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SUBJECT 1 INTERNATIONAL BUSINESS AND MARKET OPERATIONS

LEARNING OUTCOMES

On successful completion of his unit you will be able to:

•Describe and contrast the contending theories of international

trade.

•Assess the relevance of theoretical models of trade to strategic

market development.

•Define the monetary mechanisms and critically assess their

impact on international business.

•Analyse critically the market implications of the global political

and cultural change.

•Define the key considerations and trends in the world ’s major

markets.

•Assess the complexity of international business operations and

the contribution to the global economy.

•Define and assess the complexity of such terms as economic

integration,international monetary systems,multinational

corporations and international operations.

•Assess critically the current debates on globalisation and its

relevance to international business success criteria.

•Assess critically the changing global context of business and its

impact on the credit insurance and surety industries.

•Use critically models of environmental and strategic analysis

and apply them to your organisation..

1 INTRODUCTION

Welcome to the International Business and Market Operations unit.Some of you

may have studied international business before;for others it may be your first

introduction to the subject.Whichever it is we hope the experience is a satisfying

one and develops your interest in international business.

This unit is intended to provide you with a global perspective and understanding

of international business as a context for domestic and international operations

and marketing.In addition,it will enable you to become conversant with the

theoretical background for international business activities and,in the context of

the credit insurance and surety industries,with their links to global and

international markets and marketing.

This unit also provides a sound grounding in the terminology of international

business and an overall perspective of these terminologies within the context of

an organisation.The unit will develop a number of tools of nalysis with which

you can analyse and interpret the role and functions of business,in both internal

and external environments.

1.1 How to approach this unit

You should work through this unit at your own pace.It will take you around 150

hours of study time.

The authors of this unit are specialists in the sections covered.You should read

each section carefully,making sure you understand the key points of each topic.

For each section there is an activity or set of activities .These are designed to

test your understanding of the key points and,in many cases,to ask you to apply

these points to your industry and your job.You are encouraged to complete

each set of activities before moving on to the next section.

If you have difficulty with any of the points in the section or any of the activities,

you are advised to discuss these with fellow students.Don ’t forget that your work

colleagues and managers will be a good source of information about your

industry and,of course,your tutor will be on hand to guide you through the unit.

Details of how to contact your tutor are provided in the Student Handbook.

At the end of the unit,you will find a list of further reading for each of the

sections.The main reading for each topic is given at the start of each section,

and is taken from:

Alan M.Rugman and Richard M.Hodgetts (2000)International Business:A

Strategic Management Approach ,2nd edn,Financial Times/Prentice Hall,

ISBN:0 273 63897 1.

You should try to obtain a copy of this book.In addition,there are references to

other books and journal articles throughout the text.You are not expected to

read all or even some of these,but you could use them to follow up certain areas

of interest if you wish.In many cases these are vailable on the UEL Learning

Resource Centre Database in either the ABI/Inform or Emerald Intelligence

databases.Where this is the case,the particular database will be identified

alongside the reading.Details of gaining access to the database are provided in

your induction pack..8 IPCIS EAST LONDON BUSINESS SCHOOL
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1.2 Assessment

The unit will be assessed by a piece of coursework and by an examination.

These count equally towards your final mark.The course-work assignment will be

set by your tutor and will be published on the website shortly after you have

started the course.Details of the assessment regulations can be found in the

Student Handbook..9 IPCIS DIPLOMA IN CREDIT INSURANCE
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2 GLOBALISATION

2.1 Introduction

Globalisation is seen by many to be the dominant force in business today.The

impact of globalisation is closely linked to the behaviour of multinational

companies.We will explore these in more depth in Section 6.In this section we

will examine some definitions of globalisation and the different perspectives that

have been taken.There will be a brief look at the history of globalisation and an

analysis of the key drivers.We will then turn to examine three specific aspects,

reviewing globalisation economically,politically and culturally.Finally we will

examine a number of issues surrounding the concept including the limitations on

the spread of globalisation.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:pp.3 –30

(gives some essential background),and pp.438 –47 (examines globalisation

itself,gives a slightly different perspective than the one taken in this section,

but offers some good examples).

2.2 What is globalisation?

Discussions about development of globalisation tend to focus on two key issues.

First,there has been an increased internationalisation of trade,money and ideas.

This has been helped in part by the removal of historic barriers.We are now

living in an increasingly ‘borderless world ’.Second,the world appears to be

converging culturally.At the superficial level,we watch the same television

programmes and we seek out the same designer clothes.At a more fundamental

level,there is a convergence of values.(More discussion on convergence and

values follows in Section 3.)

