison of decision trees with and without research

Co Co
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The gist of this discussion so far may be summarized as follows:

1. Research strategies enlarge the information set available to the decision-
maker and thereby reduce the risk of error;

2. Research strategies involve rules for using the information that has been
collected in the course of the research; and

3. As new strategies are introduced, new critical points are introduced at
which switching between strategies occurs.

Deferring decisions: real options

Research is not the only way of augmenting the information set. If a decision-
maker waits long enough, the information he/she requires may reveal itself
anyway. Deferring a decision may save the cost of collecting the informa-
tion at the outset. The reason why firms do not delay decisions is because
there is a cost involved. For example, if market entry will be profitable
right away, profits will be lost if entry is deferred. Furthermore, there is a risk
that another firm may enter the market and pre-empt the profit oppor-
tunity. Comparing deferment with research, therefore, there is a trade-off
between saving information costs on the one hand, and losing revenue on
the other.

If market entry decisions were fully reversible then there would be no need
to defer a decision at all. A provisional decision would be made on the basis
of the information that was freely available at the outset, and when addi-
tional information became available this decision would be changed as
appropriate. The revenue stream would therefore commence immediately,
and the cost of information would be avoided altogether. The only losses
would relate to errors made at the outset, and corrected later.

In practice, of course, most decisions are not reversible. If the firm invests
in a foreign production plant, for example, it will not be able to sell it
off for as much as it cost to build. The ‘illiquidity’ of the plant means that
the firm incurs a capital loss. Similarly, if the firm adapts the plant to some
alternative use then adjustment costs will be incurred. Some investments
are more readily reversed than others. Strategies that involve reversible
investments afford more flexibility than those which do not. High levels of
uncertainty favour the selection of flexible strategies, since mistakes are
easier to put right (Buckley and Casson, 1998b).

Example: optimizing the dynamics of foreign market entry using
research, deferment, and switching strategies

The demand for flexibility can be analysed using real option theory (Dixit
and Pindyck, 1994; Kogut, 1991; Kogut and Kulatilaka, 1994; Rivoli and
Salorio, 1996). The specific approach followed here is based on Casson
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(2000a, Ch. 7). Continuing with the previous example, suppose that there
are now two periods, 1 and 2, and that the overall market entry strategy must
be set at the beginning of period 1. The first period is short — of unit length,
in fact — while the second period is of infinite length. The firm now max-
imizes expected net present value rather than expected profit; it discounts
future costs and revenues at a fixed interest rate, r.

Entry into the foreign market is profitable right away, but information
about the state of foreign cost conditions is not available until the end of
period 1. Both exporting and foreign investment incur a fixed set-up cost,
f, which is the same whether it is incurred in period 1 or period 2. An
investment in foreign production is much more difficult to liquidate than
an equivalent investment in export production: it can be sold off for only
h; instead of h,, where h; < hy < f.

At the beginning of period 1 the firm decides whether to carry out research
to discover foreign production costs. It also decides whether to invest in
foreign production right away, to commit itself to exporting right away, or
to defer the decision on the method of market entry until period 2. If it
carries out research then it will produce abroad only if it discovers that
foreign costs are low; otherwise it will export instead. These commitments
will be made right away since with the information at its disposal it has no
reason to defer a decision.

In period 2 the firm can reverse any commitments it made in period 1 in
the light of new information. Alternatively, if the firm deferred its decision,
then it can decide its entry strategy unconstrained by the legacy of previous
decisions.

The decision tree is shown in Figure 3.4. There are six dominant entry
strategies, which are listed in Table 3.2. If the firm could costlessly obtain all
the information it required at the outset then its profit would be

v=s(1+4+r)/r—f—pcz—(1—p)co

In practice none of the available strategies can achieve this level of profit,
but they can be ranked by their shortfalls compared to this norm. The
shortfalls are shown in the right-hand column of the table.

The number of strategies that need to be considered can be reduced using
one or more of the following conditions:

1. If the firm exports initially then it will switch to foreign investment when
cost conditions turn out to be good (i.e. strategy S is preferred to strategy
1) if and only if the sunk costs are lower than the capitalized savings on
subsequent production costs:

f—hi<r(co—c2)/(1+7)
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Period 1

Period 2 x|F x|F x|F x|F x|F x|F

Expected costs of 3 4 1 2
dominant strategies | | |

5 6
Key
F Foreign direct invesment NR No research
H High foreign production costs R Research
L Low foreign production costs X Exporting

N Null strategy

Figure 3.4 Decision tree for integrated research/waiting/switching problem

2. If the firm invests abroad initially then it will switch to exporting when
cost conditions turn out to be bad (i.e. strategy 6 is preferred to strategy 2)
if and only if

f—hy<r(ci—co)/(1+7)

3. Deferment is preferred to research (i.e. strategy 4 is preferred to strategy 3)
if and only if the expected profit lost from the first period trading is less
than the costs of research:

§ < q+co—plco—c2) +(fr/(1+71))

The overall solution can be determined using a four-way comparison: this
involves the cheapest from each of the two pairs of strategies (1, 5), (2, 6),



Table 3.2 Foreign entry strategy set encompassing research, deferment, and switching, assuming that it is always profitable to serve the

market

Strategies Research? Entry under uncertainty If cost high If cost low Expected cost relative to norm

1. Commit to X NR X X X plco—c2)(1+1)/r

2. Commit to F NR F F F A=p)c1—co)A+n)/r

3. Research R X F q

4. Defer NR N X F s—co+plco—cz)—fr/(1+7)

5. Conditional switch NR X X F p(co—co) + (f—h1)/(1+1))
from X to F

6. Conditional switch NR F X F A =p)((c1 —co) + (f—hz)/(1+71))
from F to X

Key: F Foreign direct investment

N Null strategy
NR No research
R Research

X Exporting
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together with the research strategy (3) and the deferment strategy (4). The
solution is illustrated graphically in Figure 3.5. In contrast to Figure 3.2,
which plotted the absolute costs of each strategy, Figure 3.5 plots the costs of
each strategy relative to the full-information norm as defined above. The
schedule C,C," shows the costs associated with the cheapest of strategies
1 and 5; the schedule C,C,' shows the costs associated with the cheapest of
the strategies 2 and 6, while C3C3’ and C4C,4 show respectively the costs
associated with strategies 3 and 4.

Because of the way that costs are defined, the horizontal axis represents the
baseline performance of the full-information strategy. The figure shows that
none of the strategies attains baseline performance except at the two ends of
the axis, where the decision-maker is subjectively certain about the level of
foreign production costs (p =0, 1). The figure has been drawn to illustrate the
case where both research costs and the profits generated by foreign sales are
relatively modest. This means that both research and deferment are optimal
strategies for certain values of p. There are now three critical probability
values at which the firm switches strategies: p;*, where the firm switches

Expected cost

relative to
full-information
norm
C, c,
c,
Cs g, B2 X5 o
Cy
C,
(0]
0 Pyt Pt Pt P 1

P — > 4—>

Initial  Defer Initial
export Research FDI

Figure 3.5 Diagrammatic solution of an entry problem encompassing research, defer-
ment, and switching
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from initial exporting to deferment; p,*, where it switches from deferment to
research; and p3* where it switches from research to initial FDI.

A selection of the results that can be obtained (in addition to the previous
results) is given below:

1. As the decision-maker becomes more optimistic, the chosen strategy
switches in turn from exporting to deferment to research to FDI; some
of the steps may be omitted when one of the strategies is completely
dominated by the others, but the basic sequence is never reversed;

2. Deferment is preferred when uncertainty is high, the costs of error are high,
set-up costs are high, the interest rate is high, and the cost of research
is high;

3. Switching is more likely to take place, the lower are the losses incurred by
liquidating a fixed investment; and

4. Switching is more likely to take place when foreign costs are highly
variable.

Further extensions of the real options approach to strategy

This approach to modelling strategy is extremely versatile and can be extended
in many different ways. The costs of research may depend on the ownership
and location of facilities. For example, FDI may generate information about the
foreign market as a by-product of the foreign location of production; this may
provide a reason for undertaking FDI from the outset — but in a flexible form, so
that it can be divested if the market turns out to be poor. Similarly a foreign-
owned plant may be more useful in capturing information than a plant operated
by a licensee, because ownership gives more effective access to information
by-products. Hence not only does information-gathering affect ownership
and location strategy, but ownership and location strategies affect information-
gathering too. Ownership issues are considered in more detail below.

So long as there remains just a single source of uncertainty, most problems
of this type can be solved using the graphical technique described above.
The following properties of Figure 3.5 are common to all graphical solutions:

1. The envelope of minimum expected cost, indicated by the thick line, is
(weakly) convex;

2. The convex envelope is constructed from a series of straight-line graphs

representing the expected costs of the various dominant strategies;

There are critical probabilities defining the switch-points between strategies;

4. Changes in the parameters — such as costs, sales revenues, and interest rates —
cause the straight-line graphs to shift and/or rotate, and thereby lead to
previously efficient strategies becoming inefficient, and vice versa. This gen-
erates a wide range of interrelated hypotheses about the effects of various
parameters on the dynamics of foreign market entry under uncertainty.

b
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Additional sources of uncertainty can also be introduced: for example, the
reactions of established foreign firms in the foreign market, or the reactions
of other potential foreign entrants into that market. In this context, it is
important to distinguish two types of situation:

1. The initial entrant wins customer loyalty, and subsequent entrants can
only access the ‘residual’ market that was not captured by the initial
entrant; and

2. There is no customer loyalty, so an initial entrant must subsequently
defend their market share through price warfare, or other competitive
weapons. The initial entrant can deter followers by making an irrevers-
ible commitment to the foreign market, which means that it will always
pay him to ‘stay and fight’ rather than ‘quit the market’. The method of
entry then becomes important in determining the strength of this
threat.

These issues (especially the second) can be analysed using game-theoretic
techniques.

The IB system as a global network

As noted earlier, the rational action approach emphasizes combinatorial
complexity rather than analytical complexity. An important source of com-
binatorial complexity in the IB system lies in its network structure. This
network structure was only implicit in the previous analysis, and it now
needs to be made explicit.

A simple network structure is represented schematically in Figure 3.6,
using a set of conventions established in earlier work (Casson, 1995, 1997,
2000a, b). The figure illustrates a two-country world, comprising a home
country (country 1) and a foreign country (country 2). It focuses on a single
industry, assumed, for convenience, to be a manufacturing industry. Phys-
ical processes, such as production and distribution, are represented by square
boxes. Each box indicates a facility, such as a factory or warehouse, at a
specific location. Flows of tangible products are represented by black lines:
thus factory output awaiting distribution flows from production, P, to dis-
tribution, D, and onwards from distribution to the final customer, C; the
customer may be household consumers, the government, or firms in some
other industry. The direction of flow is indicated by an arrow.

Intangible flows such as knowledge are represented by grey lines. Two
types of knowledge are identified: technological know-how, produced by
R&D, and local market knowledge, accumulated through experience in dis-
tribution of the product. Technological know-how is generated in scientific
laboratories, R, indicated by a triangle, whilst marketing expertise is accu-
mulated by a marketing department, M, indicated by a circle. Unlike product
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Country 1 Country 2
(Home) (Foreign)
WY 2,3 4,5 AN
1,2,7 5,6,7
Yo \
~
1,4 3,6
1,2,4,5,7 2,3,5,6,7

Figure 3.6 Schematic representation of a simple international business system

Note: The letter indentifying a facility denotes the type of the facility, as described in the text.
The number indentifies the country in which the facility is located.

The numbers associated with the flows indentify the location strategies that involve these flows.
The strategies concerned are described in Table 3.5.

flows, which are one-way, knowledge flows are two-way, as indicated by the
two arrows on each grey line.

In principle any configuration of production plants, distribution facilities,
research laboratories, and marketing offices located in any number of
different countries can be represented in this way. Mapping out the entire
IB system would, of course, prove extremely complex, and generate a very
complicated diagram (Isard, 1956). However, the network structure of the IB
system can also be conveniently summarized in tabular form, as indicated in
Table 3.3; this tabular form can be more readily expanded to accommodate
additional detail as required.

Levels of aggregation

The IB system can be represented at different levels of aggregation. For
example, when discussing international trade and investment flows at a
macroeconomic level it may be sufficient to analyse the system in terms of
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Table 3.3 Tabular representation of flows illustrated in Figure 3.6

From/to R1 R2 M1 M2 P1 r2 D1 D2 Cl c2
R1 Know-how Know-how
R2 Know-how Know-how
M1 Experience
M2 Experience
P1 Feedback Feedback Wholesale  Wholesale

product product
r2 Feedback Feedback Wholesale = Wholesale

product product
D1 Feedback Feedback Retail

product
D2 Feedback Feedback Retail
product

C1
Cc2

6¢
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a single representative plant in each country. In this case each of the boxes,
triangles, or circles indicates a single representative facility of a given type.
The number of facilities of that type in a given country may be indicated by
placing a number adjacent to the corresponding box; thus a number ‘three’
placed adjacent to the box P2 would indicate that there are three production
plants in country 2.

By contrast, a microeconomic view of a particular industry in a particular
country might require different regional locations to be identified, and the
transport infrastructure linking these locations to be mapped out, including
ports, airports, railway junctions, and major road hubs. In general, the
existence of specialized nodes where traffic is switched between linkages is
fully apparent only with disaggregation.

The extreme of disaggregation occurs when individual workspaces are iden-
tified within each plant, and the roles of separate individuals are identified.
This level of disaggregation is extremely useful for discussing the organiza-
tional structure of the firm, as explained below.

Each element identified at a high level of aggregation appears as a system
in its own right when viewed at a lower level of aggregation. There is a
hierarchy of subsystems within the system as a whole. The representation
of a system using a high level of aggregation is analogous to the ‘desk top’ on
a computer screen, whilst a representation using a low level of aggregation
opens up the ‘windows’ to reveal the contents of the drives or files.

Different variants of IB work with different levels of aggregation:

the individual person

the firm

the industry

the global economy

the socio-political-ecological system.

e o o o o

Economic theories of IB — such as internalization theory, and theories of
international business strategy — operate at the firm and industry level, and
these are the levels on which this chapter focuses.

Scholars working at one level of aggregation often criticize others for
making unwarranted assumptions. This sometimes leads to unnecessary
controversy. Typically those who work at low levels of aggregation criti-
cize those working at higher levels of aggregation for making sweeping
assumptions, whilst those who work at high levels of aggregation tend to
criticize those working at lower levels of aggregation for cluttering their
analysis with irrelevant detail, and being ‘unable to see the wood for the
trees’. It is important for those working at one level of aggregation to bear
in mind that other scholars work at other levels of aggregation and that
considerable care is needed in reconciling work at adjacent levels of
aggregation.
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It is not only the level of aggregation that is important when describing a
system. There is an important distinction between short-run and long-run
analysis too. In the short run the IB system comprises a fixed number of
facilities which have been inherited from the past. In the long run, by contrast,
the number of facilities is variable because new facilities can be created and
established facilities may be closed down. In a long-run context it is therefore
important to distinguish between actual and potential facilities.

Implementing the network research agenda

The network view of the IB system is well suited to addressing two of the
major issues in IB: the issue of where IB facilities will be located and the issue
of who will own them. These questions can be considered separately or
together. It is possible to analyse, for a given pattern of ownership, where
facilities will be located. Similarly, for a given pattern of location, it is
possible to analyse the structure of ownership. Finally, it is also possible to
determine simultaneously what the patterns of location and ownership
within the system will be.

Issues of location, considered in isolation from issues of ownership, are
addressed by theories of geography and trade. Relevant theories include the
the Ricardian theory of comparative advantage, the Heckscher-Ohlin-
Stopler-Samuelson theory of factor intensities, and theories of transport
costs and economies of scale (Krugman, 1995).

IB theory has tended to concentrate on issues of ownership: in particular,
internalization theory, as developed in the 1970s, focused on the question of
why a firm that owned facilities in one country would wish to own facilities
in another country, and how it could survive against international competi-
tion if it did so. The theory emphasized the gains from internalizing know-
ledge flow, and allowed for gains from internalizing intermediate flows of
material product too - e.g. components and raw materials.

A major justification for distinguishing IB as a special field of study is that
pattern of ownership used to coordinate international linkages in a network
are different from those used to coordinate purely domestic ones. If there
were no substantial difference then the international dimension would be of
limited significance so far as the interaction of ownership and location is
concerned. A key feature of an IB system is that the costs and benefits of
internalization vary according to whether an international or domestic
linkage is involved. This cost differential can impact on both ownership
and location decisions. Thus a firm may license internationally a technology
that it exploits internally in the domestic market; similarly, it may produce at
home instead of abroad because it can only afford to produce abroad by licen-
sing its technology and it is reluctant to do so because of the costs involved.

To illustrate this point, it is useful to consider the structure of costs
within an IB network. Consider first location strategy. Suppose that in the
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previous example both the national markets have to be served, and that both
are of fixed size. Market sizes are normalized to unity for simplicity. Since the
markets cannot be served without distribution facilities, nor without market
knowledge, the costs incurred by marketing and distribution activities are
sunk costs, and so can be omitted from the analysis. This leaves just the costs
that are shown in Table 3.4. The key elements in this table are the production
costs in the two countries, ¢;, ¢, R&D costs in the two countries, a;, a,, costs
of transferring technology internationally, m, and the cost of transporting
the product internationally, z. All of these costs are assumed to be known for
certain; the analysis can be extended to allow for uncertainty by using the
techniques described in the earlier part of this chapter.
It is easy to deduce that:

1. It is never efficient to carry out research in both countries unless there is
production in both countries;

2. When there is research in both countries, it is never efficient to ‘cross-
haul’ research by linking R&D in country 1 to production in country 2,
and vice versa; and

3. When there is production in both countries it is never efficient to ‘cross-
haul’ the product by exporting from country 1 to country 2 at the same
time as exporting from country 2 to country 1.

It follows that just seven location strategies need to be distinguished. These
seven strategies dominate all other conceivable strategies, in the sense that
one of these seven strategies will always afford the lowest overall system
cost. The dominant strategies are listed in Table 3.5. Note that because of
locational specialization, strategies 1-6 utilize only some, and not all, of
the available facilities.

The optimal location strategy is derived by comparing the costs set out in
the final column of the table and identifying the strategy associated with the
lowest cost. The following principles characterize an efficient location strat-
egy in general terms:

1. Produce in both countries if and only if international transport costs
exceed the savings from concentrating all production in the lower-cost
country:

z > max|c1cz] — minjcy, ¢2]

2. Research in both countries if and only if producing in both countries, and
if the cost of transferring technology exceeds the cost of researching in
the higher-cost country:

m > max[aj dz)
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Table 3.4

Structure of location costs for the flows illustrated in Figure 3.1 (excluding sunk costs of marketing and distribution)

From/to R1 R2 P1 P2 D1 D2
R1 Domestic R&D Domestic transfer International
cost; fixed cost a, cost (zero) transfer cost; fixed
cost: m
R2 Foreign R&D cost; International Domestic transfer
fixed cost: a, transfer cost; cost (zero)
fixed cost: m
P1 Domestic Domestic International
production cost; transport cost transport cost;
unit cost: ¢; (zero) unit cost: z
P2 Foreign International Domestic
production cost; transport cost; transport cost
unit cost: ¢, unit cost: z (zero)

54



44 The Challenge of International Business

Table 3.5 Dominant locational strategies

Location Description Active facilities Cost

strategy
Research in country 1 only

1 Export from country 1 R1, P1 a +2c1+z

2 Produce in both countries R1, P1, P2 a,+m-+ci+cy

3 Export from country 2 R1, P2 a +m+2c+z
Research in country 2 only

4 Export from country 1 R2, P1 a+m+2c+z

5 Produce in both countries R2, P1, P2 dy+m+4c;+¢;

6 Export from country 2 R2, P2 ar+20+2z
Research in both countries

7 Produce in both countries R1,R2, P1, P2 ay+a,+c+6

Note: All the strategies utilize both distribution facilities D1, D2; these are omitted from the third

column for reasons of simplicity.

3. Produce and research in different countries if and only if the cost of
transferring technology is less than the smaller of the savings in research
costs and production costs achieved by switching one of the locations:

m < min(|a; — a1}, |c2 — c1]]

4. If producing and researching in the same country, choose the country for

which the sum of research and production costs is lowest:

choose country 1 if (az —ai1) + (c2 — ¢1) > 0, and otherwise choose country 2

5. Similarly, if producing and researching in different countries, choose the
combination for which the sum of research and production costs is lowest:

choose to research in 1 and produce in 2 if(a; —a;) — (cz — ¢1) > 0, and

otherwise choose the opposite combination

Transaction costs: optimizing ownership patterns

From a network perspective, ownership patterns are driven by the need to
minimize the costs of coordinating the system. Each facility is allocated an
owner. Since no two owners can own the same facility outright, the owner-
ship strategies of different firms constrain each other: what is owned by one
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firm cannot be owned by other firms as well. Although ownership can be
shared through joint ventures, the partners must still harmonize their strat-
egies, so that their shares add to 100 per cent. The interdependence of
ownership strategies is missing from conventional expositions of internal-
ization theory, which focus on the strategies of a single firm. This weakness
is often mitigated by assuming that the firm invests in new facilities, such as
a greenfield production plant, but the problem remains when discussing
take-overs, where several firms may be competing to acquire the same facil-
ity, and only one of them can succeed. In general, the internalization
strategies of all firms in a system need to be analysed simultaneously, and
this can only be done using a network approach.

The pattern of ownership that emerges in an IB system depends crucially
on the structure of transaction costs (Coase, 1937). For present purposes
transaction costs may be equated with the costs of coordinating linkages,
although a more refined analysis would distinguish different aspects of trans-
action costs (Casson, 2000a, chs 3, 5). The transaction costs associated with
any given linkage in a network depend, in general, upon three main factors:

1. The nature of the flow along the linkage and, in particular, whether the
flow is an intangible flow of knowledge (i=1) or an tangible flow of
product (i=2);

2. Whether the flow is internal to a firm (j=1), or external, connecting two
independent firms (j =2); and

3. Whether the flow is domestic (k= 1) or international (k =2).

The transaction costs incurred by the IB system are the sum of the transaction
costs associated with the individual linkages utilized by the system. The
linkages that are active at any one time depend on the location strategy that
is being used. Thus different location strategies, when applied in conjunc-
tion with a given pattern of ownership, are liable to generate different
transaction costs, as well as different location costs.

The total cost of the system is the sum of the transaction costs and the
location costs. In general, there is a trade-off between location costs and
transaction costs, because economizing on location costs through the inter-
national rationalization of research and production locations will tend to
increase the number of international linkages, and international linkages
typically incur higher transaction costs than purely domestic ones. In order
to mitigate the increase in transaction costs patterns of ownership may
change. In this way, changes in the system driven by location factors may
induce a change in patterns of ownership; conversely, changes in ownership
patterns may induce changes in location strategies, although in practice this
effect appears to be less common.

When all the different location strategies are permuted with all the different
ownership patterns, a very large number of possible system structures emerge.
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All of these structures can, however, be ranked in terms of their overall
system costs, and so in principle the least-cost configuration of the system
can always be ascertained. Although it is complex, the problem remains
finite.

The solution of this problem determines how many different firms will
exist within the system, and where their individual boundaries will lie. Firms
must be large enough to internalize all the linkages that benefit from inter-
nalization, but small enough to allow other linkages to be external instead.
The importance of internalizing knowledge flows means that a higher
proportion of knowledge flows will be internal to firms than will flows of
ordinary products. It follows that the boundaries of firms will be determined
mainly by the structure of knowledge flows, and only secondarily by the struc-
ture of product flows. This highlights a major difference between the IB litera-
ture and some of the other literature on transaction costs (e.g. Williamson,
1985) where the emphasis of internalization is erroneously placed on ordinary
product flows.

For many purposes, however, it is unnecessary to consider all of the
permutations referred to above. IB scholars are typically interested in
more specific issues which can be ‘projected out’ of the network model.
For example, they are primarily concerned with the coordination of inter-
national linkages rather than domestic linkages. They also tend to be
concerned with the choice between a subset of all the possible location
strategies discussed above.

Consider, for example, the issue of foreign market entry strategy, as dis-
cussed in the first part of this chapter. Before internalization theory was
developed it was normally assumed that FDI was the natural form of the
local production strategy. Internalization theory pointed out that licensing
was also an option. The network model presented above indicates that there
are other options too. Foreign market servicing involves establishing a link
between the R&D carried out in the home country (country 1) and the
marketing and distribution of the product carried out in the foreign country
(country 2). This involves two separate linkages: a flow of knowledge
between R&D and production, and a flow of product between production
and R&D. Either of these flows can be internal or external to the firm (see
Table 3.6). Under the export strategy the flow of knowledge is domestic but
the flow of product is international, whereas under local production the
converse applies: the flow of knowledge is international and the flow of
product is domestic. As a result, different location strategies generate differ-
ent patterns of transactions costs, and the resulting differences in transac-
tions costs can influence the choice of location strategy. They also determine
the form of ownership structure used to implement the chosen location
strategy.

Suppose, for example, that internalization of knowledge flow is always
cheaper than external knowledge flow, but that the internalization of
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Table 3.6 Alternative contractual arrangements for linking domestic R&D to foreign

distribution
Domestic production Foreign production
Internalize knowledge flow
Internalize product flow (1) 2)
FDI in distribution FDI in production and
distribution
tii1+ 1tz tiiz+ i
Externalize product flow A3) 4)

Externalize knowledge flow

Internalize product flow

Externalize product flow

Export to independent
foreign sales agent

ti11 + 1222

()

License a firm that
undertakes FDI in
distribution

ti21+ 1212

(7)

License an exporter that
sells through an
independent foreign sales

FDI in production; sell
through an independent
foreign sales agent

t112+ 1221

(6)

License a foreign
producer that integrates
forward into distribution
tiza + 211

)

License a foreign
producer that sells
through an independent

agent
ti21+ 1222

local agent
tizo + 1221

Note: It is assumed that the domestic market is always supplied through domestic production.
Domestic distribution is either integrated with domestic production, or undertaken by an inde-
pendent agent, whichever affords the lower transaction costs. This decision can be made inde-
pendently of all other decisions and, since it does not bear directly on IB strategy, is omitted from
the analysis.

product flow is only cheaper where domestic rather than international
linkages are concerned. Under these conditions it always pays to internalize
the linkage between production and R&D. The structure of transaction costs
for knowledge flow implies that the cheapest foreign production strategy
involves FDI rather than licensing. The structure of transaction costs for
product flow implies that foreign production will be integrated with foreign
distribution, so that FDI in production implies FDI in distribution too. It also
implies, however, that exporting will be carried out at arm’s length, so
that domestic production will be sold to an independent distributor in the
foreign market. So far as the domestic situation is concerned, domestic
production will be integrated with domestic distribution, so that the firm
will be vertically integrated in both countries.
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The actual choice between exporting and FDI depends on the structure of
both location costs and transaction costs. The costs of domestic R&D are
common to both strategies. The exporting strategy derived above incurs
transaction costs

ti = fin + f222
while the FDI strategy incurs transaction costs
tr = tiz + tan

where £ is the transaction cost associated with a flow of type i through a
market of type j along a linkage of geographical type k (as defined above).
Combining these expressions with the expressions for location costs in
Table 3.5 shows that FDI is preferred to exporting when

Z4+C1—C>m+t -4

This condition states that the savings in international transport costs plus
any savings in production costs effected by FDI must exceed the costs of
international technology transfer plus any additional transaction costs that
stem from internationalizing internal technology transfer less any savings in
distribution costs that arise from using an internal domestic market rather
than an external international one. This result demonstrates how embed-
ding an analysis of foreign market entry within a network view can enrich
understanding of the issue.

The distribution of information within a global system

In the first part of this chapter foreign market entry was discussed from the
standpoint of an individual firm, whereas in the second part it has been
discussed from the standpoint of the overall system. In the first part the
existence of the firm was given, whereas in the second part the structure of
the firm emerged from an analysis of internalization. The first part also
assumed uncertainty, whereas the second did not. Intuitively, the system
perspective is that of an all-knowing planner who controls the whole system,
while the firm perspective is that of a decision-maker who only understands
a part of the system - specifically, that part of the system to which their
personal knowledge and experience relates. Another difference is that the
planner begins from scratch, and moves directly to the optimal configura-
tion, whereas the individual decision-maker is constrained by the legacy of
their previous decisions.

The link between the system-wide view of the planner and the partial view
of the individual firm is that in a private enterprise economy, where indi-
vidual entrepreneurs compete to establish firms, competition between them
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will tend to drive the system towards the planner’s system-wide optimum
(Hayek, 1937; Richardson, 1960). Different entrepreneurs will select differ-
ent locations for their facilities, and choose to operate with different bound-
aries for their firms. They will compete to own facilities in highly desirable
locations. The entrepreneurs with the most efficient strategies will be able
to outbid those with less efficient strategies, and so competition for the
ownership and control of scarce resources will reward those entrepreneurs
whose partial plans are most closely aligned with the system-wide optimum.

In practice, of course, there is no planner who possesses all the information
of the kind required to fully optimize the system. Planning has encountered
numerous problems at national level, and these would only be further com-
pounded if planning were attempted at the global level. This does not mean
that the network view is irrelevant, however, because for reasons already noted
a well-functioning private enterprise economy will tend to converge on the
optimum through incremental trial and error. Competition between individ-
ual entrepreneurs within the system leads to a pooling of local knowledge —
the knowledge being encoded in the prices that the entrepreneurs quote when
bidding for the use of facilities and when competing for customers. So long as
the competitive system remains stable, therefore, the network approach will
successfully identify the long-run tendencies in the system by identifying the
equilibrium to which it is converging through localized iterations.

Because an individual entrepreneur perceives only a small part of the
global system, he faces considerable uncertainty regarding the consequences
of his decisions. He cannot track the full implications of any decision that he
makes. Conversely, because decision-making has been decentralized to
many different entrepreneurs like himself, he is continuously exposed to
unexpected changes caused by decisions made by other people — notably his
customers and his competitors. The efficiency with which the global system
works will therefore depend on the skill of entrepreneurs in handling uncer-
tainties of this kind.

Social networks and organizations

An important strategy for handling uncertainty is to construct a network of
contacts that act as sources of information (Ebers, 1997). An entrepreneur
can develop two main types of network for this purpose. First, he can build a
network involving other entrepreneurs, who own independent firms, and
secondly he can turn his own firm into a networking organization. External
networks may encompass not only other firms, but governments, banks, and
opinion-leaders too. Internal networking may involve a hierarchical struc-
ture of reporting based on authority relations, or a flatter structure where
people of similar status consult with each other.

There is insufficient space to describe in detail how social networks can be
analysed using the rational action approach. It is sufficient to note that the
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rational action approach explains very simply why people are motivated to
join social networks in order to gain access to information. Networks gen-
erate efficiency gains by exploiting the ‘public good’ property of knowledge
and information. The rational action approach also explains how social and
physical networks interact. Social networks are used to coordinate physical
networks — for example by planning the flow of product along the link-
ages between facilities. At the same time, social networks utilize physical
networks as inputs - as, for example, when people travel to face-to-face
meetings by road, rail, or air.

It is worth noting that the rational action approach to social networks has
significant implications for the modelling of organizational behaviour
within multinational firms (Egelhoff, 1991). Where a large amount of infor-
mation on the global environment needs to be routinely collected, a division
of labour may be introduced that allows different members of an internal
network to specialize in collecting different sorts of information. Where
multiple sources of uncertainty are involved, multiple sources of informa-
tion are normally required. The information obtained from these various
sources needs to be synthesized for decision-making purposes. This requires
communication between the specialists involved. Some of the communica-
tion may be ‘intermediated’ by other specialists, and these intermediators
may sometimes take overall responsibility for the decisions. Thus the nature
of the division of labour applied to information processing determines the
organization of the multinational firm.

The efficiency of internal communication is a major factor in the overall
cost of decision-making, and hence a major determinant of the performance
of the firm. The ‘entrepreneurial’ qualities of the firm’s key decision-makers
govern its ability to synthesize information successfully. This in turn affects
the overall quality of decisions (e.g. the frequency with which potential
mistakes are avoided) and so determines overall performance.

The organization of decision-making can be introduced into the previous
model of foreign market entry under uncertainty by formally splitting the
final period into an infinite number of sub-periods, and allowing new infor-
mation of a particular type to become available each period. Foreign costs of
production fluctuate from one period to the next, and foreign output each
period therefore needs to be adjusted in response. This encourages the firm
to invest in information systems for predicting changes in cost. It also
encourages the firm to invest in highly versatile capital equipment, thereby
establishing a link between the structure of the organization and the type of
physical capital that it employs (Capel, 1992).

Conclusion

All of these research avenues need to be fully explored before any claim that
the challenge of complexity warrants the introduction of more radical or
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unorthodox techniques into IB theory can be accepted. It is only sensible to
follow the simplest and most straightforward path of theoretical develop-
ment before investing too heavily in untried concepts and techniques. This
chapter has suggested that the most productive theoretical developments in
IB over the next ten years or so are likely to be those that build upon the
rational action approach.

When the rational action approach is along the lines described above,
many of the notions found in systems theory emerge in their proper light.
Rule-driven behaviour, of the kind assumed in systems theory, is shown
to be a rational response to information costs (Baumol and Quandt, 1964).
It is only rational in certain types of environment, however: in other
environments, entrepreneurial improvisation is shown to be the order of
the day.

Economy of coordination calls for a division of labour in information
processing, and this in turn calls for cooperative behaviour of a social nature.
It is rational to adapt the rules governing social behaviour to the long-term
features of the environment within which decisions have to be made. The
environment differs between locations, and it is therefore to be expected
that there will be differences between locations in the kinds of rules that are
used. In other words, social interactions will follow different rules in differ-
ent places.

It is not expected that everyone will agree with these recommendations.
But the onus is on those who disagree to set out their own agenda with a
similar degree of analytical rigour, and to demonstrate that their favoured
approach can deliver practical results. Talking about ‘strategy’ or ‘complex-
ity’ in non-specific ways may be adequate for consultancy assignments, or
for teaching certain types of courses, but it is not an adequate response to the
research challenges that currently face IB.
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4

Internationalization — Real Options,
Knowledge Management and the
Uppsala Approach

with Mark Casson and Mohammed Azzim Gulamhussen’

Introduction

Scandinavian literature on the internationalization strategy of a firm empha-
sizes the incremental and sequential nature of both the export process and
the foreign direct investment process (see, for example, Johanson and
Vahlne, 1977; Johanson and Wiedersheim-Paul, 1975; Strandskov, 1986).
Firms acquire experience of one foreign market before entering the next:
they do not enter all major markets at the outset. In this way they benefit
from the lessons learnt in the early stages of expansion and avoid making
too many big mistakes. There are two other theories, however — namely
internalization and globalization — which seem to imply that, on the con-
trary, firms will internationalize in a single discrete step involving simul-
taneous entry into all markets. This conflict between the theories is more
apparent than real, however. This chapter shows that the theory of organiza-
tional learning implicit in the Scandinavian approach in fact complements
these other approaches, by highlighting factors which they omit. A formal
model is presented which clarifies these complementarities and so enriches
all three areas of theory. This chapter is an attempt to show the relevance of
the real option analysis in the internationalization process.

It turns out that this model includes, as a special case, an international
analogue of Penrose’s (1959) theory of the growth of the firm. This is because
it embodies, in addition to Scandinavian insights, one of Penrose’s key ideas,
namely that it is prohibitively costly for any team of managers to diversify in
several directions at once. It touches on an even more fundamental issue
too: the scope of the rational actor model in analysing managerial behaviour.

54
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It is widely believed that rational action implies that managers do not make
mistakes. It is claimed that, in consequence, behavioural models of learning
may provide a better account of managerial behaviour than does the rational
action approach.

This argument ignores the possibility that rational managers will take
account of information costs, however. The model presented here shows
that, when information is costly, rational managers will make mistakes
because the optimal frequency of mistakes is greater than zero. Because the
model assumes rationality it can actually predict the kind of mistakes that
will be made and the frequency with which they will occur. It shows that the
entire internationalization strategy of a firm can be interpreted as a strategy
designed to reduce, but not eliminate, the incidence of mistakes in individ-
ual market entry strategies. This illustrates one of the main strengths of the
rational action approach: it facilitates simple mathematical modelling
which not only captures existing insights in parsimonious terms, but deep-
ens these insights and reveals new ones as well.

Real options

Real options reduce risk by providing the flexibility to respond to new
information as it becomes available. The key to the successful exploitation
of real options is to foresee the kind of information that is likely to become
available and to plan the options in order to exploit this information at an
early stage. Its use in internationalization theory puts the Uppsala approach
into a wider context.

Almost everyone has heard about financial options - in particular ‘put’
and ‘call’ options based upon stock market prices (for a review see Dempster
and Pliska, 1997). These options involve a contract between two parties. This
contract creates a right to buy or sell an asset at a future time at a pre-
specified price — either a fixed price, or a price specified by some agreed rule.
This right can be traded: it can be bought and sold, just like the underlying
asset to which it relates. The main object of option theory, as developed in
finance, is to price such options correctly.

There is a good deal of confusion about the relation between real options
and financial options. There are two opposing views that can be found in the
popular literature, and both of them are wrong. The first is that real options
and financial options are basically the same thing — that real options relate to
real assets, and financial options relate to financial assets, but that the
underlying principles are the same. The second view is that real options
and financial options are fundamentally different: real options are about
the timing of irreversible investment decisions, whilst financial option
theory is about the valuation of ‘derivative’ contractual instruments. Those
who take the second view believe that those who take the first view are misled
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by the use of the same term — option - to describe two different phenomena.
In fact, the first view is closer to the truth than the second, in the sense
that financial options are simply a special case of real options, and the
same principles — as described above — apply to both. The mistake of the first
view is to suppose that the difference lies simply in whether the asset is real
or monetary. The nature of the asset is important, but the key issue is
whether the asset is tradable or not, rather than whether it takes a real or
monetary form. In practice, almost all monetary assets are tradable, but the
converse does not apply: not all real assets are non-tradable. Because some
real assets are tradable, tradability is a separate issue from whether the asset is
a real or monetary one.

The nature of the option is also important. Some options are contractual,
and others reflect the physical properties of the asset. For example, some
options are exercised by buying and selling an asset, whereas others are
exercised by retaining ownership of the asset and reallocating it to an alter-
native use. The importance of distinguishing between contractual and
non-contractual options is reflected in the second view described above. Where
this view goes wrong is to suppose that different principles apply to the valua-
tion of contractual options and non-contractual options. In fact they do not.
The principles are the same. This is fortunate, because it means that there is, in
fact, just one body of option theory, and not two. Financial option theory is just
a special case of a more general theory of options which is based on the
principles set out above. Real option theory is the body of theory that has
applied these general principles to non-contractual options on non-tradable
assets, and neglected their applications to financial options. The applications
of real option theory given below clearly demonstrate that the principles
commonly ascribed to real option theory apply to financial options as well.

These remarks are elaborated in Table 4.1. The table classifies different
types of options using two main dimensions. The first dimension, indicated
by the columns, specifies whether the asset is tradable or not. A tradable
asset is an asset which can always be bought and sold. When there are no
transaction costs or other ‘market imperfections’, the purchase price of a
tradable asset is equal to its selling price. This is a crucial property used in
standard option pricing models in the theory of finance. The columns also
identify a secondary distinction between real and monetary assets, but as
indicated above, this is of no real significance. It is of no significance
because, as emphasized above, it is the economic value of the asset that
matters in option theory, and the physical form that the asset takes is of
no consequence unless it affects some other more relevant aspect of the
problem too.

The second dimension, indicated by the rows, specifies whether the
option takes a contractual form or not. This distinction is not important
for the mathematical structure of the models, but it is important in
understanding how an option model is applied. The distinction shows that
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Table 4.1 Classification of options by type of option and type of asset, with examples

Type of option Type of asset
Monetary Tradable Non-tradable
Real Real
Contractual
Formal Bond or Commodity Option to purchase
currency option option land or building
Equity option  Option to acquire
a non-quoted firm
Informal ‘First refusal’ option
to acquire a firm in
which a minority
stake is held
Non-contractual Holding money Option to upsize,
as a source of downsize or
liquidity relocate a factory:

see also Table 4.2

option theory can be used to value the flexibility provided both by contrac-
tual arrangements and by the physical properties of an asset. A minor
distinction is between contractual arrangements of a formal and an informal
kind. Whilst formal arrangements are the most conspicuous, informal
arrangements may be of greater consequence where long-term corporate
strategies are concerned - for example, informal options agreed with partner
firms to acquire or divest joint venture companies.

The options of greatest relevance to IB theory appear in the bottom right-
hand corner of the table. They are real options rather than financial options.
They include options to vary the size, location, timing and utilization of an
investment project once the initial phase of it is complete. These are non-
contractual options, which are highly relevant to location issues in IB.
Another important set of options discussed above are contractual options
to acquire or divest assets owned wholly or partly by other firms. These
contractual options are highly relevant to ownership issues in IB. Between
them, these two issues — ownership and location — dominate the modern
economic theory of IB (Buckley and Casson, 1976, 1998). It follows that real
options have a key role in generating a dynamic version of 1B theory.

Techniques of analysis

Much of the technical difficulty in contemporary financial option theory
stems from the commitment to continuous time models. Continuous time is
a reasonable approximation to reality in stock markets and currency markets
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where trading is virtually instantaneous, but it is a poor approximation to
the circumstances under which non-contractual decisions relating to the
deployment of real assets are made. Here, discrete time models, based on
dividing up time into a finite number of periods, are generally more realistic.
Since discrete time models are much simpler to solve than continuous time
models, there is much to be gained from studying options from the outset in
terms of discrete time. This is the approach adopted in this chapter.

The discrete time models used in this chapter involve rational inter-
temporal decision-making under uncertainty. All the models can be solved
by explicit analytical methods, although for certain types of model approxi-
mations are useful. The general method of solution is a recursive technique.
This technique solves for the rational choices in the final period, conditional
on the choices made in the previous periods, and then uses these results to
determine the optimal choices in preceding period. This method is repeated
until the initial period is reached. Initial decisions are optimized on the
assumption that, in the light of these decisions, the most appropriate
choices in subsequent periods will then be made. This determines a compre-
hensive contingent plan of action covering every period.

Most of the models are presented in numerical rather than algebraic form.
This is the most convenient way of expounding models like the present
ones, which involve choices between discrete strategies over discrete periods
of time. It is straightforward to reformulate the models in algebraic form,
and interested readers may like to do this for themselves. The only difficulty
is that the derivation of solutions is relatively tedious, and the algebraic
inequalities that characterize the optimum strategy are cumbersome to write
down. Because the present chapter has a mainly expository role, numerical
examples are preferable because they are much quicker to present and are
more readily understood.

To illustrate the discrete time approach, consider the following numerical
example, which places a standard financial option problem in a discrete time
framework. Because the example involves a tradable financial asset, it pos-
sesses the special feature that the purchase price of the asset is always equal
to its selling price. The decision-maker has to decide whether to purchase a
contractual option which will allow him to buy the asset in the future at a
pre-specified price, if he wishes to.

Example 1. Consider a single indivisible asset whose future value may be
either 20 or 10, depending on whether conditions are good (s=1) or bad
(s=0). Conditions are good with probability p. The asset can be purchased
today (t=0) for 15 units, or purchase can be deferred until tomorrow (t=1),
when tomorrow’s price will be known. A call option can be purchased today
for two units, which gives the right to purchase the asset tomorrow for
15 units, i.e. for the same price as today. The objective of the risk-neutral
decision-maker is to maximize the expected profit v. Because of the short
period of time elapsing between today and tomorrow, discounting is ignored.
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There is an element of irreversibility in today’s purchase because a
purchaser cannot guarantee to sell the asset tomorrow for the price at which
he bought it. Such a guarantee can only be acquired through the separate
purchase of a ‘put’ option, which allows him to sell the asset at a pre-
specified price, such as the price at which he bought it. To keep the model
simple, the put option is ignored.

The problem is represented using a decision tree in Figure 4.1. Starting
from the top of the figure, the decision maker has three initial alternatives:

1. To purchase the asset immediately;
2. To purchase the call option instead;
3. To defer a decision on purchasing until later.

Once conditions have been revealed, the decision-maker faces further deci-
sions. If he has purchased the option then he must decide whether to
exercise it or not. The net rewards, derived from the data given above, are
indicated by the numbers along the bottom of the figure. If conditions are
good then it pays to exercise the option, whereas if conditions are bad then it
pays not to exercise it. The optimal choices are indicated by the thicker
branches in the figure. If the decision-maker has deferred a decision then
he can decide whether to purchase the asset the following day. However, the
special conditions assumed in this problem mean that this decision is of no

Initial strategy 1. Invest immediately 3. Defer
2. Buy option

Conditions ~ Good | Bad Good | Bad Good | Bad
revealed

Not Not Not Not
Response to Invest |invest Invest|invest Invest|invest Invest | invest
conditions

Net 5 -5 3 -2 -7 -2 0 0 0 0

rewards

Figure 4.1 Decision tree for appraisal of option purchase
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consequence. Since the purchase price is always equal to the value of the
asset, the decision-maker is indifferent to purchase, whatever conditions
prevail. It is assumed for simplicity that in these circumstances the deci-
sion-maker will choose not to make a purchase.

It follows from this discussion that three main strategies need to be
considered: Let v; be the expected value of the ith strategy; then

Vi = (20p +10(1 — p)) — 15 = —5 + 10p (4.1)
vy = (20— 15)p+0(1 —p)) —2 = —2+5p (4.2)
v3 =0 (4.3)

The first term in equation (4.1) is the expected revenue from an initial
investment when it is sold in the following period, whilst the second term is
today’s purchase price. The first term in equation (4.2) is the value of the
option when exercised, weighted by the probability that conditions are
good. The second term is its value (zero) when conditions are bad, and the
third term is its purchase price.

Selecting the highest value of v for any given value of p gives the solution:

1 ifp>06
i=2 if04<p<06 (4.4)
3 ifp<04

Thus as the probability of good conditions increases from zero to one, the
decision-maker switches from no purchase to option purchase, to immediate
purchase, illustrating his growing confidence that conditions will be good.
The inequalities specified here assume that when two strategies are of equal
value, the strategy with the lower number is always chosen; this convention
is used throughout the chapter.

The solution is illustrated graphically in Figure 4.2. The vertical axis
measures the expected profit and the horizontal axis measures the probabil-
ity of good conditions. The schedule V;V] indicates the expected value of
the initial purchase strategy. The relatively low intercept and steep slope
show that this is the riskiest strategy. The investor is exposed to a serious
risk of capital loss if conditions turn out to be bad. The schedule V,V,’
indicates the value of the option strategy. Holding an option eliminates
the risk of capital loss, whilst offering the prospect of a capital gain by
preserving the right to purchase the asset at a pre-specified price equal to
the initial price. The option therefore provides a speculative opportunity
whilst controlling the risk involved. The horizontal axis represents the null
value of the third strategy.
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Expected
profit
Vo
"' s
Vo
2 13
E,
E;
o
pi=0.4 p:=0.6  Probability, p
-2
Va
Not invest Option Invest initially
-5
Vi

Figure 4.2 Graphical solution of the financial option problem

To maximize expected profit it is necessary to identify the upper envelope
of the three schedules. This is the schedule OE,E,V;’, which has Kkinks at the
points Eq, E,, where some pair of strategies has equal value. For any given
value of p, the optimal strategy is the one that forms the portion of the
envelope at the relevant point along the horizontal axis. The kinks E,, E,
correspond to the two critical values of probability p; = 0.4, p5 = 0.6, where
switches of strategy take place. At the first switch point, the no purchase
strategy and the option strategy are of equal value, whilst at the second
switch point the option strategy and the immediate purchase strategy are
of equal value.

The same diagrammatic technique can also be used to measure the value
of an option. Suppose that the decision-maker does not know that an option
can be purchased for two units. A decision rule is required to determine
when to purchase an option. Let a be the unknown value of the option.
Equation (4.2) then becomes

Vs = —a+5p (4.5)
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and the decision rule is to purchase the option if
Vo > max[vy, V3]

i.e. if
a < max[—5+10p, 0] + 5p

The determination of the value of the option for p = 0.5 is shown in Figure 4.3.
This involves a two-stage procedure. In the first stage the maximum
expected value obtainable from the two alternative strategies is determined
by constructing the envelope OE;Vy’ from the higher of V;V;’ (representing
strategy 1) and the horizontal axis (representing strategy 3). In the second
stage, a line WW’ is drawn parallel to V,V,’ through the envelope OE;Vy’ so
that it touches the envelope at the lowest possible point. Given the assumed
value for p, this happens to be the point E; where the line V; V] intersects the

Expected
profit
0
v p*=0.5 Probability, p
2
-2
-2.5 W
Not invest Invest initially
-5
Vi

Figure 4.3 Valuation of a financial option
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horizontal axis. The vertical distance between V,V,’ and WW is a measure of
the value of the option. The decision rule is to purchase the option only if
this distance is a positive one. The distance in the figure can be measured by
comparing the intercepts V; and W on the left-hand vertical axis. The value
of the option is 2.5. Since its purchase price is only 2, the option should be
acquired when p=0.5. This agrees with the result obtained in Figure 4.2,
which showed that the option should be purchased whenever p was in the
range between 0.4 and 0.6.

The timing of a real investment: a simple role for contractual
options in international business

Consider a firm contemplating entry into a foreign market. The firm has
identified an investment opportunity which it alone can exploit. Exploita-
tion of the opportunity begins in period 2, but the investment expenditure
can be incurred in either period 1 or period 2; the problem is to determine
which is best. It is convenient to assume that the second period, beginning
tomorrow, is very much longer than the first. Because the period is much
longer, it is difficult to justify ignoring issues relating to the discount rate.
However, to keep the model simple it is convenient to take the rate of
discount as fixed and specify the entire problem in terms of discounted
values. Discounting is introduced explicitly below.

The opportunity generates a known flow of income with present value
20 units. To appropriate this income stream, the firm needs to acquire a site
for the erection of a factory. Conditions in the local market for industrial
property are very uncertain, however (as they are in many transitional
economies). At the moment, a site is available at a price of 15 units, but in
the following period a similar site could be become available for either 10
units or 20 units, depending upon whether supply conditions in the
property market are good or bad. Conditions are good (the price is 10 units)
with probability p.

Once the site has been bought, the factory must be erected immediately,
and once this has occurred, the site has no alternative use, and no resale
value. The owner of the site is willing to fix the price for a sale tomorrow at
17 units, provided that a non-refundable deposit of two units is paid. The
reservation on the site can be cancelled tomorrow if desired. Cancelling the
reservation would allow the firm to make a spot purchase at a price of 10
units if conditions were good.

This example has been chosen to illustrate the close connection between
real options and financial options, as described earlier. The situation closely
resembles the financial option problem discussed above. The principal
change is that the asset in which the firm invests is no longer tradable. The
future value of the asset depends not upon what it can be sold for, but only
upon what it can be used for. The purchase is technically irreversible, but
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economically it incurs little risk because the owner is certain that the asset is
worth 18 units from the outset. The only risk is that the owner may pay more
for the asset than is really necessary.

Because the asset is not tradable, a wedge can be driven between its
purchase price and its value to the firm. This is reflected in the fact that,
whether it is purchased for 10, 15 or 20 units, it is still worth 20 units to the
firm. By contrast, above, the asset was always worth what it was purchased
for at the time.

There are three dominant strategies, each of which corresponds to one of
the strategies in example 1:

1. Invest at the outset;

2. Place a deposit (the call option) and exercise it if the spot price is high;
cancel the order and purchase spot if the price is low;

3. Defer the decision, and invest only if the price is low.

The expected profits generated by these strategies are:

»=20-15=5 (4.7)
v, =20-2-10p—-15(1-p) =3 +5p (4.8)
v3 =(20-10)p = 10p (4.9)

Equation (4.7) shows that initial purchase carries no risk, since both the
value of the asset (18 units) and the purchase price (15 units) are known at
the outset. Equation (4.8) shows that the option will not be exercised if
conditions are good — a cost of 10 units is incurred with probability p — but
will be exercised if conditions are bad — a cost of 15 units is incurred with
probability (1 — p). Equation (4.9) shows the profit to be made by deferring
the decision when conditions turn out to be good.
Expected profit is maximized by setting

1) ifp<0.4
i=2) if04<p<06 (4.10)
3) ifp>06

The solution is illustrated in Figure 4.4. The conventions are the same as for
Figure 4.1. The expected values of the three strategies are represented respect-
ively by the schedules V; V7, V,V,’ and OV3'. The maximum attainable value
of profit for a given value of p is indicated by the height of the envelope
V1E1E, V3. The figure shows that when the future purchase price of the asset
is expected to be very high (p is low) the investment will be made at the
outset (when strategy 1) is chosen), whilst if it is expected to be very low (p is
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Expected
profit
E
5 5
v, A
3
Vs
(0]
p;=0.4 p,=0.6  Probability, p
- L >
Invest initially Option Defer

Figure 4.4 Option to purchase a real asset with an uncertain future price but known
value in use

high) the investment will be deferred (when strategy 3) is chosen). A deposit
will be placed on the asset (strategy 2)) if the firm believes that a high or low
price will occur a probability in the mid-range of values between 0.4 and 0.6.
Indeed, it is readily established, using the method described in the previous
section, that the option is most valuable when the uncertainty is greatest,
i.e. when p=0.5.

The similarity between this example and the previous one is illustrated by
the appearance of the same critical probability values, p; = 0.4, p5 = 0.6.
Indeed, a comparison of Figure 4.4 with Figure 4.2 shows that the two figures
are almost identical except for the fact that all the schedules have been pushed
upwards by five units. This explains why the critical values are the same. The
only substantial difference arises from the fact that the role of the strategy 1) in
the previous example has now been taken over by strategy 3), and vice versa.
The role of strategy 2) — the option strategy — remains exactly the same. The
interchange of the roles of strategies 1) and 3) is explained by the fact that in
the previous example risk was eliminated by not purchasing the asset, whilst
in the present example it is eliminated by purchasing the asset at the outset.
Although the new model relates to a real asset rather than a financial asset, it is
still driven by the same kind of speculative forces as before.
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Uncertain demand conditions

The previous section discussed a contractual option governing the purchase
of areal asset. This is only one of several types of option relating to real assets,
and it is certainly not the most important one so far as IB is concerned. When
real options were introduced (Casson, 1999), the emphasis was on their role
in coping with uncertainty about demand for the asset’s services — and
specifically with uncertainty about the foreign demand for the product from
which the demand for these services is derived. The previous example, by
contrast, focused on uncertainty about the supply of the asset instead.

Both demand and supply are potential sources of uncertainty, and the
relation between them is illustrated in Table 4.2. The columns of the table
distinguish three sources of uncertainty: supply, demand, and a combin-
ation of the two. The rows of the table distinguish two types of option:
contractual and non-contractual. The most important type of contractual
option is the IJV, which is useful in coping with uncertainty in both demand
and supply. Non-contractual options involve issues such as the size, timing,
location and versatility of investments. Both contractual and non-contrac-
tual options can take numerous forms — indeed, there are far too many to do
justice to them all in a single chapter.

The remaining sections of this chapter concentrate on a few important
cases, beginning with some simple cases relating to non-contractual options
that reduce the risks relating to uncertainty in demand. By switching atten-
tion from uncertainty about supply to uncertainty about demand some
classic examples of real option models are obtained.

Demand uncertainty is an important factor in foreign market entry deci-
sions. Entry is often deferred, even when it would be profitable to go ahead
immediately, because it would be even more profitable to wait until later.

Table 4.2 Classification of non-tradable real options by source of uncertainty and
type of asset, with examples

Type of option Source of uncertainty
Cost of Intensity of Either supply
supply demand or demand,
or both
Contractual Option to v
purchase land
or building
Non-contractual Build Build flexibility Build in potential
flexibility into into range of to upsize, downsize
sources of input demands that or relocate plant
supply can be satisfied at low cost
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The strategy of deferring foreign market entry was discussed by Buckley and
Casson (1981), but only under conditions of certainty. Under these condi-
tions, the main motive for deferring entry is to await further growth in the
market. Once uncertainty is introduced, another motive for waiting is
introduced - namely, to dispel uncertainty about whether the market is
likely to grow or not. Entry is postponed until some crucial information
relating to the prospective size of the market has become available. This is
the gist of the example that follows.

Consider an initial investment in a foreign market. This could be an invest-
ment in marketing and distribution facilities, or it could involve investment in
production facilities as well. As before, there are two periods, with the second
period being very long. Investment today generates a revenue of two units
today, and a revenue of 20 units tomorrow if conditions are good and 10 units
if they are bad. Demand conditions are good with probability p. If the asset is
not purchased until tomorrow then only tomorrow’s revenues are obtained.
The purchase price of the asset is 15 units in both periods. The advantage of
purchasing tomorrow is that the purchase decision can be made when the
state of demand is known. An asset purchased today cannot be sold off again
tomorrow: the entire purchase price is a sunk cost.

By deferring the entry decision, the firm can guarantee that it will not
make a loss. When the decision is deferred, the optimal strategy is to enter if
and only if demand conditions are good. This generates an expected profit of
5p. It follows that deferred investment with conditional entry dominates a
strategy of not investing at all.

As a result of this, there are only two strategies worth distinguishing:

1. Invest at the outset;
2. Defer the investment decision, and invest tomorrow only if demand
conditions are good.

The expected profits generated by these strategies are:
vi=101-p)+20p+2—-15=-3+10p (4.11)
v2=(20-15)p="5p (4.12)

The first two terms in equation (4.11) express expected revenue in period 2):
namely, 10 units when demand conditions are bad, and 20 units when they
are good. The third term captures the revenue generated in period 1), while
the final term is the outlay on the investment. The derivation of equation
(4.12) has already been explained. There is no revenue stream and no outlay
when demand conditions are bad, because the firm does not invest in this
case. There is no revenue from period 1) either, because investment does not
take place until period 2).
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Expected profit is maximized by setting:

1 ifp>06
i— P (4.13)
2 ifp<0.6

The solution is illustrated in Figure 4.5. The expected profit generated by
immediate investment is indicated by the height of the schedule V;Vy/,
while the expected profit generated by deferral is indicated by the height
of the schedule OV,'. The maximum attainable profit is indicated by the
envelope OEV4/, which has a kink at E. The point E identifies the critical
probability p*=0.6 at which the firm switches from deferral to immediate
entry. Thus for low values of p, where the firm is pessimistic about demand
conditions, entry is deferred, whilst for high values of p, where the firm is
optimistic about demand conditions, entry is immediate because the firm is
so confident that conditions will be good.

Expected
profit 7
V1’
5
7%
E
o
p*=0.6 Probability, p
Defer Invest initially
-3
Vi

Figure 4.5 Decision to defer investment when future demand is uncertain
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Scale and reversibility of investments

In the previous example the only strategy conferring option value was
deferment. In practice, however, real option value is often generated by
choosing an alternative, more flexible, form of investment. This section
examines a variant of this strategy which is particularly relevant to foreign
market entry (for a similar application to corporate growth see Kulatilaka
and Perotti, 1998).

Suppose that there is an alternative to the irreversible investment
described in the previous section, in the form of a smaller investment which
is partially reversible. This small investment can be upgraded to a full invest-
ment the following period if desired. It involves an initial outlay of 10 units,
7 units of which can be recovered if the investment is abandoned the
following period. The cost of an upgrade is assumed to be 6 units. The small
investment yields the same revenue as the large investment in the initial
period — namely 2 units. This is because the market is initially small, and can
be served just as adequately from a small investment as from a large one.
However, the small investment is much less effective in the second period.
Because of its small scale it can generate an income of only 5 units whatever
the size of the market.

The obvious way to exploit the small investment is to use it for initial
entry and then either scale it up, if demand is strong, or liquidate it if
demand is weak. The alternative to scaling up is to liquidate the investment
in the second period and put the proceeds towards a purchase of the larger
asset. This is uneconomic, however, because the cost is 15 — 7 =8 units, as
against 6 units for the upgrade. The alternative to liquidation is to keep the
asset in use, but this is uneconomic because the income from use is 5 units
whereas the proceeds from liquidation are 7 units.

It follows that there is only one additional strategy which is worth con-
sidering:

1. Invest on a small scale with a view to scaling up if demand is buoyant and
liquidating if demand is weak.

The expected value of the new strategy is

v3=—10+2+20-6)p+7(1—p)=—-1+7p (4.14)

The first term in (4.14) is the initial outlay, and the second term the revenue
from period 1); the third term is the expected profit from an upgrade when
demand conditions are good, and the final term is the expected proceeds
from liquidation when conditions are bad.
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Figure 4.6 Advantages of a small-scale reversible initial investment when future
demand is uncertain

The new solution is

1 ifp>067
i=2 ifp<05
3 if0.5<p<0.67

(4.15)

The solution is illustrated in Figure 4.6. The value of the new strategy 3), is
indicated by the height of the schedule V3V3'. This intersects OV,' at E; and
V1 V4’ at E,, determining the critical probabilities p; = 0.5, p; = 0.67 between
which the small-scale investment is preferred. This is a good example of the
way that small flexible investments are preferred when future demand con-
ditions are highly uncertain.

Investment in information-gathering as a real option

While the previous example clearly demonstrated the advantages of small
reversible investments, the value of the option that was generated was not
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sufficiently large to make the strategy dominant. It was efficient only when
there was a high degree of uncertainty. Given the prevalence of such invest-
ments in real-world market entry situations, this suggests that something
important may have been omitted from the model.

The obvious omission is investment in the collection of information. So
far it has been assumed that information about the state of demand is
automatically revealed in the second period whether the firm has invested
in the first period or not. Under these conditions, deferred investment is very
attractive when market prospects are poor because investing at the outset
confers no information advantage. On the other hand, the problem with
making an irreversible investment at the outset is that it is too late to do
anything useful with the information once it has been obtained.

Suppose now that information on demand conditions can only be
obtained in the second period if an investment has been made in the first
period. While the values of both of the initial entry strategies remain
unchanged, the value of the deferred entry strategy is dramatically reduced.
Because it now confers no information advantage, the value of the deferred
investment strategy falls to

v, =10(1 —p)+20p — 15 = -5+ 10p (4.16)

It is now totally dominated by the initial full-scale investment strategy,
because the only remaining difference between them is that the initial
investment generates two units of profit from period 1) whereas the deferred
investment does not.

The deferred investment strategy previously dominated the null strategy
of no investment in either period, but as deferment is now less profitable,
this is no longer the case. It is therefore necessary to reintroduce the null
strategy explicitly into the strategy set. It is convenient to introduce it as a
replacement for the deferred investment strategy. The new strategies that
need to be evaluated are therefore:

1. Invest on a large scale at the outset;

2. Do not invest at all;

3. Invest on a small scale at the outset with a view to scaling up if demand is
buoyant and liquidating if demand is weak.

The new solution is

1 ifp>0.67
i=2 ifp<0.14 (4.17)
3 if0.14 < p<0.67
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Figure 4.7 Role of a small-scale reversible investment for collecting information on
demand conditions in a market

The modified solution is illustrated in Figure 4.7. The schedules V;Vy/, V3V3’
remain in their previous positions (see Figure 4.6). The value of strategy 2),
which is now the null strategy, is represented by the horizontal axis. V3 V3’
intersects the horizontal axis at E;, corresponding to a critical probability
p; = 0.14. It intersects V, V] at the same point, E,, as before, corresponding
to the critical probability p; = 0.67. The range of probability values for
which the small reversible strategy is chosen has therefore more than tripled
as compared with the previous case.

This modified example shows very clearly why a small scale reversible
investment is so often chosen as an initial entry strategy. It can act as a
‘listening post’, helping the investor to collect information on the future
prospects of the market. Using another metaphor, it can be described as a
‘toe in the water’: it is an exercise in collecting important information which
affords the option of a quick withdrawal if necessary. This metaphor is also
consistent with the picture of FDI as a process of increasing commitment to
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the foreign market, as described in the Uppsala model of the internationalization
of the firm (Johanson and Vahlne, 1977; Johanson and Wiedersheim-Paul,
1975).

Quality of judgement and the performance of the firm

When the present model ‘rationalizes’ marketing errors, however, it does not
rationalize errors in the internationalization strategy itself. While manage-
ment chooses, within the model, whether or not to improve its own sub-
jective estimates of the state of each market, it does not choose whether to
improve its estimates about the type of market in order to make a better
choice about investigation or about the sequence of market entry. This is
because of the focus of the model on the ‘hands on’ investigations that are
carried out after a commitment to market entry has been made.

It would be possible, in principle, to extend the analysis back in time to a
period before the management was required to make the internationalization
decision. At this stage management could consider investing in information
which would improve the quality of the subjective probabilities used to
determine the internationalization strategy. Since the cost of additional infor-
mation would itself be uncertain, however, this would introduce a third
variety of uncertainty into the model. Indeed the process could be continued
back even further until a time was reached in which the management had just
a few simple theories about how information on various subjects might con-
ceivably relate to this issue, and a small amount of initial information with
which to prime the learning process. It would then be possible to impute
subsequent successes and failures to the reliability of these early beliefs and
their relevance to subsequent situations. With the regression of the quest for
information further into the past, the cultural heritage of the management
each would emerge as the key to its performance.

In the absence of such ambitious analysis, however, the present model
does at least provide a simple basis for relating the accuracy of the subjective
beliefs as inherited from culture and past experience, to the performance of
the internationalization strategy (Buckley and Chapman, 1997). Generally
speaking, the more accurate are the beliefs, the better will be the perfor-
mance of the firm. The relation between accuracy and performance is not a
continuous one, though, because, as noted earlier, errors in probabilities
translate into errors in strategy only when critical probability thresholds
are exceeded. This amplifies the earlier comparison between two firms in
which it was just the relevance of the home country marketing experience
which affected subsequent performance. It suggests that it is not just the
firm’s own experience in its home market that is important, but the culture
it acquires from its domestic environment too.

To analyse the impact of beliefs upon performance the modeller must, of
course, specify what the true situation — unknown to the management — really
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is. Suppose, for example, that each market is of a different type, so that correct
beliefs are represented by q>=¢g3=1, p,=p3=0. Suppose also that there
is no correlation, k=0. Under these circumstances a simultaneous strategy
is almost certainly preferable to a sequential strategy because, with both
foreign markets being different, the sequential approach offers no economies
of scope to information.

A very optimistic management might take the view that all the markets
were of the same type, so that both foreign markets were exactly like the
domestic market: that is, g, =¢3=0. With expected costs of international-
ization well below their actual level, the firm could decide to internationalize
when in fact the null strategy of remaining a domestic firm might be better.
Moreover, being so confident in its beliefs, management may not investigate
the states of individual markets either, so that costly errors may be per-
petrated in marketing strategy too. Thus the firm will expand into the two
foreign markets simultaneously without any investigation, and make losses
as a result. Misguided subjective beliefs therefore provide a simple rational-
ization for impetuous globalization.

At the other extreme, so far as strategy is concerned, is the management
that wrongly believes that both foreign markets, though different from the
home market, are of the same type, but recognizes that it does not know
what state this is. This firm will opt for the cautious strategy of sequential
internationalization when in fact simultaneous internationalization with
investigation at each stage would definitely be better. This kind of firm is
typically commended in the internationalization literature, although, as this
example makes clear, its strategy is inefficient in certain circumstances.

Evaluation of the Scandinavian approach

The preceding analysis has immediate relevance to the evaluation of altern-
ative theories of the firm. To begin with, the analysis highlights the importance
of subjective beliefs about the similarity and dissimilarity of different markets.
It shows that the advantage of a sequential approach to expansion is greatest
when foreign markets are believed to be different from the home one but are
likely to be similar to each other. Given that they are indeed similar, the
sequential approach maximizes the economies of scope that the first investiga-
tion affords. Conversely, the advantage of the simultaneous strategy is greatest
when the foreign markets are believed to be similar to the home one, and, if
different, to be different in their own particular way. This means that experi-
ence gained from any particular market will be of little relevance elsewhere.
The strategic management literature advocating globalization (Porter,
1980) clearly adopts this latter view. The markets of different industrialized
countries are claimed to be basically similar — at least so far as the preferences
of young high-income consumers are concerned — and any variation tends to
be imputed to local factors peculiar to each market. Globalization therefore
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appears in the present model as a specific response to a particular configura-
tion of the international market system.

Internationalization theory is often alleged to favour a rather similar strat-
egy. This is because of the theory’s emphasis on the public good properties of
knowledge developed in the domestic market, and the advantage of exploiting
these properties internally through expansion of the firm. In fact, however,
most authors in this tradition have been very aware of the ‘psychic costs’ to the
firm of entering foreign markets (Buckley and Casson, 1976). Internalization
theorists have tended to assume that all markets are different, so that there is
always a cost of entry. Because all markets are different, the scope economies of
accrued experience of market entry have not been emphasized in the same
way as in the Scandinavian literature. The internalization view has supported
the simultaneous approach simply because there is little point in deferring
entry if the costs cannot be reduced using experience gained in other markets
first. Simultaneous entry is also promoted by the fact that, where technologi-
cal knowledge is concerned, patents expire and trade secrets leak out, so that
early entry into all markets is advisable before the potential monopoly rents
are dissipated. Internalization theory, in other words, highlights a particular
kind of pre-emptive advantage (see Table 4.3).

Where internalization theorists have argued for sequential entry has
generally been in terms of the ‘Penrose’ effect — that simultaneous inter-
nationalization of the firm will overstretch its managerial resources. The
Penrose argument is, however, quite distinct from the argument for sequen-
tial internationalization based on economies of scope available from the
learning process. The two approaches are, in principle, rival explanations
of the sequential expansion of the firm, although they can be regarded as
complementary and mutually reinforcing within a synthetic view. While
this chapter is committed to elaborating the learning approach, it has been
useful, from the standpoint of practical application, to have incorporated
the Penrose theory within the model as a special case.

The difference between the internalization approach and the globalization
approach lies not, therefore, in the recommended internationalization

Table 4.3 Classification of theoretical approaches to internationalization

Foreign markets Home and foreign markets

Same Different
Same Globalization Scandinavian
Different - Internalization

Note: Because globalization assumes that foreign markets are essentially the same as the home
market it follows that differences between foreign markets must be small. But in so far as these
small differences are idiosyncratic to each market, the logic of simultaneous internationalization
will be more secure.
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strategy but rather in the perceived profitability of internationalization per
se. Because internalization theory recognizes psychic costs that globalization
theory discounts, it more often favours the null strategy of remaining at
home and licensing the technology to other firms overseas. Licensing to
foreign firms with local knowledge of market conditions is an important
element of internalization theory precisely because the psychic costs of
foreign market entry are fully recognized.

It can be seen that, by elimination, the Scandinavian approach focuses on
those situations where foreign markets are unlike the home market but
very similar to each other. The older Scandinavian literature associated with
the Uppsala school emphasizes the need to expand in stages in a manner
reminiscent of (but not coincident with) the product cycle model (Vernon,
1979). The more recent literature, on the other hand, emphasizes the impor-
tance of speeding up the learning process by improving communication
between foreign subsidiaries.

Recall that the net advantage of the sequential approach depends on,
amongst other things, the excess of the cost of investigation over the cost of
communication between subsidiaries (Table 4.4). To encourage subsidiaries to
learn from each other, it is desirable not only to improve headquarters—
subsidiary communication but to encourage subsidiaries to communicate
directly with each other. Organizational learning needs to be decentralized,
in other words. This is an important aspect of the thinking underlying the
‘heterarchy’ or the network’ firm (Chesnais, 1988; Hedlund, 1986). Whilst the
discussion of the heterarchies tends to focus on the organizational restructur-
ing of the mature multinational enterprise, the present model emphasizes the
more general advantage to the firm of building up the heterarchy in stepwise
fashion from the very start of the internationalization process.

As indicated earlier, learning by doing is a satisfactory alternative to sys-
tematic investigation if the costs of making a mistake are not too great. To
control these costs, firms will tend to make small commitments to begin with,
and only increase their commitments once experience has been gained. Thus
sequential entry into markets is accompanied by incremental expansion in
these markets over time. Because systematic investigation reduces the

Table 4.4 Information gathering versus investment deferral decisions

Do not defer, commit Defer commitment of
resource time t resource ‘real options’
Do not collect information 1 3
(measure things you would Gung-ho investor Cautious but
otherwise not know) uninformed investor
Do collect information 2 4
research prudentially Uninformed investor Sophisticated investor
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likelihood of mistakes (in the model above it eliminates it altogether — which is
clearly a very extreme case) it supports a greater initial commitment. Thus
sequential expansion will be associated with different degrees of initial com-
mitment according to the way that knowledge of markets is acquired. This
coincides with the general thrust of the Scandinavian approach.

International joint ventures as real options

International joint ventures (IJVs) are primarily contractual real options.
Although an IJV’s physical assets may embody a certain degree of flexibility,
the distinctive feature of an IJV from an option perspective is the flexibility
afforded by the joint ownership arrangement. There are many different
types of IJV. This section presents an example which has been chosen to
illustrate the option perspective on IJVs in the simplest possible way.

The basic idea is that a partner in an IJV possesses both a ‘call option’ to
buy out the other partner, and a ‘put’ option to sell out to the other partner,
depending upon how the IJV performs in the future (Chi and McGuire,
1996; Kogut and Zander, 1993). The question arises, however, as to why
the other partner would be willing to trade on especially favourable terms.
One reason is that transaction costs are lower between the partners than
they are between ordinary firms because the partners have got to know and
trust each other. They share the gains from this trust by trading equity with
each other on mutually favourable terms. This means that the partners
possess options to trade on these terms instead of on the terms that would
prevail if there were no previous connection between them.

Another explanation is that one of the partners is better informed than the
other. Their reputation for being better informed gives them an advantage in
negotiations over equity purchase. As the IJV evolves, the more sophisti-
cated partner makes offers to the less sophisticated partner which the latter is
willing to accept. In this way information rents accrue to the partner that is
better at valuing the joint venture, i.e. is better at forecasting the IJV’s future
stream of profits. This mechanism for appropriating information rents will
only work, however, if the other partner receives no rival offers from third
parties. One reason why they may not receive such offers is that other firms
are not so well informed about the prospects for the IJV because they lack the
‘inside knowledge’ that is shared by the partner firms. They therefore lack
the confidence to make rival offers. The other partner may not possess
sufficiently tangible evidence to go out and solicit such offers to test the
offers received from the more sophisticated firm. It is this case of asymmetric
information which is the basis of the example that follows.

Consider two firms which can go into partnership by sharing ownership of
equity on a 50 : 50 basis. One firm provides finance and the other provides
the human capital, such as the ideas. The issue is analysed from the stand-
point of the financial investor, which is the more sophisticated firm. This
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investor, it is assumed, has identified a small high-technology start-up
venture which requires capital in order to fund further R&D. The owner of
the start up will sell 50 per cent of his equity for five units, or sell out
completely for 10 units. These sales must be effected at the outset (period
1)), before the outcome of the R&D is known.

In the future (period 2)) the outcome of the R&D is revealed to the owners of
the firm. The financier knows that if the research is successful then the project
will be worth 20 units, whereas if it is unsuccessful then it will be worthless.
The partner, however, is not so good at valuing projects, and believes that if
the outcome is successful then it will be worth only 12 units, whilst if it is
unsuccessful, it will still be worth 7 units. These beliefs are reflected in negotia-
tions between the firms, in which the sophisticated firm extracts maximum
rents from the unsophisticated one. The unsophisticated partner is willing to
sell his 50 per cent stake for 12 — 5 = 7 units if the outcome is good, and to buy
the financial investor’s stake for 7 —5=2 units if the outcome is bad. The
outcome does not become public knowledge, so these offers will not be
affected by rival bids. The partners come to an informal understanding on
these terms when they enter the IJV. Because of the trust between them, they
both honour these terms in the following period, even though their initial
contributions have been ‘sunk’ by the start of the second period.

The financial investor has three main alternatives:

1. Acquire the firm immediately;

2. Enter a joint venture immediately and review the situation in the next
period;

3. Avoid the project altogether.

If he participates in the IJV then it always pays him to exercise the call option
if the outcome is good because the unsophisticated partner undervalues the
project. Thus instead of earning 50 per cent of 20 units, namely 10 units, the
investor can pay out an additional seven units to obtain an additional
10 units, i.e. the entire 20 units, for himself. Similarly, it always pays to him
exercise the put option when the outcome is bad. This is because the unso-
phisticated partner overvalues the project, since he is willing to pay two units
to buy more of a project that is actually worthless. Thus the sophisticated
partner will not continue with the IJV in its initial form, but will either take
over the IJV, or divest his share of it, depending on the outcome of the R&D.

Let the probability of a successful outcome perceived at the outset by the
sophisticated investor be p. Then the expected profits of the three strategies
are:

v =—10+20p (4.18)
Va=—5+(20-7)p+2(1—p)=-3+11p (4.19)
vy =0 (4.20)
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The first term in equation (4.18) is the purchase price for an outright acqui-
sition, and the second term is the profit from the entire project when its
outcome is good. The first term in equation (4.19) is the cost of buying a
stake in the IJV. The second term is the expected profit generated by exercis-
ing the call option, and the third term is the expected profit generated by
exercising the put option.

The solution is

1 ifp>0.78
i=2 if027<p<0.78 (4.21)
3 ifp<0.27

The solution is illustrated in Figure 4.8. As before, the expected profit asso-
ciated with the ith strategy (i=1, 2) is indicated by the height of the
schedule V;V;, with the horizontal axis indicating the expected profit of

Expected
profit
2
10
8
E, 7%
Eq
(0]
p;=0.27 p>=0.78
-3 Probability, p
V2
Null Joint venture Acquisition
-10
Vi

Figure 4.8 An international joint venture as a real option
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the null strategy (strategy 3)). The envelope OEE, V] indicates the maximum
attainable profit. The IJV is the preferred strategy between the critical values
p; =0.27, p5 =0.78, which correspond to the switch points E;, E,. The
figure reveals the IJV as a classic option strategy — namely one that is pursued
when the investor is highly uncertain about the outcome of a project.

It is possible to extend this model by taking the exercise of options as a
repeated process but this is beyond the scope of this short chapter.

Conclusions

Real options provide a way of rationalizing many practical aspects of busi-
ness behaviour which until recently defied analysis: the seeming irrational-
ity of procrastination and delay in committing resources to new foreign
markets, and the cautious incremental approach to investment that is so
often pursued once the market is entered.

The application of real options to IB issues has been discouraged by con-
fusions over the relation between real options and financial options. This
chapter has sought to clear up some of this confusion by demonstrating that
a single set of four key principles underlie both branches of options theory.
The principal difference between the two branches of theory lies in the fact
that one deals mainly with tradable assets and the other deals mainly with
non-tradable ones.

Options reduce risk by providing the flexibility to respond to new infor-
mation when it becomes available. The key to a successful exploitation of
real options is to foresee the kind of information that is likely to become
available, and plan the options to exploit this information from an early
stage. Flexibility can take many forms: IJVs provide flexibility through con-
tractual options, whereas small reversible investments in versatile assets
provide flexibility in a non-contractual form. These forms of flexibility can
be combined - for example, by holding a portfolio of 1JVs, each of which
operates versatile assets, and utilizes information by-products from other
IJVs, as well as supplying its own information by-products to them.

This chapter has introduced and synthesized ideas rather than presented
an exhaustive treatise on its subject. Much work remains to be done in
producing algebraic versions of the numerical models presented above,
and in simulating the algebraic models to determine the sensitivity of
various option strategies to the parameters which govern them. This chapter
has focused on applications to manufacturing, but real options also apply
to marketing and R&D (see, for example, Huchzermeier and Loch, 1997).
New models can be generated by modifying the assumptions of the models
presented above. The new models can be made more realistic than the
ones presented here — for example, by introducing oligopolistic rivalry
(Lambrecht and Perraudin, 1996) —but they are also likely to be more compli-
cated.
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Insights from these models can be used to construct ‘dynamic’ versions of
existing static theories. The real option perspective can be applied to stan-
dard IB theories, including classic theories such as the product cycle model
and its variants (Vernon, 1966, 1974, 1979). The real option perspective can
provide a formal analysis of the leads and lags in the internalization process
which is missing from many orthodox accounts of the subject.

Note

1. This chapter relies heavily on three earlier pieces of work: Casson (1994), Buckley
and Casson (1998) and particularly Casson (1999).
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Globalization and the End of
Competition: a Critical Review
of Rent-seeking Multinationals
with Pervez N. Ghauri

Introduction

This chapter suggests that, for a variety of reasons, there is likely to be a
renaissance of critical writing on the multinational enterprises (MNEs) in the
first decade of the new millennium. The chapter first revisits the critical
literature on MNEs of the 1950s to 1970s, in order to refresh our minds on
the basis for that criticism. It then suggests a number of areas on which
criticism is likely to focus - the strategy of multinational firms, bargaining
power of multinationals versus the state, development issues, the decline
of competition, and distributional issues (affecting unskilled workers in
particular). These are old concerns, but the problems are emerging in new
ways because of the new configuration of the globalizing economy.

The chapter concentrates on issues in international political economy.
It does not deal with issues of globalization that are related to the decline
of local indigenous cultures, felt to be under attack from the homogenizing
pressure of globalization. This is not because cultural issues are unimportant
or intrinsically separable from political economy, it is simply for ease of
focus of exposition.

Critical literature to the mid-1970s

Edith Penrose (1956) wrote a classic piece, which pointed out the controver-
sial aspects of foreign investment where, in spite of the successful establish-
ment of a subsidiary, the foreign capital and its possible benefits for the local
economy may be largely transmitted out of the host country. It also
explained why the returns on the initial investment could be exceptionally
high. This illustrates the ‘gambler’s earnings hypothesis’ (Barlow and
Wender, 1955), which likens the foreign investor to a compulsive gambler
who constantly reinvests his winnings in the game, until he makes a killing,
then he withdraws a large amount (in comparison with the initial stake).
Penrose’s paper discussed the implications of this form of foreign investment
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for the economic policies of less industrialized host countries. It revealed that
for the year ending 1954, GM earned a return of 590 per cent on its original
dollar investment in Australia. The debate started by this incident led to
Australian economists concluding that the country should use ‘some caution
in giving indiscriminate encouragement to foreign investment’ and that the
country should concentrate less on attracting American capital. The imputed
behaviour of the multinational firm clearly has detrimental implications for
the host country — in particular, the negative impact on the balance of
payments in the withdrawal period and the associated instability. This is
an interesting case, also because it is related to a typical ‘import replacement’
investment, as sought by most developing countries at that time.

This study evaluated a number of options the host country could have in
such a situation, but concluded that once a foreign firm was established, it
was not economically sound to limit its growth or to acquire it wholly or
partly. From the firm’s perspective, the establishment of a foreign subsidiary
was no different from establishing a subsidiary in the domestic market.
Other than that, it entailed higher risk and thus led to the fact that higher
returns were expected through this growth. Moreover, even if the profit-
ability in a particular industry declined due to increasing competition over
the years, an MNE was able to diversify more easily and to move its capital to
areas that ensured higher returns on the capital.

A second important study by Stephen Hymer (1991) examined ‘two basic
laws of development’; namely the law of uneven economic development and
the law of increasing firm size. The study strove for a futuristic viewpoint and
claimed to look towards the year 2000. Written in 1971, it opened with the
statement that until then most MNEs came from the United States, where the
firms had achieved the largest size and development. But now (i.e. 1971),
European corporations were beginning to ‘see the world as their Oyster’. It
claimed that the multinationalization would continue through giant firms
from both sides of the Atlantic. Moreover, although initially dominated by
the US firms, eventually some kind of oligopolistic equilibrium will be
achieved with a new structure of international industrial organization. It
also suggested that while North Atlantic MNEs will dominate, a geographical
division of labour and dependence relationship, with one being superior and
the others being subordinate, would emerge. This situation would lead to
tensions and conflicts and to further uneven development.

The study started with the evolution of MNEs, ‘beasts’ or ‘the US corporate
monsters’. It claimed that the Hudson Bay Company, or the British East
India Company, or large mining and plantation enterprises were not the
forerunners of MNEs. Instead, it was small-scale capitalist enterprises in
manufacturing who were the forerunners of MNEs. The contributing fac-
tors were the industrial revolution and the railways, as suggested also by
Chandler (1977), until we came to the stage where if a firm was to grow
steadily, it had continuously to introduce new products. Thus product
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development and marketing replaced production as the factor dominating
growth. A new divisionalized organizational form emerged, which also led to
an increased outward FDI. In the 1950s and 1960s US FDI increased at a rate
of 10 per cent per annum. The rapid growth in Europe and Japan was one of
the major factors stimulating this growth in FDI.

Using the Chandler-Redlich (1961) scheme, it suggested that MNEs would
spread their day-to-day, i.e. manufacturing, activities all over the globe, thus
diffusing industrialization to developing countries and creating new centres
of production. The other activities, i.e. coordination and communication,
would stay closer to the head offices, which would be completely centra-
lized. As a result, ‘the best’ highly skilled and highly paid manpower would
concentrate in the major cities of the US and Europe, while lower level skills
and manpower would remain in other parts and cities of the world. Most
new products would be developed in the ‘major’ cities and, once accepted
there, would travel to other countries. MNEs would thus be greatly inter-
ested in the markets of these less developed countries. This system would
automatically force developing countries not to develop skilled manpower
above a certain level, as there would be no market for their skills. The local
governments would not even be able to invest in their infrastructure, com-
munication, education and health, to achieve growth, as it would not be
able to finance these investments. They would not be able to tax MNEs to
acquire finance, due to the ability of these corporations to manipulate
transfer prices or to move to low-tax countries, whereas the home countries
of these MNEs would be able to tax these corporations as a whole, as well as
through their highly paid manpower.

The relationship between MNEs and developing countries would also be of
a superior and subordinate nature. The study concluded that if MNEs could
solve the following four problems for developing countries, they could
survive and have continued growth. The four issues were:

1. MNEs must break foreign exchange constraints and provide local govern-
ments with imported goods for capital formation and modernization;

2. They must help local governments in training labour and industrialization;

3. They must solve the urban food problems created by growth;

4. They must keep the excluded two-thirds of the population under control.

Hymer'’s vision represents a stark picture of opposition between the interests
of multinational firms and those of the populations of developing countries.

Streeten (1974) dealt with the theory of development from the perspective
of the 1970s. He started with the assumption that countries were poor
because they were poor and thus needed large injections of foreign capital
because they could not raise their own savings. The low investment ratio
was considered both the cause and effect of poverty. While discussing MNEs
and developing countries, he suggested that the bulk of FDI in developing
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countries consisted of the reinvestment of local earnings. The benefits of
MNEs in terms of the training of local labour (investments in human cap-
ital), management, science and technology, and R&D depended largely upon
the ability and willingness of the host government to pursue the ‘right’
policies. The policy issues thus became of prime importance and one could
see MNE:s filling in the ‘gaps’ in the policy that local governments could not
achieve on their own, such as: savings, foreign exchange, tax revenues, and
skills. There were some other contributions that MNEs could make, such as:
appropriate technology, entrepreneurship, balance of bargaining power, and
providing a network of relationships to local firms.

In a macro-economic sense, MNEs could contribute towards job creation,
import substitution, and more efficient market structure. It was, however,
very difficult to measure or assess the contribution of MNEs. Moreover, there
were a number of contradictions in these contributions, for example, MNEs
could improve foreign exchange earnings but at the same time could impose
a foreign exchange burden. Another problem raised when assessing the
contribution of MNEs was that many of the actions of an MNE were dependent
on individuals responsible for its affairs or on host government policies.
Moreover, it was suggested that a number of these activities could have been
equally well or better done by other means than MNEs.

MNEs were often blamed for:

—_

. Uneven development, dualism and inequality;

2. A fragmented consumption pattern only for a small proportion of the
population;

. Local funds being wrongly allocated, not in accordance with social needs;

. Influencing government policies, often unfavourable to development;

5. Creating political frictions by the suspicion that foreign capital controlled

assets and jobs.

= W

Streeten’s analysis highlighted the problem of transfer pricing and the
bargaining power of MNEs (often due to monopolistic or oligopolistic
market structures). Because of these powers, MNEs often end up with very
beneficial contracts while negotiating with host governments. Even if the
specific contribution of the MNE is technical knowledge, and if this
knowledge bestowed bargaining power, why had competition in the market
not eroded this power? Why had there been so few inventions of low-cost,
simple, appropriate products? Why did industrialized countries with a
comparative advantage in manufacturing, protect, often at high cost, their
agricultural and other sectors, instead of exchanging low-cost machinery
and durable consumer goods for the agricultural exports of developing
countries?

The analysis of Barnet and Muller (1975) was typical of the critical
literature from the 1970s. It addressed the myth of development, ‘the
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struggle of human beings to realize their full potential’ and an evaluation
of FDI. According to them, the 1960s were considered to be the ‘decade
of development’ and the most important issue was to see whether the
‘free world model’ or the ‘communist model’ would survive. By the end
of the 1960s, the gap between the rich and the poor world was widening.
Moreover, the gap within countries was also widening, a small minority
was becoming affluent but for a large majority the miseries were increas-
ing. Yet, in absolute terms there has been growth in most countries. At the
same time, global corporations proclaimed themselves to be the engines
of growth. This could only be judged by understanding or defining
‘development’. The positive impact of MNEs as regards job opportunities
could be compared with the negative impact of maintaining and increas-
ing poverty and having conflicting interests to those of developing
countries.

The primary objective of MNEs was profit maximization, thus MNEs
used all their resources and power to achieve that, which had an adverse
effect on the distribution of income and employment levels in developing
countries. The claim that MNEs supplied capital to poor countries was a
metaphor and not reality. Most of the investments came from reinvested
earnings derived from the local market, while most of the profits were
generated from local resources with more than 50 per cent being repat-
riated back to developed countries. As a net result the capital or resources
were moving from the developing to the developed world. It is a proven
fact that where it was to their advantage, MNEs widely overvalued their
imports into developing countries. By taking into consideration the over-
pricing of imports and the underpricing of exports, repatriated profits,
royalties, and fees repatriated to head office, we could really evaluate the
advantages or disadvantages of MNEs for developing countries. There was
no doubt that the import of technology had a major impact on poor
countries. In fact, the technology dependence was an obstacle to develop-
ment, as when technology was controlled from abroad all funds for R&D
also went abroad.

After these critical studies most of the literature of late 1970s, and of the
1980s and 1990s, has presented MNEs and FDI as positive factors and essential
for economic development and the well-being of societies, rich or poor. Recent
literature, as we show below, is beginning to highlight certain problems in the
relationship between states and MNEs and a new dissatisfaction with the new
world order is beginning to appear as the riots against the World Trade
Organization (WTO) meeting in Seattle (December 1999) illustrate.

The strategy of multinational firms

Buckley and Casson (1998) and Ghauri (1999) suggest that internal
and external pressures on the multinational enterprise in the 1990s are
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producing a new strategic imperative — flexibility. The search for flexibility is
a reaction to external volatility (e.g. in exchange rates) and to attempts
to reduce monopolistic ‘pinch-points’ (e.g. single supply sources, tie-in to
particular locations). The search for flexibility leads to (vertical) disintegra-
tion and foreign direct investments being seen as ‘real options’. This results
in a new ownership strategy with networks of joint ventures and a new
location strategy based on ‘hub and spoke’ operations where central facilities
(e.g. manufacturing) are augmented by decentralized activities (e.g. distribu-
tion). These two strategies can be combined so that wholly owned central
facilities such as finance, production and R&D are combined with dispersed
joint ventures in marketing, distribution and warehousing. The existence of
increasingly integrated regional economic unions (EU, NAFTA) facilitates
this strategy.

The ability of multinational firms to appropriate rent by adjusting their
foreign market servicing strategies, partly in response to national govern-
mental policies (Buckley, 1996), enhances their flexibility and their bargain-
ing power. Buckley shows that the range of policies open to multinational
firms makes broadbrush policies untenable, because in each policy cell
(exporting, licensing, foreign direct investment), government policies will
have both positive and negative effects. Targeted policies, moreover, are
difficult to design, given the dynamics of the firm'’s evolving foreign market
servicing strategies and the links between the different elements in the firm'’s
global value chains.

The result of these strategies is to create uncertainty for the host countries.
Locational policies create difficulties in that multinationals are becoming
more ‘footloose’ and are liable to move ‘offshore plants’ in response to
changing incentives, demand and supply conditions. The search for flexi-
bility also means that multinationals may engineer internal competition
between competing plants within the same firm, with weaker plants being
winnowed out by failures in internal tendering.

The arguments for policy intervention are weakening. Krugman (1994), in
reviewing the arguments for interventionist policies based on externalities
and strategic trade considerations, concluded that the optimal policy set is
so sensitive to technological and behavioural parameters that the results of
intervention are uncertain, even in areas where externality and monopoly
arguments abound. Further, the information available to government policy
makers is likely to be partial, out of date and biased (not in the least
by representations on the part of the rent-seekers). This analysis has impor-
tant implications for bargaining power.

Bargaining power

Arguments about bargaining power between multinationals and govern-
ments have moved on in the decades since the 1970s. The move from
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confrontation to cooperation (Dunning, 1991) or from government policies
as constraint to conflict and bargaining and then to cooperation (Boddewyn,
1992) is a commonplace. However, the nature of the interaction between
governments and multinational firms is much more complex than a simple
two-person game, be it competitive or cooperative. Stopford and Strange
(1991) developed a view that multinationals and governments are colluding
in order to acquire market share for ‘their’ firms. Strange (1997) went further
and argued that ‘globalisation by shifting power from states to firms, has
allowed international bureaucracies to undermine that accountability’. This
leads to dilemmas, not only economic, but also environmental (lacking
countervailing power, corporations polluting the planet) and political (lack
of accountability, transparency and greater insecurity for citizens because
the safety net of the state is eroded). This ‘retreat of the state’ (Strange, 1996)
leads to a vacuum of governance.

Host country policies that have changed in this period include the relax-
ing of controls, increasing incentives to inward FDI, privatization, provision
of guarantees and arbitration. We have seen a trajectory of MNE-emerging
market relations where tension increased during 1950-1975 and then
reduced, whilst the host country gained bargaining strength in the first
period, which relaxed as the MNE gained ascendancy (Dunning, 1992,
1994; Vernon, 1966; Wells, 1998). The reason for these shifts in bargaining
power suggests three alternative scenarios for the future — ‘more balanced’,
‘cyclical’ and a continuation of present trends. Jenkins believes that it is
most likely that a cyclical shift will occur, taking us back to an increase in
host country bargaining power and increased tension. Even those who doubt
this outcome will find much interest in these projections (Jenkins, 1999).
Figure 5.1 illustrates the history of the balance in bargaining between MNEs
and host countries from the 1950s to the millennium with projections

MNEs } Continuation (3)
More balanced (1)
Relative

bargaining
power

Cyclical (2)

Governments Y | | | | I
1950 1960 1970 1980 1990 2000

Figure 5.1 Bargaining power of governments versus MNEs: 1950 to the millennium,
and three future scenarios



90 The Challenge of International Business

indicated after 2000. Recent developments suggest a continuation of current
trends, the MNEs gradually accreting bargaining power.

If we re-examine some of the issues above in the light of the Asian crisis,
we can see that the penetration of northern multinationals in the South will
increase. As asset prices fall in developing economies, more of the firms
denominated in these assets will be acquired by northern multinationals
from strong currency countries. UNCTAD figures show this happening
(1998). The symmetry of the relationship will be further distorted by the
decline of southern multinationals in the North, which will be increasingly
unable to fund outward FDI and which will be vulnerable to takeover,
considering the increasing size and resources of northern MNEs due to a
wave of big mergers and acquisitions. The balance of FDI will thus swing ever
more decisively to the northern firms.

All of this, of course, is not without cost to the multinationals. Prahalad
and Lieberthal (1998) say:

In order to participate effectively in the big emerging markets, multi-
nationals will increasingly have to reconfigure their resource base,
rethink their cost structure, redesign their product development process,
and challenge their assumptions about the cultural mix of their top
managers. In short, they will have to develop a new mind-set and adopt
new business models to achieve global competitiveness in the post
imperialist age.

Prahalad and Lieberthal thus predict the end of corporate imperialism and
amore ‘accommodatory’ stance by multinational firms in emerging markets.
Their position approximates to the ‘more balanced’ scenario.

There are also grounds for believing that bargaining power will continue
to move in the direction of multinational firms. They have a wider choice of
investment locations as new ‘emerging countries’ put themselves forward as
export platforms — usually on a tax-free basis. Their proprietary technology is
widely sought after by host countries and their branded products sell at
a premium to upscale consumers globally. Flexible manufacturing and pro-
duction controlled by IT systems mean that more and more of the activities
of MNEs are footloose. They can use the threat of switching locations to
squeeze concessions from host countries. We thus have reasons to believe
that MNE-government relationship is shifting towards MNEs gaining more
power, as depicted in scenario (3) in Figure 5.1.

States are, however, not without recourse to new reserves of power.
Domicile in national locations still requires state guarantees of security and
underwriting of property rights. Indeed, it is the inability of the states in
transition economies to underwrite such rights, which is a major cause of
their failure to achieve secure growth (Buckley and Ghauri, 1994; see parti-
cularly Casson’s chapter, 1994). Private appropriation of the rewards of
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entrepreneurial activity is a key driver of growth but achieving the legit-
imacy of this process is not easy to accomplish in many societies — notably
where it contributes to the already huge inequalities and where private
wealth has heretofore been discouraged by state institutions. The role of
the state in preventing the growth of corruption (in its own long-term
interests) is becoming a major location factor. These issues are far more
prevalent in developing than in developed countries.

Developed versus developing countries

In the discussion of states versus firms, a special reference is always made
to governments of developing countries. The role of the government and
government bodies from developing countries is relatively more crucial
than the role played by these bodies in developed countries. The govern-
ment bodies in developing countries regulate their economies not only to
secure the best interest of their population, but also to safeguard local
firms. Governments aim to plan their economies to seek goals which they
believe a purely market outcome will not secure. These actions thus take
the stance of developing countries versus developed countries, or govern-
ments from developing countries versus MNEs. Thus, we can expect an
inharmonious conjunction of the strategies of MNEs and governments’
policies. However, we need to consider the fact that markets are not
perfect and both firms and governments are attempting to appropriate
rents in a world of imperfect markets (Buckley, 1996). This opens up the
possibility of collusion between governments and MNEs in dividing rents
and mitigating conflicts between them. The game is not a simple one and
its rules are constantly changing. It is this game which is taking place in a
globalizing world where markets are becoming increasingly interdependent,
and this is critical in allocating the benefits of improving technology, com-
munication, productivity and output.

In terms of strategic decision-making, firms undertake FDI to achieve three
main objectives:

1. ‘Market seeking’: firms invest in countries where they see a large and/or
rapidly growing market, for example, recent investments in China and
India;

2. ‘Efficiency seeking’: firms invest in countries where they can achieve
efficiency in cost reduction due to lower operating costs, for example,
recent investment by Philips and other consumer electronic products
companies in Singapore and Malaysia;

3. ‘Resource seeking’: firms invest in countries to get access to raw materials
or other inputs, for example, investments by oil companies in the Middle
East or textile companies in India and Pakistan.
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Some investments may include more than one of the above elements and
some of the motives are specific; for example, in banking a number of
investments are made because banks follow their home country clients into
the emerging markets. Firms in oligopolistic industries gain economies of
scale and other advantages that enable them to be superior to local compe-
titors in host countries (Hymer, 1976). Moreover, firms choose FDI when the
transaction costs associated with other modes (such as licensing) are higher
(Buckley and Casson, 1976). FDI thus enforces the internationalization of
transactions.

For years, the absence of strong local competitors in most developing
markets was one of the reasons that the FDI flow was predominantly from
the industrialized countries of the North to the developing countries of
the South. The import substitution and protectionist strategies of most
emerging markets made FDI a more viable mode than trade to gain access
to these markets. Now government-induced market imperfections are
declining, there are some strong and competitive local firms that can beat
off the entry of foreign firms. Moreover, as most of the countries are moving
away from protectionist politics and are opening up their markets to all
types of entry by foreign firms, the nature of the resource flow has thus
changed. According to a UNCTC (now UNCTAD, Division on Transna-
tionals) (1992) study, 26 developing countries had already changed over
the period 1977 to 1987 towards more hospitable and less restrictive
policies towards FDI. However, in the last decade macro-economic deter-
minants rather than the micro-economic determinants mentioned above,
have become more important. Factors such as: the investments or capital
flow to countries where it can achieve highest returns, the market size or
potential for local sales and benefits which can be achieved through local
sourcing have become more important (Brewer, 1993; Contractor, 1991;
Pfefferman and Madarassy, 1992).

In addition to the above, it has been suggested that the investments flow
to the markets where a certain level of FDI is already in existence. This leads
to synergetic effects such as foreign firms buying from each other. Moreover,
the presence of a number of foreign firms helps to develop specialized know-
how and skills with regard to the availability of skilled labour, suppliers and
distribution networks. This also means that firms investing abroad go to
countries with a good quality infrastructure, communications, transport,
energy, and a certain degree of industrialization. Thus, it is not surprising
that the stock of FDI in a given country is often a good predictor of future
FDI. It has also been established that although relative cost is still important,
direct labour costs in particular are not as important as previously. On the
other hand, costs related to highly skilled labour and well-educated man-
power have become more important (Pfefferman and Madrassy, 1992).

Privatization (the transfer of productive assets from public to private own-
ership) has been part of most structural adjustment policies in LDCs since
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the 1980s. It has been undertaken to achieve a variety of objectives, such as
enhanced economic efficiency, reduction of financial deficits and reducing
the role of the state. If we summarize experiences with privatization strat-
egies showing that there is now a sufficient body of evidence to review its
progress made and to assess what works and what does not, we end up with
the cautionary point that privatization alone is unlikely to ease significantly
the burden of the state-owned sector in many less developed countries.

The emergence of China as a major player in the world economy has
already had an impact equal to that of Japan in earlier decades of the post-
war world. An initial, almost blanket acceptance of FDI has now become
more targeted in terms of priority sectors and regions. China represents a
non-uniform environment for the inward investor and there are currently
difficulties in the implementation and transparency of business law, con-
tractual difficulties, regional differences and uncertainties about the direc-
tion of future economic policies. These challenges need to be addressed by
careful adaptation of company strategies.

We are in a state where MNE-host country relations in middle-income
countries have fully emerged onto the world stage, leaving behind a group of
largely inert less developed countries which have so far been bypassed by
globalization. Increasing location ‘tournaments’, to attract FDI, may have
reduced the benefits to the host countries as have the increasing skill of the
managers of MNEs in making their investments more ‘footloose’. Corres-
ponding skills on the part of host countries to make FDI sticky are not
developing at the same rate. Differences within developing countries may
lead to divergence between those which can develop the velocity to catch up
and those which will fall behind as the world economy becomes more
interdependent.

In both advanced and less developed countries, the period from the mid-
1970s to the millennium has generally been one where the activist functions
of the state have declined. This has been more true in equity-related policies
(the right-hand side of Table 5.1) than in addressing market failure. Indeed,
the role of the state at the turn of the millennium is much more related to
market-enhancing policies than heretofore. On the left-hand side of Table 5.1,
the state has become more active in addressing externalities, regulating mono-
poly and attempting to redress information imperfections than in previous
decades. The prevailing fashion for ‘competitiveness’ has led to increasing
attempts to go further than this in fostering ‘dynamic comparative advantage’
by subsidizing and otherwise encouraging clustering of industry (often in a
fashion which is competitive with other states) — even within a customs
unions (the EU is a prime example) and encouragement of ‘indigenous’
research and development (Cantwell, 1989).

These market-enhancing state policies, fuelled by the rhetoric of competi-
tiveness (Porter, 1990), have encouraged competitive bidding for inward
foreign direct investment and led to escalation in the effective locational
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subsidy for multinational firms. As the next section shows, there has been no
effective international control, or even coordination, of the process.

Following the collapse of the state-dominated and centrally planned
economies, the Asian crisis and firms increasingly gaining monopoly
powers, there is a general feeling that the functions of state require reformu-
lating and refocusing. The main problem in redefining the state’s role is that
the basic conditions are constantly changing. Market failure and the con-
cern for equality provide for economic rationale for government interven-
tion. However, there is no guarantee that any such intervention will benefit
society. As we have seen in the Asian crisis, government failure is equally
possible as market failure. Thus, the challenge is to see that the political
process and institutional structures get the incentives right, so that the
interventions actually improve social welfare (IBRD, 1997). The task of the
state is first to match the state’s role to its existing capability - to establish
the institutional rules and norms that will enable the state to provide
collective goods and services efficiently — and secondly, to reinvigorate the
state’s capability through rules, partnerships, competitive pressures, outside
and within the state. According to IBRD, the functions of the state can be
represented as a continuum from activities that should not be undertaken
without state intervention, to activities in which the state plays an activist
role in coordinating the market or redistributing assets, as illustrated in
Table 5.1.

First, countries with low state capability need to focus first on minimal
basic functions, such as: provision of public goods, such as property rights,
macroeconomic stability and basic infrastructure. Second, there are inter-
mediate functions such as the management of environment, regulation of
monopolies and provision of social benefits. Again, in these functions it is
not a question of whether the government should or should not intervene,
but rather how best to intervene. In this case, government can work together
with market and society. Third, states with strong capabilities should play
a more active role in dealing with problems related to market imperfections.
Experience from the Asian crisis has strengthened the view that states should
play an active role in promoting markets through industrial and financial
policy. Rethinking the role of the state also means that it has to explore alter-
native instruments and ways to enhance the effectiveness of its policies.
The regulatory role of the state has become broader and more complex
than before. The regulatory action needs to fit with the capabilities of
state regulatory agencies and the sophistication of the market. The state’s
responsibility for providing basic services — education, health, etc. — has
become doubtful. The state’s responsibility has to be based on its capabilities
and the relative strength of the market and society. To protect the weaker
part of society and to improve equality it has to differentiate between
insurance against the unexpected (unemployment, etc.) and providing
a minimum level of living conditions for the poorest.

lvww.ebook3000.con)



http://www.ebook3000.org

Globalization and the End of Competition 95

Table 5.1 Reinvigorating functions of state

State capabilities Handling market failure Improving equality

Minimal functions Providing basic public Protecting the poorest
goods and services

Intermediate Management of Providing social insurance

functions environment

Regulating monopolies
Providing social benefits

Activist functions Coordinating markets Redistribution of assets
and private activities

Source: Based on IBRD (1997: 27).

Decline of competition

This scenario takes place against a world economy that exhibits strong signs
that, in many markets, competition is decreasing. This exacerbates problems
where little countervailing power exists. At least six factors may be adduced
for the argument that globalization is associated with the decline of com-
petition in many markets. These are:

1. The oligopolistic structure of markets and the associated strategic
behaviour of multinational enterprises;

2. The emergence of alliance capitalism and the competition-reducing
practices of alliances;

3. Regionalization and its associated internal consolidation and external
protection;

4. The decline of anti-trust and anti-monopoly policy implementation;

5. The ability of multinational firms to become (or to be seen as) ‘insiders’
rather than ‘outsiders’ in national markets;

6. Control of information and knowledge management in multinational
firms.

The culmination of these trends is to accent the political skills of lobbying
and shelter seeking (insider status) over the economic value of activities. The
result is that ineffective and imperfectly informed governments are unable
to act to restore any kind of competitive equilibrium.

In a sense, the nature of global oligopolistic competition is ‘old news’. Its
effects were analysed by Knickerbocker back in 1973. The intensity of this
behaviour has increased as cross-border entry, particularly by merger and
takeover, has become more commonplace (Flowers, 1976, Ghauri, 1999).
Threats to a global oligopolistic world market share may be met by a welfare
suboptimal strategy of takeover or pre-emptive entry into a market where
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the oligopolist knows that profitable operation cannot take place. It is,
however, preferable than allowing a rival player to have a sheltered base
from which to mount a strategic attack (Lenway et al., 1996).

Such strategies are reinforced by alliances designed to ‘regulate markets’ or
‘enforce conformity to industry standards’. Competition between alliances
of firms, rather than unitary firms, has become the norm in industries such
as airlines. Cooperation, rather than competition, may sound a good slogan,
but alliances may have deleterious effects on those shut out of them, on
those coerced into membership, and on suppliers and customers who
become much more price takers.

Regionalization, the consolidation of national economies into trade and
investment blocks, often implies increased concentration of industry. The
EU is perhaps the best example of this.

The inability of individual nation states’ laws to act against monopoly,
oligopolistic practices and cartel-like behaviour in alliances, is of course
exacerbated by the regional strategies of multinationals and despite the
extraterritorial nature of some countries’ laws (e.g. US anti-trust laws), glob-
alization provides shelter from such legislation.