As we will see from our brief analysis of the history of globalisation,

internationalisation,the liberalisation of markets and convergence have been

around for quite a while.For several commentators,globalisation represents a

change in international relations at all levels.The key issue is one of geography

or territory.Through telephone calls,the Internet and the electronic transfer of

finance,we can undertake instant transactions across many countries.Satellite

television is now commonplace and it is taken for granted,for example,that we

had access to live broadcasts of every game in the 2002 World Cup in Japan

and South Korea.Through developments in electronic communications and

travel,the world as perceived by many people has expanded beyond their

national territory.We interact with others and gain access to information across

borders with relatively few barriers and state controls.Unfortunately,this

widening of our horizons also means that the lack of environmental care in one

country can lead to a depletion of the ozone layer and have an impact on the

lives of people in a totally different country.

It is these developments that led Scholte (2000)to coin the phrase

supraterritoriality to indicate this fundamental change in international relations

and to identify the special nature of globalisation and its impact on the modern

world..10 IPCIS EAST LONDON BUSINESS SCHOOL
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Other definitions of globalisation follow a similar theme.

A social process in which the constraints of geography on social and

cultural arrangements recede and in which people become increasingly

aware that they are receding.

Malcolm Waters (1995),Globalization,Routledge,p.3.

A process or set of processes which embodies a transformation in the

spatial organisation of social relations and transactions.

David Held,et al.(1999),Global Transformations:Politics,

Economics and Culture ,Polity Press,p.16.

The next two definitions focus on the changes that have taken place in the

economy and in markets,stressing the key role played by developments in

transport and communications.

A global economy is something different:it is an economy with the

capacity to work as a unit in real time on a planetary scale.

Manuel Castells (1996),The Rise of the Network Society,

Blackwell Publishers,p.92.

The globalisation of markets has only been made possible in the late

twentieth century by dramatic changes in transportation and

communications technologies,for information,people,goods and

services.

Manuel Castells (1996),p.96.

We will return to the issues raised by Castells throughout this section.

Activity

Examine the definitions

of globalisation given

above.Which of the

definitions most apply to

the credit insurance and

surety industries in the

last ten years?

2.3 Perspectives on globalisation

A number of perspectives have emerged on globalisation.In this section we

identify three:the globalist perspective,the anti-globalisation perspective and the

sceptical perspective.

•The globalist perspective recognises that convergence has taken place

through the creation of global products,services and markets.It recognises

cultural conversion in that many people around the world share the same

tastes.Global products,services and markets are served by a global

integration of production,distribution and marketing.Great economies of

scale are achievable and the system favours large organisations in

oligopolistic markets (a few large firms dominating an industry as in

automobiles,pharmaceuticals,banking and the media).The globalist

perspective believes we are living in an increasingly borderless world with

ever-increasing flows of goods,services,money,people and ideas.

Variations within the globalist thesis exist as to the extent and rate of change

and about its impact.However,all globalists believe that a significant

change has taken place,that such changes have resulted in economic

growth,for many if not for all,and that the process is irreversible..11 IPCIS DIPLOMA IN CREDIT INSURANCE
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•The anti-globalisation perspective accepts that the above changes have

occurred but that the net result is exploitative and has resulted in a widening

of the gap between rich and poor nations.Large multinationals are singled

out as the key exploiters.International agencies such as the World Bank,

World Trade Organisation and International Monetary Fund are accused of

being overly influenced by rich and powerful nations and,in making loans to

Third World countries,simply saddle those countries with debts they can

never repay.

•The sceptical perspective .A number of writers,typified by Hirst and

Thompson (1999),have argued that globalisation represents nothing new

and is part of a trend in world economics that can be traced back several

centuries.They argue that globalists have failed to come up with

convincing model of the global economy.The sceptics question whether the

apparent changes are really global,citing the concentration of production

and investment within the advanced economies of Europe,America and

Japan.They also question the concept of the borderless world,seeing large

multinationals such as Mitsubishi retaining strong links with its home country,

Japan.In fact they argue that most multinationals are still identified by their

country of origin and that the concept of the truly global,stateless company is

rare if not non-existent.

Activity

In your own words

summarise the positions

of the globalist,the anti-

globalisationist and the

sceptic.Which

perspective most fits the

world you observe and

work in?

2.4 A brief history of globalisation

The management guru Michael Porter traces globalisation back to the 19th

century.Others go back much further,while most recognise that the greatest

changes,if not the most significant trends,have occurred since the 1960s.We

present below a brief history of influences and key developments.

•Pre-14th century .During this period there were great movements for political

and military reasons and certain groups such as the Romans wielded far-

reaching influence.This period was also notable for the spread of key

religious ideas such as Islam,Christianity and Judaism.There were some

beginnings of trade.