Eden and Molot (1993) examine the ways in which foreign-owned companies
become insiders (in the case of the North American automobile industry).
Insinuation, through lobbying and seeking government shelter, enables the
companies to become insiders and raises the question ‘Who is us?’ (Reich, 1990).

The control of information within multinational firms and strategies to
prevent its diffusion, whilst appropriating rents from proprietary knowledge,
are a key focus for public policy and business strategy (Buckley and Carter,
2000). The privatization of public knowledge provides a real challenge in the
new global economy.

However, there are countervailing trends. The entry of e-commerce as a
major factor in global competition is breaking some existing monopolies
and providing competition at crucial points in the value chain. This results
in fragmentation of existing competitive structures and may well result in
a new wave of consolidation. These effects are not confined to the developed
world and may well have some direct effects on low-cost labour locations,
extending the ability of firms to control ‘offshore operations’.

The Asian crises might, in the short term, be regarded as increasing com-
petition by breaking down sheltered domestic monopolies but, on a global
scale, they may have removed independent (nascent) multinationals. The
potential destruction of ‘infant industry’ competitors by takeovers of the
newly cheap firms in emerging economies, may, in the longer run, have
a detrimental effect on world competition.

Indeed, new circumstances force a reconsideration of the correct level of
analysis of competition. Should it be assessed at global, regional or national
levels? It is clear that large-scale consolidation of activities by multinationals
at regional level within, for example, the EU and NAFTA, make this an
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appropriate analytical domain. In matters of international financial flows,
the global market may well be the crucial one. Competition issues within
individual markets have to be considered against this background.

Further, competition must be assessed in the dynamic context. The role of
oligopolistic structures in fostering innovation was highlighted by Schump-
eter and has been a feature of economic discourse for centuries, from Smith
to Marx to Marshall and Schumpeter. The ‘creative destruction’ wrought by
new combinations of factors of production is needed to push firms and indus-
tries on to new levels of attainment. The question of the reality of this picture
and the extent to which there is a trade-off between innovation and market
power remain matters of ideological dispute and contradictory evidence.

Distributional issues

The argument that trade and FDI in globalization damage the interest of
workers mirrors the arguments in the 1970s of the detrimental effects of
outward FDI on the USA and UK (Bergsten et al., 1978).

The argument now is that trade (and FDI) redistribute income away from
unskilled workers, towards capital and skilled (knowledge) workers. Krugman
(1994) has continually made a powerful argument that trade, based on com-
parative advantage, is a non-zero sum game. Partly this argument rests on
the view that government policies are based on imperfect information.
However, technological innovation may be the major culprit in eroding real
wages for unskilled workers.

There is a further element of severe inequality in the world economy and
that is the extent to which poorer nations attract inward foreign direct
investment. The data in Table 5.2 show that:

1. FDI goes to a minority of less developed countries;
2. There is a very uneven distribution amongst less developed countries in
the amounts they attract.

In 1999, China was the recipient of almost 5 per cent of world FDI and
more than 20 per cent of FDI in developing countries.

Societies living with ineffective states have long suffered the consequences
in terms of postponed growth and social development. There are great dan-
gers of ineffective governments, such as political and social unrest, disinteg-
ration, loss in productive capacity and human misery. Well-functioning
markets are considered the most efficient means to provide social justice.
But it is not always true, as markets often undersupply a range of collective
goods necessary for the benefits of society. These goods can include
basic infrastructure, literacy, and employment opportunities.

Provisions for basic education, health and other social services can help
achieve a better match between roles and capabilities. In the long run,
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Table 5.2 Inflows of foreign direct investment by region, 1996-99 ($ billion)

1996 1997 1998 1999
World of which: 363 468 660 827
Developed countries 212 276 468 609
® Western Europe 116 138 246 -
® FEuropean Union 109 128 237 269
e Other western Europe 8 9 9 -
® Japan - 3 3 -
e United States 76 109 189 -
Developing countries 139 173 174 198
e Africa 6 8 9 10
e Latin America and the Caribbean 46 68 73 97
® Asia 85 96 90 91
West Asia 4 S 4 -
Central Asia 2 3 3 -
South, East and South-East Asia 80 88 83 84
of which China 40 44 43.5 40
® The Pacific - - - -
Central and eastern Europe 13 18 19 20

Note: Due to rounding, the sum of the subregions might not add up to the total.
Source:  World Economic Situation and Prospects 2000, United Nations, New York, and
The Economist, 8 April 2000.

investment in people will cut poverty and create basic living conditions for
the most vulnerable. This can be achieved through social assistance pro-
grammes to help the poorest and through unemployment and other social
insurance programmes to support the poorest or lowest level of workforce.

Some developing countries have experimented with social assistance meas-
ures for meeting the basic needs of the poorest, ranging from cash assistance
to subsidization of labour-intensive public or private works. In many coun-
tries, however, these programmes have failed to achieve their objective of
protecting the most vulnerable (IBRD, 1997).

Conclusion

There is likely to be an upsurge of critical material on globalization, and
specifically on the role of MNEs’ rent-seeking behaviour which fosters
globalization. This literature will mirror the critical literature of the 1970s
in some ways but will also have some new features. The revisiting of extant
issues will include competitive issues, issues of bargaining and lobbying, and
labour-related questions such as the export of jobs. Issues likely to have
a renewed focus are those relating to regional integration, insecurity of
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tenure (both of multinationals in individual locations and workers within
multinationals), questions of monopolistic practises, and a focus on envir-
onmental damage and cultural issues.

Our analysis suggests that a new research agenda is likely to emerge in the
new millennium. This agenda concerns the external impact of the strategies of
the leading multinational firms as they consolidate their hold on the global
economy and as they accrete the power that comes from control of scarce
knowledge resources. Combined with economic abundance, the new develop-
ment raises threats such as economic insecurity, political instability and cul-
tural decay leading to further imbalance in equality. The resulting insecurity felt
by citizens is likely to be exacerbated by the declining ability of individual states
to provide a safety net. Attention to the empirical reality of these issues, their
extent and impact, is a key focal point for international business researchers.
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Trust in International Joint Venture
Relationships

with Margreet F. Boersma and Pervez N. Ghauri

Introduction

International joint ventures (IJVs) are frequently stated to be increasingly
popular but with significant managerial dissatisfaction in their operations
(Madhok, 1995a). Therefore, a great deal of attention has been paid to the
performance of IJVs (e.g. Contractor and Lorange, 1988; special issue of JIBS
no. 5, 1996; Hyder and Ghauri, 2000). Particular emphasis has been placed
on the dynamic processes within IJVs, including conflict resolution strat-
egies (Lin and Germain, 1997) and the development of trust between the
partners (Parkhe, 1993b; Madhok, 1995b; Arifio and Torre, 1996).

This chapter examines the development of trust in [JVs over time. Many
scholars have recognized trust as a key factor in improving the performance
of IJVs (including Gabarro, 1978; Granovetter, 1985; Parkhe, 1993a; Ganesan,
1994; Ring and van de Ven, 1994; Nooteboom, 1996; Uzzi, 1997). Our
approach is to formulate propositions based on transaction cost process
analyses in which trust is seen as both an input and an output in various
stages of development of the IJV. Trust reduces transaction costs because it
‘economises on the specification and monitoring of contracts and material
incentives for co-operation’ (Nooteboom, 1996, p. 989). Buckley and Casson
(1988, p. 32) argue that the firm essence of voluntary interfirm cooperation
lies in ‘coordination effected through mutual forbearance, which in turn
becomes possible where there is reciprocal behaviour and mutual trust’.
When trust is present, managers will find ‘ways by which the two parties
can work out difficulties such as a power conflict, low profitability and so
forth’ (Sullivan and Peterson, 1982 in Dwyer et al., 1987, p. 23).

The emergence of trust is a process. Every process has inputs and outputs.
The process is likely to be recursive, not linear. However, it is useful as a first
approximation to build a linear schema of the trust development process,
and this we do below in developing our research propositions.
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The following section explains the notion of trust, its dimensions and
sources ending with a formal definition. We then examine a transaction
cost approach to trust, and a process model is introduced. The four IJV cases
are then examined, and the model is applied to their development. The
conclusion presents refinements to the initial model.

Explaining trust

The first question is whether trust is simply a subset of risk taking (Corazzini,
1977; Gill and Butler, 1996; Luhmann, 1988) or whether it has a more moral
basis (Hosmer, 1995; Craswell, 1993). In this discussion, trust is exemplified
as an explanation of particular behaviour; for example ‘X loaned some
money to Y. What might explain X’s behaviour?’ (Craswell, 1993, p. 487).
Deutsch (1962) argues that trust arises only when the expected loss is greater
than the expected gain, otherwise ‘trust would be a matter of simple eco-
nomic rationality’ (Hosmer, 1995, p. 381). This is in line with Williamson'’s
(1993) presumption of opportunism and calculative behaviour. He believes
that actors who seemingly take a leap of faith are mostly behaving in a self-
interested way. Williamson thus argues that trust is not the right word to use
in such cases. Craswell (1993), however, also recognises instances in which
individuals take leaps of faith because they trust others. He thereby acknow-
ledges that actors do not always act from calculative motives (see also Rempel
et al., 1985; Luhmann, 1988). Some definitions only emphasize (an absence
of) negative behaviour (e.g. Nooteboom, 1996), including cheating, while
others focus on more positive conduct, such as doing more than is expected
(e.g. Sako, 1992). Madhok’s (1995b) explanation starts from a presumption of
opportunism, but then goes on to observe (from four interviews) the growth
of trust, while Das and Teng (1998) suggest that trust is strongly related with
control.

Dimensions of trust

Authors have used different dimensions of trust and distrust (see e.g. Lewicki
et al., 1998; Bigley and Pearce, 1998); however, in order to define trust, we
follow Sako (1992) who makes clear distinctions between three different
dimensions of trust in interfirm relationships. The dimensions she distin-
guishes are: contractual-based trust, competence-based trust (Ganesan, 1994
combines both promissory-based trust and competence-based trust into the
label ‘credibility’) and goodwill-based trust (other labels for this type of trust
are, amongst others, character-based trust (Gabarro, 1978), behavioural trust
(Nooteboom, 1996) and benevolence (Ganesan, 1994)).

Promissory-based trust arises from the explicit written or oral agreements
that partners make during the joint venture relationship. When making
such agreements, a party should be relied upon to keep to that agreement.
Our definition of promissory-based trust follows: ‘an expectation that a party
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can be relied upon to carry out a verbal or written promise’. The second
form, competence-based trust, refers to ‘an expectation that a party will per-
form its role competently’ (Barber, 1983, p. 15).

The third dimension, goodwill-based trust, is explained by Sako (1992,
p- 39) in the following way: ‘The key to understanding goodwill-based trust
is that there are no explicit promises which are expected to be fulfilled, as
in the case of contractual-based trust, nor fixed professional standards to
be reached, as in the case of competence-based trust.” This, then, is a less
self-interested, non-egotistic form of trust.

Sources of trust

Is it possible to use the term ‘trust’ when one person believes that the other is
acting in a trustworthy fashion for other than moral reasons (Hosmer,
1995)? Cooperative behaviour can occur even when the motives are material
advantage or fear of sanctions (Buckley and Casson, 1988). So X believes Y
will keep a promise because X thinks that Y has a clear self-interest in being
‘trustworthy’. Table 6.1 represents a schema examining the determinants of
cooperative behaviour that classifies its determinants into micro/macro
determinants and egotistic/non-egotistic motives (Williams, 1988). The
range of motives underlying trust can range from material advantage and
fear of sanctions to an ethical stance based on superordinate goals and
personal emotions.

Our formal definition of trust thus is: ‘on expectation that a party can be
relied on to keep to agreements (promissory), will perform its role compe-
tently (competence) and that the party will behave honourably even where
no explicit promises or performance guarantees have been made (goodwill)’.
This is a wider definition and, as we shall see, it may be necessary to uplift
the concept back into its component parts in practical situations.

The role of trust in 1JVs: a transaction cost approach

The distinctive characteristic of a joint venture, which is shared ownership,
is also its key problem (Killing, 1982; Beamish and Banks, 1987; Hennart,

Table 6.1 Determinants of cooperative behaviour/sources of trust

Macro Micro

Egotistic Coercion or fear of sanctions Material advantage or ‘interest’
from some authority (God, law)

Non-egotistic Ethics: values/norms of Bonds of friendship, kinship
proper conduct or empathy; emotions

Source: Williams (1988).
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1988; Geringer and Hebert, 1989). Shared control implies two or more
companies deciding the strategic direction and operational issues of the
joint subsidiary. Shared control brings with it increased transaction costs.

Transaction costs have both ex ante and ex post elements. Ex ante transac-
tion costs include drafting, negotiating and safeguarding an agreement.
They can be quantified by examining actual costs (mainly management
time) of the agreement process and examining the insurance costs of default.
Ex post transaction costs are more complex. They include:

1. The adaptation costs incurred when transactions drift out of alignment
with the terms of the agreement;

2. The haggling costs incurred if bilateral efforts are made to correct ex post
misalignments;

3. The set-up costs and running costs associated with the governance struc-
tures (either in the courts or outside them) to which any disputes are
referred; and

4. The bonding costs of effecting secure commitments.

Ex post costs are not easily quantifiable prior to the implementation of the
agreement because they include an element of uncertainty. (How likely is it
that the partner will default on the agreement?) This implicit probability
exists in the minds of the executives entering the agreement. It is difficult for
the executives to articulate the complexity of these issues and, hence,
‘The transaction costs that are really there, in the sense that they determine
the outcome are those transaction costs that are perceived by the manager
(or managers) who make the decisions’ (Buckley and Chapman, 1997,
p. 139).

The role of trust can now be seen in clear focus. Trust is a transaction-cost-
reducing mechanism that lowers the subjective risk of entering into an
agreement. Both ex ante and ex post elements are reduced by trust. Costs
of negotiating are reduced (perhaps legal trappings are replaced by ‘a gentle-
man’s agreement’) and the subjective probability of ex post transactions
failure declines when the parties trust one another.

Buckley and Casson (1988, p. 32) approach the issue of trust by defining
cooperation as ‘co-ordination effected through mutual forbearance’. For-
bearance is refraining from cheating (avoiding opportunism in Williamson’s
1975 term). Cheating may take a weak form - failing to perform a beneficial
act for the other party, or a strong form — committing a damaging act. The
incentives for forbearance arise from the possibility of reciprocity, leading to
mutual forbearance. Parties that are observed to forbear may gain a reputa-
tion for this behaviour, which makes them potentially attractive partners for
others. The parties to a successful agreement may develop a commitment to
mutual forbearance, which cements the partnership, and, in this way,
mutual trust is created, which alters the preferences of the parties towards
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a mutually cooperative mode. Thus, short-term, self-interested behaviour
becomes converted to cooperative trusting behaviour, with beneficial
transaction-cost-reducing results. This analysis is suggestive of a process
method of analysing the key issue of developing trust in intracompany
relationships.

A process model of trust

The main problem is ‘how can trust be developed between parties within [JV
relationships?’ Here, the development of trust is analysed within a process
framework (illustrated in Figure 6.1), based on Ring and van de Ven (1994)
and Larson (1992). The framework provides the basic concepts for our
model, but it is further formalized into discrete stages of development.

The process framework indicates that trust in IJVs will develop through
four different stages. The first stage is the previous history. This is the stage
before the parties meet to negotiate the joint venture. During this stage, one
party may construct an initial mental image of the other party with whom
they will create the joint venture. The parties come together in order to
negotiate the joint venture during the negotiation stage. ‘In the commitment
stage, the will of the parties meet, when they reach an agreement on the
obligations and rules for future action in the relationship’ (Ring and van de
Ven, 1994, p. 98). ‘In the execution phase, the commitments and rules of
action are carried into effect’ (Ring and van de Ven. 1994, p. 98). Renegotia-
tions may take place after each period of execution during official board
meetings. When one or both parties cannot maintain the commitment, the

(RE-)NEGOTIATIONS

( formal bargaining >
informal sense-making

PREVIOUS HISTORY

EXECUTIONS COMMITMENTS
<> role interactions <formal legal contract>
personal interactions> psychological contract
Figure 6.1 A process model of the development of trust in IJV relationships
Source: Based on Ring and van de Ven (1994) and Larson (1992).
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IJV relationship will cease to exist. Having described these stages and the
dimensions of trust, the following two subquestions arise:

e Do all three dimensions of trust develop in each stage or do different
dimensions of trust develop in different stages?
e What are the sources of trust and do they change over time?

These questions are relevant to purely national joint ventures, as well as IJVs.
However, there are purely international issues, which we highlight below.
The conceptual model that we derive for analysis is presented in Figure 6.2.
It combines the concepts of Williams (1988), Ring and van de Ven (1994),
Larson (1992) and Sako (1992). The model suggests a sequential process,
arbitrarily broken into stages with each stage having both inputs and

Type of trust
Time [Stage] Input Output and generated
Stage 1| * Knowledge of ¢ Negotiation * Promissory
Previous history partner’s previous stance e Goodwill
—_— gi:;ourtyation « Competence
L]
Prior exchanges
- S_tagez * Negot?aﬂon stance o Commitment ¢ Promissory
Negotiations | ::E:\iliiﬂ?n o Goodwill
Stage 3 f . izati i
; e Commitment Formalization of o Goodwill
— CommltsTaegn; commitment * Promissory
Stage 4 | » Promise of successful « Execution * Goodwill
Execution | execution e Competence
. I,_—'—'_’__,_f————""'—_’
Future IJVs

— | ‘Previous history’ for
next generation

Figure 6.2 A process model of the development of trust in IJVs
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outputs. Based on the literature, reviewed earlier, and our framework, we
derive the following propositions:

Proposition 1: The development of trust can be examined as a sequential
process. These inputs build on the previous stage and represent the genera-
tion of trust from interactions in the earlier stage. The output of trust feeds
into the next stage of the process. Trust can either be generated de novo or
can result as part of the ongoing process. It should be noted that at any stage
mistrust (or distrust) can also be generated as an input into the next stage.

Proposition 2: The development of trust as a sequential process can be
broken into stages where the output of a preceding stage can be regarded
as an input into the next. The input of Stage 1 (Reputation) will be affected
by the output of past joint ventures, and firms will build their reputation for
successful joint venturing by generating trust from previous IJVs, which can
be observed directly by their partners and indirectly by future, potential
partners.

Proposition 3: The history of previous IJVs represents the final stage (input)
of the process of building trust.

Proposition 4: The negotiations stage has an input from previous history of
IJVs and generates on output ‘commitment’ to the next stage of trust build-
ing.

Proposition 5: The commitment stage has an input from negotiations and
an output to the execution stage of the IJV.

Proposition 6: The execution stage has an input from the commitment
stage and (observed) output to the next generation of [JVs (as the ‘previous
history’ of the partners). These propositions are shown diagrammatically in
Figure 6.2.

The four case studies

The case research method is appropriate to the study of the development of
trust over time (Yin, 1989; Stafford, 1995; Parkhe, 1993b). The aim of this
research is to study development over time, and so we wanted to examine
joint ventures that varied in the length of time they had existed. Secondly,
we were interested in international as opposed to national joint ventures.
Hence, the joint ventures should have at least one foreign partner. However,
in order to constrain cultural differences between the cases, and thus to
reduce a major source of variation, we selected joint ventures with foreign
partners from countries with similar cultures. All the partners are from EU
member countries. The cases that we selected are (1) ABG, (2) Kemax, (3) LAP
and (4) DSM-BASEF. It was felt that relative cultural closeness would allow us
to focus on issues of trust, which might be obscured if wide cultural differ-
ences were encountered. The limitations of the use of only four examples of
IJVs needs to be borne in mind throughout the chapter. The cases are not
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chosen to be representative of the population of IJVs, but as illustrative
material against which to demonstrate the testability of our propositions.

1. ABG is a joint venture between Gamma in Scandinavia and Alpha and
Beta in The Netherlands. ABG was established in 1976, is located in The
Netherlands and produces an intermediate chemical product. Alpha and
Beta each hold 30 per cent of the joint venture’s equity, Gamma holds
40 per cent. All the three parent companies are users of the output of the
joint venture ABG. Each parent achieves security of supply, gains econo-
mies of scale in the production of the intermediate by ABG and shares
risks (Figure 6.3). In addition, the venture reduces competitive bidding
between the parents for the input and raises the possibility of collusion
between them. This is a classic case of an indivisibility in part of the
supply chain leading to an IJV solution.

2. Kemax is a joint venture between Kemira, Sweden and Akzo Nobel, The
Netherlands. Kemax was established in 1993, is located in The Nether-
lands and also produces a chemical product. Kemira holds 51 per cent of
the joint venture’s equity, Akzo Nobel owns the remaining 49 per cent.
The production processes of the joint venture and Akzo Nobel are con-
nected to each other (see Figure 6.4). Akzo Nobel produces an intermedi-
ate product as a by-product of its main production process. The joint
venture Kemax distillates this by-product from the main stream of waste
and sells the product via the marketing channels of Kemira. The advan-
tages for Akzo Nobel and Kemira of this joint venture are clearly not the
same. Akzo Nobel gains extra profitability and environmental benefits
from the recovery of the by-product (which was previously dumped at
seal). Kemira gains access to a production source without meeting all the

Partner
A
Joint venture Partner
ABG B
Pagner
Producer of intermediate Users of intermediate
product product in their production
processes

Figure 6.3 The physical structure of the joint venture ABG
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main product

Partner by-product _ | Joint venture | Partner
Akzo Nobel Kemax Kemira
Producer of intermediate Produces intermediate Uses and sells the
product as by-product product in its pure form intermediate product

Figure 6.4 The physical structure of the joint venture Kemax

set up costs. Again, an important indivisibility (between Akzo Nobel’s
main product and the joint venture’s by-product) is a key factor in the
choice of an IJV.

3. The third case came about because of a complex privatization in Portugal
where the joint venture LAP is located. The Dutch partner Hoogovens
supplies a basic input to the (newly privatized) joint venture LAP, which it
entered because it wished to secure supply of its output to the new
company. The French partner Usinor operates at the same stage of
production as the later stages of activity carried out by LAP, and it wished
to ensure prices and quality at the output stage. The French and Dutch
companies share ownership 50 : 50 (see Figure 6.5 and Table 6.2).

4. The fourth case is analogous in physical structure to Case 1. The joint
venture DSM-BASF produces an intermediate product, which is supplied
to the partner companies for further processing (Figure 6.6). The owner-
ship is shared 60 per cent by the Dutch company DSM and 40 per cent by
the German company BASF.

All IJVs present examples of barriers to full merger. In the first case, none of
A, B or G wish to wholly own the joint venture production as they would
have to ensure the sale of the excess production or run the plant at less than
the optimal scale. In the second case, the joint venture Kemax is merely
using a by-product of Akzo Nobel’s main business, and it would be infeasible
for Kemira to buy the whole of Akzo Nobel’s production just to obtain access
to the by-product. As Table 6.2 illustrates, only Case 3 is a completely
symmetrical joint venture (Makino, 1995). It is a classic symmetrical case
in that ownership is shared 50 : 50 and the physical structure is identical for
the two partners (Figure 6.6). This presents a useful benchmark for the three
non-symmetrical cases. The four cases thus have important commonalities.
They are all IJVs with a Dutch partner. They are all structured so as to
manage the flows of intermediate products linking the [JV with the parents
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Produces basic goods as input into
Partner the first stage of production in
Hoogovens | joint venture LAP

Joint venture

LAP
Two stages of
production: v
Stage 1
‘ Operates at same stage of
Stage 2 ':;Zri?: rr production as later stage of
production of LAP
Y l
output output

Figure 6.5 The physical structure of the joint venture LAP

(although in different configurations). They are all trans-EU ventures. From
these basic commonalities, we are able to proceed with confidence to apply a
focus on the long-term study of the development of trust.

The unit of analysis encompassed the board members and people from the
management team of the IJV (MIJV). Tracking the joint venture in real time

Table 6.2 Ownership structure of the four IJVs

Joint Ownership share

venture name
The The Foreign partner
Netherlands 1 Netherlands 2

1. ABG Alpha Beta (30%) Gamma, Scandinavia
(30%) (40%)

2. Kemax Akzo Nobel - Kemira, Sweden
(49%) (51%)

3. LAP Hoogovens - Usinor, France
(50%) (50%)

4. DSM-BASF DSM - BASF, Germany
(60%) (40%)
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Partner
DSM
Joint venture
DSM-BASF
Partner
BASF [
Producer of Users of
intermediate product intermediate product

Figure 6.6 The physical structure of joint venture DSM-BASF

was not possible, so we collected retrospective data by interviewing most of
the current board members and the MIJV, as well as former board members
who were representing their company during the creation of the joint
venture. A complementary advantage of interviewing delegates from the
several parents was that the reliability of the stories was checked. The total
amount of interviews was 16, which lasted, on average, one hour and a half.
During the interviews, we used a semi-structured questionnaire. Following
Ring and van de Ven (1994, p. 112), we let the respondents focus on critical
events during the lifetime of the joint venture. In addition to these inter-
views, we obtained written documents on the history of the companies.
Second, we were allowed to read the minutes of the board meetings. Third,
we used public information such as annual reports, public relations material,
press releases and information from the World Wide Web.

The interviews were tape-recorded and fully transcribed. The transcribed
reports were sent back for factual data verification. The data were analysed in
three steps (Miles and Huberman, 1994; Strauss and Corbin, 1990). Firstly, the
transcribed interviews were broken into meaningful segments. Each segment
brought out a major idea that was coded and summarized in a one- or two-line
sentence. The interpretation of the quote was verified by sending the format
back to the respondents. After the meaningful segments were coded, we
grouped them into the dimensions of trust that were specified in the section
above. The result of this second step was a convenient arrangement of the
interview’s segments. Based on this coding, we analysed the cases.

Test of the propositions

This section tests the propositions of the model using the four case studies as
examples. The discussion of each stage examines the three dimensions of
trust contained in our definition. Our more general propositions (Proposi-
tions 1 and 2) are examined in the concluding section.
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Proposition 3: previous history

This stage proved to be a valuable period of time to learn about the prospec-
tive partner. We found three factors that established a basic level of trust,
namely prior exchange between the companies on an organizational level
(two cases); direct personal contact between the initiators (two cases); and
the overall reputation of the company (four cases). Through prior exchange
Akzo Nobel and Kemira had learnt about each other’s competencies. It even
happened that Kemira bid for a part of Akzo Nobel before Akzo Nobel
acquired that part. Usinor bought raw materials from Hoogovens ‘for years’
before they began the IJV.

Direct personal contact between the initiators of Kemax and DSM-BASF
gave an insight into their behaviour and character. Because they operated in
the same industry, they had met each other before at trade fairs. During
these meetings, it appeared that the people who had to set up the IJV could
get along with each other and that they could be taken at their word.

The reputation of the company played a role in all cases. For example,
Kemira’s market position was a sign for Akzo Nobel that Kemira was a
valuable partner. Gamma knew Alpha and Beta as ‘leading companies in
the petrochemical industry’. Alpha and Beta also believed that Gamma
would become a strong partner. An example is Alpha’s and Beta’s reaction
to Gamma’s plans for building a plant near their plant: in order to prevent
competition, they contacted Gamma for possible cooperation instead of
competition. DSM regarded BASF as its ‘best competitor’. “They had particu-
lar resources that we liked to have. In this way, we gained an insight into
their competencies’ (DSM). Figure 6.7 presents the three factors that set an
initial level of trust between the partners: direct personal contact, overall
reputation and prior exchange. This is a more nuanced approach than the
usual designation of reputation effects.

Proposition 4: negotiations

Most of the interviewees stressed the importance of mutual economic
advantage. The conviction that the other party would benefit from a joint

Promissory-based trust

1. Direct personal contact (Kemax and DSM-BASF) Goodwill-based trust

2. Overall reputation of the company (all cases)

3. Prior exchange (Kemax and DSM-BASF) /

Figure 6.7 Factors affecting the development of trust from the firms’ previous history

Competence-based trust
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venture strengthened the belief that they would behave in a trustworthy
fashion, because such behaviour would be in their self-interest. In addition
to this key foundation of trust, we found a number of other ways by which
trust developed. The managers of Kemax already started with a basic level of
promissory-based trust. Therefore, the psychological process of constructing
a perception about the other’s trustworthiness took less time. Promissory-
based trust was magnified through the actual behaviour of the other:

When somebody says ‘I will sell 100.000-ton,” you can only check that
after three years. So maybe it starts in a very common way, that somebody
says he will be somewhere at eight and he is there at eight. In this way
somebody builds a reputation of ‘a man a man, a word a word’ (Kemira).

The parties of ABG started without any prior experience with each other
before this joint venture. Only general knowledge about the company as a
whole was available. Hence, promissory-based trust and goodwill-based trust
between the people had to be built up. This was done in a variety of ways.
The following quote illustrates how Gamma tried to assess whether the
others could be taken at their word and whether they were sincere:

You have to make up your mind whether the fellows on the other side of
the table are just like yourself. I said to myself, I am open, what I am
saying I can stand for, I am always truthful, not trying to put in some
snares. We are like that, so why shouldn’t the people on the other side of
the table be of the same kind? And that you discover fairly quickly
(Gamma).

Hence, the respondent used his own trustworthy behaviour as a reference
point and trusted his partners until the opposite was proven. Stated differ-
ently, he started with trust instead of distrust. Such an attitude also ema-
nated from the belief that only by acting in good faith could good business
deals be made. The Alpha delegate also started with trust. His attitude
resulted from considering himself as being naive, from lessons from other
joint ventures and from the idea that the joint venture was a business
opportunity and not a necessity. Hence, when people were not to be trusted
(and he would use his own judgement and intuition in order to find this
out), he would quit negotiations. In order to come to an opinion, social
meetings (like dinners before the official meeting) played an important role.
These meetings facilitated a setting in which the delegates could make up
and adjust their perception about each other, thereby discovering that they
could get along with each other that trust could be built. Competence-based
trust already occurred in the former stage, but could not be proven during
this phase. Keeping promises in situations of minor importance gradually
leads to a reputation for trustworthiness. Competence in these minor
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matters leads to competence-based trust even where (as in the DSM-BASF
case) openness was not assumed by either party at the outset. The solution
here was effected by frequent face-to-face meetings, to which purely social
meetings were added. This led to the building of common interest by the
individuals involved and knowledge of more subtle details of each other,
such as body language. Examples include:

You get to know people better, including their body language. I am better
able to understand the way the other person thinks and feels. The people
know each other by now, and when mister X says something, you know
that it is the truth (Gamma). And, what was very essential was that we
liked each other a lot. We appreciated and respected each other, and
when such a basis is lacking, you can simply forget about the whole thing
(DSM).

The whole process towards the joint venture has a strong influence on
the development of personal relationships. Our process towards the
establishment of the joint venture took a long time, so we grew close.
And in such a process an important factor is that people get on with
each other (LAP).

This personal friendship is both created and built on to progress the JV
through mutual trust. One case shows that getting along with each other on
a personal basis is not a necessary condition for the development of trust.
Two initiators could not really get along with each other, but because of high
levels of professional skills, competence-based trust and promissory-based
trust compensated for this deficiency in building goodwill-based trust.
Figure 6.8 summarizes the factors that play an important role in the develop-
ment of trust during the negotiation stage. Keeping promises, personal
relationships and forbearance are important here.

Proposition 5: commitments

In the commitment stage, the wills of the parties meet (Ring and van de Ven,
1994). The formal legal contract gave the juridical security that both parties
were committed to the joint venture. In addition to this formal contract, a
number of psychological contracts also contributed to the development of
trust. These were the additional investments to make the joint venture work
and set the mode of cooperation. In all cases, it was necessary to make extra
investments before the joint venture could start production. These invest-
ments were a signal for the partners that all parties were long-term oriented
and that they were committed to the joint venture. Hence, financial invest-
ments reinforced goodwill-based trust. This accords with Ganesan (1994)
who calls these investments ‘credible commitments’ (following Williamson,
1983). In addition to these investments, starting a joint venture instead of a
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4. Keeping promises, even in minor matters (all cases) > Promissory-based trust

5. Put oneself in the other person's shoes (Kemax)

6. Starting with trust (ABG)

Goodwill-based trust

W

7. Judgement and intuition (ABG)

8. Get on with each other (Kemax, ABG and DSM—
BASF)

Figure 6.8 Factors affecting the development of trust during negotiation stage

non-equity agreement appeared to be a signal that the partner was to be
trusted:

We have started a joint venture because we wanted to create commitment
towards both processes (production and marketing) ... Kemax has several
production locations. Therefore, it would be relatively easy for them to
drain this plant in case of a bad supply agreement and to deliver from
their own production locations. And you never know how such things
develop in the future (Akzo Nobel).

Hence, the creation of a joint venture aligned the interest of the parties, and,
therefore, the parties trusted each other to do their best for the joint venture
while they had a self-interest to do so.

However, a legal contract is seen as a last resort — something to fall back
on. Partners work things out in other ways and will not often use the
contract to enforce decisions. Using the contract in order to make the other
party keep to the agreement is perceived to be damaging to the long-run
relationship. Examples include:

Putting things on paper is like a protection, normally legal. However,
when things function you could discuss them over a cup of coffee as well
as at a formal meeting. I feel it is more because of a lack of confidence,
that you would like to have things on paper, because then you have your
back covered. I don’t have that need and I think that there is nothing
wrong with a failure sometimes (Kemax).

We never have to use our documents after we have signed them. But that
is not unique for ABG, we have this in all our joint ventures. We are of the
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9. Formal legal contract

10. Financial investment

11. Mode of cooperation /

Figure 6.9 Factors affecting the development of trust during the commitment stage

Gooduwill-based trust

opinion that when a problem arises, we have to solve it in a friendly way,
and to discuss it irrespective of what has been written in the legal docu-
ments (Alpha).

Figure 6.9 presents the factors that develop trust during the commitment
stage. The formal legal contract and supporting investments reinforce
ongoing cooperative behaviour.

Proposition 6: execution

During the execution stage, the expectations raised during the previous
three stages are confirmed or confounded. Considering ABG, we conclude
that trust between the parties only strengthened. Kemax showed a decrease
in competence-based trust in time. However, after its performance im-
proved, trust was restored. Trust between the people of ABG became
stronger mainly due to a growing personal bond between most of the dele-
gates, which resulted in friendship between some of the board members.
This personal bond started during negotiations, when the participants found
out that they could get along with each other very well. The bond stimulated
cooperative behaviour (i.e. showing empathy and giving support) when ABG
began to have financial problems. It happened that additional financing was
needed in order to assure survival of the joint venture. One party was not
able to make this extra investment, without bringing itself into severe
financial problems. It turned out that both European partners were ready
to solve ABG’s problems on their own by financing Gamma'’s part as a loan
to ABG. The following quote illustrates the motivation to do so:

I felt such a sympathy for Gamma'’s delegate and his companion, that when
we would have followed the rules of the game, they would have gone down
the drain. So I put a lot of effort into finding all kinds of ways to help him,
without betraying Alpha and Beta. I knew the joint venture was his baby so
I did not want to let him down because I liked him too much for that ... So,
it was not self-interest but pity for the other partner (Alpha).
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Hence, the social relationship between the people stimulated support,
although it was not required economically. The bond was maintained
through social events (such as dinners before the board meeting, weekends
with spouses). Two board members kept visiting each other even after their
retirement. The result of this growing bond was that although each delegate
kept advocating their own firm’s interests, the members actively looked
for consensus when the interests were opposing. Such behaviour, in turn,
reinforced trust.

Goodwill-based trust also results in acceptance of failure to perform
according to expectations for a given period of time. The case of Kemax is
an example of this. From the start, the intermediate product plant did not
perform optimally. This was due to an ongoing failure of Akzo Nobel to solve
a technical problem. Kemira, however, believed that Akzo Nobel made an
effort to solve the problem because it was also in the interest of Akzo Nobel
to solve it as quickly as possible. After all, low performance of the plant
directly affected Akzo Nobel’s performance as a whole (i.e. Akzo Nobel had a
clear self-interest to solve the problem). Hence, goodwill-based trust had the
effect that Kemira kept competence-based trust in Akzo Nobel for quite a
period of time. Moreover, Kemira did not monitor Akzo Nobel’s endeavours
as they trusted the information that Akzo Nobel presented. This is a sign of
Kemira’s promissory-based trust in Akzo Nobel, which developed during the
former stages. Yet, after 4 years, Kemira’s tolerance for Akzo Nobel’s failure
decreased; they started to think that they would send their own people in
order to investigate the problems. In addition, the partners arranged an extra
board meeting to discuss the problem. However, before this happened, Akzo
Nobel succeeded in resolving the problem, thereby taking away Kemira’s
worries and removing potential competence-based distrust.

An important mechanism in the execution stage is monitoring. However,
in all four cases, monitoring was indirect rather than direct. Through indi-
rect monitoring, the partners keep themselves posted on changes in their
partner’s behaviour, strategy or environment. Changes may be an indication
of changing self-interest in the joint venture. Indirect signals are used to
maintain mutual trust in the joint venture. Figure 6.10 summarizes the
factors discussed in this section. In this stage, ongoing cooperative behav-
iour reinforces trust, while technical incompetence can damage trust.

Discussion

The chapter started with the observation that, although many scholars have
stated that trust has a positive effect on IJV performance, only a few studies
have investigated the development of trust over time. Specifically, it was
found that competence-based trust develops before the parties come
together. Moreover, this proved to be an important factor in selecting a part-
ner. The data reveal that this dimension of trust is somewhat impersonal;
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12. Getting along with each other (all cases)

13. Friendship (ABG)

14. Cooperative behaviour (Kemax and ABG) /
>

Goodwill-based trust

15. Incompetence in solving a technical problem

(Kemax) Competence-based distrust

Figure 6.10 Factors affecting the development of trust during the execution stage

it is mainly based on company-specific characteristics. The facts that lead
to such a perception are predominantly of a public nature. Hence, before
the parties really meet to start a joint venture, competence-based trust
develops mainly through the performance of a company. Promissory-based
trust and goodwill-based trust are, however, more person oriented and based
on individual knowledge. These two types of trust mainly develop through
direct personal interaction. Congruent industries increase the likelihood
of prior interaction, while delegates of similar industries may come together
at trade fairs. Such prior interaction may also contribute to the creation of
ties between firms. As one respondent noted: ‘a lot of business is emerging
from the fact that people know each other’. Having a trustworthy reputation is
therefore extremely important.

The cases, however, show a difference in trust before negotiations.
Whereas Kemax started with a positive initial level of all three dimensions
of trust between the parties, ABG began with only a basic level of compe-
tence-based trust. The latter case showed, however, that promissory-based
trust and goodwill-based trust can also be built during negotiations. On the
other hand, as one respondent noted, it saves negotiation time when parties
do not have to gather information on each other, when this has already been
done before negotiations.

The commitment stage confirms the goodwill of the other party. The data
suggest that trust is based mainly on the perceived economic self-interest of
the other: contracts establish fear of coercion; choosing a joint venture
aligns the material advantage of the partner. In other words, during this
stage, perceived economic self-interest of the other party seems to be a main
source of trust. We found that trust based on emotions may develop during
the execution stage. In order to develop this trust, friendship between the
delegates plays an important role. Bonds of friendship have the effect that
people listen to each other more carefully, support each other when diffi-
culties arise, are more open and direct in their communication and look for
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consensus when the interests are opposing. Such behaviour successively
strengthens trust. The different cases show that time is important in order
to let such bonds grow. While all cases start with people that can get along
with each other, ABG shows that such a bond may transform itself into
friendship. When personal bonds dominate the main source of trust shifts
from perceived self-interest towards emotional commitment.

The investigation has thus highlighted 14 factors that the partners use to
build and sustain trust in IJVs and one factor that leads to distrust. These are
incorporated in Figures 6.7-6.10. Most of the factors establish goodwill-based
trust in the partner, that is, the factors create an expectation that the other
party will take care of the interests of ego (Hosmer, 1995) and may be willing
to do more than is formally expected (Sako, 1992). We found that this
goodwill-based trust is mainly based on the other’s perceived economic
self-interest. Most of the factors are particularly useful for assessing and
confirming the other’s economic self-interest. For example, partners put
themselves into the other’s shoes to understand the other’s economic
self-interest. The contract strengthens the belief that the other has indeed
a self-interest (otherwise, they would not sign the contract). Trust is only
based on emotions when bonds of friendship develop. ABG shows evidence
for this proposition. Such a friendship is more than ‘getting on with each
other’. It includes feelings of affection and warmth, and the involved persons
see each other also outside the joint venture relationship. In this case, the
development of trust thus runs from the top line of Table 6.1 towards the
bottom line - from egotistic to non-egotistic behaviour.

Conclusion

The case studies illustrate several key findings. First, we believe that trust can
be seen both as an output and an input at various stages of the process.
Propositions 1 and 2 are vindicated. It is possible to see the development of
trust as a sequential process, and a linear form of this process, broken into
stages, serves the analysis well. Second, we can observe forbearance (as defined
above) both in its strong form (avoiding damage to the other party) and in its
weak form (avoiding omitting actions which benefit the partner). A good
example of the former is the forbearance shown by Kemira when Akzo Nobel
was failing to correct a defect in the plant. The latter form is illustrated when
Alpha helped to solve Gamma’s financial problems. Third, reputation effects
are important, as an appreciating asset brought to the table in the first stage
and as an operating asset as promises are delivered or overfulfilled. Fourth,
from a transaction cost point of view, the cases illustrate some very important
advantages of joint ventures (Buckley and Casson, 1988). The joint venture
ABG (1) allows hedging against changes in the price movement of the inter-
mediate product; (2) sees to it that long-term supply is assured; (3) makes sure
that operational integration between upstream and downstream activities is
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achieved; and (4) implements quality assurance in supplies. The joint venture
Kemax (1) allows efficient utilization of a by-product of a separate process and
(2) prevents competition from a (second) source of production. Through the
LAP joint venture, Hoogovens secured its supply to the joint venture and
Usinor prevented the growth of competition in the Iberian market. The risks
of financing the takeover were shared. The joint operations of DSM-BASF
provided economies of scale, but the attitude of key clients prevented a full
merger — there was a strong chance that the acquiring party would lose
customers when the business was sold. The cases illustrate a combination of
internalization economies, indivisibilities and barriers to merger. In addition,
the IJVs provide a context where the partners demonstrate mutual forbearance
and therefore build up trust. A key thread, which runs through the exposition,
is that trust reinforces self-interest and is often seen to be there when
self-interest is clearly congruent with trusting behaviour.

In terms of our process model as presented in Figure 6.2, we can see from
the summary of results (Figure 6.11) that it performs well. At every stage, we
can identify outputs of trust, which become inputs into the next stage (see
also the recursive model of Madhok, 1995b). Not all the assumptions in the
conceptual model are justified, and we find one instance of an output of
distrust. The research findings reveal a rich picture and suggest that the
model is a useful one for the further examination of trust-building processes
in IJVs. Indeed, the results are richer in many areas than the original
conceptual model initially suggested. For instance, the personal elements
of relationships and feelings (e.g. ‘putting oneself in the other’s shoes’) are
shown to be important. Moreover, it appears that promissory-based trust
is important early in the process and competence-based trust later in the
sequence of stages. Trust based on individual self-interest thus grows,
through forbearance to a commitment to cooperate, which is self-reinforcing
(Buckley and Casson, 1988). Goodwill is important throughout. These
preliminary results provide an excellent basis for more research — and, in
particular, for testing our model on a wider sample of firms.

Our research has limitations. It is based on only four case studies. These
case studies cannot be considered representative of all IJVs because of their
industrial and cultural biases. Generalization is only possible by applying
our model to further examples. Because our model is longitudinal, it is
necessary to test it against the behaviour of firms over time - a difficult,
costly and time-consuming enterprise. It is not easy to transform our model
to make it suitable for point-of-time cross-sectional postal questionnaire type
approaches. However, we believe that longitudinal analysis is the correct
way to proceed in IJV research. The next step is to confront our model with
aricher, more widely dispersed set of cases, with more cultural and structural
variety in the IJVs analysed in order to investigate its degree of robustness. It
may also be possible in future research to move forward from our linear
model to a more realistic, recursive flow schema.
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Time [Stage] Inputs Trust Generated
Stage 1 Direct personal e Promissory
Previous history contact o | o Goodwill
Reputation " | o Competence
Prior exchanges
Stage 2 ‘Putting oneself in « Promissory
Negotiations other’s shoes’ _ | « Goodwill
Judgement >
Personal
relationships
Stage 3 Formal legal contract o Goodwill
Commitment Financial investment >
stage Long-term orientation
Stage 4 | o Friendship o Goodwill
Execution o Cooperative > L
behaviour
e Incompetence in o Competence
solving a technical > Distrust >
problem

Figure 6.11 The research model: findings of the four illustrative cases
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The Challenges of the New Economy
for Multinational Firms: Lessons for
South-East Asia’

Introduction

This chapter examines the impact of the ‘new economy’ on decision making
in the multinational firm. Here, the new economy is taken to mean the
technological revolution brought about by the widespread use of the Inter-
net and electronic commerce (e-commerce), together with the political
developments in the first years of a new millennium. These developments
have brought a new volatility to international business and to the operations
of multinational firms. The responses of firms to these pressures, and to
‘globalization’, which multinationals help to further, have resulted in
important changes of strategy in the world’s multinational firms, with wide-
spread consequences for the world economy.

The chapter is structured in the following way. The second section exam-
ines the operations of multinational firms in a single market. This is an
artificial situation, but it helps to clarify the importance of key decisions,
and the impact on those decisions of changes brought by e-commerce. The
third section then goes on to examine operations in more than one market,
and the fourth section tackles the crucial issues of interaction between
markets. The fifth section looks in detail at the meaning of globalization
for multinational firms and shows the interaction between globalization and
e-commerce. The sixth section concentrates on the internal effects of tech-
nological and socio-political change within multinational firms. Reactions
to increased volatility are shown to have a profound impact on internal
organization. The seventh section is a summary, and the eighth section draws
out implications for South-East Asia and its investment attraction agencies.

Operations of multinational firms in a single market

Location and ownership strategies

The typical US MNE of the ‘golden age’ was a vertically, as well as horizon-
tally, integrated firm. In consequence, each division of the firm was locked
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into linkages with other divisions of the same firm. As Asian competition
intensified, there was growing recognition of the costs of integration of this
kind. Figure 7.1 shows the complex network of a multinational firm involved
in a single market. There are two critical decisions covering each of the
activities displayed (production, stockholding, promotion, etc.). These are:
(1) where should the activity be located, and (2) how should it be controlled?
The control decision is whether to own and operate the function in-house or
to subcontract, outsource or contract for the function outside the company.
Joint ventures are a halfway house between ownership and contract. These
two decisions determine the strategy of the company but need careful co-
ordination. For instance, a promotional (advertising) strategy must be carefully
coordinated with the product or service supply chain.

Commitment to a particular source of supply or demand of any product,
intermediate good or service is relatively low-cost in a high-growth scenario,
since it is unlikely that any investment will need to be reversed. It is much
more costly in a low-growth scenario, where production may need to be
switched to a cheaper source of supply, or sales diverted away from a
depressed market. The desire for flexibility therefore discourages vertical
integration — whether it is backward integration into production, or forward
integration into distribution. It is better to subcontract production and
to franchise sales instead. The subcontracting of production is similar in
principle to a ‘putting out’ arrangement, but differs in the sense that the
subcontractor is now a firm rather than just a single worker.
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Figure 7.1 Linkages between the activities of the firm. Reproduced from Buckley et al.
(1990)
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Disintermediation and reintermediation

Dis-integration was also encouraged by a low-trust atmosphere that devel-
oped in many firms. Fear of internal monopoly became rife, including
worries about the ‘hold-up’ problem, even when the single source of supply
was an internal one. Production managers faced with falling demand wished
that they did not have to sell all their output through a single sales manager.
Sales managers resented the fact that had to obtain all their supplies from the
same small set of plants. Each manager doubted the competence of the
others, and ascribed the loss of corporate competitiveness to selfishness
and inefficiency elsewhere in the firm. Divisions aspired to be spun off so
that they could deal with other business units instead. On the other hand,
managers were wary of the risks that would be involved if they severed their
links with other divisions altogether. The result is that a much more com-
plex strategy set faces decision makers in multinational firms.

B2B e-commerce

B2B transactions account for 80 per cent of all e-commerce. E-shopping
accounts for only approximately 1 per cent of all retail sales in the US (or
one-tenth of catalogue sales). However, it should be pointed out that usage
of the net is greater than the number of transactions, because customers
can use it to compare prices and to search for information. The new value
chain is shown in Figure 7.2, which illustrates both the impact of disin-
termediation on the vertically integrated firm and the opportunities for
reintermediation.

| Manufacturer |—
:

Wholesaler/
distributor

Y

Retailer
(E-retailer)

‘ Reintermediation ‘ i

Aggregator Disintermediation

(Portal)

'

-
Consumer I— |
-

Figure 7.2 The new value chain

Source:  The Economist, e-commerce survey, 26 February 2002.
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Disintermediation by e-commerce reduces warehousing costs but in-
creases the costs of maintaining a reliable website. It reduces stock holding
cost and fixed capital but logistics and distribution requirements become
more complex and costly. There are gains in economies of scale and scope by
using e-commerce and the ease of data exploitation is a major benefit,
allowing companies to reach customers and sources of supply more easily
and to foster competition for supply contracts. These advantages can be
summarized as ‘reach’ and ‘richness’. Reach describes the size of the audi-
ence which can be accessed and the ease of connection. This measures the
number of customers a business can service or how many products it can
offer. Richness describes the customization of service, the depth and detail of
information which can be given or collected. The degree of affiliation mea-
sures the attachment of customers to individual suppliers and reciprocally
the company’s responsiveness to customer needs. The argument is that
global/local trade-offs (see fourth section) can be managed better on the
web using e-commerce, so that integration and responsiveness are replaced
by reach and richness.

Reintermediation using e-commerce

Figure 7.2 shows that as well as disintermediation e-commerce allows re-
intermediation. A number of wholesalers/distributors can be aggregated by
an e-retailer and on this reading a portal is equivalent to a shopping mall.
Aggregators thus acquire considerable buying power. An example is the
impact of e-commerce on travel agents. Many travel agents have been dis-
intermediated but the response to this is a ‘clicks and mortar’ strategy
integrating e-commerce with traditional business. Successful travel agents
now manage a combined strategy. This is instructive for businesses facing
such challenges. The advent of electronic commerce has also introduced
new players such as ‘navigators’ who represent customers and fulfil their
choices, and ‘infomediaries’ who take care of privacy issues and provide
payment security.

The nature of the product and therefore of the industry remains
important in e-commerce transactions. We can constrast ‘high touch’
versus ‘low touch’ goods and services (e.g. clothes and shoes versus books,
computers and CD-ROMS). For the second group delivery over the Internet
is a prime example of the impact of e-commerce in changing the compe-
titive dynamics of an industry. E-commerce lowers barriers to entry to
industries where electronic delivery is possible and provides opportunities
for growth by reintermediation. However, firms still have to find the
best location for all the activities in the value chain and to protect their
market niche. Achieving optimum scale of each activity in the chain and
consistency of product delivery and quality remain major competitive
necessities.
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Strategy, e-commerce and networks

These changes are challenges for ‘old economy’ companies — integrating
online functions with existing brand and back office infrastructure. B2B,
building online links with suppliers and customers, implies a redesign of the
business processes network. Smaller companies may find it easier to operate
internationally. It is therefore easier to reach customers but there are still
information problems, logistics difficulties and the necessity to maintain
management control. Products still have to be distributed and thus the
firm has to take account not just of transport costs but also of regulatory
differences between countries, cultural distance and other barriers.

A natural way to cope with these pressures is to allow each division to deal
with external business units, as well as internal ones. In terms of internal-
ization theory, internal markets become ‘open’ rather than ‘closed’. This
provides divisional managers with an opportunity to bypass weak or
incompetent sections of the company. It also provides a competitive disci-
pline on internal transfer prices, preventing their manipulation for internal
political ends, and bringing them more into line with external prices. There
are other advantages too. Opening up internal markets severs the link
between the capacities operated at adjacent stages of production. The result-
ing opportunity to supply other firms facilitates the exploitation of scale
economies because it permits the capacity of any individual plant to exceed
internal demand. Conversely, it encourages the firm to buy in supplies from
other firms that have installed capacity in excess of their own needs.

The alignment of internal prices with external prices increases the objec-
tivity of profit measurement at the divisional level. This allows divisional
managers to be rewarded by profit-related pay, based on divisional profit
rather than firm-wide profit. Management may even buy out part of the
company. Alternatively the firm may restructure by buying in a part of an
independent firm. The net effect is the same in both cases. The firm becomes
the hub of a network of interlocking joint ventures (Buckley and Casson,
1988, 1996). Each joint venture partner is responsible for the day-to-day
management of the venture. The headquarters of the firm coordinates the
links between the ventures. Internal trade is diverted away from the weaker
ventures and towards the stronger ones, thereby providing price and profit
signals to which the weaker partners need to respond. Unlike a pure external
market situation, the partners are able to draw upon expertise at headquar-
ters, which can in turn tap into expertise in other parts of the group.

A network does not have to be built around a single firm, of course. A
network may consist of a group of independent firms instead. Sometimes
these firms are neighbours, as in the regional industrial clusters described by
Best (1990), Porter (1990) and Rugman et al. (1995). Industrial districts, such
as ‘Toyota city’, have been hailed as an Asian innovation in flexible manage-
ment, although the practice has been common in Europe for centuries
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(Marshall, 1919). As tariffs and transport costs have fallen, networks have
become more international and ‘virtual’. This is demonstrated by the
dramatic growth in intermediate product trade under long-term contracts.
For example, an international trading company may operate a network of
independent suppliers in different countries, substituting different sources
of supply in response to both short-term exchange rate movements and
long-term shifts in comparative advantage.

Flexibility is also needed in research and development. A firm cannot
afford to become overcommitted to the refinement of any one technology,
in case innovation elsewhere should render the entire technology obsolete.
As technology has diffused in the post-war period, the range of countries
with the competence to innovate has significantly increased. The pace of
innovation has consequently risen, and the threat of rapid obsolescence is
therefore higher as a result. The natural response for firms is to diversify their
research portfolios. But the costs of maintaining a range of research and
development projects are prohibitive, given the enormous fixed costs
involved. The costs of basic research and development have escalated
because of the increased range of specialist skills involved, while the costs
of applied research and development have risen because of the need to
develop global products which meet increasingly stringent consumer pro-
tection laws. Joint ventures are an appropriate solution once again. By
establishing a network of joint ventures covering alternative technological
trajectories, the firm can spread its costs whilst retaining a measure of
proprietary control over new technologies.