•The Renaissance:15th and 16th centuries .This period was typified,

particularly in Europe,with considerable growth in trade and the exchange

of ideas.

•17th to 19th centuries .During this period trade expanded as did the flow of

people,particularly to America.Many countries such as Britain expanded

their colonial interests to create empires.The industrialisation of Europe,

America and – towards the end of the 19th century – Japan,,encouraged

technology transfer and led to new kinds of social arrangements in terms of

urban living,skills and new values.Some convergence was visible among

the leading countries of the new industrial world.

•Late 19th to mid-20th century .The impact of industrialisation spread.There

was a rapid growth in tourism and nations were brought together by

industrial exhibitions and such events as the World ’s Fair and sporting events

such as the Olympic Games and the World Cup in soccer..12 IPCIS EAST LONDON BUSINESS SCHOOL
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•1960s to the present day .To many this represents the key change period

that has shaped the modern world and created the globalisation of the

globalist perspective.This is the era of the post-industrial revolution as

depicted by the American sociologist Daniel Bell,and the ‘Third Wave ’of

futurologists like Alvin Toffler.We list below a sample of the key changes.

–We take it for granted that we can telephone colleagues working in

other continents,yet the first international direct dialling systems did not

appear (and then in a limited fashion)until 1963.

–We can watch live sporting events from around the world almost every

night,yet the first satellite television broadcast occurred in 1967.

–Developments in fibre optics means ever-increasing mounts of

information can now be sent transnationally.

–We now buy global products and shop with global retailers like

Benetton and IKEA.

–We can buy textbooks recommended on this course via the Internet.

–It is now commonplace to produce manufactured goods through

collaborative processes spanning several countries.

–Similar developments have been made in service industries with the

establishment of international call centres.In both manufacturing and

service industries there has been an increase in cross-border

collaborations and location has become less important.

–We pay our bills across the world using credit cards and can move

money across the world by electronic transfer.

–In the 1950s share trading was largely domestic.Global trading of

shares is now commonplace.

–In 1968 the total investment of companies in other countries (foreign

direct investment or FDI)was US$68bn.In 1996 the figure was

US$3,200bn.

2.5 The causes and drivers of globalisation

Linked to the historical development of globalisation,we can identify a number

of causal factors and driving forces.These are identified below.

•The importance of rational knowledge .In the 19th century the primacy of

rational knowledge emerged and influenced most cultures.Rational

knowledge emphasises knowledge derived from scientific,objective methods

and sees the importance of knowledge to solving problems and controlling

our lives and environment.Knowledge related to science and technology

became especially important.

•Capitalism .The developments in capitalism that have had the greatest impact

on globalisation were charted by Marx.Capitalism is concerned with

accumulation .In a competitive capitalist system,firms must increase the scale

of production in order to continue to accumulate profit.This leads inevitably

to them seeking new markets as national markets become too small to fulfil

their needs.Capitalism is also concerned with commodification ;this involves

broadening the scale of consumption.New products and services must be

developed to contribute to the process of accumulation.As a result of these.13 IPCIS DIPLOMA IN CREDIT INSURANCE
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processes,firms have sought to develop new products and services and to

increase sales volume by seeking global markets.Through global production

and global markets,firms are able to achieve economies of scale and move

costs to where they are cheapest,e.g.,manufacture or establish call centres

in low-wage countries.

•Costs .In the need to accumulate and to remain in business in an increasingly

competitive world economy,attention to costs has become paramount.

Global sales mean that economies of scale in production can be achieved.

Global sourcing means that raw materials,components,labour and finance

can be accessed from anywhere in the world,and price is often the key

driver.The ever-present need to develop new products increases the cost.

Particularly in scientifically and technologically complex industries such as

cars and pharmaceuticals the cost of Research and Development (R&D)has

risen disproportionately to other costs.Competition has driven firms to bring

out new products at more frequent intervals as product life cycles are

shortened.The net result of these developments is that most national markets

are too small to achieve a return on investment and global markets and

operations become a necessity.

•Technological innovations .A world economy that is networked

electronically is only possible through developments in transport,particularly

air travel,communications and data processing.The developments in

computer technology are particularly significant here.Such innovations in

transport and communications have facilitated the easier movement and

increased flows of people,goods,money and ideas.

•Regulations .A networked world economy has been made much easier to

achieve by the agreement on global standards.Standardisation can be seen

in such fields as computer systems,civil aviation and intellectual property

rights.The role of governments has been crucial in the promotion of

standardisation and integration.Global and regional organisations such as

United Nations (UN),World Trade Organisation (WTO),European Union

(EU),North American Free Trade Association (NAFTA)and the Association of

South East Asian Nations (ASEAN)have contributed to the standardisation

process as well as being products of globalisation and integration.

•Multinational corporations (MNCs).Multinational companies (see Section

6)are,like regional and global organisations,both products and drivers of

globalisation.MNCs are the product of global expansion.They have also

contributed towards the diffusion of technology and ideas and the

convergence of processes and management practices.A key feature of

MNCs in the last 20 years has been the increase in the number of joint

ventures and strategic alliances (see Section 10),which have resulted in yet

greater integration.

Activity

In what ways do each

of the drivers identified

above impact upon the

credit insurance and

surety industries?Which

have had the most

significant influence?

From these drivers and causal factors we can identify three arenas of

globalisation;the economy,politics and culture.We deal with each one in turn

below..14 IPCIS EAST LONDON BUSINESS SCHOOL
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2.6 Economic and production aspects of

globalisation

The emergence of global products,markets and competition have had a radical

effect on management strategies and business behaviour.

Global markets have been created in consumer goods from CDs to tourism.This

has been supported by global branding and global advertising campaigns and

the growth in global retailers such as IKEA.In addition to consumer goods,

financial goods are also traded globally,including foreign exchange,shares

and insurance.To meet the expansion of global trade in the financial sector,new

stock exchanges have emerged around the world.Flows of capital now account

for the majority of cross-border transactions.Financial markets around the world

are linked and work together in real time.The availability of information across

the world is instant.Such networked financial markets have been held

responsible for the crash that affected many Asian economies in 1997 (see

Section 10 for further details on the Asian Tigers.The rapid economic growth of

many Asian economies attracted considerable overseas investment of various

kinds.At the first hint of trouble many of those investors withdrew.This was

apparent to all in a networked information system and others followed.Most

recently we have seen global markets emerge for communication and

information products such as mobile phones alongside new forms of product,

where profit is derived from telephone calls,WAP systems and logging into the

Internet.

Global production systems have been established to integrate production

across many countries.This is now a common feature in many manufacturing

industries.In the automobile industry,cars are now assembled using components

from several countries.A UK citizen buying a Ford car is buying the product of

an American multinational corporation,that could well have been made in

Germany by Gastarbeiters from Turkey and Italy,fitting spark plugs from the

Nippondenso corporation in Japan,but spark plugs that were made in the

Philippines.A company such as Nike has its trainers manufactured by South

Korean firms located in Indonesia,with components shipped from China,in an

operation financed by the Japanese.Smaller firms can also operate on a global

scale.The UK shoe manufacturer Loake obtains its leather from France,which it

sends to Chennai in India for tanning and dyeing,and where the uppers of the

shoes are made.These products from India are transported back to the UK

where they are assembled onto the base of the shoe,which is made in the UK.

Such global production extends to the service industry.The ticketing for British

Airways and Lufthansa is done in India.In many industries,call centres are

located far from the country of origin of the company concerned.Many of these

developments are a result of the need to access materials,skills and labour.The

location of many manufacturing plants and service centres is based on the

access of a cheap labour market.In this way labour has become a global

resource.Global production systems have created new forms of organisation

including offshore production centres,mergers and acquisitions,joint ventures

and strategic alliances.

For some writers,notably Robert Reich (The Work of Nations ,1993),there has

been a change over the last 25 years in which multinationals have moved from

being seen as representatives of their country of origin to be,in effect,

independent global players.Under this system,exports are superseded by inward

investment as measures of a nation ’s economic success.However,not all writers.15 IPCIS DIPLOMA IN CREDIT INSURANCE
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see a reduced role for the nation state.Michael Porter (The Competitive

Advantage of Nations ,1990),while acknowledging the general principles of

globalisation,argues that in the development of national economies,growth is

function of a set of competitive conditions which result in clusters of successful

firms operating in the same industry and reinforced by the growth of associated

industries as suppliers to the major firms.He cites the car industry in the USA,the

chemical industry in Germany and the electronics industry in Japan as examples.

It is undoubtedly true that economic development in a particular country is

accompanied by a concentration of similar firms in a particular area,such as the

computer industry around ‘Silicon Valley ’ in California and financial services in

Frankfurt and London.

Activity

What do we mean by

global markets and

global production?Are

there any limitations to

such activities?

Compare your answer

to this second question

with the final part of this

section (2.9).