The advantage of joint ventures is further reinforced by technological
convergence, for example, the integration of computers, telecommunica-
tions and photography. This favours the creation of networks of joint ven-
tures based on complementary technologies, rather than on the substitute
technologies described above (Cantwell, 1995). Joint ventures are important
because they afford a number of real options (Trigeorgis, 1996) which can
be taken up or dropped, depending upon how the project turns out. The early
phase of a joint venture provides important information which could not
be obtained through investigation before the venture began. It affords an
opportunity later on to buy more fully into a successful venture — an oppor-
tunity which is not available to those who have not taken any stake. It
therefore provides greater flexibility than does either outright ownership or
an alternative involving no equity stake.

Operations of multinational firms in more than one market

The new dynamic agenda focuses on: uncertainty and market volatility;
flexibility and the value of options; cooperation through joint ventures
and business networks; entrepreneurship, managerial competence and
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corporate culture; and organizational change, including the mandating of
subsidiaries and the ‘empowerment’ of employees. Flexibility may be
defined as the ability to reallocate resources quickly and smoothly in
response to change. The greater are the amplitude and frequency of change
in the environment, the greater is the need for flexibility. As far as multi-
national firms are concerned, the impact of change is captured by the
volatility induced in the profit stream. The volatility of profit that would
occur if the firm made no response to change summarizes the impact on the
firm of volatility in its environment.

The international diffusion of modern production technology has
increased the number of industrial powers, and hence increased the number
of countries in which political and social disturbances can impact signifi-
cantly on global supplies of manufactured products. The liberalization of
trade and capital markets means that the ‘ripple’ effects of shock travel
further and wider than before (Casson, 1995, ch. 4). Ripples are transmitted
more quickly too: news travels almost instantaneously, thanks to modern
telecommunications. Thus speculative bubbles in stock markets spread
quickly around the world. Following the breakdown of the Bretton Woods
exchange rate system, fluctuations have created a new dimension of finan-
cial volatility too.

As a result, any given national market is now affected by a much wider
range of disturbances than ever before. Every national subsidiary of a multi-
national firm experiences a multiplicity of shocks from around the world. It
is no longer the case that a national subsidiary has to respond to shocks
originating in its national market alone. The shocks also come from new
sources of import competition and new competitive threats in export mar-
kets. While most shocks reveal themselves to firms as competitive threats,
new opportunities for cooperation may sometimes be presented as well. The
awareness of this sustained increase in volatility has led to a search for more
flexible forms of organization.

Increased volatility is not the only reason for greater interest in flexibility.
Contemporary culture is very much opposed to building organizations
around a single source of monopoly power. The nation state, for example,
is under threat from advocates of regional government. The traditional role
of the state, to supply defence, can in principle be effected through
multilateral defence treaties in which politically independent regions
club together for this specific purpose. The demise of the Soviet bloc, and
the subsequent political realignment between its member states, may be seen
as an example of this kind of cultural change at work. This distrust of
monopoly power may be linked to an increase in other forms of distrust,
as suggested below.

The aversion to internal monopoly is apparent amongst multinational
firms as well. This movement began in the early 1980s when the powerful
central research laboratories of high-technology multinational firms were
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either closed down, shifted to the divisions, or forced to operate as suppliers
to ‘internal customers’ in competition with outside bodies, such as univer-
sities (Casson et al., 1991). Headquarters’ bureaucracies came under attack
shortly afterwards, as ‘de-layering’ got under way. The favoured form of firm
has become a federal structure of operating divisions drawing on a common
source of internal expertise, but where each division belonging to the fed-
eration is free to outsource expertise if it so desires. As with any trend, there
has been a tendency for certain advocates to take it to extremes. Just as the
‘golden age’ was rife with suggestions that oligopolies of hierarchical multi-
national firms would come to dominate world markets, so the 1990s have
spawned visions of the ‘network firm’ and the ‘virtual firm’. A factor com-
mon to these visions is a ‘fuzzy’ boundary of the firm, where the firm fades
into the market, through joint ventures, with declining proportional equity
stakes. These arguments for fuzzy boundaries are, unfortunately, often based
on equally fuzzy reasoning. Fuzzy boundaries can be configured in many
different ways. The new research agenda outlined here places arguments for
fuzzy boundaries on a rigorous basis, and predicts the specific form that
fuzziness will take in each particular case.

Dynamic market entry (and exit)

Consider the problem of modelling market entry from a dynamic, rather
than a static, point of view (Chi and McGuire, 1996). The most important
new point to take into account is that the foreign market can decline as well
as grow. Divestment or withdrawal must be considered as serious strategies.
Clearly, these strategies do not apply until the market has been entered, but
once it has been entered they may need to be used. Static models assume
that the market will be constant, while very simple dynamic models, such as
Buckley and Casson (1981), only suppose that the market will grow. In a
volatile environment a market may grow to begin with, attracting investment,
but then go into decline, requiring divestment instead. Such explicit recogni-
tion of adverse scenarios is a characteristic of the new research agenda.

Switching between strategies is costly, and the costs depend on both the
strategy the firm is switching from, and the strategy the firm is switching to.
In some cases, switching costs decompose neatly into a cost of exit from the
old strategy and a cost of setting up the new strategy. Detailed modelling of
such costs is a key element of the new research agenda.

To preserve flexibility, it is important for the firm to choose at the outset
strategies whose exit costs are low. This tends to favour exporting over host-
country production, and licensing over internalization. In other words, it
reveals foreign direct investment as a high-risk strategy. Switching decisions
can be mistaken, however, because the information upon which they are
based is poor. Expected switching costs are reduced by avoiding unnecessary
switches. Different strategies afford different opportunities for capturing
information from the host environment and feeding it back to inform
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subsequent switching decisions. The new agenda involves explicit modelling
of how the strategy chosen at one stage affects the information available at
following stages.

Foreign direct investment offers better opportunities for information cap-
ture than either licensing or exporting, since ownership of assets confers
ownership of information too. This means, for example, that if volatility
caused the market to unexpectedly grow, then the foreign investor should
recognize this quickly. Since it is often cheaper to expand existing capacity
than to build from scratch, the foreign investor also faces lower cost of
capacity expansion than does an exporter who decides to switch to foreign
production at this stage. While exporting continues to confer more flexibil-
ity in response to market decline, therefore, foreign direct investment con-
fers more flexibility in respect to market growth. Is it possible to find a
strategy with a better combination of characteristics than either exporting,
licensing or foreign direct investment? An international joint venture may
provide the answer (Kogut, 1991). Investing in a 50 : 50 partnership with a
host-country producer lays off some of the risks associated with wholly
owned foreign direct investment. At the same time, information capture
remains reasonably good. There is an option to expand capacity if there is
unexpected market growth, and a further option to increase commitment by
buying the partner out. There is also an easy option to withdraw by selling
out to the partner. The partner provides a ready market for divested assets
that an ordinary direct investor lacks. There is a downside, of course - an
obvious problem is that the partners may themselves become a source of
volatility. This is why trust is such an important element in an international
joint venture. In this way the emphasis on risk management within the new
research agenda leads to the emergence of new ‘compromise strategies’,
which would be dominated by more conventional strategies, were it not
for the ‘option value’ they possess within a volatile environment.

International joint venture options can only be exercised once, of course,
unless the investor switches back to an international joint venture arrange-
ment at a later date, when they can be exercised all over again. This explains
international joint venture instability as a rational response to the role that
international joint ventures fulfil. An international joint venture in which the
options are never exercised is probably inferior to a wholly owned investment,
while an international joint venture in which the options are exercised at the
first available opportunity does not last for very long. When international
joint ventures are chosen because of their option value, it is normally ineffi-
cient both to switch out right away, or to never switch at all. The optimal
timing of a switch is one at which uncertainty about future market growth is
dispelled for a reasonable period of time. This implies that the duration of an
international joint venture is, on average, fairly short, and relatively variable.
This new approach provides a simple means of deriving such hypotheses about
the period of time for which a given strategy will be pursued.
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Interaction between markets

Global/local operations

There has always been a tension between the pressures to globalize and the
need to stay local and to serve individual customers, in the strategic deci-
sions of multinational firms. The advantages of global operations are cost
based, maximizing economies of scale and reducing duplication, thus
achieving efficiency. The advantages of localization are revenue based,
allowing differentiation to reach all customer niches and achieving respon-
siveness. The tension can be summed up in the phrase ‘the cost advantages
of standardisation versus the revenue advantages of adaptation’. (Global and
local oppositions are shown in Figure 7.3.) Much of the strategy of the
multinational firm can be explained by the attempts of management to
reconcile these pressures. Over time, firms have (been advised to) switch
their organization so as to balance these pressures — one example is the
‘transnational’ type of organization advocated by Bartlett and Ghoshal
(1989). However, pressures in different industries push firms towards a
strategic imperative (scale in electronics, local demand differences in con-
sumer goods) and different functions require different balances of global/
local orientation (finance, production, sales functions). The ‘hub and spoke’
model is a key method of attempting to reconcile these conflicts.

The globalization of markets has been a major factor in the growth of
volatility, as explained above. A feature of many global markets is the use of
regional production and distribution hubs, where several neighbouring
countries are serviced from the same location. The regional hub, like the

GLOBAL LOCAL
Cost Revenue
Efficiency Responsiveness
Centralization Decentralization
Standardization Adaptation
‘GLOCAL™?

Figure 7.3 Global and local oppositions
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international joint venture, can be understood as a strategy that offers super-
ior flexibility. Just as an international joint venture offers a compromise
ownership strategy, a regional hub offers a compromise location strategy.
Because the hub is nearer to each market than is the home location, it
reduces transport costs, and offers better information capture too. Yet,
because it is close to several markets, it avoids exclusive commitment to
any one. If one market declines, production can be switched to other mar-
kets instead; provided the shocks affecting the national markets are inde-
pendent (or less than perfectly correlated, at any rate), the hub provides
gains from diversification. These are real gains that only the firm can
achieve, as opposed to the financial gains from unrelated product diversifi-
cation, which have proved disappointing in the past, because they are best
exploited through the diversification of individual share portfolios instead.

Location and ownership strategies revisited: ‘hub and spoke strategies’

The two strategies of IJV and hub can be combined (see Figure 7.4). Since
one - the international joint venture — is an ownership strategy and the
other a location strategy they can, if desired, be combined directly in an
international joint venture production hub. Closer examination of the issue
suggests that this is not normally the best approach, however. The model
suggests that a combination of a wholly owned production hub supplying
international joint venture distribution facilities in each national market is a
better solution. A hub facility is too critical to global strategy to allow a
partner to become involved, because the damage they could do is far too
great. Even with a wholly owned hub facility, the combination still affords
considerable flexibility to divest or withdraw from any single market. The
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Figure 7.4 ‘Hub and spoke’ strategies: an example
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advantage of the combination is that when divesting, the distribution facil-
ity can be sold to the partner, while the production capacity can be diverted
to markets elsewhere. These options for divestment are combined with
useful options for expansion too. This example illustrates the crucial role
that the concepts of flexibility and volatility play in analysing foreign
market entry in the modern global economy. Without these concepts it is
impossible to fully understand the rationale for international joint ventures
and production hubs. It is also impossible to understand why these strategies
have emerged at this particular historical juncture and not before.

While some of the insights of this model can certainly be expressed in
terms of a framework, a framework is too crude to analyse the interplay of the
different factors in a completely rigorous way. The concepts of adjustment
costs and exit costs can already be found in the strategy literature, for
example, but even this simple example is sufficient to show that the inter-
play of present entry and future exit cannot be properly understood without
the aid of a fully specified model. This does not mean that the strategy
literature is flawed. The new dynamic agenda is perfectly compatible with
much of the existing strategy literature, but it goes beyond it by developing
and refining the insights in a way that the strategy framework is unable to do.

Globalization

The differential speed of globalization

The impact of electronic communications and the increased skill of man-
agers in deploying these resources is to allow de-duplication in the firm'’s
international activities. Several authors on the development of multina-
tional firms’ organizational structures (Ohmae, 1990; Bartlett and Ghoshal,
1987; Doz and Prahalad, 1984) have commented that a period of replication
of functions abroad (clone models, multi-domestic structures) are followed
by more fully integrated structures (transnational structures, global organ-
ization). These more truly globally integrated forms are achieved by de-
duplicating functions, often by coalescing them back to head office, or by
having single locations for activities such as finance or divisional R&D. The
advance of electronic communication has made this process more manageable.

There are a number of problems with globalization using e-commerce:
delivery; taxation [electronic customs clearance and vertical warehousing];
language and currency differences [digital currencies?]; patenting of business
processes; and privacy/data protection. There are also issues of trust, which
arise particularly when face-to-face transactions are not the norm.

Mass customization

Mass customization is another important means of reconciling scale and
differentiation (efficiency and responsiveness), e.g. in textiles — bespoke
garments en masse from offshore sites with rapid delivery. Another example
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is ‘lean retailing’ — distribution and design centres linked to production
centres by electronic means. Electronic ordering and automated distribution
centres and inventory management systems linked to customers enable
rapid response to customer needs. This combines information technology,
speed and flexibility with low labour costs. So the custom versus bulk manu-
facture divide becomes fine. (‘Cyber consumers expect to be able to custom-
ize everything.’)

De-duplication of function becomes possible where electronic links allow
single locations to service the whole firm’s needs. Rather than a call centre
for each division or country, a single one can serve all. There is also a
tendency for reintegration of the supply chain from independents back to
the major manufacturers, as e-commerce matures.

Internal effects on the multinational firm

Flexibility and internal organization

In a very volatile environment the level of uncertainty is likely to be high.
Uncertainty can be reduced, however, by collecting information. Flexibility
was defined above in terms of the ability to respond to change. The costs of
response tend to be smaller when the period of adjustment is long. One way
of ‘buying time’ to adjust is to forecast change. While no one can foresee the
future perfectly, information on the present and the recent past may well
improve forecasts by diagnosing underlying long-term trends. Collecting,
storing and analysing information therefore enhances flexibility because by
improving forecasts, it reduced the costs of change. Another way of buying
time is to recognize change as early as possible. In this respect, continuous
monitoring of the business environment is better than intermittent mon-
itoring, because the potential lag before a change is recognized is eliminated.
Continuous monitoring is more expensive than intermittent monitoring,
though, because more management time is tied up.

Investments in better forecasts and speedier recognition highlight the
trade-off between information cost and adjustment cost. This trade-off is
particularly crucial when volatility is high. High volatility implies that more
information should be collected to improve flexibility, which in turn implies
that more managers need to be employed. This is the reverse of the usual
recommendation to downsize management in order to reduce overhead
costs. To improve flexibility whilst downsizing management, the trade-off
between information cost and adjustment cost must be improved. There are
two main ways of doing this. The first is to reduce the cost of information
processing through new information technology (IT). The second is to
reduce adjustment costs by building flexibility into plant and equipment,
both through its design and its location. A combination of IT investment
and flexible plant can reconcile greater flexibility with lower management
overheads in the manner to which many multinational firms aspire.
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The information required for strategic decision-making is likely to be
distributed throughout the organization. It is no longer reasonable to
assume that all the key information can be handled by a single chief execu-
tive, or even by the entire headquarters management team. It is difficult to
know in advance where the really crucial information is likely to be found.
Every manager therefore needs to have the competence to process informa-
tion effectively. Managers need to be able to recognize the significance of
strategic information that they acquire by chance, and to have the power of
access to senior executives in order to pass it on. In other words, ordinary
managers need to become internal entrepreneurs.

Few entrepreneurs have sufficient information to make a good decision
without consulting other people, however. In a traditional hierarchical firm,
the right to consult is the prerogative of top management. If ordinary
managers are to have the power to initiate consultation, and act upon the
results, then channels of communication within the firm need to be
increased. Horizontal communication, as well as vertical communication,
must be easy, so that lower-level managers can readily consult with their
peers. A natural response is to ‘flatten’ the organization and encourage
managers to ‘network’ with each other. This improves the trade-off between
local responsiveness and strategic cohesion (Bartlett and Ghoshal, 1987;
Hedlund, 1993). Unfortunately, though, there has been some confusion
over whether flatter organizations remain hierarchies at all. However, as
Casson (1994) shows, the efficient managerial processing of information
normally requires a hierarchical structure of some kind. The key point is
that the more diverse are the sources of volatility, the greater are the advan-
tages of widespread consultation. The less predictable is the principal source
of volatility on any given occasion, the greater is the incentive to allow
consultation to be initiated anywhere in the organization. In practice this
means that an increased demand for flexibility is best accommodated by
flattening the organization, whilst maintaining basic elements of hierarchy.

If flexibility were costless, then all organizations could build in unlimited
flexibility at the outset. In practice, the greater is flexibility, the higher
transactions costs become. For example, the flexibility to switch between
different sources of supply and demand (described above) means that rela-
tions with customers and suppliers become more transitory than before.
Cheating becomes more likely, because the prospect of further transactions
between the same two parties is more remote. Direct appeals to the other
part’s loyalty lose their credibility as well.

The same effect occurs when internal entrepreneurship is promoted.
Internal entrepreneurs are given more discretion to act upon information
that they have collected for themselves, and this increases their opportu-
nity to cheat. Giving managers a direct stake in the business activities they
help to build is one solution. The firm incubates new business units in
which particular managers, or groups of managers, have equity stakes.
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An alternative approach is to appeal to the integrity of managers instead.
They are treated well, and in return are expected to be open and honest
about what they know.

It is one of the ironies of the 1970s that at a time when personal integrity
needed to be high in order to support more flexible organizations, it had
been allowed to fall very low. The decline of traditional religion, the
intellectual cynicism created by two world wars, and the rise of mass con-
sumerism have all been blamed for this state of affairs. Communitarians
argue correctly that moral values like integrity are most efficiently engineered
at the societal level, through family, church and school. But when these
institutions fail, they must be engineered to support specific economic
relations instead (Fukuyama, 1996). Firms must engineer these values
amongst their employees at their own expense instead (Kotter, 1996).
Greater flexibility therefore implies greater costs in promoting a corporate
culture that reinforces moral values.

Outsourcing and logistics

Many input functions are now viably outsourced — even human resources
departments and procurement.” Digital delivery of product is analogous on
the output side. The danger is the loss of core competences (outsourcing IT
‘loses part of company’s brain’). This development contributes to volatility
and increases the mobility of activities internationally, as a great deal of
outsourcing functions are competed for on a global basis. The policy of
promoting linkages (forward as well as backward) followed by many agencies
of national and local government needs to account for these changing
decision-making parameters.

As is always the case, disintegration of established supply chains is
followed by reintegration and consolidation. The trend to outsource (disin-
ternalize) manufacturing by major multinationals led initially to subcon-
tracting to independents — many of them located in South-East Asia (and
Mexico). Contract manufacturing® has been growing by 20 per cent per year
in the late 1990s and the early part of this century. However, contract manu-
facturers are rapidly consolidating, through mergers, and are expected to
reach an oligopolistic equilibrium, with around six firms dominating the
global market. These firms are becoming supply chain managers, sometimes
even organizing distribution and repair. These links between customers and
suppliers are, of course, facilitated by the use of the Internet.

Contract manufacturers, ensured of future contracts, are thus able to
achieve economies of scale and to become more capital intensive, replacing
unskilled labour by high-tech capital equipment. This trend is accelerated by
the competitive imperative becoming speed to market, not cost. A linked
supply of available factories in different national locations means that con-
tract manufacturers can switch production lines between these units. Flex-
ibility is achieved by using these ‘shell’ factories between principals — entire
production lines can be flown in from another location. Vertical disintegration
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is thus accompanied by specialization. The principal concentrates on R&D,
design and marketing, the contract manufacturer provides a service to the
global supplier. Companies with a strong manufacturing culture, and a
commitment to a fixed location, may be outcompeted by more agile ‘virtual’
firms owning no manufacturing facilities at all.

Summary

Multinational firms face a number of key challenges in the new millennium.
Among these are:

e the management of electronic commerce, and its integration with con-
ventional business firms

e reacting to increased volatility in the world economy by strategies based
on flexibility of response

e reassessing ownership and location factors in:

- relocation

- international joint ventures and alliances
— disintermediation

— de-duplication

e revisiting market entry strategies:

- sequential market entry
— dynamic market entry

e the creation, renewal and maintenance of viable corporate cultures, to
combine competence, honesty and entrepreneurship

e coping with uncertainty, notably the increased political uncertainty fol-
lowing the events of 11 September 2001

Implications for South-East Asia

There are a number of suggestions for South-East Asia and its investment
agencies, which emerge from the above analysis.

Dynamic market entry

Investment attraction (and retention) requires attention to be paid to
dynamic market entry. Investment agencies need to take a long-term view
of the foreign market servicing strategies and sourcing strategies of multi-
national firms. This includes both locally owned firms and foreign investors.
Foreign firms having only sales subsidiaries or subcontracting agreements, or
indeed utilizing sales agencies, may (be induced to) expand into wholly
owned production or service centres.
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Hubs

Investment agencies should understand the ‘hub and spoke’ strategy, and
monitor its development, particularly in an integrating area like the
European Union. The appeal of hubs with higher-order activities (such as
research and development or finance) is particularly attractive for locations
like Singapore, but spokes may well develop into hubs or sub-hubs. This may
involve supporting or fostering international joint ventures between local and
foreign firms. Investment may not always be ‘greenfield ventures’ on a new
site, but mixed forms with joint ventures and takeovers as key entry strategies.
A more sophisticated attitude to takeovers is implied by this approach.

Expectations of South-East Asian economies

There is much more competition for ‘footloose’ foreign direct investment
projects. The entry of China as a major location for labour-intensive projects
has created substantial difficulties for those countries trying to compete as
a location for export orientated projects. Many countries are engaged in
attempting to upgrade their offer to potential inward investors. This may
include direct cost competition or attempts to attract higher-order activities
and skilled labour/knowledge-intensive projects.

The entry of China as a global economic superpower and super-location
for inward foreign direct investment will be consolidated by its membership
of the World Trade Organization and its policy of increasing openness. The
competitive response of South-East Asian countries is less sure. China’s range
of exporting industries covers the spectrum from cheap labour-intensive
products like toys to sophisticated ones like computer chips. Where is
South-East Asia to find a niche? The response must be a flexible one. China
may have areas of absolute advantage, but trade is based on comparative
advantage. Further, as China’s trade balance becomes increasingly positive,
its exchange rate will rise. The growth of China’s domestic purchasing power
will also provide opportunities for export sales to this new consumer base.

The era of massive new greenfield projects designed for export may be
passing. Much more likely are incremental changes in MNE configuration —
the results of de-duplication, outsourcing, offshore production and reinvest-
ment. The volatility of strategy increasingly makes foreign direct investment
a two-way bet, unless strong investment retention policies are in place. The
rationalization of facilities by MNEs is ongoing and relentless.

Networks and clusters

Establishing viable clusters — of subcontractors and suppliers — around an
important principal plant has been fashionable. My analysis, and the impact
of e-commerce, suggest that these clusters are becoming increasingly
dispersed and virtual. It may be possible to build clusters de novo, but this
is not the norm. A more detailed understanding of company networks is
necessary. More sophisticated policies on ‘promoting linkages’ need to evolve.
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The ‘Asian crisis’ and its aftermath has not only slowed inward foreign
direct investment from outside South-East Asia, it has also disrupted intra-
regional flows of foreign direct investment. Both of these factors, the
decreasing share of world foreign direct investment attracted by South-East
Asia, and disrupted intra-South-East Asian networks, have serious long-term
effects. The switch of footloose foreign direct investment to China may
have permanent repercussions, but the necessity to reconsolidate regional
networks is vital in a region of small interdependent states.

E-commerce

The operations of small, fully internationalized companies are now much
more viable. Many companies are alleged to be ‘born global’ and this means
paying attention to start-ups and potential small global players in the
domestic economy. There is a clear importance to the building and main-
tenance of state-of-the-art electronic infrastructure. Physical infrastructure
quality still remains important in attracting and retaining investment. The
attitude of investment attraction agencies must be like a venture capital
company which expects only a few (perhaps 1 in 20?) projects to fully succeed.

Volatility

The key message of this chapter is that volatility in the global economy is
increasing. International joint ventures, for instance, are likely in general to
be short-lived but variable in longevity. There will not be massive ‘successes’
in the attraction of new greenfield investments or massive ‘failures’ in
closure, but the search for flexibility will mean that incremental shifts will
be many and cumulatively profound. In this context, there is no substitute
for being close to the companies’ thinking.

Impact of New Developments in Southeast Asia

Location New locations
Race to the bottom?
Ownership Foreign direct investment in

South-East Asia

Networks of South-East

Asian firms

Entrepreneurship
Internalization Vertical disintegration?

De-duplication?

Size of firms

Notes

1. The basic framework of this chapter is derived from Buckley and Casson (1998).
2. See ‘Out of the Back Room’, The Economist, 1 December 2001, pp. 75-6.
3. See ‘Factories for Hire’, The Economist, 12 February 2000, p. 81.
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Process and Structure in Knowledge
Management Practices of British and
US Multinational Enterprises

with Martin J. Carter

Introduction

This chapter investigates three key issues:

1.

What determines the process of knowledge management? This process
involves creating value from localized knowledge by combining spatially
separate sources of knowledge. The firm needs to know where its know-
ledge assets and sources are located, and it needs to find a means of
combining specific knowledge.

What effect does the process of knowledge management have on the
organizational structure of the firm? The organization structure can be
investigated to show if it facilitates or inhibits the knowledge manage-
ment process. The management imperative is to move towards structures
that enhance knowledge combination.

How are process and structure affected by the key local competence versus
centralized global management divide within the multinational firm?
Can we envisage ‘global’ solutions to the management of knowledge?
The case studies below show that spatial issues are important in know-
ledge management practices and in potential organizational solutions. It
also appears that successful strategies to combat knowledge ‘stickiness’
will involve combinations of local and global configurations of know-
ledge.

There is a potential conflict between the process and the organizational
structure of the firm, which depends on (1) the pre-existing alignment of
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process and structure (this is dynamic and interactive over time), (2) the criti-
cal sequencing of the knowledge management process and (3) boundaries
in knowledge, which represent ‘frontiers’ across which management must
operate to achieve integration. Our framework has two drivers (knowledge
characteristics and the value from combining knowledge) and two constraints
(the participants and the technology of knowledge transfer) and two outcomes —
on the organizational structure of the firm and the performance character-
istics of the process. The approach of the chapter synthesizes earlier papers
and applies the resulting theoretical framework to the spatial issues driving
the knowledge management practices of multinational enterprises using
illustrative case studies.

It is apparent that these management practices have local versus central
conflicts inherent in them. Knowledge characteristics may have a local flavour
because of market conditions that are particular to geographical location,
or they may be due to the historical localization of particular industrial
specializations (Krugman, 1994). The value from combining knowledge may
arise from geographical separation - this is the classic rationale for the
existence of a multinational firm - internalizing externalities by putting
together within an internal market attributes, resources or activities generat-
ing synergy, which can be exploited with profit (Buckley and Casson, 1976).
The participants in the process will be separated by physical and cultural
difference — the combination of previously distant activities yielding a return
to the coordinator. The technology of knowledge transfer may reside in the
firm, perhaps centrally, and may be an important factor in releasing and
combining local competencies. The organizational structure of the firm may
be a result of central management dictate, or may have evolved over time,
but may well be in conflict at any given time with the needs of smooth
knowledge transfer and efficient knowledge management. How far do firms
transfer best practice from subsidiary to parent or parent to subsidiary in
order to achieve greater success in knowledge management?

The chapter reports findings from three case studies in which firms are
concerned with combining localized competencies, often from different
source locations, into an overarching knowledge strategy, which will enable
the application of these competencies within other (localized) markets. In
these examples, while there is some degree of tension between the local
needs of operating business units and the global requirements of each
corporation as a whole, these needs are not in inevitable opposition to
one another, but instead they are mutually supportive. The corporations we
describe have endeavoured to ‘think globally’ in order to improve the effec-
tiveness with which they ‘act locally’, that is to say that they are concerned
with strategies of ‘glocalization’.

In order to illustrate some of the crucial issues of local and global know-
ledge management, our study represents a stripped down version of the
complexities facing multinational firms. We have only a single parent and
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affiliate. We examine distinct, individual processes within each firm, reflect-
ing only a part of any firm’s overall activity, but each of which is an
exemplar of larger issues. Parents and affiliates are respectively from either
the USA and the UK or the reverse, so that we have only two (broadly similar)
cultures and one language (almost!) of operation. We have only two indus-
tries. This eliminates many extraneous effects and allows us to concentrate
on the process in a pure form. The conclusion attempts to relate this simple
analysis to more complex situations.

Creating value from localized knowledge

Knowledge and uncertainty

Knowledge may be conceived as a resource that can be used to create gains
out of the uncertainty facing the firm. In the entrepreneurial view of the
firm (Casson, 1982, 1997), it is superior knowledge about areas of uncer-
tainty that enables the firm to create and maintain profitable applications of
physical and human resources. Uncertainty results from volatility: random
fluctuations and difficult-to-predict economic and technical change, and
agents with better information are able to respond more effectively to
changes than less well-informed competitors.

Firms face several kinds of uncertainty (Buckley and Carter, 1999). The
first is primary uncertainty, resulting both from volatility outside the firm,
including exogenous shocks, changes in consumer’s preferences and exter-
nal technological change, and also from endogenous change due to the
firm’s internal or collaborative research and development activities.

Primary uncertainty comes from many sources, and the firm’s knowledge
about these sources needs to be synthesized and integrated. Large firms must
rely on a division of knowledge-synthesizing labour (Casson, 1985; Carter,
1995), and this is the source of secondary uncertainty, described by Koopmans
(1957) as ‘... uncertainty arising from a lack of communication, that is from
one decision maker having no way of finding out the concurrent decisions
and plans made by others ..." (pp. 162-3).

Secondary uncertainty arises if managers are unable to combine their know-
ledge in ways that are beneficial to the firm though ineffective communica-
tion or lack of access to knowledge resources. A third type of uncertainty,
tertiary uncertainty, might arise from opportunism, ‘self-interest seeking with
guile’ (Williamson, 1996, p. 56) if managers choose not to reveal this know-
ledge that they hold, or if they divulge incorrect or misleading information.

The focus of this study is on the processes and structures that a firm
deploys for the synthesis and integration of knowledge, and it is therefore
concerned with the firm's response to secondary uncertainty. The three
types of uncertainty facing the firm present it with three organizational
problems (Buckley and Carter, 1996): acquiring information (primary
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uncertainty), coordination (secondary uncertainty) and motivation (tertiary
uncertainty). The processes described here are those for coordinating the
activities of the corporation. The coordination problem, in particular, high-
lights the local and global aspects of the organization of multinational firms.
The sources of both external and internal volatility can be in many different
locations, but knowledge synthesis must form combinations that are coher-
ent for the corporation as a whole and that also match the local needs of
each of its activities. While knowledge acquisition and its application are
both local in character, the processes and organizational structures for resolv-
ing secondary uncertainty and coordinating the application of knowledge
must promote communications between locations where needed and, if
necessary, must ensure that location-specific knowledge is made globally
available. This is indicated schematically in Figure 8.1.

External Volatility (‘shocks’)

Internal Volatility in different locations
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different locations
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Figure 8.1 Spatial aspects of knowledge management
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Uncertainty and complementary knowledge

Combining knowledge from geographically separated sources reduces second-
ary uncertainty. The process of knowledge synthesis indicated in Figure 8.1
depends on identifying those items of knowledge that provide additional
value on combination - that is, items of knowledge that are complementary.

Complementarity between items of knowledge can take a number of
alternative forms (Buckley and Carter, 1999). ‘Additive’ complementarity
refers to the situation in which current knowledge, which is available in
different places within the firm, may be combined to facilitate the firm's
actions in one of these locations. For example, in Figure 8.2, K; may repre-
sent knowledge of particular local market conditions and K, might be a new
technology developed by the firm in another place. Application of the new
technology is dependent on combining both kinds of knowledge so that its
exploitation is adapted to conditions pertaining in the local market.

‘Sequential’ complementarity arises when new knowledge is created or
acquired by the firm in response to knowledge of local conditions, such as
when knowledge about consumer tastes or competition in a particular
market might stimulate the choice of new areas of product research and
development (Figure 8.3).

Complementarity of a different kind arises when there are interactions
or externalities between the activities of a firm in different geographical
or product areas. These interactions may be positive (complementary) or
negative in their impact on the outcome for the firm. Examples include the
coordination of pricing in different countries, coordinating services to
global customers who buy in more than one market, ensuring that product
development activities in one country do not duplicate activities in other
areas and do not inhibit their use in other countries, for example, by disqualify-
ing them from patent protection. In such cases, it may be important to
coordinate the actions to ensure the best combined outcome (Figure 8.4).
We will call this complex complementarity.

This classification of types of complementary knowledge suggests differ-
ences in the geographic focus that might arise for each type. Additive com-
plementarity reflects the situation in which the firm has knowledge of some
particular product or service or technique of manufacture (K, in Figure 8.2)

Firm member 1: K4 Ki+K, |——— Action

\

K; = Knowledge of firm member i
Firm member 2: Ky

Figure 8.2 Additive complementarity
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Ki+Ka | Action

/
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Seek new
Knowledge

Firm member 2: Ky —

Figure 8.3 Sequential complementarity

with the potential to be used in a number of distinct local markets, so that
the focus is likely to be on multiple transfers of core expertise to each distinct
market, and ensuring that local management structures are able to integrate
both local knowledge, K;, and the global knowledge asset, K. In contrast,
sequential complementarity suggests a more concentrated geographic focus,
since the knowledge that is created (K in Figure 8.3) is specific to a particular
market application. The creation of K, may of course be spatially separated
from the location of its intended application. The structures required to
facilitate the creation of K, will depend on characteristics of K; and K, such
as their degree of tacitness or codifiability. It may be that the transfer of the
input K; can be a distinct stage that precedes the search for K. Alternatively,
Firm Member 2 may need to draw on K; continually during the search for K,.
These differences will influence the organizational structures and commu-
nication channels needed between the participants. In the case of complex
complementarity, coordination inevitably implies some form of centralized
governance, as the nature of the interdependence is such that the indepen-
dent actions of the separate agents will be suboptimal for the firm as a whole.

Our approach represents something of a break with existing literature
because we have moved away from conceptualizing knowledge flows, par-
ticularly unidirectional flows (Gupta and Govindarajan, 2000; Foss and
Pederson, 2000). Our suggestion is that, in most cases, more complex
interactions will occur. One particular extension is to make explicit the
spatial dimension, allowing links to be made with global and local issues
in the analysis of the strategy of multinational enterprises.

Firm member 1: Ky b—  Action1
Firm member 2: Ko — Action?2

Figure 8.4 Complex complementarity
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Global and local knowledge strategies

We have already suggested that the multinational enterprise engages in the
synthesis and integration of knowledge, which is originally localized and
which the enterprise seeks to apply more broadly. This activity may be
described as the globalization of local knowledge, but there are several
distinct approaches that firms may adopt, which we will indicate here. In
order to do so, it will be helpful to provide clear interpretations of the terms
local knowledge and global knowledge for the present discussion. We will
use these terms to indicate the spatial availability of knowledge within the
corporation. Thus, local knowledge has limited availability within the firm
and is typically confined to one place. This may often be knowledge within
an operating subsidiary, perhaps concerning local market conditions or
possibly a technique or process that has been developed locally. However,
the term may equally refer to knowledge that is confined to the adminis-
trative headquarters of a corporation. Examples might include knowledge
of particular strategic plans such as expansions, mergers, acquisitions or
disposals, as well as more general know-how concerning corporate finance
expertise in multinational managing.

We use the term global knowledge to indicate knowledge that is generally
available across the corporation, accessible to all operating subsidiaries, as
well as to the administrative centre. Global knowledge is available to all
within the firm, the point to emphasize being the accessibility of knowledge
rather than its location. Access depends on factors that are not solely spatial,
although spatial proximity may often be important. Access to knowledge
depends on a number of factors, including awareness of its existence and
potential, the presence of channels for communicating knowledge and the
absorptive capacity (Cohen and Levinthal, 1990) of the potential users.
These are the outcomes of intermediation within the firm in identifying
knowledge - using opportunities and organizing access accordingly.

Thus, the knowledge that is localized within the firm and the knowledge
that it chooses to make globally available are characteristics of the firm'’s
deliberate knowledge exploitation strategy. There are a number of global/
local strategic configurations that firms may display, which depend signi-
ficantly on the particular circumstances of the market opportunities available
to the firm. The first and simplest orientation is that of the firm that has an
established home market and seeks to exploit the knowledge developed
there by international expansion into other national markets. Typical exam-
ples of such knowledge are technological or marketing know-how and
expansion as a multinational is preferred when internal transfer of know-
ledge is more efficient than the alternatives of licensing the use of that
knowledge to others or of international trade in the firm’s output (Buckley
and Casson, 1976). In such a case, each foreign subsidiary of the parent
company has access to technological or market know-how that the enterprise
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intends to apply in the new markets, so that this constitutes part of the firm's
global knowledge. However, complementary knowledge in operating subsi-
diaries concerning the market conditions affecting that subsidiary remains
local in character insofar as it has no value to other subsidiaries. In this
case, global knowledge is confined to that which originates in the corporate
parent.

A second configuration can arise when local knowledge from operating
subsidiaries is valuable to other parts of the enterprise. For example, an
adaptation in one country of the firm'’s basic technology for customers in
that country might have wider applications in subsidiaries operating in
other countries. The enterprise then has reason to provide all subsidiaries
with access to both the know-how from the original home market and also
to knowledge developed in other operation units. The firm’s global know-
ledge comprises the original parental know-how supplemented by comple-
mentary knowledge from operating subsidiaries.

A third pattern is the firm that acts more explicitly as an intermediator in
disseminating throughout the enterprise knowledge acquired by any of its
subsidiaries. In this role, the parent may be less concerned with acting as the
originator of the knowledge that the enterprise treats as global and rather
more with facilitating global knowledge exchange within the corporation.

The patterns described here are not mutually exclusive alternatives, nor
do they make an exhaustive list of possibilities. However, they do indicate
alternative strategic orientations, which can be discerned in different firms
for creating value by combining complementary knowledge globally and
locally.

The third section of this chapter will explore the connection between
these global/local knowledge-related strategies pursued by firms and the
processes required and structures that firms might adopt.

The theory of the strategy-active subsidiary

The relation between global and local knowledge provides the basis for the
theory of the creative subsidiary (Pearce, 1999) or of subsidiary strategies, as
distinct from a single, centralized MNE strategy (Otterbeck, 1981). To some
extent, the idea of subsidiary initiatives (Birkinshaw and Ridderstrale, 1999)
is set up against a straw man, that of the centralized, single centre of control
hierarchical MNE. However, there is virtue in looking at the MNE subsidiary
as the interface between two knowledge communities — the firm itself and its
local science base. Thus, MNE subsidiaries can become ‘knowledge brokers’
and form distinctive competencies. Such organizational strengths of subsid-
iaries can be measured by internal factors such as capabilities and patents
residing in the unit and in their business network relationships (Forsgren et
al., 1999).

The concept of an MNE as a differentiated network of distinctive know-
ledge communities is encompassed by the notion of heterarchy. ‘This entails
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a geographical diffusion of core strategic activities and coordinating roles,
a break with the notion of one uniform hierarchy of decisions as well as
organisational positions, and an increased focus on normative control
mechanisms’ (Hedlund and Rolander, 1990, p. 15).

As Birkinshaw and Ridderstrale (1999) point out, there is little empirical
evidence for the phenomenon of subsidiary initiative — a factor they suggest
is due to the deadening effect of ‘the corporate immune system’ on local
subsidiary initiatives. This they attribute to the structural and resource-based
power of corporate headquarters. Our evidence, below, does suggest that the
model of low power and low visibility of subsidiaries is not a uniform
phenomenon and that dynamic factors suggest significant changes over
time (the case of ‘Frecknall’ is a prime example). This fits well with Kogut’s
(1990) notions of sequential strategy and network flexibility and, in a link
with the knowledge management literature, accords with Nonaka’s (1990)
concepts of continuous information creation and the role of subsidiaries in
global self-renewal. The strategy-active subsidiary may not fit well with
modern approaches to resource allocation in multinational enterprises
(Buckley and Casson, 1998). As Mudambi (1999) points out, granting stra-
tegic independence to subsidiaries may limit the ability of headquarters to
control resources and may reduce the efficiency of the internal capital
market of MNEs. Our suggestion here is that spatial knowledge strategy need
not be a choice between polar opposites. It is quite feasible for a subsidiary to
be differentiated in the sense of deploying particular local knowledge in
combination with knowledge that is global within the corporation. At the
same time, the subsidiary exists within, draws upon and contributes to the
internal knowledge market of the firm.

These balances, global versus local, and multiple strategy sources versus
central capital allocation are examined below in the context of knowledge
management practices. This analysis suggests that the strategy-active sub-
sidiary may be a special case of the management of spatially distributed
knowledge. Moreover, it may be a particular stage in the evolution of a
global knowledge management system.

Strategy, process and structure

Strategy and process

Differences in strategy of the kind discussed above imply differences in the
business processes of the enterprise, particularly in the types of knowledge
management process. In the first situation, in which a firm seeks to establish
new national markets for pre-existing products and services, the process is
the most straightforward. In this case, parental and subsidiary knowledge are
additive, and there are three principal knowledge management activities,
comprising the transfer of parental knowledge to the overseas subsidiary, the
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acquisition of local knowledge by the subsidiary and the combined appli-
cation of these two sets of knowledge. The process may be replicated in
different subsidiaries and in each case may be carried out separately, without
special measures for coordination between separate markets.

Greater complexity arises — with additional knowledge management
requirements — when significant research and development activity is
needed in order to expand into a new market (sequential complementarity).
Two broad requirements need to be considered by the firm. The first of these
is in managing the knowledge creation process itself, since at least two
distinct sets of localized expertise must contribute to the development activ-
ities. This entails a significant mutual exchange of information to specify
development requirements, together with monitoring and evaluation of the
results for the new market. The firm must allocate responsibilities for these
activities in the appropriate location or locations and must establish chan-
nels of communication and suitable incentives for the participants.

The second broad requirement that comes out of such development activ-
ities is to fit the knowledge creation for any particular market with the
potential for its application in other markets. It may be worthwhile to
broaden the goal of development activity by taking into account the poten-
tial for more widespread use. Or it may be desirable to prioritize and restrict
development activities to certain markets. Local developments are thus not
strictly separable processes in a firm that operates in multiple markets: it is
often desirable that local development activity takes place within a company-
wide coordination process.

In firms whose strategy approaches the global intermediation of knowl-
edge from its various separate subsidiaries, coordination and communica-
tion are likely to be central to the modus operandi of the corporation.
Several additional knowledge management activities can be expected in
such a coordination process. For example, firms will need to facilitate con-
tact between specialists in each knowledge area in each location. They may
establish a systematic register of knowledge in key areas in order to enable
access to expertise by potential users. They may also establish systems to
actively maintain knowledge and expertise, establishing a corporate ‘mem-
ory’, both for the purpose of improving access and also as an insurance
against the turnover of knowledge-holding staff.

Process and structure

In order for processes to be carried out effectively, firms require some degree
of structural organization. Structures signify several functional aspects of an
organization. For example, they identify who may carry out what activities,
they allocate the division of responsibilities and they specify how indivi-
duals are grouped together within boundaries of control. Structures can
formally indicate and facilitate connections and communications between
individuals both within and across these boundaries, although connections
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may also arise spontaneously and informally. Structures may also place limits
on communications or create intentional or unintentional obstacles.

The firm should establish structures that economize on the costs of com-
bining process inputs (combining knowledge) and that can also optimize the
process output. The dependence of output on complementarity is the defin-
ing characteristic of team production, in which common control of the
process can help to optimize output (Alchian and Demsetz, 1972; Buckley
and Carter, 1996, 1998). Control can also be affected by the costs of combin-
ing inputs, and we will consider two potential sources of cost, which may
be barriers to the combination of knowledge.

One possible type of barrier is that due to geographic distance. Von Hippel
(1998) characterizes the costs of transferring knowledge from one place to
another in terms of ‘sticky information’ and draws a strong relationship
between sticky information and the locus of problem solving. ‘We define the
stickiness of a given unit of information in a given instance as the incremental
expenditure required to transfer that unit of information to a specified locus
in a form usable by a given information seeker’ (p. 61). As discussed earlier,
tacitness, context and complementary knowledge are key dimensions of this
cost. There are several structural strategies available to deal with stickiness:

1. Carry out the problem solving at the locus of the sticky information.

2. Iterate problem solving between sites (where there is more than one
source of sticky information).

3. ‘Task partitioning’ where the problem is split into subproblems where
each draws on one sticky source.

4. Invest in ‘unsticking’ information. Examples of unsticking information
include: expert systems, easily transferable software, a centrally accessible
database.

This general issue that needed information and problem-solving capacity
have to be brought together physically (or virtually) at a given point to solve
a problem is central to knowledge management and reflects the facts that
information is costly to acquire, transfer and use — and that it is sticky.

The other type of potential barrier is that due to ‘knowledge boundaries’. We
will use this term broadly to cover differences in individuals’ cognitive know-
ledge and specialization, and also differences of language, social norms and
identities, type of sense making and so on. Within such boundaries, where
individuals already have a significant degree of shared knowledge, as well as
language and other norms, transfer of new knowledge will incur relatively
low costs. Transmission of knowledge across such boundaries is expected to be
relatively costly, as well as not fully effective. It will frequently be most
effective to group together members with shared knowledge and a collective
understanding of a particular field or problem and also so that communica-
tions across boundaries require relatively little of the specialist knowledge
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and remain limited to the information that is necessary for other specialist
groups to apply their own knowledge to the common problem.

Structures within firms should therefore be capable of both economizing
on knowledge and facilitating its effective application. The structures and
organization of knowledge processes are chosen to create value by combin-
ing complementary knowledge, but are constrained by costs, reflecting char-
acteristics of process participants — their expertise and locations — and by the
technologies that are available for communication. We will now examine
how these factors are exemplified in the structural choices made by three
firms for three contrasting knowledge combination processes. The first of
these is described at some length. The second and third are treated more
briefly, as aspects of these have already been discussed elsewhere
(Buckley and Carter, 2000). The discussion here focuses on spatial and global/
local aspects of each of the cases.

Case studies’

‘Frecknall’: transfer of parent knowledge to overseas subsidiaries

The first example concerns the transfer of commercial expertise to new
affiliates in emerging markets. The company, which we will refer to as
Frecknall, is a US-owned research-based ethical pharmaceutical manufac-
turer. During the 1980s and 1990s, the company established new subsid-
iaries in developing markets throughout the world. By the late 1990s, it had
established a four-stage process, which was in use in Eastern Europe and in
Africa. The developments in these territories were administered through the
UK/Europe subsidiary rather than directly from the US parent. The discus-
sion here will examine both the process of knowledge transfer to the new
subsidiaries and the organization of this process from the US parent and the
UK/European regional HQ.

Frecknall conceives the stages of establishing a new subsidiary in terms
of a sequence of four ‘affiliate business models’ (Figure 8.5). The transfer of
expertise takes place over an extended period, and each phase represents an
increase in the degree and scope of local control and responsibility. These
become possible as the number of individuals with appropriate expertise
becomes larger over time, as the depth of knowledge grows and as local
operations become more established and aligned both with local conditions
and market requirements and with the strategic direction established by the
corporation.

‘Dependence’ |—»| ‘Go Local’ |—®| ‘Take Control’ |—¥| ‘Leadership’

Figure 8.5 Frecknall’s sequential affiliate business models
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In the earliest stage, the subsidiary is directed and monitored in a directive
hierarchical relationship by specialists in the regional headquarters. By the
final stage, the subsidiary is integrated into Frecknall’s matrix form of organ-
ization in which geographical reporting is combined with reporting in
product-based ‘global business units’. The organizational and knowledge-
process characteristics of each stage can be briefly summarized as follows.

Dependence

In the first stage that a local company is established, these activities are
limited to the sales and distribution of Frecknall products. Management
of this business is the responsibility of an experienced Frecknall manager,
who is therefore almost always an expatriate from the US or Europe. The
subsidiary manager reports to the unit in regional headquarters, which is
responsible for developing markets within its designated region. This unit is
responsible for the marketing strategy for all products handled by the
‘dependent’ subsidiary and is accountable for its profit. Registration of
medicines for sale in the new market is carried out by staff at the regional
headquarters with the subsidiary manager and staff in the developing
markets unit acting as mediators with the regulatory authority and health-
care providers in the target country. The subsidiary manager recruits sales
personnel and sets up a distribution network, typically by contracting with
an established local business. He or she, and the staff recruited for sales, are
the main channel through which the developing market unit in HQ acquires
knowledge of local market conditions and requirements.

At this stage, the principal requirements for knowledge transfer into the
target country are product knowledge, selling experience and good distribu-
tional practice concerning the control of medicines. This knowledge is
provided through training courses, provided both locally by division staff
visiting the subsidiary and centrally by subsidiary staff visiting regional
headquarters and where appropriate through monitoring visit audits by staff
from regional headquarters.

Go local

This stage is structurally and operationally similar to the previous one, and
characterized by the appointment of local managers to carry the day-to-day
responsibility of the business rather than expatriate managers. Marketing
decisions continue to be the responsibility of the development market unit
in regional headquarters, which is also still the profit centre for the opera-
tion. During this phase, it is also possible that local managers may take over
the direct responsibility for product registration and medical liaison with the
country authorities and health providers. The individuals who take these
senior positions in the developing market have usually benefited from
‘switch programme’ training, in which they are relocated to an established
Frecknall subsidiary for a period to gain operating experience and improve
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their understanding of and ‘alignment’ with Frecknall custom and practice.
An important mechanism for raising local awareness of Frecknall’s corporate
perspectives and aims is linking the subsidiary into the company intranet.
This provides ready access to technical information, information about
market developments and perspectives on corporate priorities and strategy.
It not only provides information but also enhances the degree in which
local managers identify with the corporation and not simply their own
subsidiary, for example, through receiving directly regular statements from
the chairman. At this stage, there continues to be close supervision from staff
at regional headquarters, who are likely to visit the subsidiary frequently.
Headquarters staff must still approve many aspects of local activity. For
example, they may wish to ensure that low price decisions are not incon-
sistent with global pricing policy across the corporation.

Take control

This is the stage in which the subsidiary becomes a profit centre and local
management take over formal responsibility for product registration, mar-
keting and sales. Operationally, there continue to be ‘dotted line’ links to
functional managers for each activity in the regional headquarters. Head-
quarters staff continue to pay regular visits to audit both financial and
medicinal good practice. They will also review major contracts.

Coherence with corporate aims is further developed through the subsid-
iary’s participation in the corporate planing process. Two annual meetings
consider 3-year strategic business plans and 1-year operating plans. These
meetings bring together subsidiary and corporate managers from several
levels of organization. The forum promotes alignment by the subsidiary with
the corporation practice and permits dialogue and exchange of understand-
ing in both directions. The subsidiary continues to be accountable to the
regional headquarters for its activities and control of the subsidiary is
centralized in unitary form through functional managers reporting to the
subsidiary CEO.

Leadership

The final stage brings about a significant structural change. The organization
switches from a functional basis in which the CEO provides central control
of the subsidiary to a more decentralized product-based organization. Pro-
duct strategies are determined by specialists who now communicate directly
with product-based global business units in the US parent. The subsidiary
managers continue to oversee sales and distribution and may now be
permitted to establish local manufacturing if this is the most cost-effective
means to supply the local market. This form of organization, with a network
of communication channels between product and functional specializations
globally and operational managers locally, is the normal structure adopted
by Frecknall for operating in mature country markets.
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The stages outlined briefly here indicate several ways in which the
company overcomes knowledge combination barriers of the kind discussed
earlier. For example, the responsibility for new market development is given
to a specialist group. This group is located in Europe, a regional headquarters
where there is plenty of mature experience, but from where travel to and
communication with the new market is easier than it would be for the US
parent. The development from ‘dependence’ to ‘go local’ to ‘take control’
illustrates the gradual transfer of expertise into the subsidiary — ‘unsticking’
the expertise. While the expertise is located mainly in the regional head-
quarters, profit responsibility lies there, but it is transferred as the knowledge
is progressively transferred. In the final mature form of organization, corpor-
ate expertise and practices are sufficiently diffused within the subsidiary
that it is possible to decentralize the combination of local and global know-
ledge from its focus in the subsidiary CEO and the development unit of the
regional HQ to separate product managers and global business units. This
sequence of changes is indicated in Figure 8.6. In terms of the literature on
the strategy-active subsidiary, we can see a temporal sequence of transferring
to the subsidiary the rights and abilities to set its own strategic parameters.
In examining issues of the spatial location of decision making, we should
not neglect temporal factors. Examining the subsidiary in its ‘leadership’
phase gives a very different picture than that of ‘dependence’. Analysts who
have identified the strategy-active subsidiary may be focusing on a particular
phase in the development of global knowledge management practices as
they evolve over time.

‘Devonian’: capturing bidding expertise

Devonian is a large British telecommunications multinational. This firm
bids for ‘big ticket’ projects on a global scale. These bids require the assembly
of multilocational, multiskilled teams, which come together to formulate
and progress a bid for a single project. The key knowledge management
question here is how best to retain the relevant knowledge from each indi-
vidual project, whether successful or not. Each team generates useful infor-
mation, and there is a pressing need to recover all the relevant information
and to store it in a recoverable form. Devonian'’s solution to this problem is
to create ‘flexible teams’, which introduce new entrants to the process while
retaining key members of past teams, under the management of ‘the major
bids department’ (see Figure 8.7).

The spatial aspects of this configuration are important. Through video
conferencing and other means, the virtual teams are brought together to
focus on a bid that may be anywhere in the world. ‘Local’ specialists are key
parts of each bid team, but they will revolve off the bid team when the
spatial focus of the next bid shifts. Local expertise and contacts are thus key
foci, but are constantly shifting within the virtual team.
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Figure 8.6 Sequential development of knowledge transfer processes in Frecknall
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The global/local structure of the bid teams is complex. Some teams will
have large numbers of local membership where political, cultural, social and
local business practice matters are important. In other cases, local member-
ship is a vital component but will be numerically small in comparison with
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Figure 8.7 Devonian’s ‘virtual teams’

technology specialists. Regional units of Devonian also play a coordinating
role where multiple local representation is required, e.g. in a bid for a
spatially diversified multinational’s telecommunication requirements. The
‘virtual team’ enables local elements to be integrated and reconfigured as the
particular situation requires.