2.7 Political aspects of globalisation

Since the end of the Second World War a large number of supranational and

regional organisations have been formed.Some,like the North Atlantic Treaty

Organisation (NATO),had defence as the primary concern.The EU was formed

with the objective of uniting European countries in free market trade,thus

avoiding the divisions that occurred as a result of the war.Other trading blocs

were formed such as NAFTA.At the global level the greatest activity is attributed

to the United Nations and its many specialist arms,and to the World Trade

Organisation and the World Bank.Outside these structures there are forums for

politicians of the major economies of the world to come together (the G7 summits

and meetings)and set agendas to control world economic policy.

The globalists argue that such changes have affected the way we are governed

and that nation states have lost their sovereignty and are subsumed within

regional and supranational structures.People in the UK are subject to laws

passed in Brussels by the EU,and in many countries in Europe national currencies

have been abolished in favour of the euro .The sceptics rebuff such views,

maintaining that nation states still hold considerable power,and that some,such

as the USA,extend that power outside their territorial borders.Whichever side of

the debate is taken there have been observable changes in the way countries are

governed.While the majority of decisions are still made by national

governments,the influence of supranational bodies does exist.However,some

commentators have noted that in many countries in the world,there has been

decentralisation of decision-making to more local levels.

2.8 Cultural aspects of globalisation

Cultural convergence takes a number of different forms.English has maintained

its position as a global language and is the working language in many global

organisations.It is argued that a global consciousness has emerged through

increased travel,television nd identification with global causes such as feminism

and response to disasters.The mass media is highly oligopolistic and controls

what we read in newspapers and see on television across the world.By the mid-

1990s,Rupert Murdoch ’s News Corporation was a large global network of

companies.The network embraced around 50 national newspapers in six

countries,80 regional papers in Australia,over 30 magazines around the world

and the major book publisher,HarperCollins.A large number of acquisitions

were made in broadcasting.News International had a controlling interest in

major cable and satellite companies in the UK,USA,Germany,Latin America,.16 IPCIS EAST LONDON BUSINESS SCHOOL

UNIT ICS 104

Australia and Asia,including the ‘Sky ’and ‘Star ’networks.It owned 20th

Century Fox films and the TV company,Fox Broadcasting as well as control of

12 USA TV stations.In Australia it owned Network 7.

With this global convergence has come a change in values.Individualism is

replacing collectivism in many countries as more traditional societies modernise.

Societies built around relationships are changing to embrace universal rules.

Universalism is replacing particularism (a fuller account of these values is found in

Section 3).Rules become necessary in the

co-ordination of complex global activities.

Activity

What do you

understand by the terms

political and cultural

globalisation?

2.9 Issues and limitations of globalisation

The supporters of globalisation cite a number of advantages .These include:

•Increased prosperity with considerable gains made by the Newly

Industrialised Countries (NICs)such as the Asian Tigers.

•Increased security through trade and international alliances resulting in an

absence of global wars.

•A greater number of products and services available to a greater number of

people.

•Global production has led to greater efficiencies.

•Access to greater information and knowledge.

•Global action on poverty and environmental problems.

The opponents claim a number of serious disadvantages .These include:

•The beneficiaries are really in a minority and include those living in

prosperous countries.The rest of the world has been marginalised,none more

so than Africa.

•The gap between rich and poor nations has widened and globalisation is

accused of causing economic crashes of the sort experienced by Mexico,

South East Asia and Russia.

•There are still fierce local and regional wars.

•Globalisation has brought with it new kinds of conflict.In particular,global

production occurs in criminal activities in such areas as money laundering

and international drugs cartels (drugs now represent one of the major global

industries).

•Globalisation is associated with ecological disasters such as the erosion of

the ozone layer,the extinction of animal and plant species,global warming

and specific problems such as HIV,BSE and GM crops.

Whatever the perspective on the advantages and disadvantages,it is clear that

currently there are a number of limitations to globalisation.These may be

summarised as follows.

•Many countries still limit the flow of goods and services in an attempt to

protect their own markets.

•Most countries have currency and banking regulations,which limit the flows

of capital..17 IPCIS DIPLOMA IN CREDIT INSURANCE
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•While we can cite the Gastarbeiter in Germany and the recruitment of

Spanish and Philippine nurses in the UK,labour mobility does not occur on a

great scale –it is restricted,in the main,by immigration laws.It is the

movement of production to use labour as a global resource that is the key

feature of globalisation.

•Nation states still wield considerable power and most are concerned with

preserving their own sovereignty.

•We can still see considerable cultural diversity amongst peoples of the world.

•The impact of globalisation is highly uneven.Most advantages fall to Western

Europe,the USA and Japan.Even here those advantages tend to be felt more

by the young and the middle classes living in cities.

Activity

What conclusions do

you draw from the

advantages and

disadvantages of

globalisation as

identified above?

Key Points

In this section we have examined the very important phenomenon of

globalisation.The concept has been defined in different ways.In this section

we prefer the definition of supra-territoriality.We feel that this represents the

major changes that have taken place in business,politics and culture,aided

significantly by advances in electronic communication and travel.Despite the

fundamental changes that have happened as a result of globalisation,we

recognise that a number of perspectives exist,each strongly defended.There

are those who acknowledge the force of globalisation,those who oppose it,

and those who believe that it is only a continuation of existing trends.In this

section we have acknowledged some limitations to and problems associated

with globalisation.We identify the drivers as rational knowledge,capitalism,

rising costs,technological innovations,global regulations and multinationals.

The impact has been the creation of global markets,global production

systems,the growth of political and economic alliances and some types of

cultural convergence..18 IPCIS EAST LONDON BUSINESS SCHOOL
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3 CULTURAL INFLUENCES AND BUSINESS

3.1 Introduction

In this section we will examine the nature of culture and its impact on business

behaviour,practices and strategies.First,we will explore the concept of culture

itself and review a number of definitions and perspectives.We will then explore

the concept of convergence and the view that culture is playing less of a role in

business with the development of global products,global markets and the

influence of multinational corporations.Two key writers in the field of culture and

business,Geert Hofstede and Fons Trompenaars,will be reviewed critically.The

section ends with an assessment of the difficulties of using culture as an

explanatory variable.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapter 5,

pp.123 –51.

3.2 The concept of culture

When we discuss joint ventures,particularly in transitional or emerging markets,

we see that many problems may be attributable to cultural differences.As more

insurance companies operate globally,they must find ways of working with

people from different cultures,both as employees and customers,and develop

working practices that fit the needs of those cultures.

Culture has been defined by many writers.We offer two definitions.The first is

from the famous anthropologist,Margaret Mead,and the second is from the

most influential writer on the subject of culture and business,Geert Hofstede:

Culture is a body of learned behaviour,a collection of beliefs,habits

and traditions,shared by a group of people and successively learned by

people who enter society.

Mead (1951)

Culture is the collective programming of the mind,which distinguishes the

members of one group or category of people from another.

Hofstede (1991)

Culture comprises:

•ideas through which we perceive and interpret the world

•symbols we use to communicate these ideas

•institutions,which enable individuals to become members of society and

satisfy their needs.

Several writers have used the analogy that culture is like an onion with several

layers.At its most visible it represents those artefacts,goods and institutions that

most readily distinguish one culture from another – architecture,,food,

ceremonies,language –and the different emphasis placed by different cultures

on aspects of the educational system.At a deeper level it comprises our notions.19 IPCIS DIPLOMA IN CREDIT INSURANCE
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of ‘right ’and ‘wrong ’,our norms,our notions about what is ‘good ’and ‘bad ’,

our values and things we hold to be true – our beliefs..Many problems

associated with the relationships between people of different cultures stem from

variations in norms,values and beliefs.At its deepest level,however,culture

comprises a set of basic assumptions that operate automatically to enable groups

of people to solve the problems of daily life without thinking about them.In this

way,culture causes one group of people to act collectively in a way that is

different from another group of people.

Culture is a highly complex subject and interacts with business in three different

ways:

•Our socialisation –the influences that shape our behaviour in a particular

social setting – will determine our individual orientations to work..

•We tend to see organisations as societies in microcosm,with their own

specific cultures and ways of transmitting these cultures to their members.In

some companies,like Hewlett-Packard,and in many Japanese and Korean

firms,the creation of a corporate culture is seen as a priority and a great deal

of time,effort and expenditure is given to induction and training.

•We use culture as an analytical device to distinguish one society from

another.

We often tend to equate culture with nationality.While most nation states have

their own national cultural characteristics,some countries are typified by two or

more cultural groups.A relatively small country such as Malaysia has two main

cultural groups,Malay and Chinese,and several other smaller groups,including

Indian.Each of these groups has its own customs and behaviour.Hofstede has

identified six levels where cultural differences can be discerned.These are as

follows:

•At the national level we can discern broad cultural differences between

countries,such as those aspects that make Americans think and behave

differently to Japanese.

•Beneath this level we can discern differences;regionally such as between

Northern and Southern Italians;between ethnic groups as in Malaysia;

between religious groups such as Christians and Muslims or Catholics and

Protestants;and between different language groups,as in parts of the USA

where Spanish has become the dominant language.Culturally different

groups within the same country are sometimes referred to as sub-cultures.

•Cultural differences can occur between genders,leading to distinctive male

and female roles,as in Japan,where there is a marked absence of women in

senior positions within companies.