‘Braxia’: global capability for licensing externally sourced technology

The large-scale project in Braxia, a UK-owned global pharmaceutical com-
pany, is an international system for the evaluation of external technology
for inward licensing or exploitation. Braxia has created a system of inter-
active software that enables the management of opportunities external to
the firm on a worldwide scale. The system enables the evaluation, decision
making (rejection or acceptance of the proffered technology) and retention
of knowledge from new contacts or traditional sources of new develop-
ments. It acts as a repository of knowledge on past and ongoing decisions.
(Has Braxia evaluated or rejected this piece of technology before?)
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The software acts as a spatial attractor and international disseminator. In
principle, it removes spatial problems for the technology supplier because it
is a single point entry into Braxia’s internationally dispersed R&D, pro-
duction and marketing operations. Internal connections between Braxia’s
different therapeutic areas and the imported knowledge are made within
Braxia’s system, thereby obviating the need for the technology supplier to
know an individual contact person or contact point.

The introduction of this system caused a radical change in the organiza-
tion and power structure of the firm. The system both replaces a specialist
licensing unit and integrates it within the therapeutic areas, making the
knowledge available to all the relevant managers (who have automatic
access to the system) (see Figure 8.8).

This both removed the central position of the old ‘inward licensing’ unit
and took away the power of individual managers’ ‘personal contacts’, with
whom they, and only they, dealt. The system was carefully managed and
introduced over time to show its value in the everyday working experience
of managers, and it has proven a successful interface between Braxia and its
external technology providers.

This example shows the power of a ‘virtual department’, as embodied in
carefully designed software to collapse spatial problems by making a single
entry point in Braxia available to spatially dispensed outsiders. The system
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Figure 8.8 Hybrid structure: Braxia’s virtual department
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also enables the information to be dispensed effectively across a multiloca-
tional, multinational firm.

Spatial issues and knowledge management

Problems in the organization of multinational enterprise are often presented
as oppositions. Typical are global/local, centralize/decentralize, standardiza-
tion versus adaptation and efficiency versus responsiveness. These dimen-
sions are frequently embodied in models or descriptions of the different
organizational structures within the MNEs such as multidomestic versus
global (Harzing, 1998) ‘heterarchy’ (Hedlund, 1986) and in works on ‘the
transnational firm’ (Bartlett and Goshal, 1989). Our concern is for the rela-
tionship between the organization of the firm and knowledge management
and, hence, unpacking these oppositions in the terms that we have devel-
oped in our theorizing and case studies can shed light on our study of
practice.

The global/local opposition has implications for flows of knowledge and
physical product. Global organization is often taken to imply that know-
ledge flows freely throughout the company, from each unit to every other
unit (this is what transnational organization implies), whereas local organ-
ization, in its multidomestic form, is ‘centre-out’ in knowledge flows, the
headquarters being the source of most of the company-specific knowledge,
flowing out to combine with spatially fixed knowledge in the subsidiaries. As
our work shows, the ‘global’ model ignores the cost of managing the flows
and the local model contains a rigid assumption that there is a division
between general ‘company-wide’ knowledge and separable, spatially fixed
local-specific knowledge. Both of these positions, except as ideal types, are
not helpful in designing knowledge processes in real companies, real space
and real time.

A second opposition is that between centralization and decentralization.
This is an organizational, decision-making-based description of companies.
If centralization implies central control, then the implementation is likely
to be inimical to free flows of knowledge and to combining knowledge in
all but centre outwards types of processes (refer to our model and cases).
However, extreme decentralization would inhibit knowledge combination
and so it is inevitable that elements of both extremes are present in suc-
cessful knowledge combination strategies.

Issues of standardization versus adaptation are clearly dependent on the
external market. Where individual (national) markets are differentiated by
regulation, culture, pattern of demand or other factors, then the company
will be forced down the adaptation end of the spectrum. If markets are
homogeneous across national boundaries (perhaps as a result of economic
integration as in the EU), then standardization becomes more feasible.
Standardization gives rise to efficiency (cost) gains, whereas the benefit of
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adaptation to local demand should give rise to revenue gains. These opposi-
tions are knowledge management issues in themselves as the firm has to
obtain ‘second-order’ knowledge on what knowledge it needs to serve inter-
national markets in an optimal fashion. Knowledge on ‘how to service
markets’ is a key overarching question in combining and separating indivi-
dual national markets and marketing strategy.

These issues are therefore not independent of knowledge management.
Spatial questions are one part of dealing with knowledge organization, but
spatial issues are bound up with a whole set of temporal, organizational,
strategic and process issues.

Conclusion

All three case studies illustrate the importance of spatial issues in knowledge
management. In all three multinational firms, there was not one unique
source of knowledge, but the resources were dispersed, and each firm had to
find a way of combining their knowledge assets in a dynamic process with
changing parameters. Moves towards an organizational structure that facil-
itated knowledge sharing could be on a planned incremental, almost staged,
basis (Frecknall) or in an evolutionary format (Devonian) or in the creation
of a particular new structure (Braxia). The strategies all had both a spatial and
temporal dimension. Furthermore, all strategies had both global and local
components. These examples indicate that knowledge strategies which are
both dynamic and ‘glocal’ are likely to be widespread, although their
detailed forms may be rich and varied.

Our research suggests that conceptualization of knowledge management
should move away from thinking of unidirectional flows of knowledge
towards much more complex interactions, which, nevertheless, can be
captured within a conceptual framework such as what we put forward in
the second and third sections. Spatial and temporal issues also interact in
an interesting fashion and the age of a firm and of a subsidiary needs to be
factored into any spatial analysis of knowledge management practices. The
analysis of the input into strategy of the Frecknall subsidiaries would be very
different, depending on the time at which it was examined. The ‘window of
observation’ is crucial in coming to clear conclusions on appropriate know-
ledge management structures.

The limitations of our approach are clear. We provide three illustrations of
spatial issues in knowledge management, but in order to generalize, a wider
study is necessary. Such a study would move from a relatively ‘stripped
down’ context to problems set in a greater degree of complexity, including
wider cultural differences and firms chosen explicitly to illustrate the impact
of overt company strategy (hierarchical control, internal capital market
operations, multiple sources of strategic direction). However, our limited
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study shows great scope for extension, conceptually, in practice, and in
guiding management thinking.
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Note

1. Personal interviews were conducted in each of the three multinational firms.
Multiple interviews were conducted with a number of executives in each firm.
These multiple interviews were supplemented by participant observation in Braxia,
by participant observation and by an internship in Devonian and by extensive
long-term liaison with a sponsoring executive in Frecknall. In all cases, company
documentation was provided to verify the results. The longitudinal studies covered
a period of not less than a year in each case.
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Governing Knowledge Sharing
in Multinational Enterprises
with Martin J. Carter

Key results

e A variety of knowledge governance problems are encountered in four
case studies and all involve resolving global/local issues. The coordination
methods employed need to take account of this and other trade-offs (e.g.
specialization versus integration) and their resolution involves attention
to the processes of knowledge sharing, the incentive structure within the
firm and knowledge frontiers. These trade-offs are examined using the
notions of partition and integration as architectural forms.

e Achievement of both application strategies (uses of a given portfolio of
knowledge) and discovery strategies (new combinations of knowledge)
are important goals of knowledge governance structures.

Introduction

The chapter examines knowledge-sharing processes in four high technology
multinational enterprises. It derives five propositions on governing knowledge
processes and utilizes these propositions in an examination of the four firms.

Knowledge and knowledge sharing in multinational enterprises

The starting-point of this chapter is that knowledge is the converse of uncer-
tainty. Shifts in demand and technology cause trade-inhibiting uncertainty in
firms that lack relevant knowledge, but present opportunities for trade in firms
who possess such knowledge (Buckley and Carter, 1999). Just as uncertainty is
a state of the human mind, so can effective knowledge only reside in the minds
of people. Knowledge is a quality possessed by people, literally a state of mind.

The organization’s knowledge is an aggregation of the individual know-
ledge of its members (Grant, 1996, pp. 112 et seq.). No individual possesses
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all the knowledge within a firm. Division of knowledge within the firm
results in ‘secondary’ uncertainty, if individuals do not know what is in
the mind of others. Koopmans claims that ‘[in] a rough and intuitive judge-
ment the secondary uncertainty arising from a lack of communication, that
is from one decision maker having no way of finding out the concurrent
decisions and plans made by others ... is quantitatively at least as important
as the primary uncertainty arising from random acts of nature and unpre-
dictable changes in consumers’ preferences’ (1957, pp. 162 et seq.). Second-
ary uncertainty can be reduced by sharing knowledge. The purpose of this
chapter is to examine the means which firms employ to achieve knowledge
sharing amongst their members. Firms are communities of practice (Brown
and Duguid, 1991, 1998) which undertake ‘the integration of knowledge
fragmented in various parts of the firm ... confronting within the context of
the firm Hayek’s problem of utilizing knowledge not known to anyone in its
entirety. ..’ (Fransman, 1998, p. 189). Our particular concern is with bringing
together complementary knowledge. In multinational enterprises (MNEs)
this includes, for example, knowledge of different national markets and
knowledge of existing technologies within and outside the enterprise. The
firm must understand how technology can be adapted or developed to meet
the changing requirements of these markets. Such knowledge transfers are
rarely one-way flows and involve global/local interactions which have
important implications for the governance of the firm (Buckley and Carter,
2002).

The governance of knowledge

A fundamental tenet of received theory is that knowledge is shared more
efficiently (at less cost) within the firm than between firms (Buckley and
Casson, 1976). Firms internalize the governance of knowledge by combining
knowledge which is dispersed amongst individuals and applying it collec-
tively towards a common purpose. The division of knowledge in a multi-
person firm reflects the bounded rationality of individuals (Simon, 1945).
Internal governance is motivated by several sources of gain in collective
action. First are gains due to complementarity (inseparability), in which the
value of the knowledge of in one part of the organization is only realized
when combined with knowledge held in another part of the firm (Buckley
and Carter, 1996, 2000). Second, there are gains from collective knowledge
processes, particularly involving tacit knowledge, due to social characteristics
of groups. These characteristics have been described as ‘higher order organ-
izing principles’ and ‘tacit procedural knowledge’ by Kogut and Zander (1992,
1996) and have also been discussed by Nonaka and Takeuchi (1995). Third
are gains from internal contracting of which the classic example is the labour
contract in Coase’s (1937) rationale for the existence of the multi-person
firm. These gains include monitoring and incentive allocation to overcome
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moral hazard (Alchian and Demsetz, 1972), internalizing the appropriation
problem (Arrow, 1962), avoiding complex price-setting problems (Rosen,
1991) and providing better incentives than the market for individuals to
develop co-specific human capital (Williamson et al., 1975; Williamson,
1985, p. 249).

However, there are knowledge frontiers where an individual firm will find it
more efficient to purchase inputs which embody the knowledge rather than
internalize the knowledge transfer. Opportunities arise to economize on the
transfer of knowledge when knowledge can be unambiguously codified or
embodied in physical commodities. For example, a steel fabricator buys
specified grades of metal rather than internalizing the knowledge required
for steel production (Demsetz, 1991). Inseparability, processing, pricing and
contracting problems diminish and market contracting is more attractive.

Proposition 1. Firms will recognize that some knowledge processes are
better organized by another organization and purchased through the
market than by their organization. Therefore, they will specialize in
knowledge activities in a discrete but changing area. Specialized firms
are separated from each other by the agency of the market.

The intra-firm governance of knowledge

The frontiers of knowledge specialization between firms are drawn where
uncertainty can be effectively borne by market contracting. Specialization
within firms produces internal knowledge frontiers between separate cognate
areas, often corresponding to functional or divisional boundaries. Within
each area, individuals specialize in knowledge of a broadly similar content,
so that workers can interact and managers can monitor and guide their
subordinates: integrated knowledge and ‘organic’ governance. Communi-
cation between specialized areas cannot depend on the full transfer of
specialized knowledge, but requires the development of a sufficiently rich
common code or language to allow each group to transmit and receive the
messages which enable them to play their part in advancing the collective
goals of the firm but which economizes on knowledge transfer. This lan-
guage, its knowledge content and the associated mechanics of communica-
tion, must allow senior managers to supervise and direct the firm’s activities,
even though no individual or small group holds, or could hold, all the firm'’s
strategic knowledge.

Knowledge governance structures within firms must pay attention to the:

1. Boundaries between different knowledge holders (individuals, depart-
ments, functional areas);

2. Coordination and sharing of knowledge across frontiers;

3. Incentives to individuals for sharing knowledge.
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A potentially important boundary within MNEs is that between individuals
from different countries. Our study focuses on two culturally close countries,
the USA and the UK, and so reduces some of the factors that increase psychic
distance (Hallen and Wiedersheim-Paul, 1979). This enables us to isolate
more distinctly the factors that arise from physical and time differences
and from the need for adaptation to individual local markets. It is, however,
possible that differences in managerial practice, style and linguistic nuances
may exacerbate the separation of head office and affiliate.

Proposition 2. Governing knowledge within the firm requires attention to
knowledge frontiers, to mechanisms of knowledge sharing and to the
means of encouraging individuals to pool knowledge.

Knowledge architectures in the firm

Groups within the firm can coordinate their activities by sharing comple-
mentary knowledge. There is, however, a further problem concerning the
coherence and reliability of knowledge exchanged in this way. An important
dimension of knowledge intended for practical application is its degree of
reliability or truth. A widely used shorthand in the business literature is that
knowledge is ‘a justified true belief’. Fransman (1998) points out that
whenever there is uncertainty then firms do not act on ‘justified true beliefs’
but simply on their beliefs, based on incomplete information, combined with
insight, creativity and misconception. He suggests the term ‘vision’ for the
dominant set of beliefs which guide its actions in the face of uncertainty. In
an organization different members of the firm can hold different beliefs.
Furthermore, there may even be a lack of awareness that this is so as some
individuals may keep their beliefs secret yet still base their actions upon
them. This is potentially problematic, especially in the case of procedural
norms and routines. A gap between the ‘vision’ adopted by top management
and beliefs in other parts of the firm may result at the least in incoherence
between parts of the organization, and further in confusion, incomprehen-
sion, disaffection and even conflict. How routines and habits often embody
hidden beliefs and assumptions is illustrated in Scott-Morgan (1994). This
has radical implications for the governance of knowledge in firms. The firm
might respond in two ways. One solution is integration, based on ‘heedful
interrelating’ (Weick and Roberts, 1993) in which managers have an under-
standing of the knowledge possessed by those with whom they work. The
alternative arrangement is partition in which the firm'’s structure is designed
so that it is not necessary for managers to have a detailed understanding of
the work of others or even the same beliefs. This has parallels with organic
and mechanistic governance structures in managing the dynamics of know-
ledge development (Burns and Stalker, 1961). The choice between integra-
tion and partition depends on a trade-off between breadth and depth in the
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domain of knowledge governance, so that some groupings are based on
coherence of beliefs and widening the scope of collective action whereas
other are based on specialization and depth of knowledge. Partition and
integration will coexist in the architecture of any firm in so far as some
knowledge remains within knowledge frontiers and some is shared across
frontiers.

One important aspect of hidden beliefs is Williamson’s concept of oppor-
tunism as ‘self-seeking with guile’ (Williamson, 1975, 1985). Incentives need
to be created at the individual or group level to encourage actions to con-
form to the objectives of the firm. Such incentives can be individual rewards
or benefits to the group. The culture of the firm can be engineered towards
collective goals which override opportunistic behaviour. The incentive
structure must ensure that group goals are consistent with the firm’s goals
and that individual goals are consistent with group goals. Observation of an
individual’s behaviour may lead to the view that his action is inconsistent
with the firm’s objectives. However, this could only be verified by examining
the intermediate level of the group. The hierarchy of incentives may provide
a coordinating mechanism which brings individuals’ ‘deviant’ behaviour
into line with the collective purpose of the firm. We would expect to observe
different incentive structures in the two architectural forms of integration
and partition.

In multinationals based on high technology, professionalism and a com-
mon educational background may be factors around which groups cohere
which can overcome cultural differences, nuances of language and other
barriers to knowledge sharing. This shared background and language trans-
cends local differences in the internal knowledge markets where employees
are highly educated individuals sharing a common training based on the
natural sciences. This may create internal knowledge frontiers and foster
partition along the lines of particular scientific sub-disciplines.

The next proposition we derive is:

Proposition 3. Two ways to achieve coherence and coordination are archi-
tectural forms which we designate as integration and partition. Both may be
present in a single firm as firms seek solutions to problems of uncertainty.

New knowledge configurations

Overconcentration on perceived current capabilities may well lead manage-
ment astray (Bercovitz et al., 1997). Over time, other producers can learn
what the firm already knows, or learn other ways to achieve the same
capabilities, or capabilities that will supersede them. Over time rents will
dissipate. Firm-specific advantages must be defined over a given time period
(and possibly over a given cultural space) before they atrophy (Buckley,
1983).
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Protection of existing knowledge can include finding new capabilities
based on new combinations of knowledge, redeploying and extending exist-
ing assets, including by the acquisition of or joint venture with the owners of
other, complementary, assets. Existing knowledge assets with multiple appli-
cations are similar to the ‘core competencies’ discussed by Prahalad and
Hamel (1990). Strategies concerned with applying and protecting rents from
existing knowledge might be termed application strategies. When the firm has
developed multiple applications, this an application portfolio strategy. The
internal structures of firms reflect the need to facilitate the application of
specialized knowledge and the collaboration between firm members with
complementary knowledge. Von Hippel (1998) draws a strong relationship
between ‘sticky information’ and the locus of problem solving. There are
several strategies available to deal with stickiness:

1. Carry out the problem solving at the locus of the sticky information.

2. Iterate problem solving between sites (where there is more than one
source of sticky information).

3. ‘Task partitioning’ where the problem is split into sub-problems where
each draws on one sticky source.

4. Invest in ‘unsticking’ information. Examples of unsticking information
include: training and the replication of existing knowledge, expert systems,
easily transferable software, a centrally accessible database.

This general issue, that needed information and problem-solving capacity
have to be brought together physically or virtually at a given point to solve a
problem, is central to knowledge management and reflects the facts that
information is costly to acquire, transfer and use — and that it is sticky. This
helps to determine the information structure within the firm, in which
knowledge is partitioned to meet the requirements of each distinct applica-
tions and communication channel designed for the supervision of and
development of the applications portfolio. The divisional type of organiza-
tion has the advantage that knowledge that is specialized to divisions can
stay within divisional boundaries, allowing each group of specialists to
increase their division-specific knowledge and avoid the overload which
would arise if all specialists were expected to be cognizant of all application
areas. The divisionalized organization is particularly well adapted for the
delivery of a portfolio of applications.

As Langlois (1991) has pointed out, whether a firm can avoid the complete
diffusion of capabilities into the market place depends on the relative learning
abilities of the market and of the firm. The search for new applications of exist-
ing knowledge can only take the firm so far, and sooner or later it must engage
in the development of new capabilities based on new knowledge. Failure
to engage in the ‘creative destruction’ of existing competencies can result in
the choice of an incorrect growth path for the firm. Decision-making
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biases may come from bounded rationality in which managers preserve
erroneous beliefs or theories of the world. According to North (1990),
erroneous beliefs are a failure of ‘instrumental rationality’, representing the
impact of information costs on individual or group decision making. When
information feedback is inadequate to convey to the participants in a process
the correct theory of how their world operates, this will impact upon the
individual’s decision and in turn the outcome of the process and the further
information which it generates (Dixit, 1996, p. 45). This can take place even in
the face of information which would suggest revision if it were not for the
common practice of deselecting information which does not support our
established beliefs (Fransman, 1998). There is a connection here with the
notion of scientific paradigms and research programmes, which may only
be revised some time after the evidence which first challenges them
(Kuhn, 1962; Lakatos, 1970). Core capabilities become core rigidities (Leonard-
Barton, 1992). Furthermore there is path dependency of knowledge creation,
so that experience gained in the past may reduce the cost of developing
knowledge in areas with similarities or with complementarities (Dierickx
and Cool, 1989). The resulting increasing returns to knowledge creation
can provide significant first mover advantages for knowledge-intensive firms,
although simultaneously they carry the risk for firms to be ‘locked in’ to
technologies which may be superseded (Arthur, 1989).

A possible term to use for strategies which seek new capabilities based on
new knowledge is discovery strategies. The forms of organization adopted for
application strategies may present some constraints to the pursuit of discov-
ery strategies. Of course, there is no obstacle to the development of new
capabilities using the expertise within a particular division, and many diver-
sified companies have long experience of research and development. But an
implication of divisionalization is that discovery activities are either centra-
lized, or are conducted independently in separate divisions. In either case,
discovery capabilities of the firm are constrained in particular locations
within the firm. This does not prevent innovation, but it places some limits
on the scope of the innovation that is likely to take place. It is likely to
be restricted to particular areas of application drawing on a subset of the
expertise within the firm. Furthermore, it may be hard to disseminate any
discoveries which have potential applications in other divisions of the
firm. Therefore, a divisionalized firm may engage in a portfolio of applications
and some individual discovery, but will have difficulties if it wishes to develop
a strategy comprising a portfolio of discoveries.

The recent developments in global knowledge sharing provide responses
to these limitations. MNEs thus provide channels of communication and
planning and policy formation between functional specialists in different
application areas. As a result, new specialist knowledge is disseminated across
application boundaries, so that new capabilities can be integrated across
the portfolio of the firm’s activities. Furthermore, if ideas for innovation
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arise in one part of the organization, perhaps derived from contact with a
particular customer, this offers better access to the full range of knowledge
and expertise in other parts of the corporation which may be able to con-
tribute to the innovative development. Thus these forms of organization
offer the potential for a firm to move from a strategy based around an
application portfolio to one based around a discovery portfolio.

Proposition 4. Long-run success depends on processes of knowledge
sharing that encompass both application and discovery strategies. The
implementation of the latter will be crucial to sustained success.

Furthermore, the architectures (combination of partition and integration)
which are adapted for application strategies may not be well suited for
discovery strategies.

Proposition 5. Governance structures for application strategies may
obstruct discovery strategies.

Applying the propositions to four multinational enterprises

The following section confronts these propositions with material drawn from
repeated interviews with a number of executives in each of four multina-
tional companies. These longitudinal studies covered not less than a year in
each case. This research uses multiple case design, the results of which can be
extended to a wider context based on ‘analytical generalisation’ (Yin, 1994,
p- 10). This is an appropriate method for our purposes because we are
engaged in an exploratory theory-building exercise rather than theory test-
ing. The choice of cases was determined by the wish to reduces influences of
extreme cultural and language difference and therefore the four companies
are all US or UK owned. Company names are disguised.

Braxia PLC: buying technology in a global market

The Braxia case is an example of the development of a new capability to
buy technology by embodying valuable organizational knowledge in a new
process architecture. This not only facilitated the company-wide dissemination
of a nascent organizational capability, but incorporated a degree of contin-
ual learning.

Braxia is a UK-owned firm with a long history of developing ethical pharma-
ceuticals in the traditional whole-cycle method from basic research and
development through trials, registration, production and marketing. Scientific
knowledge deepens continuously, and there is an increase both in the number of
technologies that can be applied in a particular therapeutic area and a widening
of potential therapeutic applications of particular technologies. A single firm can
no longer internalize all the knowledge relevant to even a selected group of
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strategically chosen therapeutic areas. One result is that the basic research for
novel therapies is increasingly carried out by independent biotechnology firms
who then offer their discoveries to be licensed and marketed by the large
pharmaceutical companies. Independent firms provide a greater variety of
approaches by each specializing in their particular technology, and can rely on
the large pharmaceuticals to provide production, marketing and distribution
capabilities. Furthermore, these technology suppliers are spatially dispersed in
various locations around the world. Similarly, final markets are globally distrib-
uted. Braxia and other MNEs provide the means of linking disparate consolidat-
ing technologies and adapting them to the particular needs of individual
markets. Thus, there is a need for access to information on both internal and
external technological developments and on market needs in a managed
fashion. The domain of internalized knowledge needs to be integrated with
the external across the interface with other firms.

This trend creates a requirement for a new organizational capability for
buying technology in large pharmaceutical firms. Such a capability needs to
combine alertness to potential developments with technological and com-
mercial assessments of prospective ‘purchases’ and with legal and commer-
cial expertise in drawing up agreements. Its application must be integrated
with the strategic goals of the firm as a whole, with its continuing research
plans and its market strategy. Expertise in buying (licensing) is comple-
mentary to detailed technological knowledge and marketing knowledge
of relevant therapeutic areas. The firm must somehow strike a balance
between benefits of increased specialization, through a division of expertise
between specialists, and the difficulties that such division of expertise
creates in then combining one area of expertise with other complementary
expertise.

A mechanism for knowledge sharing is therefore essential. One form of the
‘partition’ solution to achieving coherence (Proposition 3) is to locate all the
firm’s licensing expertise together in a separate specialist group which would
provide a service for the corporation. This arrangement would facilitate the
development of expertise and the deepening of knowledge in this area. This
would have the advantages which functional groups provide: advantages of
managing and monitoring performance, as managers have expertise in
common with their team; mutual support through flexibility of individuals
amongst tasks; exchange of ideas and experience; consistency of practice
and coordination of activities. Appropriate communication channels would
be needed between the licensing group and the therapeutic groups in order
to combine licensing expertise with specialist technical and marketing
knowledge. Such communications take time and often use summarized
information, which can result in delays and misunderstandings. It may be
difficult for members of the licensing group to internalize all the knowledge
that would be desirable of the different therapeutic areas and the different
national markets in which products would be sold. Furthermore, even
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though this group is formally providing a service to the other groups, there is
a risk of competing strategic goals between therapeutic area groups and the
group with licensing responsibility.

An alternative ‘partition’ is for responsibility for licensing to be allocated
to specialists within each therapeutic or marketing unit. That is, for expertise
to be combined within each therapeutic area. This would help to overcome
difficulties of combining knowledge of licensing with that of therapeutic
strategy and marketing, because licensing experts in each group concentrate
on the needs of the group. But different experience in different groups may
lead to different practices and different capabilities dispersed through the
organization. Furthermore, there is now a problem of coordination. Both
Braxia and the independent suppliers of new technologies are geographically
dispersed as well as representing a wide range of scientific and therapeutic
applications. One part of the organization may be unaware of actions taken
by another operating unit. For example, a biotechnology company may
approach more than one group and be rejected by one part of the organization
and yet be accepted by another.

Braxia’s chosen solution resulted in the establishment of a ‘virtual depart-
ment’, which provides benefits of both specialization of expertise and of
combination of expertise. This solution also creates a clear division of know-
ledge between Braxia and outside organizations as in Proposition 1. Expertise
in buying is developed collectively by individuals who are located in each
therapeutic area but who are also able to share their knowledge as though
they were in a distinct unit specialized in licensing. This is made possible by
adopting a common process of knowledge sharing for evaluating prospective
offers and a management and information system which is embodied in
customized computer software. This is accessible to all firm members who
have responsibilities for licensing. The ‘virtual department’ is made up of a
group of specialists, who support and manage the system, together with
members of operating groups who have responsibility for licensing. The
expertise of licensing specialists is available to all operating groups as
needed while the decision-makers in each client group comprise a ‘virtual’
licensing group while continuing to be fully integrated members of their
own operating unit. The arrangement provides benefits of both forms of
knowledge partition.

This form of organization successfully overcomes trade-offs in knowledge
specialization, paying attention to perceived knowledge frontiers as sug-
gested by Proposition 2. The incentives to knowledge sharing are not indivi-
dual monetary rewards but collective returns from ‘making the job easier
and more rewarding’ (Braxia senior manager). Managers in Braxia were
dismissive of using monetary incentives to individuals because it is deemed
to devalue the process and the team ethic. This might otherwise require a
greater division of labour amongst more specialized individuals, but is over-
come through the application of a piece of organizational knowledge. This
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knowledge is the recognition that all acquisitions of products and tech-
nologies (including companies) could be achieved through the same process
in all therapeutic areas and all countries. Furthermore, this process could
be embodied in computer software which would automate many of the
administrative requirements, and facilitate the required information flows,
record keeping and documentation.

The embodiment of organizational knowledge, together with some licen-
sing knowledge, in an information technology system provides an alterna-
tive to the internalization of such knowledge in the minds of separate
specialists. This improves the firm’s ability to exploit the complementarities
between its therapeutic-marketing knowledge and developing licensing
expertise and to move on to integrating separate knowledge flows in a
discovery process (Proposition 4). The Braxia case provides a good example
of a governance structure for knowledge management which facilitates
discovery strategies (Proposition 5).

Devonian PLC: the sale of technology in a global market

Devonian is a UK-owned global telecommunications company which owns
and operates cable systems, fibre-optic networks and satellite earth stations.
It is a leading supplier of global communications services to international
firms such as banks, information technology companies, oil and gas com-
panies and shipping companies. Two aspects of this business which strongly
affect the nature of the knowledge creation requirements are firstly the rapid
rate of innovation in telecommunications technology and secondly the
wide local variations in the needs of individual customers. Designs must be
tailored to customer requirements and bidding is intensely competitive.
Integration of Devonian’s internalized knowledge governance processes with
its clients’ needs are key elements in a successful strategy (Proposition 1). Bids
often comprise several rounds. The client may use the first round to select
two or three competitors who submit more detailed bids. Bidders can be
asked to carry out partial or pilot projects in competition with one another.

The preparation of bids is a complex process drawing on many specializa-
tions within Devonian including: general and specialized network design
work, costing and pricing, commercial and financial appraisal, legal services,
sales and service contacts with client, liaison with third-party suppliers, pro-
ject management for implementation of successful bids. Due to economies
of specialization, these skills are located in different groups. Furthermore,
Devonian is a global corporation, serving international customers with
headquarters in many different parts of the world and with international
service requirements. Therefore customer contacts and Devonian’s own sales
and customer service personnel may be widely dispersed geographically as
well as being members of different regional business units. Like Braxia,
Devonian must find the balance between the architectural forms of partition
and integration for coherence and coordination (Proposition 3).
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Devonian needs to direct many diverse knowledge resources towards each
potential client, when the needs vary between clients. Different clients have
different technical problems and different geographical distributions of their
head offices and operating divisions. Devonian has to call on whatever
specialized resources are required, and also to align the sales and service
communication channels with those of the client. The number of possible
governance structures is very large, with some areas of expertise separately
specialized and others combined. The ideal structure is likely to be different
for different clients, particularly for high-value projects for large interna-
tional clients. Thus there is a variable domain of internalized knowledge with
heavy reliance on information in the (potential) client base.

Devonian’s solution to the problem of governance of knowledge is a
flexible form of organization which matches the organization to the require-
ments of individual bids. This knowledge sharing is achieved by assembling
‘bid teams’ under the control of a specialist section called ‘Major Bids'.
Rewards are psychic returns from successful team working and a higher
number of bids won, which feeds directly into the firm’s pay structure
via individual bonuses (Proposition 2). A ‘virtual team’ (the bid team) is
appointed with membership from each of the key areas of expertise required
for the bid. The Major Bids section supplies the lead design engineer, called
the ‘bid consultant’ and the most appropriate regional business unit
provides the sales account manager, who forms the primary channel of
communication with the client. Knowledge sharing is thus within the
team across functional areas and across teams by retaining key personnel
in sequential bids (Proposition 4). However, this potential for discovery is
sometimes negated by the phenomenon which the company describes as
‘executive burn-out’. The pressure on individual managers of the bid process
can be so great that over a period of two to three years the managers have to
be replaced because they simply cannot function effectively in subsequent
teams. Discovery strategies over time are inhibited by this excessive pressure.
This represents a confirmation of Proposition 5.

Verona Inc.: global supply

The global supply arrangements of Verona (a US-owned MNE) are similar to
those of most large pharmaceutical manufacturers. The corporation has a
network of approximately 30 manufacturing facilities which are distributed
throughout the world. Supply management in Verona is concerned with
both the short-term, tactical realization of the current operating plan and the
long-term, strategic planning and construction of production capacity for future
market expectations. On both timescales supply adopts a following rather than a
leading role. Its senior managers perceive that its function is to make happen
what has been determined elsewhere. In our terms, the supply function is
separately partitioned and works to given objectives (Proposition 3). Neverthe-
less, both strategic planning and operational planning must allow for supply
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constraints. Therefore, in practice there are flows of knowledge both into the
supply function as an output of the planning processes and from the supply
function as one of the inputs into planning.

In common with many corporations, Verona has deployed enterprise
resource planning (ERP) software at the heart of its global supply manage-
ment in order to achieve coordination between its spatially distributed
supply network in meeting the global market plan. Consequently, a large
part of the information which must be captured and transferred is coll-
ected and disseminated through its ERP system. The system provides
ready-defined relations between marketing, manufacturing and distribution
and captures knowledge supplied by the supply system as parameters for
the capacities and capabilities of the global supply network. This is both
internalized and external knowledge from outside suppliers covering the
interface with the market (Proposition 1). When the forecast is generated
from marketing, the responses of purchasing, manufacturing, sales and
distribution are therefore determined by processes which have been rational-
ized and are effectively standardized. The value-creating knowledge relating
to supply is thus embodied in its planning software. Knowledge is codified in
a form which turns its use into a set of routines. Data processing and data
transfer are automated wherever possible.

This codification of operating knowledge enables the corporation to max-
imise the value achieved on the tactical, operational timescale. It provides
real-time monitoring and control of inventories, production schedules and
distribution. Changes can be made with minimal response times if there are
changes in the market environment in order to capture advantages, or
minimize disadvantages. Standardization eliminates many costs and time
delays of knowledge transfer which would result from differences in under-
standing, selective capture of data, different mental models of business
processes by the individuals concerned, differences in priorities and so on.
Operational effectiveness requires many complementary activities to be
coordinated in concert, with separate but related activities often taking place
simultaneously, providing a challenge to the firm to go further to identify
knowledge frontiers across which knowledge sharing is to take place. These
activities must be based on mutually consistent understandings of the
immediate goals and of the prevailing circumstances. The ERP system is
central to achieving this common operational world-view within the
business for controlling concurrent operations. However, this process of
knowledge sharing is imperfect, because some kinds of knowledge are less
susceptible to codification and quantification, and may depend wholly on
judgement and on trust of the judgement of others.

Frecknall Inc.: pharmaceutical product development

Frecknall Inc. is a US-owned global research-based pharmaceutical com-
pany. In the last two years it deployed a set of related computer-network
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based tools in its efforts to increase the success rate of its product
development activities and reduce the product development cycle time.
Several factors prompted the development of these tools, including cost
and competitive pressures in the industry and the complexity of global
product development. The aim of the network systems it developed
is to facilitate communication amongst all those engaged in product devel-
opment. There are four systems, which are intended to achieve knowledge
sharing. These are: portfolio information for senior management, project
management system for project managers and participants, team com-
munication system and an expertise support tool for members of indivi-
dual functions.

Compared with the previous cases, the correspondence between the struc-
ture of these systems and the product development process itself is less
transparent. This is partly because of the relative complexity of product
development in a globally dispersed pharmaceutical company. At least 21
distinct functional specializations can contribute to any given project, and
many of these have further geographical sub-specialization.

The absence of a clear identification between process and structure is
reflected in an internal evaluation conducted by Frecknall itself. In an
appraisal of the system, there is a significant variation between systems
in the perceptions of their users. The Expertise Support system (which is
not cross-functional) is assessed the most positively across all dimensions
and the Portfolio Information system the least positively. Most notably, the
contribution to an identifiable business process is the lowest or equal lowest
rated characteristic in all cases, and the technology is the highest rated
characteristic. The significance of this result for the discussion here is that
technology appears to have been the leading influence in designing all these
systems, and the contribution to business processes has played a smaller
part.

Frecknall’s system has the objective of creating a coordinated product
development process, but it has paid little attention to knowledge frontiers
within and across the boundaries of the corporation and its methods of
knowledge sharing are unsystematic and patchy (Proposition 2). Although
designed to achieve new combinations of knowledge (discovery strategies as
in Proposition 4), there is little evidence that this top-down approach has yet
achieved consistency in governing knowledge across the firm. There is as yet
little evidence of discovery strategies as outcomes of the knowledge govern-
ance process (Proposition 5).

Conclusion

A variety of knowledge governance problems are encountered in the four
case studies and all involve resolving global/local issues. The coordination
methods employed need to take account of this and other trade-offs (e.g.
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specialization versus integration) and their resolution involves attention to
the processes of knowledge sharing, the incentive structure within the firm
and knowledge frontiers. These trade-offs are examined using the notions
of partition and integration as architectural forms. Achievement of both
application strategies (uses of a given portfolio of knowledge) and discovery
strategies (new combinations of knowledge) are important goals of know-
ledge governance structures.

Examination of the cases suggests optimism in the applicability of our five
propositions to the governance of knowledge sharing in multinational firms
(see Table 9.1). Our suggestion that ‘integration’ and ‘partition’ are separate
and identifiable architectural forms of achieving this requires more research.
The specialization of firms around particular knowledge domains is a pro-
duct of past research to which our cases contribute additional support.
Mechanisms of knowledge sharing are found to be diverse, even within such
a small sample of firms. The achievement of both application strategies (uses
of a given portfolio of knowledge) and discovery strategies (new com-
binations of knowledge) are found to be important goals of knowledge
governance structures, and our findings provide preliminary evidence that
controlling information may, in certain circumstances, conflict with discov-
ery strategies. Top-down approaches to governing knowledge sharing seem
to be inappropriate and the phenomena of executive burn-out are exam-
ples of unsuccessful attempts to control information. The introduction of
sophisticated IT systems for storing and sharing information is not
necessarily successful in rectifying problems of the knowledge architecture
of the firm unless they are introduced with great care, consultation and in
accord with appropriate incentives.

Possible extensions of this research include extending the case study
method to include cases with wider cultural and psychic distance between
units of the firm in order to refine the propositions and derive hypotheses
which will then be testable by the use of survey methodology. The results
can also be refined by further longitudinal studies at the level of the individ-
ual managers and groups within firms. The incentive structures implied by
our findings need further investigation together with their implications for
the methods of knowledge sharing.
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Table 9.1 The propositions in practice

Propositions

Braxia

Devonian

Verona

Frecknall

Proposition 1

Proposition 2

Proposition 3

Internalized know-
ledge versus the
market

Knowledge frontiers,
knowledge sharing.
Global/local issues

Knowledge
architectures.
Integration-partition.
Trade-offs

resolution.
Implications for
incentives

Licensing in
specialized
knowledge and
combining

with internal skills
Worldwide sources of
technology combined
and disseminated to
global markets

Integrating through a
company-wide
licensing

system which
coordinates

the partitioned
therapeutic

areas.

Specialized licensing
department versus
therapeutic expertise.

Integration of
internalized
knowledge with
clients’ needs

1. Bid specialization
and experience versus
local and technical
expertise.

2. Loss of information
from each separate bid
team versus executive
‘burn-out’. Local bids/
clients. Globally
distributed expertise
Integration across
functional areas by
means of flexible
teams, partitioned

for each client.

Major Bid team acts as
a repository of
information and same
people on repeat
teams.

mww.ebook3000.con|1

Combining internal
knowledge with
external market/
supply information

Global primacy over
local conditions.
Hierarchical decision-
making

Enterprise resource
planning system.
Codified knowledge in
short term leading to
operational efficiency
versus inflexibility in
planning system.

Little attention to
boundaries

Unsystematic
approach.

E.g. status of local
knowledge inputs is
unclear

Portfolio information
system.

Global information
system loses (local)
detail.

Insufficiently
developed and unclear
to participants
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Proposition 4

Proposition 5§

Need for application
and discovery

Application/discovery
conflicts

Virtual department
liaises with individual
therapeutic areas.
Psychic rewards across
organization

Exploiting
complementarities
between therapeutic
marketing knowledge
and inward licensing
expertise

Governance structure
for knowledge
management
facilitates discovery

Both individual
incentives and
psychic rewards for
members of successful
teams

Knowledge sharing
within team across
functional areas

Successive creation of
appropriate teams.
Knowledge
maintained across
teams by retaining key
personnel in
sequential bids

Loss of autonomy,

local control and

flexibility. Partial

feedback of

knowledge from

supply function into

plan.

No obvious integra-

tion of knowledge

sharing with incentive

structure
Top-down software
development process

Little evidence of
discovery strategies as
outcomes of the
knowledge
governance process
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Evolution of FDI in the United States
in the Context of Trade Liberalization
and Regionalization

with Jeremy Clegg, Nicolas Forsans and Kevin T. Reilly

Introduction

As the world economy has become globalized, the simultaneous move
towards regionalization has been a striking feature of the past decade. Europe,
Asia, and North America, among others, have developed a wide range of
institutionalized arrangements to formalize the rising economic integration
that has occurred between countries on a regional basis. The link between
globalization and the growth of trade blocs is foreign direct investment
(FDI). FDI represents a major strategic weapon for multinational enterprises
(MNEs) in their struggle for the world’s appropriable surplus (Buckley, 1996).
It is an important reality of the regionalized world economy that firms based
outside trade blocs are highly discriminated against.

Regional economic integration (REI) is therefore a way of increasing
discrimination against firms outside the area of integration and, crucially,
of raising the preference of MNE:s for local production within the integrating
area. Indeed, the literature, largely focused on the European experience,
would suggest that MNEs should react differently to the formation of free
trade areas (FTA) according to whether they are based in the integrated area
(“insiders’) or outside (‘outsiders’) (UNTCMD, 1993).

In this chapter, we focus on the strategic responses of Canadian, European,
and Japanese MNEs to the Canada-United States Free Trade Agreement
(CUSFTA), which started in 1989, and then to the North American Free
Trade Agreement (NAFTA) among Canada, the United States, and Mexico, which
took effect in 1994. The second section attempts to characterize econo-
mic integration in North America. The third section focuses on the reactions
of ‘insiders’ and ‘outsiders’ to these agreements. In the fourth section, we
present the results of an econometric model aiming at differentiating

189



190 The Challenge of International Business

the separate effects of CUSFTA and NAFTA on the FDI strategies of MNEs
by their location of origin. Our results suggest that the asymmetric strategic
positions of ‘insider’ and ‘outsider’ firms are capable of explaining some of
the contrasts in their FDI behaviours.

Characterization of REl in North America

In comparison with economic integration within Europe, REI in North
America has been more driven by pressure from private sector firms rather
than public policy initiatives (Buckley et al., 2001). The incentives to reduce
trade and investment barriers within the CUSFTA and the NAFTA are
primarily those of reducing the artificial barriers that burden the consider-
able trade already conducted between the member countries. Unlike the
European Union and its precursors, the NAFTA is a free trade agreement in
which each member country retains its own tariff on imports, and other
regulations regarding trade with third countries. The bases of this agreement
are the rules of origin that aim to prevent trade deflection from occurring.
The required local content of goods for liberal treatment in the NAFTA was
initially set at 50 per cent but with an increase to 62.5 per cent in 2002. Also,
the CUSFTA and NAFTA framework of integration leaves important areas
untouched; subsidies, labour markets, and agriculture (Jovanovic, 1998) are,
for the most part, not addressed in these treaties. Indeed, as Krugman (1996,
p- 165) has pointed out, NAFTA represents a method of trying to help the
Mexican economic reform process, which is in effect a precondition for
starting the process of REI for Mexico. Given the fact that the entire econ-
omy of Mexico is equal to that of Massachusetts, it becomes clear that
‘economics’ (large market, economies of scale, jobs, and growth) has not
played a primary role in this integration. The United States is very concerned
about stability at its southern border. Hence, the NAFTA needs to be seen as a
tool that is supposed to help a friendly Mexican government succeed in its
reform and development process, as Krugman (1996, p. 165) points out. The
striking feature of the NAFTA is that it is an arrangement that brings together
countries with significant differences in per capita income. This is why
Mexico was permitted a transition period of seven years for the elimination
of tariffs, i.e. longer than under the CUSFTA. The initial economic impact of
NAFTA is not large, but paves the way for integration of a deeper character in
the future.

A framework for the impact of REl on FDI-based strategic responses

While REI may be seen as a further step towards the liberalization of trade
and investment, institutionalized agreements bring with them a package of
discriminatory weapons against outsiders (e.g. rules of origin). The contrasts
between the strategic reactions of insiders and outsiders in the context of
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regionalization are a major theme of this chapter. We shall first focus on the
impact of REI on outsiders, especially on European and Japanese MNEs (who
are the major investors in North America), and then consider the possible
effects on insiders (Canadian MNE:s).

North American integration’s impact on inter-bloc strategies

One of the primary purposes of REI is to shift locational attractiveness — to
encourage investment diversion (switching from extra-bloc to intra-bloc
investment). It attempts to induce a switch in the market-servicing strategies
of extra-trade bloc firms from exporting to inward investment. In addition
to diverting investment into the bloc by non-bloc multinationals, regional
integration is also expected to affect the investment location decisions of
both insider and outsider firms. In principle, the creation of an FTA from
a number of separate markets may make a central production site for
the region more attractive. This provides incentive for firms to create a
‘hub-and-spoke’ system where central facilities (research, manufacturing)
are combined with a set of dispersed distribution outlets radiating from the
central facility. This location strategy combines ‘global’ (economies of scale)
with ‘local’ advantages (adaptation of product). It can be combined with an
ownership strategy that keeps the central facilities under total control by
being wholly owned, while the distribution outlets can be joint ventures,
reducing the firm’s risks by involving local capital and therefore gaining
access to local marketing expertise (Buckley and Casson, 1998).

It could also be argued that the formation of an FTA provokes firms to
move from a multidomestic strategy (where firms can treat competition in
each country as separate) to a ‘regional’ strategy, where strategy becomes
inextricably intertwined across the newly integrated market (Porter, 1986).
For example, following regional integration, a UK firm that had formerly
invested in Canada to service the Canadian domestic market might now
consider switching its investment to the United States or Mexico. New
investors face the same choice among more flexible options. Indeed, the
nature of firms’ adjustments in the wake of NAFTA depends on the starting
position of the investor. For firms newly entering North America, location in
one market may indeed be employed as a platform for expanding into the
rest of NAFTA. For established investors, more harmonized legislation on
standards is more likely to stimulate the replacement of subsidiaries with
representative offices than to generate increased cross-border business. The
rationalization of manufacturing facilities between Canada and the United
States may be possible, with the caveat that local representation through
sales and marketing will still be necessary.

However, the sheer size of the North American market and the fact that
barriers such as legislative differences arising out of historical developments
continue to segment Canada, the United States, and Mexico mean that a
single strategic approach to North America is unlikely to be appropriate for
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many firms. These considerations explain why many firms have continued
to pursue separate organizational developments in each of the national
markets.

Intra-bloc effects

The integration of the North American market is marked by a long-standing
collaboration between Canada and the United States — one that predates
both the CUSFTA and the NAFTA. Direct investment by US firms in the
Canadian economy, and by Canadian firms in the US economy, has histor-
ically been substantial and has continued to grow during the NAFTA years.
The 1965 Auto Pact forged a strong alliance between auto manufacturers and
has resulted in this particular sector’s being well integrated 30 years later.
This early movement toward closer linkages was furthered by both the
CUSFTA and the NAFTA.

Although a significant part of US FDI into Canada has been raw materials-
oriented, consistent with the traditional comparative advantage-based view
of FDI, the bulk of US FDI into Canada clearly has been market-seeking and
import-substituting. Because of the historically high Canadian tariffs, for-
eign firms wanting to gain access to the Canadian market have typically
been forced to build plants in Canada. This has applied in the greatest
measure to United States firms. The primary mission of these plants was to
serve the Canadian market, and it was often cheaper to produce in Canada
than to export from the home country and pay the tariff (Rugman, 1990).

In the 1970s, when Canadian tariffs began to be reduced in earnest, two
predictions were made regarding the way US MNEs'’ affiliates would adjust to
trade liberalization. First, there was great concern among opponents of free
trade that US ‘tariff factories’ would leave Canada, only to serve the Cana-
dian market through exports originating in the United States. Second, it was
also predicted that, due to the high Canadian unit cost of production, firms
would adjust to trade liberalization by rationalizing their production, i.e.
specializing production at the plant level by reducing the number of prod-
uct varieties produced in each plant. However, as Rugman (1990) points
out, even if protectionism were the initial impetus to FDI, MNEs accrue in-
tangible benefits from operating in host markets over time, which confer
advantages on foreign-owned firms, fuelling future competitiveness, and
expansion of their operations in the host country.

Finally, North American FDI in Mexico, although very small before the
NAFTA started in 1994, consisted mainly of efficiency-seeking FDI aimed at a
greater exploitation of comparative advantage (in this case, low-wage
labour). The immediate pre-NAFTA period saw favourable macroeconomic
conditions for US investment in general and investment in Mexico in parti-
cular. These conditions account, to some extent, for the increases in US FDI
in Mexico prior to 1994 (USITC, 1997).
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A framework for North American integration’s impact on FDI

Following UNTCMD (1993) and Buckley et al. (1998), four kinds of FDI
strategies related to REI can be identified. The first is a defensive import-
substituting investment in which the outsider firm, to maintain market
share in the newly integrated area, switches from an export-orientated strat-
egy aimed at individual countries to production within the area. This follows
from REI changing the balance of locational advantages between the rest of
the world and the region.

The second is reorganization investment, in which insider firms reorgan-
ize production within the integrated area in accordance with member
countries’ comparative advantages. This is likely to result in fewer produc-
tion locations within the regionally integrated area.

The third form of investment is that of rationalization, in which insider
firms take advantage of the newly created returns to scale possibilities in the
REI area. Member countries with established production units enjoying
(or potentially enjoying) scale economies, will expect to see increases in
investment as facilities expand to capture the reduced production costs.
The rationalization strategy is likely to generate the ‘hub-and-spoke’ system
of organization discussed earlier.

The final form of investment is that of offensive import substitution,
employed by insider and outsider firms alike. This arises from business
expectations about the dynamic effects (i.e. growth augmentation effects)
of the creation of the regionally integrated area. As a result of NAFTA's
dynamic effects, the size of the barrier-free market within which a firm
operates expands. These growth-enhancing and market-augmenting effects
of NAFTA give rise to FDI whose motivation is to take advantage of growing
demand and the opening up of new markets.

These strategic responses affect both the geographical and sectoral distri-
butions of FDI within the FTA, as well as the level of FDI. The relationship
between trade and investment is very complex, and these four FDI strategies
do not necessarily replace trade; some can complement a trade-based strat-
egy, especially the cases of rationalization and reorganization FDI (Buckley
et al., 2000).

The impact of North American economic integration on
FDI-based strategic responses of multinational firms

The data used in this study are from the US Bureau of Economic Analysis,
Department of Commerce, and consists of annual estimates of the inward
FDI stock in the US for 1960-97. We concentrate on Canada, five main
European investors in the United States for which data are available for
the whole period, i.e. the UK, the Netherlands, Switzerland, France and
Germany, and Japan. Table 10.1 shows that Canada’s share in total inward
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Table 10.1 Share of FDI in the United States by Canada, Europe, Japan, and the rest of
the world (ROW)

Years 1960 1970 1980 1985 1990 1995 1996 1997

Canada 27.99 23.49 14.74 9.28 7.48 8.52 9.22 9.39
Europe 68.12 72.00 66.91 65.77 62.63 62.06 62.00 62.38

Japan 1.27 1.73 6.18 10.46 21.04 19.61 19.28 18.12
ROW 2.62 2.79 12.17 14.49 8.85 9.81 9.50 10.11
Total 100 100 100 100 100 100 100 100

Source: US Bureau of Economic Analysis.

FDI in the United States has fallen by around two-thirds over the last three
decades, from 28 per cent of the total stock of FDI in the United States to just
7.5 per cent in 1990. It is of interest that Canada’s share only started to
increase again after this long-term decline from 1990, i.e. in the wake of the
CUSFTA and NAFTA, to represent an overall figure of 10 per cent in 1997.
Table 10.2 shows that European countries are the main investors in the
United States; in 1997, Europe was responsible for 62 per cent of the total
FDI stock in the United States - slightly less than their 1960 percentage of
68 per cent. Japanese FDI, although little over 1 per cent in 1960, is now
approaching 20 per cent; between 1985 and 1990, Japan’s share doubled.
To model the growth in the FDI we have selected a parsimonious constant
growth curve. The intercept term in this equation represents base (or starting
point) natural log FDI (In FDI) and the parameter on the time trend (f)
represents the growth rate of FDI. Both parameters have an expected sign
of greater than zero. To measure the policy effects in this equation, we
introduce two dummy variables that correspond for the time periods when
the CUSFTA and NAFTA were implemented. The literature suggests these
agreements will affect the FDI decision. Indeed, Clegg and Scott-Green
(1999) argue that when considering the effect of economic integration on
FDI decisions, you should allow for the fact that firms will make decisions on

Table 10.2 Share of FDI in the United States by European countries

Years 1960 1970 1980 1985 1990 1995 1996 1997

UK 32.53 3110 1791 23.59 2499 21.71 20.42 19.01
Netherlands 13.70 16.21 24.74 20.07 16.38 12.16 12.51 12.45
Switzerland 11.19 11.64 7.42 5.72 4.48 5.13 5.12 5.66

France n.a n.a 5.46 3.61 4.72 6.75 6.92 6.91
Germany n.a n.a 11.11 8.03 7.15 8.59 10.08 10.23
Europe 68.12 72.00 6691 65.77 62.63 62.06 62.00 62.38

Source: US Bureau of Economic Analysis.
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the assumption that the agreement will be reached prior to actual imple-
mentation given the time lags for the returns. In this context, we have
turned on the CUSFTA dummy in 1987 and turned off this dummy when
we assume the NAFTA agreement becomes effective in 1992. This rather than
the actual implementation dates of 1989 and 1994 for CUSFTA and NAFTA,
respectively. The expected signs on these variables are positive, in that we
propose the alternative hypothesis that North American integration has
resulted in a significantly greater level of inward FDI into the United States.
The interpretation of the actual coefficient is that it represents the effect on
natural log of base FDI. Therefore, the equation for country i in period ¢ is

InFDI; = oy + Buit + B2iCUSFTA; + 33;NAFTA; + Wit (101)

The ‘countries’ of interest are ‘all countries’, Europe, and individual coun-
tries Canada and Japan over the 38 years of data that are available.

Table 10.3 reports our results for estimating equation (10.1) separately for
Canada, Europe and Japan. We tested for a common model for three regions
and individually using a standard F-test. The results suggest that we should
not pool the data for Canada, Europe, or Japan in any combination. The
coefficients for the time trend and the constants are all highly significant
and positive, as the theory would predict, and four of the six coefficients for
the North American integration variables have significant positive signs as
expected.

The CUSFTA dummy is positive and significant in each case. For Japan, the
level of significance is lower, but the strength of the coefficient for CUSFTA
is perceptibly higher. An interpretation of this result is that Japanese firms
reacted more strongly earlier on to regional integration as a defensive

Table 10.3 Determinants of the natural logarithm of FDI into the United States by
Canada, Europe, and Japan

Year CUSFTA NAFTA Constant Adjusted R?

Canada 0.034° 0.357° 0.467° 8.820° 0.952
[11.349] [4.737] [5.588] [196.641]

Europe 0.080° 0.327% 0.078 9.535% 0.981
[24.433] [3.909] [0.839] [191.463]

Japan 0.190° 0.607° —0.609 4.779* 0.952
[15.531] [1.943] [-0.199] [25.267]

Number inside brackets is the t ratio.
#The parameter is significant at the 99% level of confidence.
P The parameter is significant at the 95% level of confidence.
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import-substituting response, as befits firms with large export shares in the
period previous to integration.

Europe also responded strongly to the CUSFTA, with a magnitude similar
to that of the insider Canada. The theory of international business suggests
that the insider differs from the outsider: the former is likely to develop
rationalized FDI as a response to the cost reduction effects and efficiency
gains brought about by FTAs, while FDI by the latter will tend to be driven by
import-substitution motives. At the aggregate level, one cannot distinguish
these two theoretically different effects.

The NAFTA variable fails to reach significance for Europe and Japan,
attaining significance only for investment from Canada. The lone signifi-
cance of NAFTA for Canada is likely to be the result of the unique position of
Canada in this enquiry vis-a-vis the United States, i.e. that of the only insider
as opposed to the outsider countries. Within the context of North American
integration, NAFTA'’s primary role is to enable Mexico to catch up in terms of
liberalization. As noted earlier, although the economic impact of this alone
for the North American economy is not large, the NAFTA paves the way for
integration of a deeper character in the future. This may be part of the reason
why the NAFTA coefficient is insignificant for the outsider countries of
Europe and Japan, in that the outsider can wait, while the insider cannot —
a point which we now consider further. Buckley et al. (1994) note that
Canadian firms, spurred by NAFTA, seemed to have intensified their invest-
ments in the United States and were characteristically market-seeking in
their motives. This offers some explanation for the amplified response of
Canadian firms to NAFTA compared with CUSFTA. Canadian firms appear to
have adopted an outward-looking strategy in response to NAFTA.

Given the extremely simple nature of the model, our main conclusion is
that the modelling of United States’ inward FDI needs in the future to
consider the insider-outsider distinction, since our modest results suggest
differential reactions to the implementation of REI agreements.

Conclusions

North American REI, on the evidence of this study, has resulted in an
increase in the level of inward FDI to the United States above the level that
would otherwise have prevailed. This provides support for the theory that
regional integration should exert a positive impact on FDI and of findings
from earlier work on FDI into the European Union and its precursors. The
evidence in this chapter indicates that outsider firms, in the form of the
European countries and Japan, responded more via FDI to CUSFTA than to
NAFTA. There is some suggestion that outsider firms engaged in defensive
import-substituting FDI. In contrast, the insider country in this study,
Canada, responded more to NAFTA. Canadian firms are without exception
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insiders, whereas only a proportion of non-North American inward in-
vestors (or potential investors) into the United States would fall into this
category by virtue of substantial existing investments within North America.
Canadian firms appear to have engaged most energetically in offensive
import-substituting FDI, very much along the lines of our earlier theoretical
analysis for insider firms.

Further research is desirable, but the statistical hurdles to employing more
desegregated data (especially by industry) are extremely high. Despite these
obstacles, the results of this study show that there are differences in the
strategic responses between insider and outsider firms, to the extent that
these follow country of origin. Our findings also demonstrate that these
differences can be interpreted within the framework of international busi-
ness theory.
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The Impact of Inward FDI

on the Performance of Chinese
Manufacturing Firms

with Jeremy Clegg and Chengqi Wang

Introduction

Recent years have witnessed the emergence of China as one of the most
important destinations for foreign direct investment (FDI), which reached
US$403.98 billion by the end of 1999 (MOFTEC, 2000). China is now the
largest recipient of FDI in the developing world. However, the amount of FDI
will underestimate its overall consequences if spillover effects are significant
(Murphy, 1992; O’'Malley, 1994; Buckwalter, 1995). This study investigates
the impact of FDI on the performance of Chinese locally owned firms in
manufacturing.

Prior research on spillovers from foreign to locally owned firms shows
mixed results (Blomstrom and Kokko, 1997). Evidence to show that the
productivity of local firms is enhanced because of FDI-induced spillovers
(Caves, 1974; Globerman, 1979; Liu et al., 2000) is balanced by other studies
finding negligible spillovers (Haddad and Harrison, 1993), or a negative
correlation between FDI and the performance of the host country economy
(Singh, 1992). These results may reflect the omission of important variables,
such as the level of R&D expenditure and employees with technical degrees
(Diankov and Hoekman, 2000). Spillovers are generally measured as the
impact of the presence of foreign multinational enterprises (MNEs) on pro-
ductivity in domestic firms. Mixed findings may result from the fact that
these studies use different proxies for foreign presence (Gorg and Strobl,
2001). In addition, these studies do not investigate non-productivity spill-
overs.

At the national level, the importance of FDI for China’s economy has been
demonstrated by empirical research (Kueh, 1992; Zhan, 1993; Wang, 1995;
Chen et al., 1995; Wu, 1999). At the micro level, studies examine technology
transfer by MNEs (Lan and Young, 1996) and linkages between foreign
subsidiaries and Chinese local firms (Li and Yeung, 1999). The results are
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generally qualitative and support the view that the entry and operation of
MNEs promote the development of Chinese indigenous firms. Zhu and Tan
(2000) find that the intensity of FDI inflow is positively correlated with
labour productivity in several Chinese cities.

Few industry-level analyses examine how far MNEs influence the perform-
ance of indigenous Chinese firms. One exception is Liu (2001), whose
results indicate that FDI is positively associated with higher total factor
productivity in an industry. Liu’s study regresses total factor productivity
on the ratio of FDI to total capital in the same industry. However, spillover
effects are usually measured as the impact of foreign share of capital or
employment on the productivity of the domestically owned sector in each
industry (Caves, 1974; Liu et al., 2000). Indeed, the observed improvements
in total factor productivity might be largely a result of the growth within the
industry of the foreign sector itself.

Our research differs from existing work in three respects. First, it examines
not only productivity, but also non-productivity spillovers. Second, it
explores the possibility that different types of ownership advantage of MNEs
from the overseas Chinese (OC) and from non-Chinese (NC, i.e. Western
countries and Japan) might lead to contrasting effects on local firms. Third,
it differentiates between the types of locally owned Chinese firms, to
examine whether their absorptive capabilities differ, and the extent to which
they are able to benefit from the effects of spillovers.

Hypotheses

Productivity spillovers take place when the entry or presence of MNE affili-
ates lead to productivity benefits in local firms, and the MNEs are not able to
internalize the full value of these benefits (Blomstrom et al., 2000). Kokko
(1992) points out that the term ‘spillover’ has a broader meaning than
‘imitation’ or ‘technology diffusion’. It is primarily associated with produc-
tivity — hence the interchangeable use of the terms ‘productivity’ and ‘tech-
nology’ spillover in much of the literature. According to Eden et al. (1997),
MNE technology can spill over to host country firms in the following ways:
(1) demonstration effects; (2) backward and forward linkages between MNEs
and their local suppliers and buyers; (3) training of local employees by the
MNE; (4) competition effects between foreign and local firms (Blomstrom
et al., 2000). The existence of such spillovers should benefit domestic firms,
as low-cost access to leading-edge technologies should be productivity-
enhancing (Feinberg and Majumdar, 2001).

Large multinationals such as Microsoft, IBM, Lucent Technologies, Intel,
have recently established laboratories in China to benefit from employing
the most promising Chinese scientists and technologists available at low
cost. In the process of generating research results that are proprietary to the
multinational, cooperation with local companies and research institutes
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supported the development of China’s high-tech sector (Gelb, 2000).
Interaction between local and foreign firms through component supply,
subcontracting, licensing, and technical cooperation, can serve to upgrade
the operations of Chinese firms. When cooperation occurs, normally the
MNE provides training and technical services to Chinese partners.

MNEs that are export-oriented may act as export catalysts to local firms by
producing externalities which enhance their export prospects (Rhee and
Belot, 1990). These ‘market access spillovers’ may arise through the employ-
ment of local firms as suppliers and subcontractors to MNEs. These linkages
provide knowledge about product and process technologies and foreign
market conditions. Indirect channels exist through which local export
performance can be improved. Local firms may learn how to succeed in
foreign markets by copying MNEs. MNEs may also train local employees in
export management and foreign market knowledge. Local firms acquire this
knowledge if MNEs’ employees move to local firms.

There is considerable empirical evidence showing that foreign MNEs help
the exports of local firms (Aitken et al., 1994; Kokko et al., 1997). With
respect to China, Thoburn (1997) concludes that foreign MNEs have played
a significant role in China’s export growth. In 1994, foreign MNEs accounted
for 41 per cent of China’s overall exports (Mok, 2000). This may be primarily
due to the growth in export-oriented FDI. Learning from their foreign coun-
terparts may stimulate exports by local Chinese firms.

Hypothesis 1: The higher the foreign capital participation, the greater the (a)
productivity, (b) development of high-tech products, (c) development
of new products, and (d) access to international markets.

FDI in China originates from OC and NC. In this study OC comprises FDI
from Hong Kong, Macau and Taiwan, representing 72 per cent of the total
value of accumulated FDI by year-end 1995 (Luo, 1999). NC refers to
Western FDI which includes all other countries, notably the USA, Western
Europe and Japan. OC FDI is primarily export-oriented (Zhang, 2000) — an
orientation which is encouraged by China’s cheap labour and incentive
policies and by OC MNEs’ advantages in labour-intensive production. By
contrast, NC FDI tends to be local market oriented, motivated by China’s
potentially huge market, by external trade barriers and by Western attempts
to internalize technological advantages. Anand and Delios (1996) suggest
that superior technology and management inflows accompany export-
oriented FDI. One reading of this is that the productivity spillovers from
OC capital should exceed those of Western capital. However, the industrial
concentration of OC firms in standardized goods market segments within
industries means that the scope for technological spillovers is reduced.
MNEs’ ownership advantages consist of technological skills, organiza-
tional skills and marketing skills (Luo, 1999). NC MNEs are superior to OC
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firms (typically conglomerates) in product and process innovation and in
technological development (Yeung, 1997). NC MNEs have been more
innovative, transferred more technologies to local firms, and have made
greater commitments to quality control and adapting technologies to suit
the needs of Chinese consumers (Luo, 1999). In contrast, OC MNEs use what
is referred to as ‘appropriate technology’ — technologies that are generally
standardized and mature (Davis, 1996; Lee and Plummer, 1992), to compete
with local and foreign firms by occupying a niche market. The performance
of OC MNEs in China is therefore not based on ownership advantages in
state-of-the-art technology and patented products (Shi, 1998).

Compared with OC MNEs, the managerial expertise of Western investors
is more attractive to Chinese enterprises (Luo, 1999). NC MNEs are more
likely to transfer organizational skills to local operations because they tend
to pursue long-term market growth (Luo, 1999). In contrast, OC MNEs have
less experience in organizing mass production, and do not enjoy the same
level of organizational skills as their Western counterparts. OC MNEs are less
motivated to transfer organizational skills since their operations tend to be
short-term and less technologically sophisticated. OC MNEs’ advantages are
more likely to include marketing skills that enable the delivery of timely and
uniform quality products to Western markets (Wells, 1993), or the ability to
adapt mature technologies to more labour-intensive contexts and to local
raw materials.

This means that the presence of both Western and OC MNEs should
positively impact upon the performance of Chinese local firms. However, OC
capital may transfer a relatively low level of technology of older vintages. This
may result in modest levels of spillover benefits for indigenous firms. Foreign
presence may even reduce the productivity of domestic firms, particularly in
the short run. This could happen when FDI occurs in industries where MNEs
are strong (not necessarily in technology) and locals are weaker and depend-
ent on a protected local market. This gives rise to crowding out of local firms.

This suggests the following hypotheses:

Hpypothesis 2: The higher the OC capital participation, the greater the (a)
productivity, (b) development of high-tech products, (c) development of
new products, and (d) access to international markets.

Hypothesis 3: The higher the NC capital participation, the greater the (a)
productivity, (b) development of high-tech products, (c) development of
new products, and (d) access to international markets.

Hpypothesis 4: The magnitude of the effect of NC capital participation is
greater than that of OC capital participation in terms of (a) productivity,
(b) development of high-tech products, (c) development of new products,
and (d) access to international markets.
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A number of studies stress that the extent of spillovers depends largely on the
ability of recipient firms to absorb information. Cohen and Levinthal (1989)
and Cantwell (1993) emphasize that a firm’s ability to acquire innovative skills
depends on its existing technological capabilities. Wang and Blomstrom
(1992) point out that the majority of spillovers do not arise automatically
from the presence of foreign firms. Instead, to benefit, indigenous firms
need to invest in ‘learning activities’. Ostry and Gestrin (1993) argue that
the interaction of foreign affiliates and host country firms might become
less effective if local firms cannot adjust to the higher organizational and
technological requirements of participation in the new corporate structures
associated with the development of new technologies. We might speculate
that firm-specific differences in the ability to absorb spillovers may explain some
of the contradictory findings in the empirical literature, and that the cost of
learning activities may be likely to differ with the type of knowledge involved.

Chinese industries consist of state-owned enterprises (SOEs) and non-
state-owned enterprises. Collectively owned enterprises (COEs) are non-
state-owned,' and they include rural township, village enterprises and urban
collective firms. SOEs are tightly controlled by the government, and operate
bureaucratically mandated plans. In contrast, COEs are collectively owned by
the managers and employees, have much greater decision-making autonomy,
secure resources and dispose of outputs through markets. The central govern-
ment has a soft budget constraint on SOEs, so that they constantly rely on
financing from central government regardless of performance, whilst COEs
have to be financially self-reliant. SOEs’ goals are not simply the production of
goods, but also political support for the government, expansion of employ-
ment, and provision of various social services and benefits, which conflict with
productive efficiency. In contrast, COEs focus entirely on economic objectives.

One previous finding is that COEs outperformed SOEs (Huang and Meng
1997). Whilst SOEs are owned by the state, control rights are divided or
shared between government bureaucrats and enterprise managers (Zhu,
1999). There are no well-defined property rights in SOEs, so neither managers
nor government are responsible for SOEs’ performance. SOEs are not strongly
committed to long-term technology development through learning from
foreign technologically advanced firms. This contributes to the low absorp-
tive capabilities of SOEs. Consistent with these arguments, we suggest:

Hpypothesis 5: The magnitude of the effect of (a) (overall) foreign capital
participation, (b) OC participation, and (c) NC capital participation is
greater for collectively owned firms than for state-owned firms.

Methodology and data

Following Kokko (1992) and Liu et al. (2000) we assume that labour produc-
tivity (Y) is a function of foreign presence (FP). Gorg and Strobl (2001) argue

lvww.ebook3000.con)



http://www.ebook3000.org

The Impact of Inward FDI on the Performance of Chinese Manufacturing Firms 203

that it is preferable to use alternative measures of foreign presence when
measuring spillover effects. Improving on previous studies, we measure FP in
six dimensions: the share of foreign owned firms’ capital in total capital in
each industry (FP,); the share of employment in foreign owned firms in total
employment in each industry (FP,); the share of investment by OC firms in
total investment in each industry (FP3); the share of investment by NC firms
in total investment in each industry (FP4); the share of foreign capital in
total capital of the state-owned sector in each industry (FPs) and the share of
foreign capital in total capital of the collectively owned sector in each
industry (FP).

Other variables that influence labour productivity are included as controls:
capital intensity (KL), the capital labour ratio; R&D intensity (RI), R&D
expenditure per employee; labour quality (LQ), the share of college gradu-
ates in total employment, which reflects human capital; firm size (FS), the
value of assets per firm, to capture firm size effects (Liu, 1999; Luo, 1997,
1998). This yields the following multi-equation model:

,h,n,
(Y)Eg, s,cr; = ap + (KL)(d, s, C) + O‘Z(RI)(d, s,C) + O‘3(LQ)(d, s, ) + O‘4(FP)1‘
+as(FS) g +e (i=1,2,...6) (11.1)

where p, h, n and e represent the form of spillovers — p denotes productivity, h
development of high-tech products, n development of new products, and
e export intensity, while d, s and c represent all Chinese domestically owned
firms, SOEs and COEs respectively. In model (11.1) all variables are in loga-
rithmic form, and ordinary least square (OLS) is employed throughout. Given
that small, medium, and large-sized firms or industrial branches are sampled
together in our cross-sectional data set, heteroscedasticity is expected to be
widespread, and this was confirmed in pre-testing. Consequently, all variance-
covariance matrixes have been estimated according to White’s (1980) method.
Inward FDI is expected to have a positive effect on the performance of
domestic firms. On the other hand, foreign MNEs are more likely to be
attracted to industries where domestic productivity is higher and above
average profits are realized. The estimation of model (11.1) with respect to
productivity using OLS will lead to spurious results in situations where a
two-way relationship between foreign presence and productivity exists. To
examine the possibility of simultaneity between Yg and FP,, the Hausman
test (Hausman, 1976) is employed. This requires a two-equation model:*

YE = ap + a1(KL)q + az(RI)4 + a3(LQ)4 + as(FP); + as(FS)q +¢  (11.2)

(FP)y=fo + Br(EDg + F2(RD)g + F3(LQ)g + B1(MS)

(11.3)
+ B5(GP) + B YE +
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Equation (11.2) is derived from model (11.1), and in equation (11.3) EI is
export intensity (exports/total sales) and MS is market size, proxied by the
sales in each sector. GP is a dummy variable, which takes a value of one in
sectors where inward investment is encouraged by government policy, and
zero otherwise (MOFTEC, 1996).

Following the Hausman procedure, we then estimate the following
equation:

Y§=ao + a1(KL)g + az(RI)g + a3(LQ)4 + a4(FP); + as(FS)q

+AR+u (114

where R is the residual from the reduced form of the OLS estimate of
equation (11.3). If X is not statistically significant, then there is no simul-
taneity between Y and FP;, justifying the estimation of unidirectional
equation (11.1).

Our empirical inquiry is based on industry level data from the Third
Industrial Census, published by the State Statistical Bureau of China (SSB)
in 1997. The Census reports data for 1995 on a cross-section of branches
of Chinese industry. It is the latest and most comprehensive industrial
survey published. The industry boundaries are similar to the SIC employed
in the USA. There are 191 sectors in the Census (19 mining, 165 manu-
facturing, 7 public utilities). Our study includes 130 sectors because of
missing data.

Table 11.1 documents the top 20 industries with the largest foreign
presence (FP) according to four of the six measures. Foreign presence
varies when different measures are used. Overall, foreign capital is con-
centrated in low-technology industries, e.g. textile and toys, and in
electronics-related industries, such as computers and office machinery.
Foreign presence in terms of employment share (FP,) shows a similar
pattern. OC capital (FP3) is concentrated in industries characterized as low
technology, such as textile-related industries, while NC-owned capital (FP4)
has a larger presence in high-tech industries, especially electronics-related
industries.

Table 11.2 displays the correlation matrix and descriptive statistics for the
main independent and dependent variables. Only two correlations between
the independent variables are fractionally higher than 0.50, indicating no
serious multi-collinearity problems. The relevant FP variables show high
correlations in the expected direction.

The panel for dependent variables shows, first, that foreign-owned firms
enjoy productivity on average twice that of Chinese locally owned firms,
which partially reflects the industry distribution of inward FDI. Second,
COEs’ productivity is twice that of SOEs, signalling differences in absorptive
capability between the two types of firms.
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Table 11.1 Top 20 industries in terms of foreign presence in Chinese manufacturing

Industry FP; FP, EP3 FP,
22 Other food processing 0.442 0.374 0.211 0.136
23 Cakes and sugar confectionery 0.466 0.221) 0.211 0.127
24 Dairy products (0.034) 0.228
26 Fermentation products (0.049) 0.164
28 Other food products (0.128) 0.160
30 Soft drinks 0.352 (0.267) 0.186 (0.128)
32 Other drinks (0.326) 0.366 0.209 (0.047)
41 Knitting 0.341 0.288 0.225 (0.076)
42 Other textile products 0.391 0.258 0.278 0.138
43 Clothes 0.398 0.477 0.239 (0.098)
44 Hats (0.313) 0.368 0.202 (0.068)
47 Leather manufacturing 0.170) 0.622
48 Leather products (0.283) 0.259 0.173 (0.063)
65 Toys 0.559 0.624 0.397 (0.058)
76 Household chemical products 0.372 (0.165) (0.072) 0.254
84 Fishing tools and associated materials 0.405 0.379 0.273 (0.091)
85 Rubber tyres 0.324 0.237 (0.077) 0.170
86 Rubber tyres for man-powered vehicles 0.322 (0.021)
88 Rubber spare parts (0.139) 0.162
93 Other rubber products 0.220 (0.086)
95 Rubber boots and shoes 0.185 (0.064)
97 Plastic board, tubes and bars (0.314) 0.302
100 Household plastic grocery 0.459 0.363 0.268 0.077)
107 Pottery products 0.229 (0.047)
123 Heavy metals smelting (0.081)  0.196
142 Other ordinary machinery (0.072) 0.199
147 Medical machinery (0.057) 0.253
148 Other special equipment 0.339 (0.104)
152 Motorcycles (0.027) 0.194
156 Traffic equipment repairing 0.339 (0.239)
159 Communications equipment 0.417 0.308 (0.101) 0.173
162 Computers 0.480 0.433 (0.158) 0.217
164 Electronic devices 0.412 0.318 0.191 0.161
165 Household electronic apparatus 0.393 0.427 0.190 0.172
166 Other electronic equipment 0.581 0.455 0.223 0.254
170 Measuring instrument (0.070) 0.179
171 Office machinery 0.566 0.381 (0.158) 0.359
172 Clocks and watches 0.406 0.281 0.254 (0.041)
Mean (all 180 industries) 0.4221 0.376 0.234 0.195
Std Dev. 0.077 0.108 0.054 0.055

Note: Ttalic figures in brackets show industries which are not among the top 20 industries.
Source: Third Industrial Census, the State Statistical Bureau, Beijing: China Statistical Publishing

House, 1997. The foreign shares of various measures are the authors’ own calculation.
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Table 11.2 Descriptive statistics and correlation matrix for selected variables (n = 130)*

Variables Mean SD 2 3 4 5 6 7 8 9 10 11 12 13 14

1.KLg  3.05 2.67-01-39 36 52 30-21-18 06-21 80 59 81 04
2. Rlq 0.10 0.19 —49 46 -02 19-17-17-20 00 11 27 13 50
3.LQe  0.07 0.03 —40 —17 -27 38 52 41 -14 —46 —46 —52 —42
4. FSq 0.27 0.51 33 22-23-19-05-27 46 17 47 26
5.MS  269.42 345.89 09 —34 -32-03-17 40 30 49 04
6. GP 0.42 0.49 -01-02-10-05 35 23 35 04
7. FPy 020 0.13 82 29 22-09 02-27-06
8.FP,  0.14 0.13 36 03 —03 -05 —23 -18
9.FP; 031 0.13 —-66 01 -21-07 —11

10.FP, 023 0.13 —-08 10 -07 —01

11. Y} 1.58 0.85 49 89 11

12.YP* 344 3.20 50 25

13. YP 1.31 0.85 06

14. Y? 293 691

#Decimal points are omitted from the correlations.
®For comparison, YP, productivity of foreign-owned firms and the counterpart of ¥?, is shown

d’
here, though this variable does not appear in any of the regressions throughout the study.

Empirical results

We estimate equation (11.4) in the first instance and find that X is statistically
insignificant at the 1 per cent level. We infer that there is no evidence of a
two-way link between productivity and foreign presence, justifying the OLS
method to estimate equation (11.1). This result confirms Liu (2001) who
reached the same conclusion using a similar methodology and the same data
set (but with 180 industries). Tables 11.3-11.5 report the results of estima-
tion of model (11.1) when collapsed to single equations. Table 11.6 sum-
marizes the findings for each of the hypotheses set out in section two of the
chapter.

Table 11.3 presents the results for the impact of total foreign capital on the
performance of Chinese domestically owned firms in terms of productivity,
the development of high-tech and new products, and export performance.
Results in regressions (3.1) and (3.2) show that foreign presence, whether
measured as capital (FP;) or employment (FP,), is significantly positively
correlated with the productivity of Chinese local firms, although the size
of the coefficient is low. This finding corroborates H1(a), and agrees with
Zhu and Tan (2000) regarding the positive role of FDI in enhancing labour
productivity.

Regressions (3.3) and (3.4) show that that foreign capital participation has
significantly contributed to the development of high-tech and new products
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Table 11.3 Foreign presence and the performance of Chinese domestic firms

Dependent variable Hypothesis Expected vh vh Yy e
sign Domestic Domestic Domestic Domestic export
labour productivity high technology new products intensity
3.1 3.2) (3.3) 3.4) 3.5)
Constant 1.720 1.759 —2.679 —7.676 -0.320
(4.05)*** (4.21)*** (-0.78) (—3.26)*** (—0.24)
KL4 + 0.530 0.509 —2.045 —1.842 —1.401
(Capital intensity) (7.66)*** (7.64)*** (—2.77)*** ((—3.40)*** (—3.94) # *x
Rl4 + -0.022 —0.021 1.094 1.002 —0.045
(R&D intensity) (—1.37) (—1.30) (5.46)*** (6.30)*** (—0.49)
LQq + 0.507 0.520 2.602 —0.374 -0.510
(Labour quality) (4.87)*** (4.93)** (3.43)*** (—=0.78) (—1.90)*
FP, H1 + 0.076 0.427 0.313 0.477
(Capital share) (3.18)*** (2.05)** (2.96)*** (4.90)**
FP, H1 + 0.053
(Empl. share) (2.42)**
FSq + 0.055 0.058 0.415 0.465 0.624
(Size) (1.39) (1.51) (1.18) (2.24)* (4.00)***
I8 0.710 0.705 0.529 0.589 0.315
F-statistic 64.26*** 62.55*** 30.01%* 37.93%** 12.76%**

(1) Figures in parentheses are t-statistics (two-tailed tests);

* kk
’

, and *** denote significance at the 10, 5 and 1% levels respectively; (2) while regression

estimates were obtained using both FP; and FP, in regression (3.1) and (3.2), because they are very similar, only the estimates using FP; are reported in all
other regressions in this and other tables throughout this study.
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Table 11.4 FDI origins and the performance of Chinese domestic firms

Dependent variable Hypothesis Expected Y} vh vy Ys
sign Domestic labour Domestic Domestic Domestic export
productivity high technology new products intensity
4.1 4.2) 4.3) 4.4 4.5) (4.6) 4.7) 4.8)
Constant 1.658 1.892 —4.048 =315 —8.623 -5.914 0.209 1.137
(3.72)***  (4.41)*** (-1.26) (—0.09) (—3.59)*** (2.55)***  (0.15) (0.80)
KLq4 + 0.525 0.513 —2.007 —2.205 —-1.817 —-1.960 —1.486 -1.519
(Capital intensity) (7.97)%**  (8.59)***  (=3.48)*** (—4.27)*** (=3.27)*** (=3.83)*** (—4.04)*** (—4.22)***
Rl4 + -0.025 -0.037  0.989 0.949 0.929 0.895 —0.022 —-0.156
(R&D intensity) (—1.66) (—2.21)** (4.51)***  (4.67)***  (6.05)***  (5.79)*** (-0.23) (—1.70)*
LQqg + 0.550 0.556 2.698 2.915 —-0.295 —0.144 —-0.393 —-0.204
(Labour quality) (4.99)*** (5.27)*** (3.84)***  (4.08)***  (-0.59) (—0.32) (—1.37) (—0.715)
FP; H2, H4 + 0.006 —-0.827 —0.558 0.416
(OC capital share) (0.10) (—1.38) (—1.89* (3.92)***
FP4 H3, H4 + 0.044 0.505 0.376 0.354
(NC capital share) (2.42)* (2.90)*** (4.28)*** (3.36)***
FSq (Size) + 0.025 0.061 0.262 0.652 0.352 0.643 0.639 0.718
(0.66) (1.70)* (0.76) (1.64)* 1.77)* (2.92)***  (3.91)***  (4.49)***
R 0.679 0.692 0.521 0.544 0.577 0.607 0.303 0.271
F-statistic 55.57**  59.07***  29.07***  31.72**  36.18**  40.84**  12.13***  10.52***

Figures in parentheses are f-statistics (two-tailed tests); *, **, and *** denote significance at the 10, 5 and 1% levels respectively.
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Table 11.5 Foreign presence, type of Chinese domestic firms and their performance

Dependent variable Hypothesis Expected sign v? Y
SOEs’ labour productivity SOEs’ export intensity
(5.1) 5.2) (5.3) (5.4) (5.5
Constant —0.909 -0.782 —-0.996 1.107 2.154
(—1.93)* (—1.59) (—2.09)** (0.71) (1.29)
KL + 0.703 0.698 0.691 -1.714 —1.666
(Capital intensity) (8.85)*** (9.19)*** (9.84)*** (—3.75)*** (—3.92)***
RIg + 0.041 0.053 0.059 —0.143 —0.169
(R&D intensity) (1.54) (1.93)* (2.19)** (-1.33) (—1.64)*
LQ + 0.046 0.056 0.042 -0.072 0.058
(Labour quality) (0.47) (0.56) (0.42) (-0.17) (0.132)
FP, H5 +/- 0.198
(Capital share) (0.67)
FP5 H5 +/- -0.132
(OC capital share) (—2.07)**
FP4 H5 +/- 0.001
(NC capital share) (0.04)
FPs H5 +/- —-0.032 0.235
(Capital share in SOEs) (-1.59) (1.33)
FS; (Size) + 0.081 0.084 0.078 0.644 0.578
(2.32)* (2.39)* (2.31)* (4.65)*** (3.22)x**
R 0.651 0.639 0.646 0.185 0.205
F-statistic 49.21*** 46.71** 47.98*** 6.86*** 7.667***
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Table 11.5 (Continued)

Dependent variable Hypothesis Expected sign YP Ye
COEs’ labour productivity COEs’ export intensity
(5.6) (5.7) (5.8 (5.9) (5.10)
Constant 1.179 1.124 1.378 0.485 1.340
(2.59)*** (2.88)*** (2.90)*** (0.39) (1.03)
KL + 0.633 0.693 0.595 0.069 0.018
(Capital intensity) (4.48)*** (6.83)*** (4.15)*** (0.51) (0.10)
RI. + —-0.10 —0.081 —0.088 -0.136 -0.154
(R&D intensity) (—2.31)** (—2.54)*** (—2.42)** (—2.31)** (—2.65)***
LQc + 0.078 0.070 0.075 0.241 0.209
(Labour quality) (2.04)** (1.81)* (2,28)* (1.85)* (1.17)
FP, HS + 0.301
(Capital share) (1.79)*
FPy4 HS + —0.019
(OC capital share) (—-0.29)+
FP, HS + 0.098
(NC captial share) (1.95)**
FPg HS + 0.075 0.254
(Capital share in COEs) (1.91)* (2.00)**
FS. (Size) + 0.063 0.030 0.024 0.274 0.270
(1.11) (0.58) (0.50) (1.27) (1.11)
R 0.661 0.698 0.676 0.156 0.118
F-statistic 51.40*** 60.74*** 54.72%** 5.78%+* 4.44%+

Figures in parentheses are f-statistics (two-tailed tests); *, **, and *** denote significance at the 10, 5 and 1% levels respectively; as the data for R&D
intensity is not available, to keep comparison between the SOEs and COE:s results, Rl is assumed to take the same value as Rl4.
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Table 11.6 Hypotheses and the estimated results

Hpypotheses Regressions Support (S)/not support
(N) hypotheses
H1: (a) (3.1), 3.2) S
(b) 3.3) S
() (3.4) S
(d) (3.5) S
H2: (a) (4.1) N
(b) (4.3) N
() (4.5) N
(d) (4.7) S
H3: (a) (4.2) S
(b) (4.4) S
() (4.6) S
(d) (4.8) S
H4: (a) (4.1), (4.2) N
(b) (4.3), (4.9) S
() (4.5), (4.6) S
(d) (4.7), (4.8) N
HS5:(a) (5.3), (5.4),(5.5), (5.8), (5.9), (5.10) S
(b) (5.1), (5.6) S
() (5.2), (5.7) S

in the domestic sector, supporting (H1(b) and H1(c)). This implies that the
presence of foreign technologically advanced firms has improved the com-
petitiveness of local Chinese firms. As expected H1(d) also receives a high
level of support in the form of the statistically significant foreign presence
variable in regression (3.5), indicating that foreign capital participation
improves the export performance of Chinese local firms.

The elasticities for the effect of foreign capital participation (FP,) on non-
productivity spillovers are found to significantly exceed those on productiv-
ity spillovers, and this requires some discussion. One possibility is that the
resource costs to beneficiary firms of assimilating knowledge may be higher
for productivity as compared with non-productivity spillovers. The literature
emphasizes the role of learning activities, principally with regard to produc-
tivity spillovers. This implies the widespread and deep embodiment of
knowledge in human and physical capital. However, competent firms which
have already engaged in appropriate learning activities to acquire innovative
skills may be able to reverse engineer and emulate high-technology and new
products through inspection, so avoiding heavy feasibility and development
costs. Similarly, the beneficiary does not have to pay the large initial costs of
identifying of export markets, only those of the exporting process. This
interpretation suggests that learning activities are important in explaining
these marked differences in impacts.
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Our findings are enhanced through the use of other theoretically relevant
variables as controls. Capital intensity is statistically significant throughout,
but only positively so with productivity. Firm size is only important for the
development of new products and for exports. R&D only exerts a positive
effect on the development of high-tech and new products in the domestic
sector, having no role in domestic Chinese firms’ productivity improve-
ments. The Chinese R&D : GDP ratio is low, and limited R&D activities are
concentrated in government research institutes and universities, not in
companies. At least one of the control variables, labour quality and R&D,
are significant and correctly signed in each equation, except for equation
(3.5) where LQ is incorrectly signed for exports, suggesting that cheap labour
promotes exports.

Table 11.4 exhibits regression results for the effects of OC and NC capital
on the performance of Chinese local firms. Regression (4.1) reveals that OC
capital does not have a statistically positive impact on the productivity of
Chinese firms, not supporting H2(a), while NC capital does (regression
(4.2)), corroborating H3(a).

The OC capital participation variable (FP3) in regression (4.3) registers an
unexpected sign, contradicting H2(b), while the positive and statistically
significant NC capital participation variable (FP,) in regression (4.4) indi-
cates that FDI from Western countries exerts a positive impact on the devel-
opment of high-tech products in domestic firms, providing support for
H3(b). This contrasting effect is consistent with the sectoral distribution of
foreign capital by source country (Table 11.1). NC MNEs are technology
intensive and in a strong position to transfer technologies to local firms.
Per contra, the ownership advantages of OC firms lie in their marketing
skills and knowledge of China (Luo, 1999), which does not generate
significant spillovers of a technological kind. A similar finding applies to
regressions (4.5) and (4.6) where the dependent variable is the develop-
ment of new products by domestic firms. The data supports H3(c) but not
H2(c). Export performance is found to benefit from both OC and NC
capital (regressions (4.7) and (4.8)), corroborating both H2(d) and H3(d).
This implies that both OC and NC capital provide a stimulus to potential
or modest Chinese exporters, indirectly enabling domestic Chinese firms
to identify target markets in the West, or by the transfer of marketing
knowledge from Sino—foreign joint ventures back to the Chinese parent.
A similar pattern of results is obtained in Table 11.4 for KL, RI, LQ and FS,
as in Table 11.3.

In order to evaluate the relative magnitudes of the coefficients for FP; and
FP,4 the data for NC and OC capital were pooled, and dummy variable tests
were conducted. In regressions (4.1) and (4.2), although FP, is significant,
this coefficient is not significantly larger than the insignificant coefficient
for FP;. Whilst in this case the differential is statistically insignificant, it
remains true that NC capital exerts a positive effect while OC capital exerts
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none. More clear-cut results are obtained for regressions (4.3) and (4.4), also
for regressions (4.5) and (4.6), which show that NC capital exerts a signifi-
cantly greater impact on high-tech and new product development in local
firms than does OC capital. The effects of both types of capital on the export
intensity of local firms is of the same magnitude (regressions 4.7 and 4.8),
where in both cases the impact is significant at the 1 per cent level.® These
results support hypotheses 4(b) and 4(c), but not 4(a) and 4(d). Overall, the
results in Table 11.4 indicate that NC capital generates both technological
and market access spillovers, while OC capital confers only market access
benefits.

The contrasts between SOEs and COEs as beneficiaries of spillovers are
presented in Table 11.5. The results for the SOEs’ panel indicate that the
presence of foreign MNEs does not positively affect the productivity and
export performance of SOEs, regardless of which definition of foreign pres-
ence is adopted. In contrast, the matching results for all regressions in the
COEs panel, except (5.6), record significant positive coefficients for the FP
variables, indicating that NC capital participation (FP4) improves productiv-
ity while total foreign capital participation (FP;) enhances the exports of
COEs, and FPg promotes both the productivity and export performance of
COEs. Following the same procedure as for Table 11.4, we conduct dummy
variable tests for the relative magnitude of the FP coefficients in Table 11.5.
We found that the effect of foreign capital participation on labour produc-
tivity and export of COEs is significantly greater than that for SOEs.
This significant result is uniform across the equations.* These findings lend
support for H5(a), H5(b), and H5(c). Taken together, the results indicate a
lower level of competitiveness, absorptive capability and motivation to learn
on the part of SOEs compared with COEs.

The statistically negative FP3 in regression (5.1) in the SOEs panel merits
discussion. This finding implies that OC capital impedes the productivity of
SOEs. The expansion of OC firms’ output appears to have ‘crowded out’
SOEs, particularly in industries where their products compete directly, e.g.
food and textiles. In such industries, the market share of SOEs has fallen
considerably following the entry of OC firms. Moreover, the lesser procliv-
ities on the part of OC versus NC MNEs to form joint ventures and backward
linkages with SOEs reduces the opportunities for SOEs to participate in
industrial development. This finding is consistent with our discussion in
the second section.

R&D is found to have a significantly positive effect on productivity of SOEs
in regressions (5.2) and (5.3), which is at variance with the generality of the
results in Tables 11.3 and 11.4 with respect to domestic firms as a whole. In
China, though corporate R&D is low, it is still heavily concentrated
in the state-owned sector and our findings generally support the view that
it brings productivity benefits to the most research-intensive SOEs. In
contrast, research intensity shows a significantly negative impact on COEs’
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productivity. This is not surprising as COEs’ productivity derives from mature
technologies.

Labour quality seems to be important for the performance of COEs but not
of SOEs. An explanation for this result is the employment and personnel
management system in SOEs. First, the lifetime employment system in SOEs
means managers and workers experience no pressure from the labour market.
Second, SOEs’ personnel management is notoriously rigid, which prevents
well-educated employees from contributing fully to the firm’s performance
(Liu, 2001). Third, China’s SOEs are overstaffed with white-collar workers.
This causes bureaucratization and red tape, leading to lower productive
efficiency. In contrast, COEs are unencumbered by those management and
personnel practices that are the legacy of central planning. Staff are deployed
more often according to ability, signalled by college education.

There are more unexpected signs in the export regressions, and this is
particularly true for the capital intensity and R&D intensity variables. The
pattern of significance of capital intensity suggests that Chinese firms’ prod-
uct development is principally in labour-intensive goods, in which China
has a comparative advantage. The impact of R&D intensity is negative and
sometimes statistically significant. The effect of R&D is seen to be marginal,
as exported goods rely either on mature technologies, or on innovation
derived from Western firms, e.g. through subcontracting and imitation. This
is likely to be true for COEs in particular. This shows the complex role of
R&D as an explanatory variable.

Explaining the export performance of domestic firms is difficult given
the absence of relevant data in China. Where the dependent variable is
the export performance of domestic firms, in Tables 11.3, 11.4 and 11.5, all
the R? values, and a number of F-statistics are low. Economic theory holds
that productivity and export intensity, both indicators of economic perform-
ance, have a wide set of determinants, not all of which we were able to
include.

Conclusions

This investigation has found evidence of both productivity and non-product-
ivity spillovers — notably the development of high-tech and new products
and market access spillovers, each of which contributes to the upgrading of
Chinese industry. Chinese policy towards FDI since 1979 has been predicated
upon appropriating Western technology, either directly or indirectly, and
our findings demonstrate the existence of the indirect route.

We find that non-Chinese firms’ advantages, and the spillovers they
confer, differ from those of overseas Chinese firms, as generally shown by
the pattern of results and the magnitude tests. This shows that the character
of spillover effects follows that of MNEs’ ownership advantages, which differ
by nationality of origin. This illuminates the issue of the appropriability of
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the returns on intangible assets by MNEs in host markets. The economic
losses and disincentive effects that externalities pose for foreign investors are
exactly congruent with the role that FDI plays in domestic industrial and
economic development. This is a transition from a preoccupation with the
source country perspective on gains and losses, to a position that accommo-
dates host country development aspirations and priorities.

We find that the segments of locally owned industry that are best able to
internalize spillover benefits are those with the greatest absorptive capacity —
paralleling the findings of the technology transfer literature that centre on
formal transfers. In our study, COEs enjoy this superior capability to absorb
external spillover benefits, as confirmed by the uniformly significant results
of our magnitude tests. The pattern of results is consistent with market
interactions between foreign and domestic firms. These appear to be nega-
tive in the case of SOEs and OCC inward investment, arising from competi-
tion in low-tech light-industry markets. The spillover benefits that are
enjoyed by COEs arise through interactions in final, intermediate and factor
markets. These include learning within network relationships formed with
Western firms, subcontracting, training by Western firms of local employ-
ees, and the transfer of technical skills to upgrade the services provided to
the MNE by local industry.

Our study sheds light on the complexity of spillover effects in an emerging
host economy. In doing so, it exposes some of the possible methodological
weaknesses in the existing literature on these effects for all types of host.
Apart from the shortcomings of existing studies noted in the Introduction, it
is now clear that inconclusive findings can result from a failure to identify
either or both the nationality of foreign investors and the forms of owner-
ship of the beneficiary host firms. Conflicts between existing studies may
arise on account of differences between the distributions of foreign invest-
ors, or in the forms of ownership in the host economy.

The findings in this chapter add to the state of knowledge in the literature
in three respects. First, the existence of non-productivity spillovers, e.g.
notably in the form of the development of high-tech and new products by
local firms. Second, clear evidence is presented that different types of owner-
ship advantage of MNEs, linked to nationality, confer contrasting spillover
effects on local firms in the host country. Third, the results suggest that
absorptive capacities differ between the types of locally owned firm, and that
form of ownership has a strong influence on how far, if at all, local firms are
able to benefit from spillovers.

Each of these new findings has implications for policy. The Chinese
authorities have long put a premium on the transfer of technology to local
industry to generate productivity gains. Our results suggest that while the
productivity gains are important to locally owned industry, the value of
non-productivity benefits should not be underestimated. These may
be available even in modest technology industries. Therefore, policy to
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encourage diversity in inward investment may lead to improved export
performance, and the development of high-tech and new products by a wide
range of locally owned firms. Under the WTO agreement China is bound to
follow a policy of non-discrimination towards inward investors, and this
study provides substantiation for the benefits of the full implementation of
this. The Chinese authorities can expect that the range of spillover benefits,
in products and in technical and management processes, that are available
to local firms should be at least as extensive as the different ownership
advantages of the investing nationalities.

The association between absorptive capacity and ownership form has
implications for the policy of reform in the state-owned sector. Our results
suggest that, wherever possible, SOE reform should precede inward FDI in
order to mitigate the possibility of negative spillovers. These are detrimental
not only to SOEs, but also to the welfare of the local economies. This suggests
that the reform of SOEs should be a priority - especially in the regions where
both the foreign and the state-owned sector are particularly large. While this
reform is costly in terms of economic adjustment, the prospect of positive
spillovers is a benefit of which policy makers need to be aware.

Notes

1. COEs are industrial enterprises in which the means of production are owned
collectively. COEs are not cooperative in the normal sense of the word. Rather
they resemble state enterprises, with the ‘state’ being the local community.

2. We only examine empirically the possible two-way relationship between Y} and
FP,, not between any other productivity and FP measures. We justify this by
reference to the fact that foreign firms are attracted to China by market size and
low cost labour, not by other factors likely to induce bidirectional causal relation-
ships. For instance, the recent vintage of high-tech and new product development
by domestically owned firms is unlikely to be the cause of inward foreign invest-
ment. Similarly, the recent export performance of domestic Chinese firms is
unlikely to attract export-oriented FDI, which is far more likely to be attracted by
indigenous cheap labour.

3. The t-ratios for the dummy variables are, respectively: 0.59, 2.38**, 2.67***, and
1.12.

4. The t-ratios for the dummy variables are, respectively: 1.79*, 3.37***, 1.72*, 2.59***,
and 2.04**.
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FDI, Regional Differences and Economic
Growth: Panel Data Evidence from China
with Jeremy Clegg, Chengqi Wang and Adam R. Cross

Introduction

Development economists have long argued that countries pursuing exter-
nally oriented development strategies are more likely to achieve higher rates
of economic growth than those that are internally focused. A number of
studies have examined the relationship between inward FDI and economic
growth in the developing host countries.! A generally accepted conclusion is
that FDI has played a significant role in promoting economic growth in host
countries because FDI represents ‘the transmission to the host country of a
package of capital, managerial skills, and technical skills’ (Johnson, 1972,
P- 2). An interesting finding of previous studies is that the economic and
technological conditions of a recipient economy influence the extent to
which FDI contributes to growth.

FDI in China is one of the most palpable outcomes of China’s Open Door
Policy, which was adopted in December 1978. Already in 1993, China held a
position second only to the United States as the largest host country for FDI
(UNCTAD, 1994). By the end of 1998, China had attracted $267 billion
worth of FDI, and had approved 324,712 foreign-invested projects (Almanac
of China’s Economy, 1999, p. 81).

The geographical distribution of FDI in China is characterized by its con-
centration in the eastern coastal area. As shown in Table 12.1, between 1989
and 1998 the eastern region has attracted most FDI. The central and western
regions attracted only 9 and 3 per cent of the total FDI inflows, respectively.
In terms of per capita FDI, the central and western regions achieved only
$8.63 and $1.67, respectively, far behind the level of the eastern region’s
$45.98 and the national average of $21.19.

Considerable qualitative evidence on the positive effects of inward FDI on
the Chinese economy has been found in recent years (Kueh, 1992; Lardy,
1995; Henley et al., 1999). Shang-Jin Wei (1995) finds statistical evidence
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Table 12.1 Geographical distribution of FDI in China by region,* 1989-98

Year FDI inflows (3100 million) FDI inflows per person ($)
Eastern Central Western Eastern Central Western
region region region region region region

1989 28.12 1.17 1.22 5.54 0.46 0.28

1990 29.72 1.22 0.72 5.91 0.45 0.16

1991 38.88 1.68 0.68 7.78 0.61 0.16

1992 97.94 7.25 1.96 19.75 2.64 0.46

1993 236.83 23.80 10.14 48.40 8.79 2.38

1994 290.89 25.99 14.03 59.93 9.71 3.32

1995 324.58 33.24 11.42 67.45 12.57 2.73

1996 365.20 39.21 8.13 76.58 15.01 1.97

1997 385.65 47.90 11.68 81.76 18.55 2.86

1998 394.96 44.21 9.42 86.73 17.52 2.39

Total® 2,193 (88%) 226 (9%) 69 (3%) 45.98 8.63 1.67

#The geographical grouping of the provinces is as follows: eastern region: Beijing, Tianjin, Hebei,
Liaoning, Shanghai, Jiangsu, Zhejiang, Fujian, Shangdonh, Guangdong and Guangxi; central
region: Shangxi, Neimenggu, Jilin, Heilongjiang, Anhui, Jiangxi, Henan, Hubei and Hunan;
western region: Sichuan, Guizhou, Yunnan, Shanxi, Gansu, Qinghai, Ningxia and Xinjiang.

PThe bottom row shows the total FDI inflows and percentages and average per capita FDI.

Source: Authors’ own calculations from China Statistical Yearbook (various issues).

that FDI is positively associated with cross-city differences in growth rates in
China. In his comment on Wei’s work, Wing Thye Woo (1995) argues that
FDI is correlated with total factor productivity (TFP) growth because the
incidence of FDI is a good proxy for the degree of economic liberalization;
and the greater the degree of liberalization, the higher the TFP growth. Other
studies draw a conclusion similar to Wei (1995). For example, Stephane
Dees’s (1998) evidence supports the view that FDI affects China’s growth
through the diffusion of ideas; Chung Chen et al. (1995) find that FDI has
been positively associated with economic growth and the increase of total
fixed assets investment in China; Peter J. Buckley et al. (2001) find that FDI
improves the performance of Chinese indigenous firms. The above empirical
findings point to the collective importance of the elements in the package of
resources associated with FDI (Dunning, 1977, 1993).

The vast land area of China is inevitably associated with enormous
contrasts in conditions, both natural and artificial, between provinces. The
degree of economic development is substantially different across the pro-
vinces of China, and the geographic distribution of FDI is characterized by
its concentration in coastal areas. Whilst an overall positive impact of FDI on
growth is supported by the empirical literature, China’s large absolute size
and economic diversity may mean that this finding masks wholly mixed
impacts between geographic and economic areas. The aim of this chapter is
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to shed some light on how the FDI-growth relationship is affected by regio-
nal differences in China at the provincial level.

The chapter proceeds as follows: the following section reviews the litera-
ture; data and methodology are briefly explained next; the empirical results
are presented in the subsequent section; and concluding remarks are offered
in the last section.

FDI and growth

Many studies discuss the ways in which inward FDI can contribute
to the growth of a host country economy (see, for example, Wei, 1995;
Balasubramanyam et al., 1996; de Mello, 1997). In general, these studies
argue that the impact of FDI on growth is complex. First, through capital
accumulation in a recipient economy, FDI is expected to be growth enhancing
by encouraging the incorporation of new inputs and technologies into
the production function of a host economy. Second, FDI improves the
efficiency of locally owned host country firms via contact and demonstration
effects, and their exposure to fierce competition. Last and most importantly,
FDI is believed to be a leading source of technological change and human
capital augmentation in developing countries. Technological progress takes
place through a process of ‘capital deepening’ in the form of the intro-
duction of new varieties of knowledge-based capital goods. It also proceeds
via specific productivity-increasing labour training and skills acquisition
promoted by transnational corporations (TNCs). A recent embellishment in
the growth literature is to highlight the dependence of the domestic growth
rate on the state of technology relative to that in the rest of the world (de
Mello, 1999).

The basic shortcoming of conventional neo-classical growth models, as
far as FDI is concerned, is that long-run growth can only be achieved by
technological progress, which is considered to be exogenous. FDI would
only affect output growth in the short run and, in the long run, under the
conventional assumption of diminishing returns to capital inputs with a
given technology, FDI would have no permanent impact on output growth.
Within the new growth framework, FDI is treated as one of the factor inputs
along with labour and (domestic) capital and is expected to promote growth
in the long run. Whether or not technological progress is best described as
exogenous to the world as a system, the role of FDI in diffusing technology
(both hard and soft) to developing countries appears clear.> Under either
interpretation, technology created in the developed world is exogenous to a
developing country. Consequently, a positive relationship between FDI and
long-run growth in a developing host country should be expected.

The lessons from developed economies are that the productivity of foreign
capital is dependent on initial conditions in a host country. Eduardo
Borensztein et al. (1998) highlight the twin roles of the introduction of
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advanced technology and the degree of absorptive capability in the host
country as determinants of economic growth. Luiz R. de Mello (1997) argues
that an increase in the productivity of FDI can only be achieved if there is
already a sufficiently high level of human capital in a recipient economy.
These authors agree that preconditions in recipient economies help convert
new capital effectively into higher levels of output in the host countries.

It is also important to evaluate the extent of complementarity between
domestic investment and FDI. Under complementarity, innovations em-
bodied in FDI may create, rather than reduce, rents accruing to older technol-
ogies (Young, 1993). If FDI is expected to affect growth positively, some
degree of complementarity with domestic investment needs to be at work.

It should be pointed out that the direction of causation may run either
way. FDI may be drawn to regions of faster growth or greater potential
because their growth prospects have made it more attractive to foreign
TNCs. De Mello (1997) envisions a case in which the size of the consumer
market in a recipient economy is getting larger, as a result of faster growth
leading to rapid increases in the potential purchasing power of consumers in
a host country. Consequently, it is tenable that growth itself may be an
important determinant of FDI in addition to those listed above.

Within an evaluation of the impact of FDI-induced technological change
on growth in developing countries, Magnus Blomstrom et al. (1994) find
that the positive and statistically significant impact of FDI is stronger, the
higher the level of development in a host country. Pursuing the effects of
preconditions in a developing host country, Borensztein et al. (1998) find
that FDI is more productive than domestic investment only when the host
country has a minimum threshold stock of human capital. However, de
Mello (1999) found a positive impact for FDI on output growth regardless
of the technological status of a host country as a technological leader or
follower, but this result did not apply when growth was replaced by techno-
logical change (measured by TFP). In this case, FDI exerted a positive impact
on TFP only for technological leaders, while a negative relationship arose
between FDI and TFP for technological followers.

The findings reviewed above collectively suggest that the way in which
FDI affects growth is likely to depend on the economic and technological
conditions in a host country. The evidence to date points to an increasing
relationship between the level of development in a recipient economy and
the productivity benefits associated with inward FDI.

Empirical findings have so far not offered clear-cut conclusions with
respect to the causality between FDI and growth. The surge of FDI might
be associated with domestic policy variables, and this was evidenced in the
case of Latin America (Elias, 1990). De Mello (1996) finds that FDI plays a
determinant role in increasing both output and TFP in Chile, while capital
accumulation and TFP growth precede FDI in Brazil. In both cases the
direction of the relevant causalities cannot be determined. The direction of
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causality between FDI and growth may well depend on the determinants of
FDI. If the determinants have strong links with growth in the host country,
growth may be found to cause FDI, while output may grow faster when FDI
takes place in other circumstances (de Mello, 1997).