•Differences occur between different generations,where the values of the older

generation are challenged by those of the younger emerging generation.This

is sometimes referred to as the generation gap.

•In some societies,social class determines key differences,for example,in

attitudes to education and consumer preferences.

•Cultures can also vary between organisations as a result of differences in

history,ownership patterns,technology,the type of work,leadership style and

levels of employee skill.Such differences are often referred to as corporate or

organisational culture..20 IPCIS EAST LONDON BUSINESS SCHOOL
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3.3 Culture-free and culture-specific and the

implications for business

Interest in cross-cultural research blossomed in the 1960s following the

popularity of the convergence hypothesis;a claim that the imperatives of

industrialisation would eventually cause all industrialised liberal democracies to

become more like one another.The contending views of convergence versus

cultural diversity re often referred to as the ‘culture free ’versus the ‘culture

specific ’debate.In the following sections we examine briefly the main points in

that debate and attempt to draw some conclusions.

The ‘culture-free ’hypothesis

A visitor to the Ford car plant at Halewood in the UK will find many features in

common with a General Motors car plant in the USA,a Renault factory in

France,a Volkswagen operation in Germany,a Toyota plant in Japan and the

Proton factory in Malaysia.Such features include a common technology,similar

types of organisation structure,individuals with similar skills and job titles,and

work being carried out in much the same way.The culture-free hypothesis argues

that businesses in the same sector in all countries are converging on similar types

of technology,strategies,products and forms of business organisation.

Moreover,some believe that the speed of this convergence is increasing as

result of the growth of global travel and global communications.We examine

many of these arguments in our discussion of globalisation.

For the manager,the key advantages of convergence are twofold.First,it enables

manufacturing and services to take place on a global scale through the creation of

global technologies,global practices and global products.This creates economies

of scale to reduce costs and,in manufacturing,makes possible globally integrated

supply chains.Second,ideas and techniques developed in one cultural or

national setting may be transferred to another and used effectively.Furthermore,

developing nations are able to learn from more advanced countries and thus

benefit from the mistakes of others.Such thinking is clearly behind the adoption by

British and American firms of Japanese techniques such as quality circles,‘just-in-

time ’,and the focus on American theories of motivation by British management

trainers.Belief in the transferability of techniques has led management to turn

elsewhere for solutions to problems such as organisation structures,new market

entry,product design,controlling labour and cost reduction.

In the late 1980s,management at the Ford plant in Dagenham wished to reduce

the average time for resetting the presses and turned to international comparisons

for assistance in tackling the problem.The time taken to change the set-up of

metal presses at the beginning of the production process is a key element in the

overall efficiency of that process.Such changeovers are frequently necessary

given the large number and variety of metal parts in a modern motor car and

delays at this stage have an impact on the entire process.It was found that Ford

workers at the Genk factory in Belgium could,with similar technology,effect the

changeover in approximately half the time of the Dagenham workers.As a result

a massive training exercise was undertaken and every member of the line-setting

teams (those responsible for setting the presses)at Dagenham was sent to observe

the Belgian operation.Lessons were learned and the time was improved in the

UK.However,the improvements did not match the time taken by the Belgian

workers,which suggested that there were less tangible cultural factors

accounting for the difference in the set-up times in the two countries.

Activity

1 Consider the society

in which you live

and work.Identify:

()the distinctive

cultural

characteristics

of your nation

(b)the main cultural

sub-groups

within the

country

(c)key differences

between male

and female roles

(d)key differences

between

generations

(e)what

distinguishes

different social

classes.

2 To what extent are

the cultures at these

different levels

changing?

3 Now consider your

own organisation.

To what extent does

it differ from rival

firms?Are any of

these differences

cultural in terms of

different values,

norms,beliefs and

practices?.21 IPCIS DIPLOMA IN CREDIT INSURANCE
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The underlying theory is that convergence on a particular type of technology and

business organisation is more significant than the cultural features of a particular

society.The key elements in the convergence process are:

•technology

•the growth of big business and professional management

•the impact of multinationals.

The main imperative of all nations is seen as efficient production and the key

elements are developments in science and technology that are available to all.

Businesses in all nations,faced with the same problems,adopted the same

solutions.These include increasing size,increasing specialisation and

formalisation,the development of similar systems of authority,occupational types

and structures,and adopting similar systems of education and training.

Support for the convergence hypothesis may be found in the universality of similar

forms of productive technology,in the growth of big business,and in the

multinational and professional management.The widely-held assumption is that

the theories and approaches to management and organisation are universal,

and that the same recipes (usually American)can be applied irrespective of the

cultural context.