The model and data

The conventional approach to investigating the relationship between
growth and FDI involves running regressions for the rate of output growth
on the rate of FDI growth. Often, additional explanatory variables (for
example, the rate of growth of the domestic capital stock, domestic labour
force growth) are included in order to control for other influences upon the
rate of economic growth. As we have noted, such models are often presented
in terms of a production function-type of framework that treats FDI (foreign
capital) as a factor input.

Conventional neo-classical growth models in the Solovian tradition pre-
dict that the elasticity of output with respect to capital should be equal to
the share of capital in total output. However, empirical estimations of this
relationship have commonly been flawed. As is well known, in the case of
cross-country and time-series estimations, the correlation between the error
term and the regressors in standard growth accounting-based time-series
production function estimations leads to simultaneity and omitted variables
biases. Owing to these biases, cross-sectional estimates frequently point to a
much higher value of capital elasticity than is predicted on the basis of the
growth models. For example, the correlation between capital per capita and
the error term leads to capital elasticity estimates that are well above the
capital share in output (Young, 1992, 1995). By including more theoretically
germane explanatory variables in our equation, the biases associated with
the omission of variables can be substantially reduced.

For these reasons we eschew a growth accounting exercise, and construct
our model as follows. Let province i and time t operate within the following
equation, so enabling the impact of FDI on growth to be estimated:

Yie = a+ p1Kair + B2Kiie + B3Lie + BaHit + BsMir + BeEir + G71ic + i (12.1)

The estimation of equation (12.1) without due consideration of possible
region-specific or time-specific effects could generate misleading results. In
the context of panel data, the existence of unobservable growth determin-
ants that are specific to regions can be acknowledged and taken into
account in the estimation procedure. Therefore, we estimate equation
(12.1) in the form of what is usually referred to as a fixed effect (FE) model.
We do not use a random effects model here since this would require that
the omitted variables are uncorrelated with the specified right-hand-side
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variables — an unrealistic assumption in the context of our model.® The FE
model is as follows:

Yit = ai + mKait + 72 Ksie + v3Lie + vaHie + vsMie + v6Eie + 71 + ¢ie (12.2)

where Y is the growth rate of GDP,* K4 the growth rate of the domestic
capital stock (proxied in the usual way by the share of investment in output)
and K; the growth rate of the stock of FDI,> L the growth rate of the labour
force and H human capital (proxied by the share of university and college
students in the population). In contrast with previous studies, our model
includes some supplementary variables that have been introduced into
the above equation, to capture the determinants of the Solovian type of
residual, and thus improve the quality of our estimations. These variables
are: the level of marketization, M (proxied by the share of number of
employees in private enterprises and self-employed individuals in total
employment); the growth rate of provincial exports (E); and the growth rate
of provincial imports (I). Finally, o captures province-specific unobserved
inputs, which are assumed to be constant over time, and ¢ is a white noise
error term.®

Positive relationships are expected between the dependent variable and all
explanatory variables. If the model specification is reasonable, the estimated
coefficient of K (i.e. v,) will indicate the direction and magnitude of the
impact of FDI on economic performance.

It would be of great interest to experiment with a lag structure in this
model, although this would be unusual with panel data in circumstances
such as our own. We have 261 observations in the full sample, but a
relatively short time series covering 1989-98. If we were to employ lags,
this would adversely affect the number of usable observations particularly
in the subsamples, which are the focus of our analysis. Furthermore, there
is no prima facie evidence to suggest that lags would yield a benefit, as
argued in UNCTAD (1999, p. 332): ‘Current growth in a period is always
positively and significantly related to FDI inflows in the same period ...
there is much stronger evidence that the growth rate and FDI inflows
coincide in time.’

Before the data are described and the estimates reported, a few remarks
concerning the model are necessary. It is not the purpose of this chapter
to offer either a new theory or specification of the linkages between FDI
and growth. Rather, the main objective is to shed fresh light on these
linkages at the provincial (sub-national) level by extending a model that is
already familiar from studies at the national level. However, our study
does employ additional and theoretically pertinent variables, thereby
enabling us to focus on a broader range of issues. Although our model
cannot be considered to be perfect, it can claim to be well justified in the
light of our discussion above.
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While equation (12.2) captures the impact of most of the important vari-
ables, it does not account for the possibility of bidirectional relationship
between growth and FDI highlighted in the recent literature. To capture
these possible temporal causality relationships, the technique of Granger
causality can be employed (Granger, 1969, 1980). The test involves estimat-
ing the following regressions:

8
Yr =dgy + Z(ijt_j —+
=1

8
> biKe o+ e (12.3)
j j=1

]

8 8
Kit =co + Z C]'Kf( -+ Z d]'Yt_j -+ vt (124)
j=1 j=1
where Ky and Y, are stationary time series and u; and v, are uncorrelated
error terms. By equation (12.3), Ky Granger causes Y if b; # 0. By equation
(12.4), Y Granger causes K; if d; # 0. Bidirectional Granger causality is
obtained if b; # 0 and d; # 0.

The estimation of equations (12.2)-(12.4) is based on a panel of data for 29
out of 31 of China’s provinces over the period 1989-98 for realized FDI.’
Tibet was excluded because of a lack of reliable data, while Chongqing and
Sichuan provinces were included as one combined province, as they were
aggregated together in the source data for most of the period. The panel data
set yields a total of 261 observations when growth rates are calculated. The
data were compiled from various volumes of the Chinese Statistical Yearbook,
China Foreign Economic Statistical Yearbook and China Industrial Statistical
Yearbook.

The first part of our investigation of the FDI-growth relationship involves
testing equations (12.3) and (12.4) to examine the causal relationship
between FDI and growth. The second part of our analysis then analyses the
bidirectional effects using the full sample of 29 provinces to obtain param-
eter estimates for China as a whole. The third part of our analysis groups
the full sample of provinces into sub-samples based on differences in char-
acteristics between the provinces. These characteristics are:

Membership of geographic region;

Economic development levels, proxied by GDP per capita;

Levels of technological capability, proxied by R&D/GDP;

The level of infrastructure, employing the rankings of Amy Y. Liu et al.
(1999), which use electricity usage per capita, number of telephones per
capita, road-to-land ratio and wage level to measure infrastructure condi-
tions;

5. The degree of inward FDI concentration (FDI intensity), proxied by FDI/
total domestic investment);

N =
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6. The degree of state-owned enterprise (SOE) concentration (SOE inten-
sity), proxied by the share of SOEs’ sales in total sales in the manufactur-
ing sector;

7. The degree of competition from Chinese locally owned firms, proxied by
the growth rate of sales by domestically owned firms.

This measure follows Blomstrom et al. (1994), on which we have improved
by calculating the sales of only locally owned firms. This involves removing
the sales of all foreign affiliates, including international joint ventures and
wholly owned affiliates, which gives us a pure measure of Chinese locally
owned sales.

The provinces in the sample are differentiated; in the case of the economic
criteria, this involves assigning a rank. Following ranking, the provinces are
divided into various pairs of mutually exclusive groups: provinces with high
and low income per capita; provinces with high and low technological capa-
bility; provinces with better and poorer infrastructure; provinces with high
and low levels of FDI intensity; provinces with high and low SOE intensity;
and, finally, provinces with high and low degrees of domestic competition.
The analysis of these contrasting sub-samples serves to determine how these
differences affect the FDI-growth relationship across provinces.

Empirical results

We first employ the Granger causality test to examine the relationship
between FDI and growth. Equations (12.3) and (12.4) were estimated by
ordinary least square (OLS) procedure. We chose two year-long lag periods
based on the final-prediction-error (FPE) criterion (Akaike, 1969). All the
variables were found to be covariance stationary.

We first test if FDI (Kg) Granger causes growth (Y) by estimating the unre-
stricted equation (12.3), and restricted equation (12.3) by dropping lagged K.
The F-statistic yields a value of 11.548,® which exceeds the critical value of
Fy.01=5.53. Thus, we can reject the null hypothesis (b;=0) and conclude
that adding lagged values of K; does improve the statistical results. This
signals that FDI Granger causes growth. The same procedure was carried
out with respect to equation (12.4) and the result indicates that growth
Granger does not cause FDI (F-statistic 3.25, below the critical value of
Fo.01=5.53).

We now analyse the effects of FDI on growth. Table 12.2 presents the
results for the broad panel from the estimation of equation (12.2) in which
the growth of GDP is generated by growth in domestic investment, FDI,
employment, exports and imports, as well as the level of human capital and
degree of marketization. In regressions (2.3) to (2.8) various interaction
terms are added into the equation to examine whether some variables exert
a joint effect on growth.
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Table 12.2 FDI and growth of GDP, full sample, 1990-98

Variable 2.1)  (2.2) (2.3) (@24 (2.5 (2.6 (27 (2.8

Kq 0.049 0.046 0.046 0.045 0.023 0.029 0.046 0.047
(3.60)*** (3.45)%** (3.32)*** (3.38)** (1.65)* (L.64)* (3.58)*** (3.63)***
K 0.007  0.008 0.005 0.002 ~0.005
(4.09)%* (4.32)%* (1.77)* (0.52) (~1.08)
L 0.057 0.096 0.106 0.099 0119 0.114 0.071  0.061

0.39)  (0.66) (0.73) (0.68) (0.83) (0.79) (0.50)  (0.43)

H 12.77 —1.889 -3.874 -2.684 -2228 -217 -279 -3.121
(2.25)%* (=0.26) (=0.53) (=0.37) (=0.31) (=0.30) (=0.39) (-0.44)
M 0312 0315 0319 0312 0314 0241  0.199
(3.63)%** (3.63)*** (3.70)*** (3.65)*** (3.67)*** (2.91)** (2.18)**
E 0.017 0015 0017 0.016 0.016 0.018 0.017
(1.19)  (1.08) (1.18) (1.14) (1.16) (1.28) (1.26)
I 0.023  0.025 0.023 0023 0023 0.022 0.022
(3.76)** (3.99)%** (3.78)*** (3.79)*** (3.75)%** (3.58)*** (3.58)***
KeH 2.810  1.059
(4.02)*** (0.87)
KqK; 0.025  0.019
(4.57)%** (1.51)
KM 0.186  0.270
(5.33)%** (3.19)***
N 261 261 261 261 261 261 261 261
R 034  0.41 0.41 0.41 042 042 044 044

Note: Figures in parentheses are t-statistics (two-tailed tests); ***, ** and * denote significance at
the 1, 5 and 10% levels, respectively.
Source: Authors’ calculations.

Table 12.2 reveals several interesting results concerning the effects of FDI on
economic growth. Regressions (2.1) and (2.2) indicate that FDI has a positive
impact on economic growth. The addition of some ancillary variables, i.e. the
level of marketization, and the growth rates of exports and imports in regres-
sion (2.2) does not reduce, but rather increases, the significance of the FDI
variable. The level of human capital, proxied by the ratio of number of college
students to the total population, does not seem to contribute to growth in
regressions (2.2)—(2.8). This variable, although commonly employed in
empirical research, might not perform as expected as a proxy for human
capital in the case of China. It might be argued that in China the efficiency
with which the stock of technical knowledge is translated into technologies in
the market, via the higher education system, is very low. This is likely to be a
legacy of central planning, which is well known to have been inimical to the
commercialization of ideas. Another possible reason is that the rigidity of
personnel management systems in state-owned firms prevents well-educated
employees from contributing fully to the firm performance. In additional

lvww.ebook3000.con)



http://www.ebook3000.org

FDI, Regional Differences and Economic Growth: Panel Data Evidence from China 229

regressions that were run using average wages in each region, in place of the
student-population ratio, the results do not change significantly. The insig-
nificant role of human capital in growth found here appears to be consistent
with the studies by Wei (1995) that investigated the role of FDI and human
capital in economic growth in China. In contrast with the result for human
capital, we find as expected that investment (especially domestic investment)
and marketization have a positive impact on growth.

The specification in regression (2.3) replaces the FDI variable with the
product of FDI and human capital, and yields a coefficient that is positive
and statistically highly significant. While this specification follows closely
from the framework developed in the second section, the significance of the
interaction term may be the result of the omission of other relevant factors,
in particular, the FDI variable by itself. Thus, it is necessary to include FDI
and human capital individually alongside their product. In this way, we can
test jointly whether these variables affect growth by themselves or through
the interaction term. This specification is adopted in regression (2.4), which
shows that the coefficient on FDI is still positive and significant, while the
interaction term is no longer significant. This means that the significance of
the interaction term is likely to be the result of the omission of the FDI
variable itself. Thus, we are unable to link the significance of the KH variable
in regression (2.3) to the so-called ‘threshold’ effect, i.e. we need to be
cautious in averring that in China FDI might promote growth only when
human capital reaches a certain level, at least on the basis of our data.
However, this does not necessarily mean that the effect of FDI on economic
growth has nothing to do with conditions in the host country or local
economy. In fact, as we will see later, the effect of FDI on growth in this
study is closely associated with provincial differences with respect to tech-
nological and market, or industry, conditions.

Domestic investment has been one of the most important factors support-
ing the continuous economic growth in China since the Open Door Policy.
This is reflected throughout Table 12.2 where the Ky variable is positive and
statistically significant in all the equations. Similar to the results in columns
(2.3) and (2.4) with respect to the FDI-human capital variable, the interac-
tion term between domestic and foreign investment is significant in equa-
tion (2.5) where the FDI variable is absent, but insignificant in equation (2.6)
where the FDI variable is also included. This casts doubt on the existence, as is
usually assumed in the literature, of a complementary relationship between
the two types of investment. The insignificance of the K4K; variable may be
related to the structure of domestic investment in China. Investment in
infrastructure has been extensive and should, in principle, serve to enhance
the role of FDI in promoting growth. However, in practice a substantial share
of investment in fixed assets in China is accounted for by industrial projects
and real assets that have been state-funded and which have relatively little
opportunity to interact positively with incoming foreign capital.
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We find that market-oriented reform has been one of the major forces
driving economic growth in China. This is reflected in Table 12.2 where the
marketization variable in all the equations is positive and statistically
significant. It is interesting to see the role of the interaction between FDI
and marketization. In contrast to the cases of KiH and KyK;, the positive
and significant performance of the interaction variable KM is invariant of
whether the FDI variable is included or excluded in the relevant equations.
In addition, the increased value of R in equations (2.7) and (2.8) also
justifies our inclusion of the marketization variable and of the interaction
term KM in these regressions.

Of the two trade variables, only that for imports attains significance. These
two variables should be interpreted with caution as they refer to trade at the
level of the province. As such they are not exclusively concerned with trade
in the international sphere — they include inter-provincial trade — and so do
not measure only the international trade that brings the Chinese host
economy and foreign economies into contact. This dilution of the variables
may account for the lack of significance of exports. However, the across-the-
board significance of imports is perhaps best understood as a special aspect
of market liberalization. Provinces of China have customarily been segmented
by restrictive local distribution monopolies. Those provinces with the
fastest growth in imports are likely to be those that have embraced liberal-
ization in trade, and that have also provided environments most conducive
to economic growth. Our results indicate that the Chinese economy is still at
a stage in which growth for the country as a whole has been mainly driven
by the expansion of domestic investment and by market-oriented reform,
rather by imported technology and the stock of human capital.

As discussed in the preceding section, the FDI-growth relationship may
vary across provinces due to various differences specific to the characteristics
of these regions. The impact of these differences can be explored by dividing
the full sample into sub-samples. Tables 12.3-12.5 show the results from the
estimation of equation (12.2) for subsamples to investigate how provincial
differences affect the FDI-growth relationship.

Table 12.3 examines the difference in the way in which our standard model
performs between the regions of China. The designation of China on such a
regional basis underpins the Open Door Policy, and so the contrasts that arise
in Table 12.3 essentially arise from the timetable for the rolling out of that
policy, as well as from the underlying economic attractiveness of the pro-
vinces within the regions. It is therefore not surprising that, within each of
the three classes of region, there is limited variation in economic and policy
characteristics. The result is that all but one of the explanatory variables
supplementary to domestic investment and FDI fail to reach significance.

Government development policy has managed to foster economically con-
vergent provinces by region. Within these regions the driving force behind
growth is confirmed as springing from domestic and foreign investment.
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Table 12.3 Geographical regions and the FDI-growth relationship, 1990-98

Variable Eastern region Central region Central region
3.1) 3.2) 3.3
Kq 0.045 0.061 0.015
(2.63)* (1.80)* (0.78)
K¢ 0.041 0.010 0.002
(7.14)*** (3.08)* (1.84)*
L 0.385 0.241 —-0.127
(1.38) (0.97) (—1.04)
H 2.295 20.53 25.93
(0.26) (0.62) 1.71)*
M 0.318 0.305 —0.045
(0.13) 1.37) (—0.26)
N 108 81 72
R 0.50 0.37 0.27

Note: Figures in parentheses are t-statistics (two-tailed tests); ***, ** and * denote significance at
the 1, 5 and 10% levels, respectively.
Source: Authors’ calculations.

Moreover, the significance of these relationships rises in the geographical
movement from west to east, as does the size of the adjusted R?. Therefore,
domestic investment contributes insignificantly to growth in the provinces
of the western region, significantly in the central region and yet more
significantly and strongly in the east. Across the regions, the significance
of the impact of FDI parallels that of domestic investment, but is somewhat
higher within each region. The strength of the FDI-growth relationship
clearly rises from west to east. This suggests that FDI in some way is differen-
tiated from domestic investment. On the basis of theory, we can interpret
this as being the result of FDI conferring a package of new resources, in
which the elements are qualitatively and quantitatively different from
domestic investment.

Although the size of the coefficients on FDI lies below that for domestic
investment (where both are significant), it attains its zenith in the eastern
region. The key conclusion from the equations in Table 12.3 is that the
importance of FDI in driving growth rises in step with the development
policy programme of the government of China. Accordingly, FDI should
be expected to become still more important to China’s development aspi-
rations in the future. The pattern of significance and strength that we observe
in the coefficients suggests that domestic investment leads chronologically
in creating growth. Surprisingly, this leadership does not apply in the least-
developed provinces of the eastern region. It is possible that in these pro-
vinces the quality (and perhaps also the quantity) of domestic investment is
so low that its impact on growth is negligible.
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The human capital variable is unique among the supplementary variables
in attaining significance for the provinces of the western region. This signals
that between the most economically backward provinces, increases in invest-
ment in human capital make a positive contribution to economic growth.

For a deeper understanding of the true impact of the economic and policy
variables, we must reclassify the provinces by their economic characteristics,
rather than by simple membership of geographical region. Proceeding along
these lines we are able to produce Tables 12.4 and 12.5. The results in
equations (4.1) and (4.2), which divide the sample of provinces by GDP per
capita, bear a strong resemblance to those in Table 12.3 precisely because
development levels rise in the movement from the western region to the
eastern region. Thus, we find again that domestic investment is of primary
importance in driving economic growth in the less developed provinces.
What can be considered as a standard result is obtained for the FDI variable,
i.e. that its growth-promoting effects are evident in the developed rather
than in the less developed provinces, which is in line with the result in
Table 12.3. This is analogous to the common finding for export-led growth
in the development literature. Here, the FDI variable captures an interaction
between the domestic and the international sectors, analogous to exporting,
and the results show that this interface promotes growth but contingent
upon local development being in the higher end of the distribution. The

Table 12.4 Provincial economic differences and the FDI-growth relationship: sub-
sample results, 1990-98

Variable R&D Level of
GDP per capita expenditure/GDP infrastructure
High Low High Low High Low
(4.1) 4.2) (4.3) 4.4) 4.5) (4.6)
Ka 0.049 0.060 0.035 0.066 0.028 0.093
(2.60)***  (2.76)***  (2.26)***  (3.19)***  (1.56) (4.13)***
Ky 0.009 0.001 0.007 0.010 0.005 0.001
(2.47)***  (1.37) (3.28)***  (3.30)***  (2.96)***  (0.89)
L 0.331 -0.112 -0.075 0.394 0.064 0.359
(1.33) (—0.67) (—0.52) (1.45) (0.33) (1.53)
H 0.614 6.563 1.466 0.212 -0.223 —23.28
(0.06) (0.35) 0.21) (2.47)***  (-0.03) (—0.74)
M 0.195 0.279 0.25 0.334 0.157 0.464
(1.50) (1.85)* (2.49)***  (3.14)***  (1.30) (2.19)**
N 126 135 126 135 126 135
R 0.31 0.33 0.38 0.39 0.37 0.31

Note: Figures in parentheses are t-statistics (two-tailed tests); ***, ** and * denote significance at
the 1, 5 and 10% levels, respectively.
Source:  Authors’ calculations.
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degree of marketization appears as a significant variable in the low, but not
in the high, GDP per capita regions. This result underscores the role played
by the movement towards private sector economic activity in the growth
process in the poorest provinces. It appears that, in the rich provinces, where
the degree of marketization is already very high, the variation in this variable
is no longer critical to the growth process, i.e. the main part of the benefits
have already been reaped.

In equations (4.3) and (4.4) the provinces are reclassified by provincial
research-and-development capability (R&D effort), producing some fresh
results. Domestic investment and FDI promote growth in both high and low-
research provinces and, at this point, it might be helpful to reflect upon the
nature of the data on research. Pure and applied research will be conducted by
domestic and foreign-invested firms, and by government research institutes.
There is a well-understood relationship between R&D and growth in locations
in which research levels are considerable. But where R&D is low, both in
intensity and in absolute terms, our results call to mind that the presence of
a relatively few provinces, with effort at the higher end of the low distribution,
might be sufficient to lead to a positive relationship with growth.

The human capital variable assumes significance for the subsample of
provinces with low — but not high - research effort. It appears that growth
is promoted by an expansion in the number of tertiary students at the lower
end of the distribution, i.e. in the relatively large quantum leap from low
participation rates to moderate rates. From this we can infer that an increase
in human capital in the low-research provinces has a synergistic effect with
such meagre provincial resources as there are, to stimulate an expansion in
growth. In contrast, we find that within the high-research provinces an
increase in the abundance of human capital is no longer critical for growth.

The key policy finding from equations (4.3) and (4.4) concerns the influence
of marketization. In both high and low-research provinces, marketization
augments economic growth. This implies that this policy is of commensur-
ate value whatever the research status of the province, and therefore that it
can be pursued with universal benefit to growth. This benefit may derive
from the way that private enterprise pursues more aggressively the exploi-
tation of research outputs than does state enterprise.

Turning to equations (4.5) and (4.6), in which provinces are classified by
level of infrastructure, we see that some sharp contrasts emerge between the
high and low subsamples. Growth is promoted by domestic investment in
the low infrastructure group, but not in the high group. This points to the
conclusion that it is domestic investment in infrastructural projects that is
playing a leading role in the early stages of the growth process. These
projects may well lie in the state sector and, accordingly, this hints at the
pivotal part played by the state in raising socially productive capital. For its
part, foreign (and therefore also private) capital and knowledge, conferred
via FDI, furthers growth in high — but not low - infrastructure provinces.
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This leads one to believe that, to be productive, FDI calls for an adequate
level of infrastructure to be in place. Lastly, in equation (4.6), we find that
marketization promotes growth where infrastructure levels are low, suggesting
that this policy can be pursued with benefit notwithstanding impoverished
provincial foundations. In provinces that are well founded in this respect,
marketization has no impact (in equation 4.5), it being probable in these
cases that marketization rates have probably already converged, and may lie
reasonably close to an upper boundary.

The data by province can also be investigated in terms of regional differ-
ences in industrial characteristics that relate primarily to the activities of
enterprises. This is the purpose of Table 12.5. Equations (5.1) and (5.2) reclassify
provinces by the share of FDI in provincial capital formation. In this way
we can discern how the determinants of growth contrast between highly
invested provinces and low FDI intensity provinces. Domestic investment
remains a powerful factor in both categories of province, though attaining a
higher significance in the highly invested provinces. This hints at the pos-
sibility of a complementary relationship with FDI at the provincial level. In
equation (5.1), where provincial FDI intensity is high, the impact of FDI on
growth is significantly positive, but there is no such effect where FDI inten-
sity is low. This indicates that FDI's contribution to growth is contingent
upon there being a sufficient share of FDI in economic activity. This might

Table 12.5 Provincial differences in industrial characteristics and the FDI-growth
relationship: subsample results, 1990-98

Variable ~ FDI/total SOE’s sales/ Growth of sales by
investment total sales domestically owned firms
High Low High Low High Low
(5.1) (5.2) (5.3 5.4 (5.5) (5.6)

Kq 0.051 0.048 0.048 0.044 0.047 0.082
(2.79)**  (2.29)**  (2.84)***  (1.99)**  (2.66)*** (3.50)***

K 0.016 0.001 0.018 0.001 0.010 0.0004
(4.92)***  (0.85) (5.87)***  (0.63) (3.88)** (0.63)

L 0.529 —0.166  0.469 —0.001  0.348 0.023
(2.06)** (-1.12)  (1.67)* (-0.01) (1.31) (0.14)

H —3.406 32.99 —0.948 18.79 —3.856 21.43
(—0.35) (1.94)* (—0.10) (1.20) (—0.39) (1.29)

M 0.466 0.0048 0.357 0.106 0.307 0.068
(3.07)***  (0.04) (2.95)***  (0.76) (1.83)* (0.53)

N 126 135 126 135 126 135

R 0.38 0.33 0.41 0.27 0.38 0.29

Note: Figures in parentheses are t-statistics (two-tailed tests); ***, ** and * denote significance at
the 1, 5 and 10% levels, respectively.
Source:  Authors’ calculations.
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be in the same industry — in which case the need for critical mass is impli-
cated - or in different industries, in which event a network of suppliers may
be present. This suggestion, that a critical foreign competitive mass is needed
to realize the growth benefits of FDI, might link to the incentive for rapid
technology and knowledge transfer that comes with effective competition
between foreign-owned producers.

There are two further significant variables in equation (5.1), namely the
growth rate of the labour force and the degree of marketization. The labour
force variable captures increases in the abundance of labour of working age.
There are two sources of domestic labour growth, one is natural population
growth and the other is immigration. The first lies outside the policy domain
in the time frame of our study, but not so the second source. The inference
is that immigration into highly foreign-invested provinces should be
promoted for its positive impact on growth.

The remaining significant variable in equation (5.1) is marketization. Mar-
ketization promotes economic growth in high, but not low, foreign-invested
provinces. From this we can infer that when the provincial economy is
highly foreign-invested, then the expansion of private enterprise contributes
significantly to growth. The precise process through which this occurs
cannot be elucidated through this present research. It may involve the
stimulation, through various means, by foreign affiliates of local private
firms’ value-adding activities. Again, the competitive process may be pivotal
in this finding. The greater the presence of foreign affiliate competitors the
more keen the competition, and the more beneficial market reform may be
for all producers in the Chinese market.

In equation (5.2), apart from the domestic investment variable, the only
significant variable is that for human capital. This significance, in the con-
text of a low foreign-invested environment, suggests a pattern of economic
growth drawing on improvements in the quality of labour, and echoes our
earlier finding for the western region provinces. It appears that modest
improvements in human capital have value in encouraging the early stages
of economic growth.

In equations (5.3) and (5.4), the data are reordered according to the propor-
tion of state-owned enterprise sales in total sales. This procedure separates
provinces in which most of the economic activity is still in state hands from
those in which the private sector is now very considerable, owing to the
rapid growth of private enterprise. While the domestic investment variable
attains significance in both equations, we find that the two equations other-
wise contrast markedly. There are four significant variables in equation (5.3),
but just one in equation (5.4). Counter to intuition, we find that the FDI
variable exerts a significant positive effect on economic growth in those
provinces in which state-owned activity is high, rather than where it is
low. Here we must reflect on the pattern of inward FDI into China. Typically,
much foreign capital has been directed to joint ventures with state-owned
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enterprises rather than with enterprises spawned in the private sector. The
largest foreign-invested projects in China conform to this characterization.
This provides a tenable account of why the contribution of FDI to growth
has been greatest where SOE activity has been highest, but we cannot con-
clude that this is the true basis for this finding.

The two further significant variables in equation (5.3) shed more light. The
growth rate of the labour force and the degree of marketization both
promote economic growth in high state-sector provinces. This again points to
the importance of increases in the stock of labour, and possibly of migration,
for growth and to the general benefits to be derived from marketization. As
this latter variable is based on the proportion of employees who are not in
the state sector, we can infer than the movement towards employment in
private enterprise in provinces dominated by state enterprise brings consid-
erable benefits for economic growth. The sole significance of the domestic
investment variable in equation (5.4) suggests that most of the growth in
private enterprise in provinces with low SOE shares has been Chinese-owned
enterprise.

The final two equations in Table 12.5 (equations 5.5 and 5.6) divide
provinces into those with high and low growth rates of sales by domestically
owned firms, which is intended to reflect the degree of competition from
Chinese locally owned firms. The reasoning is that, where sales by local firms
are growing fastest, this will be the result of the growth of Chinese-owned
enterprise, which produce substantial volumes of output for the local mar-
ket. Equation (5.5) duly reports that the FDI variable contributes significantly
to growth when domestic competition in local goods markets is keenest.
Once again, competition is seen to associate with a positive FDI-growth
relationship, this time within the context of domestic competition. Market-
ization also, within the same environment, promotes growth. In contrast,
equation (5.6) reveals that where the degree of Chinese-owned competition
is least, no variable, apart from that for domestic investment, records a
significant effect on economic growth. The inference to be made here is
that, in the absence of effective local competition, the economic factors and
policies that would otherwise be relied upon to generate growth are rendered
ineffective. This again points to the importance of promoting competitive
market structures.

Conclusions

We find two main strands in our conclusions arising from this study of the
FDI-growth relationship in China. Firstly, conditions in the host economy
profoundly impact upon the growth relationship. This applies to China at
the national as well as at the provincial level. The role of the market reform
process deserves special attention, as it pervades the growth process,
enabling resources, whatever quality or quantity, to be employed with an
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efficiency superior to that under state planning and control. Secondly, the
quality and quantity of resources are crucial to promoting growth, as wit-
nessed by the significance of domestic and foreign investment and, on
occasion, labour growth and human capital.

In agreement with earlier research, our results support the view that
externally oriented development strategies promote economic growth. We
have specifically found support for FDI as a channel in this process. The
imperative to treat China as a country of discrete provinces is evident from
the pattern of results in our estimations. In the full sample, the lack of
significance of human capital obscures a subtle relationship which differs
between the provinces. We find no evidence of the human capital threshold
effect for FDI, as posited in the development literature. However, we do find
that human capital appears to be significant for growth in the less developed
western provinces, and in provinces with low research capability. In other
words, the effect of human capital is to favour growth in the economically
weaker provinces, i.e. it is independent of FDI. The finding that, in contrast,
FDI favours growth in the economically stronger provinces, may partly
account for the belief in a ‘threshold effect’.

The findings for each of the variables employed, to some extent, carry
some implications for policy; in the context of this study, the implications
point to ways to maximize the growth benefits of FDI. It is clear that policy
needs to be crafted to suit the characteristics of provinces. However, some
policies are more generally applicable than others. Firstly, there is no indica-
tion in these data that a stage has been reached in which the growth of
domestic investment has become secondary in the growth process, although
the contribution of inward FDI can be considerable. Foreign investment
appears to be supportive of market reform and growth, but specifically in
provinces that have already attained greater development. We find that the
full benefits of FDI are felt when competition in the local market is keen
from both foreign and domestic firms. We can no more than surmise that
competition, from whichever source, is likely to reduce the incentive to
incoming firms to exploit market power, thereby increasing the likelihood
of technology and knowledge transfer.

Where it attains significance, the labour variable points to the value of
expansion in the workforce, and possibly of inward migration, for economic
growth. As we have noted, human capital plays a subtle role in promoting
growth. On the basis of our findings, it seems clear that the economically
weaker provinces should follow an education policy to raise the stock of
human capital, as the greatest returns to growth from such a policy accrue to
this group.

Market reform emerges as a successful general policy that betters growth in a
wide range of circumstances and which, our results suggest, is bolstered in its
effects by FDI in the more developed provinces. The view that inward FDI and
the level of marketization are complementary in their action on growth is
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supported in our study. Accordingly, FDI can be viewed as an integral part of
the market reform process towards the promotion of growth. The explicit
policy of the government of China has been to develop first the eastern coastal
provinces, and subsequently to roll the programme of reform and market-
ization westwards through the interior towards the western provinces.
The Western Region Development Programme of the government of China
(Almanac of China’s Economy, 1999) has placed emphasis on investment in
infrastructure, the attraction of inward FDI and the upgrading of human
capital through education and inward migration. Our results lend support to
the FDI and human capital policies, in view of the fact that growth has been
responsive to the appropriate variables targeted by the government.

The key role of liberalization appears to be reinforced by our findings for
the variable on the growth of imports. We argue that it is probable that
imports reflect an underlying process of liberalization in the host economy,
and capture the movement to more effective competition in final markets.

Provinces in China are comparable in economic size to large sovereign
developing countries. The political unity of China has meant that a unique
opportunity exists to manage the development process, while learning from
the experience of the more advanced provinces. China is moving from a
command economy based on central planning and state-owned enterprise
towards a market economy in most sectors of activity. This gives the govern-
ment of China an unusual degree of control over the market reform process,
at least as compared with the many developing countries that have never
employed comprehensive state ownership. Perhaps for this reason, our find-
ings reveal especially clear-cut effects on growth arising from market reform
policy and the degree of competition in final markets.

Amongst our findings there have been no contrary signs, nor statistical
problems that would call into question the reliability of the results. We
should, however, note the limitations of this research. The study relies on
a small sample. Although the number of provinces is given, the number of
years for which suitable data are available must be considered the crucial
limiting factor. The FDI-growth relationship is inevitably investigated over
a short period of time. On the other hand, in a country such as China in
which conditions have changed rapidly, estimation over a longer period
would require a thorough exploration of the stability of the relationship.
We should also note that there is believed to be a degree of overlap, but not a
high degree, between the data on the provinces. The variables employed in
this study are, however, believed to be robust and trustworthy, drawing in
their construction on a lineage of comparable variables that appears in ear-
lier studies on the FDI-growth relationship in developing countries. One
advantage for our study in researching China using these variables is that
it is reasonable to have more confidence in the comparability of data
collected within one developing country than between a number of separate
developing countries.
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The low level of FDI in services in China to data justifies the focus on the
manufacturing sector in this article. Services FDI has been customarily
restricted owing to the official view that the services sector is less productive
than manufacturing, and that domestic Chinese enterprises have been far
too weak to bear foreign competition. In the future, it will be increasingly
the case that research on FDI in services will be needed to investigate the
growth process in a comprehensive fashion.

Our findings point collectively, and strongly, to the importance of com-
petition in output markets for the realization of the full growth benefits of
FDI. The reform process has clearly borne fruit, but it is naturally bounded
when very high degrees of marketization are achieved. At this upper bound-
ary, the barriers to efficiency that we have been unable to address in this
chapter may become of key importance to future growth. In our study, we
cannot capture the full range of factors that impede foreign business in
China. Such factors would relate to bureaucratic and discriminatory obs-
tacles, poor intellectual property protection, as well as discretionary measures
towards foreign investors. These are substantial issues, and ones that must be
addressed in the implementation of China’s membership of the World Trade
Organization.

Notes

1. For a literature survey, see de Mello (1997).

2. The development literature does not much concern itself with the motive for FDI.
However, there are reasons for believing that FDI should not be regarded as homo-
geneous to the degree to which it bears technology. This is likely to be influenced
by the motive for FDI. For instance, it is expected that the greater the extent to
which market power is a motive, then the lower the incentive for technology
transfer. This motive would be more prominent in markets where competition is
lower (Buckley and Clegg, 1991).

3. There is considerable debate regarding the choice between the fixed effects (FE)
model and random effects (RE) model. A common and convenient way forward is
to regard the FE regression as a better and less biased one (Griliches, 1984).

4. The reliability of Chinese statistics is open to question (Financial Times, 2002a, b).
There appears to be an upward bias in the GDP data arising from over-reporting,
and in the FDI data arising from ‘disguised FDI'. This latter can arise where invest-
ment ostensibly from, for example, Hong Kong (China) in fact has a mainland
Chinese ultimate beneficial owner (Lan and Young, 1996). These inflationary
tendencies may mitigate each other to some extent.

5. The definition of domestic investment is investment in fixed assets, which
contribute the greatest part of the capital invested in Chinese-owned firms. This can
be considered commensurable with the Chinese data on FDI, which are defined
differently from the IMF definition (IMF, 1977), as all expenditures that add to the
capital of a firm. The Chinese FDI data have the benefit of not being influenced by
the financial positioning between the parent firms and affiliates.

6. See, for example, Hsiao (1986) for a discussion of panel data methods.

7. Realized FDI is investment that has been made, as opposed to planned FDI.
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8. The F-statistic can be calculated using:

(RSSR — RSSUR)/WI
RSSUR/I’I —k

where m in the present case is equal to the number of lagged K¢ terms and k is the
number of parameters estimated in the unrestricted regression.
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13

Incentives to Transfer Profits: a Japanese
Perspective
with Jane Frecknall Hughes

Introduction

The intense interest in transfer pricing problems shown by academics and
tax practitioners alike has deepened with the publication (on 8 October
1997) of the UK Inland Revenue’s consultative document and draft legisla-
tion on transfer pricing. In particular there has been a spate of professional
commentary and queries (for example, see Atkinson and Tyrrall, 1997;
Bunn, 1997; Taylor, 1997; Antzcak, 1998; Fairpo, 1998). The prevailing tone
of many articles is an agreement that something needed to be done in this
area to address a perceived problem in the growth and development of
multinational corporations.

The removal of international trade barriers has created a global economy
with unprecedented world trade. World trade has increased by a factor of
16 since 1950 while total world output increased only 5.5 times. Intra-
group transfers are a large proportion of this trade. Tax authorities are
acutely aware of the need to protect their tax base by policing transfer
pricing more actively than in the past. (Atkinson and Tyrrall, 1997, p. 18)

Goods which may be subject to transfer pricing account for about half of
world trade. (Adams, 1997)

Much of the academic research on transfer pricing has concentrated on the
global aspects of income shifting (for example see Harris, 1993; Harris et al.,
1993; Klassen et al., 1993; Jacob, 1996). There has been a general feeling,
mostly in recent press reports (see Buckley and Frecknall Hughes, 1997),
that global companies, especially Japanese multinationals, have operated
transfer pricing policies to the deliberate disadvantage of host countries
by artificially locating profits in jurisdictions where a tax advantage could
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be obtained (see also Emmanuel and Mehafdi, 1994, p. 40). The ethical
considerations of such activities are not usually highlighted in academic
research (though Hansen et al., 1992 do consider them). However, Jacob
(1996), after examining a sample overall of 495 US companies, does com-
ment in his conclusion (p. 312) ‘that firms with substantial intrafirm sales
pay lower global taxes. ... This result is consistent with global tax minimiza-
tion through transfer prices.” He explicitly suggests earlier that some of the
effects he examined may be ‘most likely due to the manipulation of transfer
prices for tax reasons’ (p. 311). There is thus some empirical evidence now in
support of the general feeling expressed above.

However, in the case of Japanese companies’ this study feels that it has
been demonstrated that this view is mistaken. This study has argued that
a fundamentally different approach to pricing has the result that profits
are located in the companies’ home bases in Japan (see Buckley and
Frecknall Hughes, 1997). There are several ways in which multinational
firms may transfer profits to their home base — by means of dividends,
management charges, and by manipulating prices for goods transferred
between group companies, etc., all of which are dealt with under the
different national tax rules which apply according to the location of
payer/recipient. Here, however, this study is concerned especially with
the effects of the target costing approach, which is a common feature of
Japanese operations - it is used, for example, by 80 per cent of major
Japanese companies in assembly-type operations (see Sakurai, 1989,
1990). Where this method is operated, the transfer of profits to a home
base is almost an inevitable and natural result. First a price for the sale of
a good into a market is set according to the price that market will bear
(see Drury, 1996, pp. 333). Second an examination of the costs is done,
and if these absorb too much of the desired contribution margin, pres-
sure is exerted on suppliers/subcontractors to produce and supply at
lower costs (see Sparkes et al., 1987; Carr and Ng, 1995). The contribution
margin is protected by this approach. Sparkes et al. show that this margin is
split into net contribution, a contingency element and administrative
expenses, the various elements of which can be sacrificed if there is fierce
competition in the market place, thus giving rise to different prices for
different markets, if required. Where goods manufactured overseas by com-
panies under the control of the multinational parent are exported to the UK,
say, for sale via a distribution-type operation, then it is easy to see that the
input price to the UK can be controlled (see Buckley and Frecknall Hughes,
1997): sales can be made (effectively) at marginal cost plus a minimal con-
tribution to cover local running costs. Such sales will still be profitable to the
home-based company if all other overheads are recovered from the home
market, especially if this is protected against foreign investment. Recent pro-
blems experienced by Kodak (see Graham, 1997) in trying to export film to
Japan suggest that this may still be the case. (Japan’s four largest distributors
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of photographic film and paper all have exclusive contracts with Fuji Film, the
dominant Japanese maker.)

Ohmae (1995) explicitly refers to the protection of its home market by the
Japanese government. Several examples are given. For instance, it is illegal
for Japanese companies to post items into the country from an overseas
jurisdiction, despite the fact that it is cheaper than using domestic postal
services. Government subsidies for farming, air travel and weaker industries,
coupled with severe restrictions on foreign investment into Japan, have
meant that Japanese consumers have paid high prices for goods and services
within their own country. Such prices may have seemed artificially high
when compared with the prices of Japanese goods sold outside Japan. In
these circumstances, it is easy to see how allegations may arise of price
manipulation and acting to the tax disadvantage of a host country, which
may be left with little, if any, profit in its own jurisdiction to tax.

It is not surprising that, in circumstances such as those outlined above,
Revenue authorities worldwide should be concerned about the activities of
Japanese multinational corporations within their respective jurisdictions. The
USA has been a leader in developing transfer pricing regulations and has a
more structured framework than most countries. Many European countries
(e.g. the Netherlands, Germany, France, Italy, Spain and Portugal) are tighten-
ing up their transfer pricing regulations. The Ukraine enacted its first transfer
pricing law on 1 July 1997, and the new tax code which Russia hoped to adopt
by 1999 (originally scheduled for January 1998), is expected to include transfer
pricing provisions. Nations are thus seeking to minimize tax leakage (Atkinson
and Tyrrall, 1997), that is, they are endeavouring to tax profits deemed to arise
from activities undertaken within their jurisdictions. Ernst & Young’s third
annual survey (see also Bunn, 1997) suggests that multinationals regard trans-
fer pricing as the most important international tax issue facing their organiza-
tions while the Inland Revenue (per Ernst & Young) views it as an ‘avoidance
issue’. Further professional opinion (see Taylor, 1997) suggests that transfer
pricing is by far the most effective way of collecting some of the extra tax
which the Revenue seeks to collect as part of its ‘Spend to Save’ campaign,
though there is now empirical evidence which clearly shows that tax evasion
or avoidance is not the primary reason for transfer pricing policies adopted by
certain multinationals. For example, Cravens (1997) lists a number of possible
strategic objectives, such as: managing the tax burden; complying with tax
regulations; managing tariffs; promoting equitable performance evaluation;
motivating managers; promoting goal congruence; maintaining competitive
market position; mitigating cash transfer restrictions; minimizing inflation
risk; managing foreign currency exchange; addressing social or political con-
cerns; and reflecting actual costs and income consistently. Of her sample of
542 firms, 28 per cent only operated their particular policies specifically for tax
reasons: maintaining competitive position, promoting equitable performance
evaluation, promoting goal congruence and motivating employees also scored
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relatively high percentages (17 per cent, 11 per cent, 10 per cent and 10 per
cent respectively). She also points out that the same transfer pricing policy
could be undertaken by two different firms for entirely different reasons, and
comments that academic interest in the past has mostly centred on how to
determine transfer pricing methods, rather than why the methods are used.
There is also evident an interest in the overall results of transfer pricing policies
(see Jacob, 1996).

However, it is also easy to perceive why Japanese multinationals may feel
that they are being particularly targeted. Profits in Japan are taxed at rates of
50 per cent or more — much higher than rates prevailing in the UK (see
Chennels and Griffith, 1997, pp. 146-53). The effective marginal and average
rates of tax also operate at this or a similarly high level (see Chennels and
Griffith, 1997, pp. 150). Thus if higher tax is paid at home in any case, it is
hard to see why there is not a reversal of the procedures outlined above, such
that profits are left in lower-rated jurisdictions: this would be seen, perhaps,
from a Japanese viewpoint as true manipulation! It is the underlying purpose
of this chapter to consider reasons why such a change is not made and why
profits continue to be generated for the home company when it may appear
less than tax effective to do so.

Incentives to foreign direct investment

The majority of work done on foreign investment by one country into
another examines the reasons why a company will invest in a foreign
jurisdiction; the incentives that are offered by a foreign jurisdiction to attract
inward investors (see, for example, Higson and Elliott, 1994; Coyne, 1995;
Mason and Encarnation, 1995; Conklin and Robertson, 1996; van Eenen-
naam and Brouthers, 1996); and related topics such as how businesses
actually become global (see Clegg et al., 1993). Such work deals with the
establishment and process of growth of such investments, but once a foreign
investment has been established, and is making profits, what happens to
those profits? Traditionally profits have two major functions: (i) to pay
dividends to shareholders and (ii) to reinvest in the business. The interna-
tional dimension complicates this scenario — which seems to be one which
no one has examined, as far as can be ascertained, hence this study attempts
to address it here with particular reference to Japanese corporations. This
study shall only consider reasons for foreign investment here in so far as they
are relevant to trying to provide answers to this question as this area is
already considered in depth by others.

Reasons to transfer profits

There can be no doubt that profits are transferred across national boundaries
in the way we have outlined (or, indeed, in others). Adams (1997), for
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instance, reports that in 1993, Nissan paid nearly Y17 billion in penalty taxes
to the US Internal Revenue Service after an IRS ruling that the company
avoided US taxes ‘by transferring part of its income from the US to Japan'.
Such alleged avoidance need not, of course, be intentional. Indeed there is a
considerable body of work which examines the legitimate planning proce-
dures available to businesses to minimize tax (see for example, Scholes and
Wolfson, 1992). Considering the use of such devices does not fall within the
scope of this chapter, as this study is looking at a situation that appears to run
counter to the notions of minimizing tax. This study considers that the
possible reasons for transferring profits fall under three headings — control,
need and business consciousness, and we shall examine each of these in turn.

Control

By this is meant measures whereby profits earned overseas can be kept under
the jurisdiction of the home-based company. This may be done because a
foreign investment is perceived to be ‘risky’ for various reasons — which may
be political instability of a particular regime; instability of currencies in
terms of exchange rate (which may, or may not, be connected with any
political instability); uncertainty of resources in the foreign jurisdiction;
inability to transfer cash physically or pay dividends because of restrictions
imposed by the foreign government, etc. The desire to have one’s profits at
home also may be no more than an owner’s wish to have property where it
can be seen and be within personal grasp. There may also be a consequent,
perceived need (and to some extent this falls also into the two categories
discussed below) to demonstrate to one’s peers that business operations are
functioning well, in an environment where directors and managers actually
are resident, and this is considered socially important. Thus far these reasons
are not peculiar to Japan: rather they are common-sense type reasons with
which anyone who owns any asset can identify.

Need

Japanese corporate structures themselves may suggest reasons why such
corporations may actually need to ensure that profits return to Japan.

In the first place it is well documented that there is a multiplicity of cross-
shareholdings between the major Japanese global companies or keiretsu (see
Brown and Stickney, 1992; Miyashita and Russell, 1996, pp. 66-70 and 81-2;
Jinnai, 1997), as well as within the individual groups. As Miyashita and
Russell comment, the cross-shareholdings provide the ‘glue’ which keeps
the keiretsu together. The simplified diagram below illustrates this in theory.

The hypothetical groups in Figure 13.1 present a very different structure
for the operation of businesses on a national level in Japan when compared
with the ‘pyramid’ group structures familiar to Western business, which are
not typically characterized by the same type of cross-shareholdings, or,
consequently, intergroup activity.
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Figure 13.1 Theoretical intra-group shareholdings

Therefore if profits are transferred back to Japan, to enable dividends to
be paid to shareholders, then they are paid to a small number of entities.
In the above diagram then, Jgroup 1 pays dividends to Jgroup 2 and
Jgroups 3, 4, S and 6. Jgroup 2 pays them to Jgroup 1, and to Jgroups 3,
4, 5, and 6 - and so on. Thus to keep other shareholders happy, the profit
has to be returned home - and thus it is retained within the country: all
groups participate in this profit retention and circulation. Jinnai (1997)
(drawing on Japanese statistics for 1992) notes that the percentage of
personal shareholders for all Japanese listed companies was only 23.2 per
cent. He also comments that the structure of the corporate shareholdings
has affected the dividend policy of the large corporations: ‘In 1992, the
average ratio of dividends to earnings (dividends/income after tax) was 30.3
per cent for Japanese listed companies, while it was 54 per cent in the USA, 66
per cent in the UK, and 50 per cent in Germany’ (Jinnai, 1997, p. 73). Thus
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while profit is being retained at home, and corporate shareholders are
being paid dividends, the level of pay-out is not as high as elsewhere:
the instinct to retain one’s own profits still remains. ‘In Japan, the view
has arisen that capital accumulation for the “corporation itself” is regarded
as the ultimate end of each capital’ (Jinnai, 1997, p. 73). In this context,
capital is regarded as including retained earnings. That the large corpor-
ations share this same underlying business philosophy would explain their
acceptance of this apparently reduced pay-out. (There will obviously be
wide-reaching implications regarding the circulation of capital, but these
lie outside the scope of this present discussion.)

To recap briefly from earlier this chapter suggested that it was the desire to
locate profits in their home base which made target costing so popular with
Japanese corporations (not vice versa), thus this element ‘drove’ the pricing
structure. The Japanese multinational operates as one entity, the aim being
to make profit centrally. Subsidiary companies do not exist to make profits
in their own right (which would be dysfunctional according to this analysis),
but for the parent, thus transcending any notion of individual company and
national boundaries. Whatever legal form they take, overseas operations are
agents in this — no more or less. To repeat the earlier analogy, they can be
seen more as the arms or legs of a body, carrying out particular functions,
rather than as offspring of a mother company. This ‘arms and legs’ analogy
for individual groups is extremely relevant if one extends it and look at
the entire country’s business groups in the same way: they are the arms and
legs of business carried out on a national scale. In this context the cross-
shareholdings make more sense. All structures are set up with one common
aim (see Buckley and Frecknall Hughes, 1997, 1998). This chapter shall return
to discuss this later when considering cultural issues.

The opinion that Japanese industries are ‘globalized’ is a common one.
Any company which operates in jurisdictions in addition to its own may be
said in some respect to be a global company, but the suggestion of overseas
operations acting as agents, not as independent entities, in our opinion,
undercuts this concept. The level of control from the home base for Japanese
entities is so great as to negate the effect of a national border between them
and Japan, which could be argued is an effect consciously targeted.

There is a strong suggestion that Japanese companies are more highly
geared than their Western counterparts with a heavy reliance on short-term
debt (see Brown and Stickney, 1992), thus there will be a need to pay interest
to the providers of the loan finance. To ensure that there is enough profit to
do this, and to prevent losses being made, it may thus be desirable to transfer
(via target costing) adequate amounts of profits earned overseas. One also
needs to consider the position of the loan providers: often they are banks
owned by, or closely associated with (because of the cross-shareholdings),
one of the keiretsu: thus the need to pay interest to maintain one’s business
reputation is clear.
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In this context too, it must be remembered that any Japanese company’s
losses cannot be offset under current Japanese law against the profits of
another company in the group (see The Economist, 17 February 1996) so
there is an added incentive to ensure profitability.

Business consciousness

This study already touched on this in the above comments about group
structures. The idea of the group of companies as a single entity, and the
groups in total serving collectively the national interest seems central to
Japanese consciousness: individual contributions are valuable only so far as
they assist in achieving this wider objective. This idea permeates the whole
of Japanese life. Many articles on different aspects of Japanese business refer
to a deep cultural basis in groupism and group-consciousness which is all-
pervading (for example see Srinivasan, 1992) on the decreased significance
(compared with the West) of individual rights in Japan, vis-a-vis data protec-
tion; Cutchergershenfield et al. (1994) on team-based work; Nussbaum-
gomes (1994) on culture as a control mechanism; Saha (1994) on the
relation to technology of Zen Buddhism, Confucianism and Shintoism;
Vandenhoven et al. (1994) on the influence of Japanese company culture
(as regards information systems) in companies in Holland and Belgium; and
Jun and Muto (1995) on public administration. This attitude can be said to
derive from the central concept of ie. This is often translated as ‘household’
or ‘family’, which is a central familial concept in Japanese life (see Nakane,
1973) and is frequently examined and interpreted from a sociological per-
spective. However, it may be argued that the concept (which is continually
evolving) has much wider application and ramifications and should com-
prise consideration also of other sociological effects such as a similar educa-
tional background (‘old school tie’ ideals), aspiration to an ideal or idealized
life-goal, common appreciation of lifestyle, etc. This study would argue that
it should also include an appreciation of issues which would typically be
covered outside the specific field of sociology, such as religion, law, history
and agriculture (the pooling of resources necessary to produce effectively in
wet rice farming have reinforced such cooperative strategies — see Smith,
1959). This is why it is such a difficult concept to grasp when looked at from
one dimension. If this argument can be sustained, then ie is a multi-faceted,
multi-dimensional concept the roots of which lie very deep in Japanese
society: their growth would necessarily be affected by the passage of time,
the physical and geographical isolation of Japan as a group of islands, and,
indeed, the conscious realization that effects of such a concept (given com-
mon daily expression in family and social contexts) had produced a unique
nation, and which should therefore be deliberately fostered. Thus the strong
bonds formed by membership of a family (the typical sociological expres-
sion) find a direct analogy with managers’ adherence to a company, which is
the business expression of the same concept. The existence of this group
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consciousness within the kaisha (‘my’ company, ‘our’ company) will thus be
a powerful force in Japanese organization, because derived from fundamen-
tal principles. As Nakane says (1973, p. 3): ‘Kaisha does not mean that
individuals are bound by contractual relationships into a corporate enter-
prise, while still thinking of themselves as separate entities; rather, kaisha is
“my” or “our” company, the continuity to which one belongs primarily, and
which is all important in one’s life’ (see Clark, 1979; Abegglen and Stalk,
1985). It is common to speak of the fransfer of this group consciousness to a
business context, but no conscious transfer is necessary. As Nakane’s words
quoted above also suggest, it is only a different expression of the same
underlying concept.

In view of this, it would not be surprising that reinvestment and dividend
payment is ‘centrally directed’ and decisions are not made by individual
subsidiaries, because those notions are alien to ie based decision processes.
Rewards to managers are not on a stand-alone basis but are on the basis of a
contribution to the collectivity. This is reinforced by the system of transfer of
executives within the Japanese company. What counts is the position in the
central, that is, home-based hierarchy. A period out of Japan, even in a
prestigious post, may not confer the seniority of a post in the home base.
This is gradually changing, as Japanese companies become more interna-
tionally orientated, but overseas postings do not carry the prestige, even
now, that they do in ‘Western’ companies (Buckley and Mirza, 1985).

Conclusion

It can be demonstrated clearly that Japanese corporations not only transfer
profits to their home base, but do so for a variety of reasons and using a
variety of methods. Where target costing (relatively common) is used to price
products into overseas markets, the profits transferred home become a
natural part of the home company’s profits (they are not, for example,
transferred to Japan by means of a subsidiary paying a dividend to its parent
or by means of management charges). Manipulation of pricing to obtain tax
advantages need not be a reason for so locating profits. Indeed, profits in
Japan are (often) taxable at higher rates than if left in jurisdictions where
earned. It is not easy with any method of transfer pricing to analyse costs/
prices into component parts (see Buckley and Frecknall Hughes, 1998), but
where the head office is ‘the heart not the head’ of the company, it becomes
almost impossible, and yet, this is the course followed by most Revenue
authorities, when they examine transfer pricing in attempts to get a ‘fair’ or
‘arm’s length’ price for goods transferred in or out of their jurisdictions. In a
Japanese context this study has suggested that reasons for transferring profits
to the home base may be threefold — need, control and business conscious-
ness. This study deliberately refrains from referring to this latter reason as
business ‘culture’ because, as an explanatory term, the use of the word
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‘culture’ in this context might be misleading and open to misinterpretation.
The whole concept should be looked at from a much wider perspective, as it
is, in our opinion, by far the most pervasive and far reaching of the reasons
this study suggests — and one that has not been considered before in this way.

Acknowledgements

The authors wish to thank Yoshiaki Jinnai, Professor of Accounting, Tokyo
Keizai University, Japan, for his kind and helpful comments on an earlier ver-
sion of this chapter, also participants at the 1998 British Accounting Associ-
ation Conference, the 8th Institute of Chartered Accountants in England
and Wales Sponsored Tax Workshop, and the Accounting, Organizations and
Society International Accounting Symposium, City University of Hong Kong,
4-5 January 1999.

Note

1. It would be simplistic and incorrect to assume that all Japanese companies operate
in exactly the same way, and this study does not make such an assumption when it
speaks generally of ‘the Japanese company’ or of ‘Japanese companies’. However,
this study feels that there is sufficient distinction between them and their Western
counterparts, such that this manner of description will not be misleading within
the context of this chapter, as we are, in fact, attempting to distinguish in some
way defining and diacritical characteristics.
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A Survey-based Investigation of the
Determinants of FDI in Portugal

with Francisco B. Castro®

Introduction

A long-established recipient of FDI, Portugal has all the characteristics of a
small open economy of recent industrialization. In 1960 Portugal became a
member of EFTA and industrialization was finally made a policy objective,
putting an end to several decades of restrictions to foreign and domestic
investment. EFTA membership represented a radical change in the country’s
geopolitical orientation. For the first time in its 850 years as an independent
nation, Portugal was engaged in a process of integration in Europe. The
collapse of economic relations with Africa after the independence of the
colonies, in 1975, only consolidated this trend.

FDI flows can also be said to be characteristic of a recently industrialized
nation, albeit one fast approaching a stage of development close to that of
the most developed countries (Buckley and Castro, 1998a). During the 1960s
and early 1970s, FDI inflows averaged 0.5/0.6 per cent of GDP, but were
reduced to about half that value in the years that followed the 1974 demo-
cratic revolution. They picked up again after 1980, to reach the highest
values ever in the late 1980s and early 1990s (Figure 14.1). Membership of
the European Union, in 1986, certainly helps to explain this evolution.

In recent years, however, the flows decreased sharply and in 1999 regis-
tered the lowest level since the 1950s. The average flows of the 1990s were
much lower than those in other countries of similar or smaller size, such as
The Netherlands, Belgium, Ireland or Sweden (OECD, 1997). Buckley and
Castro (1998b, ¢) suggested that the end of the cold war was part of the
explanation. Portugal lost much of its attractiveness as a low cost location,
which may have been amplified by its small domestic market if compared
with some of the emerging markets in Central and Eastern Europe.

Given that this chapter is centred on manufacturing and commercial
firms, it is important to add a brief note on the industry distribution of

254
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FDI. According to Banco de Portugal (1998b, p. 28), the manufacturing
industries represented in 1996 about one-third of the stock of inward FDI
in Portugal, while commerce was responsible for a further 17 per cent. The
primary sector represented no more than 1 per cent (Figure 14.2).

In terms of the distribution of the stock of manufacturing FDI (Figure
14.3), transport equipment and electric machinery concentrated, in 1996,
respectively, 19 and 17 per cent of the stock of manufacturing FDI in
Portugal. Forest products, chemicals, and food and beverages were the other

. Primary
Other services 1%

8%

Real estate
24%

Manufacturing
34%

Financial services

16% Commerce

17%

Figure 14.2 Stock of inward FDI in Portugal, 1996
Source: Banco de Portugal (1998b)
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Figure 14.3 Stock of manufacturing FDI in Portugal, 1996
Source: Banco de Portugal (1998b)

industries with a share above 10 per cent. This distribution confirms that
inward FDI is in Portugal essentially concentrated in capital-intensive indus-
tries. Gongalves and Guimaraes (1996, p. 10) compared this with the dis-
tribution of domestic investment (more concentrated in labour-intensive
industries) to conclude that FDI has been an important contributor to the
diversification of the local industrial structure.

Brief survey of previous empirical research on the determinants
of FDI in Portugal

In the first study ever published of FDI in Portugal, Matos (1973) identified
several reasons why foreign firms chose to invest in Portugal. Access to the
local market was considered the most relevant. The size of the market did
not make it very attractive, but after investing in more promising markets,
expansion to Portugal and other small markets could be considered a logical
step for any MNE. Access to the markets of Angola and Mozambique, then
Portuguese colonies, was also a motivation for some industries.

Low wages and access to natural resources were other determinants of FDI.
Portugal was at the time (and to a certain extent remains today) in an
intermediary position in terms of production costs. Wages were in the early
1970s five to seven times lower than in the most developed countries
(Matos, 1973). But the quality of the labour force and infrastructure were
superior to those of developing countries. Natural resources, mining, tourism,
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and forest products were examples of sectors where Portugal seemed to have
a comparative advantage. Other determinants of FDI listed by Matos (1973)
were the access to the market of other EFTA members, low interest rates, and
low corporate and personal income taxes. The last two vanished in the crises
that marked the 1970s.

Taveira (1984) used regression analysis to test the determinants of FDI in
Portugal. She also concluded that market-related variables were more impor-
tant than those associated with production costs or natural resources. Other
significant determinants were the level of concentration of the industry,
government intervention (a negative influence), and quantitative barriers
to trade. When only the export-oriented industries were being analysed,
however, production costs were a relevant determinant. Nevertheless, market-
related variables remained highly significant. This suggests that access to
the local market played a role even in the case of FDI that was apparently
export-oriented.

Fontoura (1995) also found little relevance of labour costs with an econo-
metric model that used aggregate FDI flows in 1991/1992. She claimed that
Morais (1993) obtained similar results with a different methodology. Labour
skills, however, were found by Fontoura (1995) to be significant in that
period. With a survey of 37 firms, Santos (1997) found both labour costs
and access to the local market critical determinants of FDI in Portugal. Other
relevant variables were the international image of Portugal, labour skills,
stability and proximity.

Finally, Buckley and Castro (1998b) found market-related variables to be
the most strongly associated with inward FDI in Portugal between 1980 and
1995. But labour costs were also significant, as was a dummy variable for the
aftermath of the fall of the Berlin Wall.

Method, population and sample

A major limitation of existing studies of the determinants of FDI in Portugal
was the data used. Not only was it of poor quality but it was limiting in terms
of the disaggregation available. The use of alternative methods of data
collection was, therefore, highly advisable. In order to obtain the informa-
tion at the firm level a questionnaire was devised and distributed to the
subsidiaries of foreign firms operating in Portugal. Appendix A presents the
section of the questionnaire relevant for this chapter.

The population for this study was defined as comprising the subsidiaries
of foreign firms operating in Portugal in manufacturing (including the
agro-industries) and commercial activities. A number of sources were used
to identify the population: the National Institute of Statistics (INE), the
Institute for Foreign Trade and Investment (ICEP), national chambers of
industry and commerce operating in Portugal, and assorted publications by
leading business newspapers and magazines.
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Due to the poor quality of some of the databases obtained, firms were selected
if: (a) they were not known to have less than 50 per cent of foreign capital; and
(b) they were not known to have less than 10 employees. The latter was a
pragmatic criterion: it generated a sample of 1517 firms, which was considered
viable on the face of the resources available. As a result of the way the sample
was selected, as many as 253 firms were excluded during the fieldwork period.
They should not have been included in the population.? The fieldwork was
conducted between June and October 1998. It produced 237 valid question-
naires,* which represented 18.8 per cent of the adjusted sample.

Brief description of the sample

The sample distribution per industry is presented in Figure 14.4. Given the
way the sample was obtained, it can be expected to reflect the distribution of
the stock of inward FDI in Portugal. But the representativeness of the sample
is difficult to assert. The Bank of Portugal’s data (see the first section of this
chapter) is not directly comparable because the average size of firms in
different industries can be expected to vary substantially.

Most firms in the sample were very recent (Figure 14.5). Over two-thirds were
created or acquired after Portugal joined the (then) EEC, in 1986. However,
the most recent years may be expected to be over-represented in the sample.
Older firms still operating in Portugal are the ones that survived the changes
in the Portuguese and international markets, the evolution of relative costs

Food
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57/24%

Textiles/footwear
27/11%

Natural resources

33/14%
Machinery/equipment
49/21% ——
Chemicals/oil
28/12%
Metal
20/8%

Figure 14.4 Distribution of the sample per industry
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Figure 14.5 Distribution of the sample per year of investment
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across the world, and the transformations in the structure, competitiveness
and strategy of the parent companies. The most recent firms, on the other

hand, were not yet submitted to the sieve of time.

In terms of country of origin (Figure 14.6), Germany alone accounted for
24 per cent of all firms in the sample. Overall, Germany is only the fifth
foreign investor in Portugal, but German investment is largely concentrated

Spain

Rest of world 28/129%

4117%

France
30/13%

Other Europe
32/14%

Germany

Other EU12 58/24%

28/12%

UK
20/8%

Figure 14.6 Distribution of the sample per country of origin
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on manufacturing industries (Simdes, 1989; Camara de Comércio e Indastria
Luso-Alemd, 1996). Henceforth, the importance of German investors in the
sample was likely to represent the country’s true weight in the Portuguese
economy when services are excluded. France, Spain, the UK and the US were
the other countries with a significant representation in the sample. With the
exception of Spain, the only country with a border with Portugal, these are
the main foreign investors worldwide. Only Japanese firms, with a negligible
presence in Portugal, were absent from this list.

The confrontation between the country of origin and the year of invest-
ment (Table 14.1) revealed a more or less predictable pattern. Spanish sub-
sidiaries were younger than the average, which shows how recent the
phenomenon of economic integration in the Iberian peninsula is. Other
recent investors in Portugal were the non-EU12 European countries (which
included the three most recent EU members), who seem to have ‘discovered’
Portugal in 1986. The older firms in the sample were those from the UK,
Portugal’s main economic partner until 1974. But even in this case two in
five investments took place in the 1990s.

Table 14.2 presents the industry distribution for different countries of
origin. One immediate observation was the weight of machinery and equip-
ment manufacturing in the investment by non-European, German, and
French firms. This translated those countries’ worldwide position in the
sector. However, the inability of Portugal to attract Japanese investors was
here particularly apparent. Despite many of the biggest machinery and
equipment producers in the world being Japanese, few of the non-European

Table 14.1 Country of origin versus year of investment

Country Before 1975 1975-85 1986-90 1991-98 Total Mean

Spain no. 3 2 10 13 28 1987
%  10.7 7.1 35.7 46.4 100.0

France no. 8 3 9 10 30 1981
% 267 10.0 30.0 33.3 100.0

Germany no. 13 5 18 22 58 1984
% 224 8.6 31.0 37.9 100.0

UK no. 6 2 4 8 20 1963
%  30.0 10.0 20.0 40.0 100.0

Other EU12 no. 8 4 8 8 28 1980
%  28.6 14.3 28.6 28.6 100.0

Other Europe no. 4 3 9 16 32 1987
% 12.5 9.4 28.1 50.0 100.0

Rest of the world no. 7 6 18 10 41 1984
% 17.1 14.6 43.9 24.4 100.0

Total no. 49 25 76 87 237 1982
%  20.7 10.5 32.1 36.7 100.0
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Table 14.2 Country of origin per industry

Country Food and  Textiles, clothing,  Natural Chemicals ~ Metal Machinery +  Commerce  Total
beverages  footwear resources  and oil industries  equipment
Spain no. 4 6 1 4 4 9 28
% 14.3 21.4 3.6 14.3 14.3 32.1 100.0
France no. 5 3 5 3 3 7 4 30
% 16.7 10.0 16.7 10.0 10.0 23.3 13.3 100.0
Germany no. 1 11 4 8 4 16 14 58
% 1.7 19.0 6.9 13.8 6.9 27.6 24.1 100.0
UK no. 2 3 6 2 1 1 5 20
% 10.0 15.0 30.0 10.0 5.0 5.0 25.0 100.0
Other EU12 no. 8 2 3 4 3 4 4 28
% 28.6 7.1 10.7 14.3 10.7 14.3 14.3 100.0
Other Europe no. 1 6 8 4 3 3 7 32
% 3.1 18.8 25.0 12.5 9.4 9.4 21.9 100.0
Rest of the world  no. 2 2 1 6 2 15 13 41
% 4.9 4.9 2.4 14.6 4.9 36.6 31.7 100.0
Total no. 23 27 33 28 20 50 56 237
% 9.7 11.4 13.9 11.8 8.4 21.1 23.6 100.0

L9z
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Table 14.3 Turnover and employment: descriptive statistics

Descriptive Turnover 1997 Labour force
statistics (million PTE) 1997
Mean 7,918 304
Std deviation 19,403 795
Minimum 0 2
Maximum 160,000 7,455
Percentiles 25% 560 30

50% 1,678 98

75% 6,901 267

investors in the sample were from Japan (most were from the US). The fact
that all the other dominant powers in those industries were well represented
in the sample only made the absence more noticeable.

Among the remaining industries, textiles, clothing and footwear were
particularly important for German and non-EU12 European investors (of
which Switzerland represented a substantial proportion). The percentage
assumed by the food industries in the investment by ‘other EU12 countries’
was to a big extent due to Dutch firms. Finally, the high percentage of
commercial subsidiaries among Spanish firms probably reflects geographic
proximity. In many industries it is perfectly possible to supply efficiently the
whole Iberian market from one single productive location (Buckley and
Castro, 1999). However, non-European firms also included a big percentage
of purely commercial subsidiaries, which seems contradictory.

In terms of turnover and number of employees the sample was quite
diversified (Table 14.3). Turnover ranged from nil, corresponding to five firms
that only started operations in 1998, to 160 billion PTE. Over half the firms in
the sample had a turnover above 1.6 billion PTE, and one quarter above 6.9
billion PTE. As for the number of employees, the sample reflects the small
scale of firms operating in Portugal. The median was 98 employees, and one
quarter of the firms in the sample had a labour force of no more than 30.

The determinants of inward FDI in Portugal

Introduction

Regarding the determinants of foreign direct investment in Portugal, the
participants in the survey were confronted with two different but interrel-
ated questions. First, they were asked to classify 32 potential determinants
using a 5-point Likert scale, where 1 corresponded to irrelevant and 5 to very
important. Next, the participants were required to, out of the same 32
determinants, single out the one they considered the most important reason
for their firm to have invested in Portugal (see Appendix A). Table 14.4

lvww.ebook3000.con)



http://www.ebook3000.org

A Survey-based Investigation of the Determinants of FDI in Portugal 263

Table 14.4 Why invest in Portugal

Rank Reason Mean’ Main reason®
N %
(a) Manufacturing firms
1 Reduction of labour costs 3.49 41 25.8
2 Increase group’s turnover 3.10 11 6.9
3 Economic stability 3.08 1 0.6
4 Political stability 3.07 1 0.6
5 Quality of labour force 3.02 5 3.1
6 Reaction to competitors 2.59 1 0.6
7 Market expected growth 2.55 8 5.0
8 Competition home market 2.51 2 1.3
9 Transport costs 2.50 2 1.3
10 Portugal’s image 2.43 0 0.0
11 Public incentives 2.42 8 5.0
12 Follow customers 2.33 13 8.2
13 Local firm for sale 2.32 15 9.4
14 Establish sales network 2.32 11 6.9
15 Market diversification 2.23 0 0.0
16 European Single Market 2.19 0 0.0
17 Local infrastructure 2.11 1 0.6
18 EU market 2.10 4 2.5
19 Quality of local cluster 2.10 3 1.9
20 Market size 2.01 2 1.3
21 Cultural proximity 1.97 0 0.0
22 Invitation 1.96 6 3.8
23 Geographic proximity 1.95 3 1.9
24 Complementarity locals 1.87 1 0.6
25 Reduce dependency on agents 1.84 0 0.0
26 Access natural resources 1.82 8 5.0
27 International experience 1.68 1 0.6
28 Acquire technology 1.66 1 0.6
29 Avoid barriers 1.65 2 1.3
30 Reduce dependency on suppliers 1.61 1 0.6
31 Inefficiency of agents 1.55 1 0.6
32 Inefficiency of suppliers 1.29 0 0.0
(b) Commercial firms
1 Establish sales network 3.71 14 29.8
2 Increase group’s turnover 3.38 10 21.3
3 Follow customers 3.31 3 6.4
4 Market expected growth 3.24 2 4.3
5 Economic stability 3.11 1 2.1
6 Political stability 3.07 0 0.0
7 Market diversification 2.82 2 4.3
8 Reaction to competitors 2.81 1 2.1
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Table 14.4 (Continued)

Rank Reason Mean’ Main reason®
N %

9 Reduce dependency on agents 2.76 1 2.1
10 Market size 2.59 2 4.3
11 Portugal’s image 2.58 1 2.1
12 Competition home market 2.33 0 0.0
13 Inefficiency local agents 2.26 0 0.0
14 International experience 2.24 0 0.0
15 Quality of labour force 2.08 0 0.0
16 Geographic proximity 2.06 1 2.1
17 European Single Market 2.04 0 0.0
18 Reduction of labour costs 1.98 1 2.1
19 Quality of local cluster 1.93 0 0.0
20 Local firm on sale 1.91 4 8.5
21 Complementarity locals 1.91 1 2.1
22 Invitation 1.85 1 2.1
23 Cultural proximity 1.83 1 2.1
24 Local infrastructure 1.82 0 0.0
25 EU market 1.74 0 0.0
26 Reduce dependency on suppliers 1.72 0 0.0
27 Inefficiency of suppliers 1.63 0 0.0
28 Acquire technology 1.57 0 0.0
29 Transport costs 1.53 0 0.0
30 Public incentives 1.53 0 0.0
31 Avoid barriers 1.47 0 0.0
32 Access natural resources 1.24 0 0.0
Notes:

! Mean of a scale that ranged from 1 (irrelevant) to 5 (very important).
2Number of respondents that chose it as the ‘most important reason to have invested in Portugal’.

summarizes the results. Because the differences between manufacturing and
commercial firms were substantial, two separate lists were produced.

In the case of manufacturing firms (Table 14.4a), five determinants were
rated well above all the others. However, the reduction of labour costs was
unquestionably the top answer — it presented the highest mean in the Likert
scale and was chosen as the most important reason by over one quarter of
the respondents. The quality of the labour force was also among the top five
determinants, but it was chosen as the main reason by only 3 per cent of the
participants. It seems that the location decision was mainly a response to
labour costs, the quality of the labour being relevant but secondary.

The second most important determinant in terms of the overall mean was
to increase the group’s turnover. It was considered the top reason by 7 per
cent of the respondents. This should be no surprise. It simply translates the
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notion that internationalization is a special case of the growth of the firm
(Buckley, 1993).

Economic and political stability were the other top determinants.
Although econometric tests normally fail to find any association between
stability and FDI inflows, survey-based studies tend to show political and
economic stability to be at the top of managers’ concerns (see Chase et al.,
1988, for a survey). Tu and Schive (1995) and Akhtar (1999) used both
approaches and found that political and economic stability were ranked
highly by the surveyed managers despite not being significant determinants
in parallel econometric models.

The explanation for this contradiction when different methodologies are
adopted has to do with what is exactly being tested in each case. Econometric
tests investigate the relationship between the magnitude of the variables.
However, as we argued before (Buckley and Castro, 1998¢, 1999), only when
risk is very high can political and economic stability be expected to affect
foreign investment. Once a certain level of stability is attained, the impact on
FDI will be minimal. That is, stability is a precondition for FDI, but has little
relationship with the volume of investment (Tu and Schive, 1995).

This is precisely what is suggested in Table 14.4. Despite the high mean of
political and economic stability in terms of the Likert scale, very few man-
agers considered these determinants the main reason to have invested in the
Portugal. For most managers, these were highly valued characteristics of the
country, probably a precondition for their decision. But other determinants
were more decisive to the location choice. Interestingly, there was a group of
variables in the opposite situation: their overall rating was low but they were
pointed out as the main reason by a substantial number of firms. These
included the existence of a local firm on sale (10 per cent), to follow custo-
mers (8 per cent), to establish a distribution network (7 per cent), and access
to natural resources (5 per cent).

As for purely commercial subsidiaries (Table 14.4b), the establishment of a
distribution network was, not surprisingly, the main reason to invest in
Portugal. Not only was its mean well above all the others, but it was singled
out as the main reason by 32 per cent of the participants. It was followed by
the need to increase the group’s turnover (chosen as the main reason in 23
per cent of the responses), to follow customers, and market growth. As
above, economic and political stability were among the top reasons but were
rarely chosen as the main reason to invest in Portugal. Another similarity
with manufacturing firms was that the existence of a local firm for sale was
the main determinant of investment for 9 per cent of the commercial sub-
sidiaries. But in overall terms its influence was mild.

The determinants of inward FDI in Portugal

Despite these preliminary conclusions, the analysis of the determinants of
FDI was seriously hampered by the high number of variables involved. This
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called for the use of data reduction techniques, such as factor analysis (Hair
et al., 1998, p. 90). Factor analysis allows us to reduce the number of dimen-
sions to be used in further tests, simplifying the investigation. Normally, it
implies the loss of some information, since the new factors do not fully
represent the original variables. In this case, however, the aim was not to
create new variables based on the factor loadings. Factor analysis was simply
a tool to investigate the way the variables were grouped by the respondents.

The number of factors to extract was a difficult choice. Two common
criteria are to select the factors with an eigenvalue above unity or to base
the decision on the observation of the scree plot (Hair et al., 1998). This
suggested nine and eight factors, respectively. However, factor cohesion was
particularly critical for this study. If they were to represent the determinants
of FDI in Portugal, the factors needed to be consistent with existing theory.
The representativeness of the factors extracted (total variance explained) was
of secondary importance but not irrelevant. Taking all these elements into
account, the decision was to extract 10 factors, which accounted for more than
two-thirds of total variance. With fewer factors some individually relevant
determinants were combined, making the analysis confusing. With more
factors the theoretical interpretation of some of the determinants was difficult.

It turned out, however, that the behaviour of ‘transport costs’ had little in
common with any of the factors in the analysis. It presented a low communality
and dispersed factor loadings irrespective of the number of factors extracted.
This does not necessarily mean that transport costs were irrelevant. Table 14.4
showed they were important for some firms, in particular in manufacturing.
Nonetheless, the association with any of the factors (factor 2 in this case) was
spurious and an alternative model, without transportation costs, was adopted.

Interestingly enough, this new model differed very little from the original
one. The ten factors extracted were exactly the same that were obtained before,
with the obvious absence of transportation costs. These factors constitute a
theoretically consistent list of the determinants of foreign direct investment
in Portugal (Table 14.5). They include location determinants (stability,
local market, labour conditions, proximity), internalization determinants
(upstream and downstream integration, market diversification) and strategy
determinants (home conditions, passive expansion). However, before they
could be used in a more detailed analysis, some adjustments were needed.

It was particularly interesting that public incentives were consistently
associated with labour costs and skills. This suggests that public incentives
have attracted to Portugal essentially efficiency-seeking FDI and will be
further exploited in a later section. However, if the aim is to investigate the
relevance of labour conditions as a determinant of FDI the variable public
incentives cannot be associated with labour quality and costs. A similar
reasoning applies to the variable ‘to increase the group’s turnover’. Its asso-
ciation with the local market is easy to understand. It is only reasonable to
admit that the host country’s market size and growth are important variables
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Table 14.5 Factors (determinants) associated with investment in Portugal

Factor Variables included Factor Variables included
Political and Political stability EU market Access to the EU market
economic Economic stability Reaction to European
stability International image Single Market
Need to avoid barriers
Upstream Acquisition of Labour Reduction of labour costs
integration  technology conditions Quality of labour force
Reaction to suppliers’
inefficiency
Access to natural
resources
Reduce dependency  Geographic and Geographic proximity
on suppliers cultural proximity Cultural proximity
Local cluster Invitation
Local infrastructure
Downstream Reduce dependency  Passive Local firm for sale
integration  on agents expansion Search complementarity
Reaction to agents’ with locals
inefficiency
Establishment Market Market diversification
distribution diversification Acquisition of
network international
Following customers experience
Local market Market growth Home conditions Increased competition
Market size at home
Reaction to competitors’
move

when (market) growth is a major motivation for internationalization.
But the variable cannot be part of a proxy for the importance of the local
market in attracting inward FDI. Henceforth, both ‘public incentives’ and
‘to increase the group turnover’ were excluded from the analysis that follows
(the tables associated with this new model can be found in Appendix B).

The importance of the new determinants was assessed by computing the
mean of the respective variables (cf. Table 14.4). Like the original ones, these
new variables had a minimum of 1 (when all the variables of the determi-
nant had received the lowest rating in the Likert scale) and a maximum of 5§
(when all received the top rating). Table 14.6 presents the ranking of the ten
determinants. The respective means can be found inside brackets in the first
line.

As was already mentioned in the preliminary analysis, there were marked
differences between commercial and manufacturing firms. For the former,
downstream integration — the internalization of the sales function (Buckley
and Casson, 1976) — was the main motivation. It was followed by access to



Table 14.6 Rank of the determinants of investment in Portugal: all firms and per industry

Determinants of Labour Stability ~ Compe-  Local Down-  Market Passive EU Proxi-  Up-
FDI industry conditions tition market  stream  diversification  expansion  market  mity stream
All firms 1 2 3 4 5 6 7 8 9 10
(2.87)* (2.81) (2.54) (2.39) (2.25) (2.05) (1.95) (1.90) (1.88) (1.72)
Food, beverages (20) 1 4 7 2 3 6 5 10 9 8
Textiles, clothing, 1 2 3 5 10 9 8 4 7 6
footwear (20)
Natural resources (19) 3 2 1 4 5 6 8 10 7 9
Chemicals and oil (23) 4 1 2 3 5 7 6 8 10 9
Metal industries (17) 1 3 2 4 7 9 5 8 6 10
Machinery/ 1 2 3 5 9 6 8 4 7 10
equipment (42)
All manufacturing (141) 1 2 3 4 5 7 6 8 9 10
Commerce (39) 7 3 4 2 1 5 8 9 6 10

Notes: *Figures in parentheses are the mean of a scale that ranged from 1 (irrelevant) to 5 (very important).
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the local market, economic and political stability, and the competitive
conditions at home. Market diversification was also relatively important
for purely commercial subsidiaries.

As for manufacturing FDI, labour conditions and economic and political
stability were clearly the dominant determinants. Competition in the home
country, access to the local market, and downstream integration were next
in importance. This combination of determinants confirms the duality of
motivations (efficiency seeking and market seeking). The differences between
industries, however, were more important than is apparent in Table 14.6.
The analysis of the determinants’ mean for each industry presents a clearer
picture. Table 14.7 shows that labour conditions and stability were even
more important for textiles, clothing and footwear, and for machinery and
equipment (the most export-oriented industries) than for the other indus-
tries in the sample. Access to the EU market was also above average in these
industries, being in both cases the fourth most important determinant. The
local market, on the other hand, was much less important in these industries
than in any other group of firms, and downstream integration was completely
irrelevant.

There was, nevertheless, an important difference between the two groups
of firms. In the case of machinery and equipment, labour and stability can
almost be considered the only relevant determinants. There was a very big
difference for the next two determinants (competition and EU market). In
textiles, clothing and footwear, however, competition was only slightly less
important than stability, well above the EU market. In both cases we are in
the presence of efficiency-seeking FDI. But the ‘push’ factors seemed to be
very different. The competitive conditions in the home country were critical
in the decision of textiles, clothing and footwear producers to invest in
Portugal, a politically and economically stable low cost location that is part
of the European Union. Machinery and equipment manufacturing are more
global industries in which the competitive conditions are at a different level.

Naturally, this analysis at the industry level hides differences in terms of
the strategies of individual firms. These differences are due to firm-specific
characteristics, but also to the fact that the industries are not completely
homogeneous. Figure 14.7 shows very clearly that most firms in textiles,
clothing and footwear and in machinery and equipment fell in the fourth
quadrant. This corresponds to an above average rating of the labour condi-
tions and a below average rating of the importance of local market. In other
words, their investment can be classified as efficiency seeking.

When local market was replaced with downstream integration (Figure
14.8), however, almost all firms in these export-oriented industries fell in
quadrant 4. This suggests that the location determinants were more impor-
tant than internalization. Even when the local market was an important
determinant of FDI, to internalize the sales function was not a priority. As for
the presence of firms from other industries in quadrant 4 of Figure 14.7, it



Table 14.7 The determinants of investment in Portugal per industry: mean values

Determinants of FDI ~ Labour Stability ~ Compe-  Local Down-  Market Passive EU Proxi-  Up-
conditions tition market  stream  diversification  expansion  market  mity stream
Food, beverages 3.1 2.3 2.2 2.5 2.4 2.3 2.3 2.0 2.0 2.1
Textiles, clothing, 3.9 3.0 2.9 1.9 1.5 1.6 1.6 2.1 1.7 1.8
footwear
Natural resources 2.4 2.7 2.8 2.3 2.3 2.3 2.1 1.7 2.2 1.8
Chemicals and oil 2.8 2.9 2.8 2.8 2.5 2.2 2.2 1.9 1.7 1.8
Metal industries 3.0 2.5 2.6 2.4 1.9 1.4 2.2 1.7 2.0 1.3
Machinery/ 3.5 3.0 2.2 1.9 1.7 1.9 1.8 2.1 1.8 1.7
equipment
All manufacturing 3.2 2.8 2.5 2.3 2.0 1.9 2.0 1.9 1.9 1.8
Commerce 1.8 2.9 2.5 2.9 3.1 2.4 1.8 1.8 1.8 1.6
Note: Mean of a scale that ranged from 1 (irrelevant) to 5 (very important).
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conveys that there are export-oriented segments (or individual strategies) in
all industries. As an example, all firms in the oil and chemicals group in
these conditions were manufacturers of plastic products.

The differences between textiles, clothing and footwear, and machinery
and equipment were mentioned above and are illustrated in Figure 14.9.
Almost all textiles, clothing and footwear producers appear in quadrant 2.
Most machinery and equipment manufacturers are represented in quadrant
4. The difference corresponds to the role of the home country competitive
conditions in the decision to invest in Portugal. Figure 14.9 also shows that
textiles, clothing and footwear represent a much more homogeneous group
than machinery and equipment.

The comparison of the determinants of investment in Portugal according
to the country of origin is presented in Table 14.8. As could be expected, the
biggest differences were found in the assessment of cultural and geographic
proximity. This was the second most important determinant for Spanish
firms, only behind the conditions in the local market. It was also relevant for
French and Italian firms (included in ‘other EU12’), but irrelevant for all the
others.® Also very much predictable was that access to the EU market was
more important for firms from outside the Union.

According to Table 14.8, Spanish firms were essentially market seekers. This
was the only source country for which local market was the main determinant.
Labour conditions, on the other hand, were of relatively little importance. As
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Figure 14.9 Labour conditions versus competition
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Table 14.8 Rank of the determinants of investment in Portugal per country of origin

Determinants of Labour Stability  Compe-  Local Down-  Market Passive EU Proxi-  Up-
FDI country conditions tition market  stream  diversification — expansion  market — mity stream
All firms 1 2 3 4 5 6 7 8 9 10
Spain (21) 6 4 3 1 5 7 8 10 2 9
France (24) 3 1 2 5 6 8 7 10 4 9
Germany (48) 1 2 3 5 4 6 8 7 10 9

UK (16) 2= 2= 5 4 1 6 8 10 9 8
Other EU12 (19) 1 2 6 5 9 7 4 8 3 10
Other Europe (21) 1 3 2 4 7 8 5 6 10 9
Rest of the world (31) 2 1 3 4 6 8 8 5 10 9

€12
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for UK investors, they differed from the rest of the sample in the role of
downstream integration. The UK was until 1974 the main trading partner of
Portugal. This position is now less relevant, but the results obtained seem to
translate a deeper involvement of British firms in Portugal, which over the
years may have internalized their operations, replacing exports with FDI.

It should be noted, however, that the groups obtained using the firms’
country of origin were very heterogeneous in terms of their motivations.
Much more so than in the case of industries. That probably explains why so
few differences were found in Table 14.8. The only determinants that seem
to be country specific are those with geopolitical connections: proximity
and access to the EU market.

Not many differences in the determinants of FDI can be attributed to the size
of the subsidiaries (Table 14.9). In fact, the differences found reflect no more
than different market orientations (Figure 14.10). Smaller firms (fewer than 50
employees) were particularly concerned with the conditions in the local mar-
ket and with the sales function (downstream integration). For bigger firms the
main determinant of FDI in Portugal was labour conditions. Rather interest-
ingly, the importance of the local market and downstream integration
decreased linearly with the size of the firm, while labour conditions registered
a linear increase with size (all statistically significant at 10 per cent).

The differences in the determinants of FDI that could be associated with the
year of investment were particularly interesting. Table 14.10 suggests that two
periods in Portugal’s recent history saw efficiency seeking being replaced by
market seeking as the main motivation of inward FDI in Portugal. The first was
the decade that followed the 1974 revolution, which also corresponds to a
major economic crisis worldwide. The second was the period after 1995, which
somehow seems to consolidate the trend of the first half of the 1990s. The
latter is particularly worrying. It confirms that the recent decrease of inward
FDI in Portugal (see first section) affected in particular efficiency-seeking FDI.
This is further confirmed by the decreasing importance of competition as a
determinant of FDI. Foreign investors seem to be searching in other locations
the solution for stronger competition in the domestic market.

At face value, this trend is not necessarily negative for the Portuguese
economy. Economic development and the resulting higher production costs
tend to reduce countries’ ability to attract these footloose investments.
However, this evolution should translate into a growing importance of
internalization variables over localization (Dunning, 1981). In terms of the
determinants identified here, that would mean a growing importance of
downstream and upstream integration, which was not the case.

Alternative locations

The decision to invest in a foreign country should normally involve the con-
sideration of alternative locations. In the sample, however, only 42 per cent
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Table 14.9 Rank of the determinants of investment in Portugal for firms of different sizes

Determinants of Labour Stability ~ Compe-  Local Down-  Market Passive EU Proxi-  Up-
FEDI labour force conditions tition market  stream  diversification  expansion — market  mity stream
All firms 1 2 3 4 5 6 7 8 9 10
Less than 20 (31) 9 3 4 2 1 5 8 7 6 10

21 to 50 (28) 5 2 1 3 4 6 7 9 10 8

51 to 100 (30) 1 2 3 4 7 10 6 5 9 8
101 to 200 (34) 1 2 3 4 6 5 7 9 8 10
201 to 500 (32) 1 2 3 4 7 5 6 9 8 10
More than 500 (25) 1 2 3 ) 0 6 7 4 8 9

§/¢
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Figure 14.10 Market distribution versus firm'’s size

of the respondents (88 firms) claimed to have analysed other locations before
investing in Portugal. Most of these, however, considered more than one
alternative. Eastern Europe and Spain were the most common alternatives
considered (46 and 44 firms, respectively), followed by the most developed
EU members (considered by 40 of the respondents). Ireland and Greece were a
hypothesis for a much smaller number firms (Table 14.11).

In general, the European locations were positively correlated, which sug-
gests they were frequently considered simultaneously. The exception was
the correlation coefficient (Spearman’s rho) between Spain and Eastern
Europe, which was negative and statistically significant at 10 per cent. That
is, Spain and Eastern Europe did not seem to be, in general, alternatives to
each other. Finally, non-European locations were positively correlated with
Eastern Europe and negatively with Spain. But the level of statistical signifi-
cance of these relationships was rather low, impeding further speculation.

The differences in the ranking of the determinants of FDI between firms
that considered alternative locations and those that only considered Portu-
gal for their investment were less marked than anticipated (Table 14.12).
Nevertheless, labour conditions and EU market were much more important
for firms that considered alternative locations than for those that did not.
The opposite was true for local market and downstream integration. This
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Table 14.10 Rank of the determinants of investment in Portugal per year of first investment

Determinants of FDI ~ Labour Stability ~ Compe-  Local Down-  Market Passive EU Proxi-  Up-
year of investment conditions tition market  stream  diversification — expansion  market  mity stream
All firms 1 2 3 4 5 6 7 8 9 10
Before 1960 (11) 3 1 2 5 4 9 7 10 6 8
1960 to 1974 (25) 1 2 3 4 6 5 7 8 9 10
1975 to 1985 (15) 4 1 3 2 5 6 10 8 7 9
1986 to 1990 (58) 1 2 3 4 5= 7 5= 8 9 10
1991 to 1995 (51) 2 1 4 3 5 6 7 8 9 10
After 1995 (20) 4 1 5 2 3 7 10 8 6 9

112
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Table 14.11 Alternative locations

Strong alternative Considered Total
Eastern Europe no. 33 13 46
% 72 28 100
Spain no. 35 9 44
% 80 20 100
Ireland no. 10 8 18
% 56 44 100
Greece no. 6 9 15
% 40 60 100
Other EU no. 24 15 39
% 62 38 100
Other locations no. 13 12 25
% 52 48 100

suggests that efficiency-seeking investment was more common among firms
that considered alternative locations, and market-seeking among those that
did not. But the two types of investment coexisted in both groups.

Equally surprising was that only small differences were found in the
determinants associated with firms that considered Spain as the alternative
location and those that considered Eastern Europe (Table 14.12). The suspi-
cion was that efficiency-seeking investment should be more common when
Eastern Europe was the main alternative, and market-seeking investment
dominant when the main alternative was Spain. However, the evidence to
support this was weak. Firms that considered Eastern Europe the main alter-
native location did rate labour conditions higher and local market and
downstream integration lower than those that considered Spain. But this is
far from conclusive evidence.

Public incentives and the role of the government

It was seen above that, as a determinant of FDI, public incentives were
consistently associated with labour costs and skills. This was interpreted as
evidence that they have attracted essentially efficiency-seeking FDI - projects
that exploited the relatively low Portuguese labour costs but reasonable
labour skills. This idea was reinforced by the fact that public incentives were
especially valued as a determinant of investment by the export-oriented
industries: textiles, clothing and footwear, and machinery and equipment.
In the sectors most oriented towards the local market, on the other hand
(commerce and chemicals and oil), public incentives were completely irre-
levant. Furthermore, there was a linear positive relationship (statistically
significant at 1 per cent) between the importance of public incentives and
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Table 14.12 Rank of the determinants of investment in Portugal

Determinants Labour Stability ~ Compe-  Local Down-  Market Passive EU Proxi-  Up-
of FDI conditions tition market  stream  diversification  expansion  market  mity stream
No alternative location 2 1 4 3 9 6 5 7 8 10
considered (2.58) (2.76) (2.51) 2549 (@1.79 (214 (2.50) (2.000 (1.96) (1.71)
Alternative location 1 2 3 4= 4= 6 7 8 9 10
considered (3.36) (2.93) (2.61) (2.21) (2.21) (1.99) (1.96) (1.92) (1.76) (1.75)
Spain considered 1 2 4 3 5 7 6 8 9 10
(3.04) (3.02) (2.51) (2.53) (2.21) (2.14) (2.19) (2.06) (1.74) (1.72)
Eastern Europe 1 2 3 5 4 6 9 7 10 8
considered (3.61) 3.16) (2.83) (2.29) (239 (2.22) (1.84) (2.11) (1.69) (1.92)

Note: Figures in parentheses are the mean of a scale that ranged from 1 (irrelevant) to 5 (very important).
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firm size (no statistically significant differences were found when the firms
were grouped by country of origin or year of investment).

These characteristics reflect very much the public policies towards FDI,
particularly concerned with attracting big industrial projects with a stronger
impact on employment and on public opinion. The official website of ICEP,
the institution responsible for promoting Portugal as a location of FDI, is
very clear about what Portugal can offer to foreign investors. ‘Imagine a
country with the lowest labour costs in Europe (...). Add to this a stable
political environment (...) and low criminality’ (ICEP, 2000).

As many as 38 per cent of the manufacturing firms in the sample that
accepted examining this topic in more detail reported having received pub-
lic incentives in their investment in Portugal. The figure was especially high
in machinery and equipment, where 55 per cent of the subsidiaries received
some sort of public support. On the other hand, in the natural resources-
based industries only one in five firms were supported by the local autho-
rities (Figure 14.11). Since foreign investment qualifies for support from the
European Union’s structural funds, the especial incidence of public support
in the most recently created firms should be expected (Figure 14.12).

60

Food Textiles/  Natural Chemicals/ Metal Machinery/
footwear resources oil equipment

Figure 14.11 Percentage of firms that received public incentives, per industry
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Figure 14.12 Percentage of firms that received public incentives, per year of invest-
ment

Despite the number of projects that received public support, only 11 per
cent of the respondents claimed that without public incentives they would
have not invested in Portugal; 54 per cent would have invested less than
they did, but in 35 per cent of the cases public support was no more than a
bonus for the investors: they claimed that the investment would have been
exactly the same even without public incentives. Government intervention
was, however, more important than these figures suggest. At least that is the
inference that can be made from the opinion of the biggest firms (with more
than 500 employees). One-third would not have invested in Portugal with-
out incentives, and a further half would have invested but on a smaller scale.

The need for government intervention was, nevertheless, felt much more
strongly at a different level. When asked about the main problems faced in
Portugal, the managers that participated in the survey gave especial emphasis
to bureaucracy and the legal system and to a shortage of skilled workers.® Both
problems correspond to institutional failures. The failure to promote an
efficient legal environment, and the failure to create advanced assets that
may compensate for rising production costs. Successive governments seemed
to have been aware of these difficulties. Investment in education and voca-
tional training increased substantially in the last two decades, supported by
the European Union structural funds. However, the dramatic fall of inward
FDI in recent years suggests that not enough has yet been done.



282 The Challenge of International Business

Conclusion

Previous work on the determinants of FDI in Portugal (Matos, 1973;
Taveira, 1984; Simdes, 1985; Buckley and Castro, 1998b) suggested a
dichotomy of motivations. Investment in export-oriented industries aimed
to exploit Portugal’s low labour costs and privileged access to some of the
most developed markets in Europe. However, the dominant motivation
seemed to be access to the local market; when aggregated data was ana-
lysed the relevance of labour costs was eclipsed by market-related vari-
ables.

Past research has, however, been limited by the poor quality of the data
available and the deficient disaggregation in terms of industries and coun-
tries of origin. This firm level study overcomes that problem by using a
questionnaire survey of 237 manufacturing and commercial foreign sub-
sidiaries established in Portugal. The respondents’ evaluation of a number
of potential reasons to invest in Portugal permitted the identification of ten
determinants of FDI, a list that is a combination of location variables with
internalization determinants and push factors.

The dominant motivations were, for the manufacturing industries, labour
costs and skills, political and economic stability, competition in the
home country, and access to the local market. However, the determinants
associated with the most export-oriented industries (textiles, clothing and
footwear, and machinery and equipment) were substantially distinct from
the others. Firms in these industries saw Portugal as a stable low cost location
with easy access to the EU markets. Nonetheless, it was possible to confirm
Simodes’s (1985) distinction between ‘traditional’ and ‘modern’ labour
intensive industries. The former were especially sensitive to the competitive
conditions in the home country, while the latter were more responsive to
the global competitive conditions.

In the remaining manufacturing industries and in commerce market
access was the dominant motivation. However, in all the manufacturing
industries there seemed to be export-oriented segments (e.g. fabricated
plastic goods in the chemicals and oil industries) or at least strategies of
individual firms. An attempt to aggregate the subjects using cluster analysis
produced fairly poor results. The clusters showed little homogeneity in terms
of the industries represented in each cluster, which certainly constitutes an
interesting element to be exploited in future research.

The country of origin of the investing firm was much less relevant than
the industry in the definition of the determinants of FDI. Geographic and
cultural proximity was, expectedly, the only determinant clearly country-
related. The surprise was probably that proximity seemed to induce market-
seeking investment, rather than efficiency-seeking FDI. However, the
explanation may lay simply in the fact that the countries more engaged
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in the latter, notably Germany, Switzerland, the Nordic countries, are all
rather ‘distant’ from Portugal.

Eastern Europe and Spain were, according to the participants in the
study, the locations more likely to compete for foreign investments with
Portugal. The two seemed to compete for different projects, but the
evidence was not clear in terms of the expected differences despite hints
that Spain was more commonly a competing location when market
access was the main motivation, while Eastern Europe was more often
considered in the case of efficiency-seeking FDI. The fact that the inves-
tigation did not cover firms that did not choose Portugal restricted the
analysis.

Finally, the bigger firms in the sample considered that public incentives
were of uttermost importance for their decision to invest in Portugal.
Among smaller firms, however, the opinion was that incentives had little
impact upon the investment decision. There was, nevertheless, a general-
ized concern with the difficulties created by bureaucracy and the unavail-
ability of skilled workers. The sharp fall of inward FDI in Portugal in the
past decade suggests that not enough has been done to overcome these
problems.

Notes

1. This research was partially financed by Programa Parxis XXI, Fundacdo para a
Ciéncia e Tecnologia.

2. The full questionnaire is available from the authors on request. For their
suggestions in the elaboration of the questionnaire, we are indebted to a
number of people: Vitor Corado Simées (ISEG, Universidade Técnica de Lisboa),
Vasco Rodrigues and Leonor Sopas (Universidade Catélica do Porto) and Ana
Teresa Tavares (University of Reading and Faculdade de Economia do Porto).
The formats were supplied by Madalena AraGjo (Universidade Catdlica do
Porto).

3. Many of these firms had ceased operations in Portugal. Others had merged or
changed their name, and had been contacted twice. In others the foreign participa-
tion had been sold to Portuguese investors.

4. Of the 257 questionnaires received, 19 could not be used, either for not being
correctly filled in or because they corresponded to firms that, contrary to the
information previously available, did not meet all the criteria for sample selection.
One questionnaire was excluded during the data analysis because several of the
answers were strongly inconsistent.

5. Brazilian companies also ranked this determinant very high, but they were too few
to exert a significant influence over their group’s mean.

6. This is particularly ironic since ICEP (2000) publicizes Portugal as ‘a flexible econ-
omy with little bureaucracy and low taxes’.
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Appendix A Foreign firms' questionnaire

Table 14A.1 Sample of the questionnaire (page 3)

1. Reasons To INvEsT IN PorTuGaL: What was the influence of each of the following
elements in the decision to invest in Portugal [1 — irrelevant ... 5 - very important]?

1. Size of the Portuguese market 1 2 3 4 5
2. Expected growth of the Portuguese market 1 2 3 4 5
3. To increase the Group's turnover 1 2 3 4 5
4. To establish/acquire your own distribution 1 2 3 4 5
network
5. Follow-up of customers in their entry into 1 2 3 4 5
the Portuguese market
6. Reaction to competitors’ move 1 2 3 4 5
7. Increased competition in the home market 1 2 3 4 5
8. Need to reduce dependency on sales agents 1 2 3 4 5
9. Need to reduce dependency on suppliers 1 2 3 4 5
10. Reaction to the inefficiency of sales agents 1 2 3 4 5
11. Reaction to suppliers’ inefficiency 1 2 3 4 5
12. Need to reduce risk through market 1 2 3 4 5
diversification
13. Reduction of labour costs 1 2 3 4 5
14. Quality of labour force 1 2 3 4 5
15. Transportation costs 1 2 3 4 5
16. Access to natural resources 1 2 3 4 5
17. Need to avoid tariff or non-tariff barriers 1 2 3 4 5
18. Quality of local infrastructure 1 2 3 4 5
19. Quality/density of the Portuguese cluster 1 2 3 4 5

relevant to the firm
20. Acquisition of technology/ catch up with
technological developments

—_
[\S]
w
'S
wn

21. Search for complementarity with local partners 1 2 3 4 5

22. Acquisition of international experience 1 2 3 4 S

23. Good opportunity to buy local firm 1 2 3 4 5

24. Invitation/suggestion of Portuguese 1 2 3 4 5
individual or firm

25. Easier access to the European Union market 1 2 3 4 5

26. Reaction to the new conditions set by the 1 2 3 4 5

European Single Market
27. Public incentives to foreign investment in Portugal 1 2 3 4 5

28. Cultural proximity between Portugal and 1 2 3 4 5
the home country
29. Geographical proximity between 1 2 3 4 5

Portugal and the home country
30. Economic stability in Portugal
31. Political stability in Portugal
32. International image of Portugal
33. Other

b=
NN NN
ww ww
IS
w» L

® Which of the previous elements would you single out as the most important? ED
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2. DID THE FIRM CONSIDER ALTERNATIVE LOCATIONS BEFORE INVESTING IN PORTUGAL?

No[ ] [Yes[ ]

1
2
3.
4.
5
6

Spain

Ireland

Greece

Other European Union countries
Eastern European countries
Other

e e T

NN NN

wwwwww

[1 - not considered, 2 — considered; 3 — strong alternative)

Appendix B The determinants of FDI

Eigenvalue

Figure 14B.1 Scree plot

11 13 15 17 19 21
Component number

25

27 29



Table 14B.1 Factors’ loadings, rotated component matrix

Component
1 2 3 4 5 6 7 8 9 10
Political stability 0.904 -0.014 0.001 0.084 0.071 0.052 0.160 0.083 0.075 0.044
Economic stability 0.885 -0.015 -0.007 0.103 0.079 0.163 0.159 0.080 0.065 0.043
International image 0.791 0.119 0.127 -0.014 0.073 0.203 —0.063 0.153 —0.040 0.128
Acquiring technology 0.050 0.722 0.036 0.159 0.013 0.071 0.081 0.132 0.086 0.227
Access natural resources -0.117 0.662 0.052 -0.204 0.099 0.225 0.128 —-0.091 0.155 —-0.085
Inefficiency of suppliers —0.003 0.652 0.261 0.010 0.076  —0.082 0.331 0.200 0.155 —-0.037
Local cluster 0.326 0.633 0.011 0.252 0.183 -0.073 -0.231 -0.129 0.063 0.056
Local infrastructure 0.461 0.553 -0.111 0.057 0.196 0.008 —-0.122 0.153 0.027 0.175
Reduce dependency on suppliers —0.126 0.546 0.314 —0.044 0.080 —0.094 0.398 0.344 0.046 0.116
Reduce dependency on agents 0.015 0.176 0.841 0.015 0.078 —-0.073 0.066 —0.100 —0.039 0.127
Inefficiency of agents —0.005 0.178 0.779 0.056 0.049 0.023 0.039  —0.055 0.096 0.095
Establish network 0.056  —0.047 0.698 0.301 -0.020 0.162 0.093 -0.180 —0.032 0.035
Follow customers 0.058 —0.180 0.594 0466 -0.067 —0.048 0.144 0.000 0.083 —-0.046
Market growth 0.122 0.067 0.166 0.831 -0.007 0.110 0.055 —-0.128 0.042 0.043
Market size 0.027 0.099 0.170 0.825 0.039 —0.004 0.055 —0.143 0.036 0.122
EU market 0.043 0.089 —-0.032 0.015 0.822 0.061 0.128 0.106 —0.001 0.028
ESM 0.209 0.128 0.168 0.041 0.703 0.270 -0.126 0.202 0.166 0.047
Avoid barriers 0.111 0.178 0.010 —0.067 0.612 -0.205 0.376  —0.060 0.192 0.059
Geographic proximity 0.187 0.042 0.109 0.018 —0.006 0.874 -0.013 0.002 0.005 0.075
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Cultural proximity 0.168

Market diversification 0.282
International experience 0.010
Reduction of labour costs 0.113
Quality of labour 0.347
Invitation 0.088
Local firm for sale 0.024
Complementarity locals -0.010
Competition at home 0.091
Reaction to competitors 0.146

0.049
0.094
0.116
0.064
0.170
0.011
0.200
0.331
0.095
0.088

—0.088
0.216
0.045

—0.235

—0.128
0.062

—0.030
0.091
0.038
0.223

0.076
0.098
0.104
-0.229
—0.108
0.089
—-0.073
0.211
0.014
0.162

0.121
0.031
0.248
0.064
0.198
0.337
-0.111
0.139
0.110
—0.024

0.786
0.089
0.210
0.016
0.025
—0.024
0.064
0.152
0.153
—0.054

0.207
0.673
0.630
—0.059
0.016
0.122
-0.132
0.325
0.137
0.099

0.018
—0.108
0.028
0.835
0.727
—0.044
—0.050
0.119
0.087
0.077

0.092
—0.067
0.178
—0.056
0.016
0.754
0.701
0.588
—0.060
0.200

0.037
0.095
0.233
0.073
0.121
—0.040
0.246
—0.132
0.818
0.694

Note: Rotation method: Varimax with Kaiser normalization; rotation converged in 14 iterations.
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