The ‘culture-specific ’hypothesis and the work of Geert

Hofstede

Many,including such influential voices as Hofstede and Trompenaars,believe

that there are significant national differences in the way people approach work

and organisations.Hofstede ’s major work was based around a survey carried

out between 1967 and 1973 of 116,000 IBM employees across 40 different

countries.The survey was an attempt to measure a number of cultural variables

and hence determine the extent to which business activities were culturally

defined.IBM is noted for its distinctive corporate culture and the deliberate

strategy of developing that culture irrespective of national boundaries.Hofstede

was dealing with an organisation that had the same technology in all locations,

the same organisation structure and jobs and pursued the same strategies.The

conditions were ripe for convergence.However,Hofstede found differences,

which could be explained by reference initially to four variables.The key

differences related to values.Further work in South East Asia with a colleague

led to the development of a fifth variable,which explained more fully differences

found between operations in the West and in Asia.

•‘Power distance ’.This is the extent to which members of a society accept that

power is distributed unequally.In all societies there is inequality between

people,be it based upon physical,economic,intellectual or social

characteristics.Hofstede found that,in societies like France,Mexico and

Hong Kong,the power distance is large and formed the basis of social

relations.In those societies such as Germany,Sweden and the USA,the

power distance was small and such societies were noted for their attempts to

reduce inequality.For example,societies with a ‘low ’ power distance usually

have high rates of personal taxation as a means of redistributing wealth in the

form of education and health care benefits for all..22 IPCIS EAST LONDON BUSINESS SCHOOL
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•‘Individualism versus collectivism ’.Individualistic societies such as the USA

and the UK are depicted by a preference for looking after yourself or your

immediate family group,a belief in freedom and a tendency towards

calculative involvement with work organisations.Collectivistic societies such

as India,Singapore and Mexico show concern for a much wider group and

emphasise ‘belongingness ’ which can extend to organisations..

•‘Uncertainty avoidance ’.This is the extent to which members of a society feel

uncomfortable with uncertainty.Members of societies displaying strong

uncertainty avoidance,as in Argentina,Switzerland and Japan,tend to be

anxious about the future and have an inability to tolerate deviant ideas.In

Japanese organisations,uncertainty avoidance is reflected in lengthy and

detailed planning and decision-making procedures.Weak uncertainty

avoidance as displayed in Hong Kong,USA and Thailand is associated with

a willingness to accept new ideas and take risks.

•‘Masculinity versus femininity ’.Masculine societies such as Japan,the USA

and Germany tend to display a preference for achievement,assertiveness and

material success and display a strong belief in different gender roles.Feminine

societies like Sweden and Holland place more emphasis on the quality of life,

care for others and equality,especially between the sexes.

•‘Long versus short-term orientation ’.Hofstede and Bond (1988)identified

fifth variable through their work with firms in South East Asia.They found that

some societies,particularly those influenced by Confucian philosophy,were

much more future oriented,valued perseverance and thrift and were much

more adaptable than many societies,especially those in the West.They also

called their variable ‘Confucian dynamism ’.It explains the difference between

the long-term orientation of managers in Japan,Singapore,South Korea,

Hong Kong as opposed to the more short-term strategies of the UK,the USA

and Canada.Long-term orientation was also found in Brazil,with short-term

orientation featuring in Pakistan and Nigeria.

These variables shape the values and hence the behaviour of people operating

in work organisations and enable us to explain differences in the way different

countries conduct their business affairs.They may also explain why work systems

developed in one country will not succeed in another.For example,Hofstede

reported that American car workers from Detroit working at the Saab-Scania

plant in Sweden disliked the work system,which placed a great deal of

emphasis on group work.The Americans,with the exception of one woman,

were much happier with a system that stressed individual achievement.Hofstede

noted that many management theories originated in the USA.The USA is typified

by ratings that are below average for power distance and uncertainty

avoidance,above average for masculinity,and it has the highest rating on

measures of individualism than any other country in Hofstede ’s survey.American

motivation theory has been particularly influential and in particular the

approaches of Maslow and Herzberg reflect typically American features.These

are the need for individual achievement and performance (high individualism and

masculinity)and involve the acceptance of risk (weak uncertainty avoidance).The

implication is that such theories will not work so well in societies that are more

collectivistic and feminine and whose people are risk avoiders.

The ‘culture-specific ’hypothesis claims that cultural influences in different societies

will result in different styles of organisation behaviour and different patterns of

organisation structure,as well as variations of influence in the business

environment,such as the role of the state or trade unions.As a result,the policies

of multinational corporations may well need to vary in different countries and.23 IPCIS DIPLOMA IN CREDIT INSURANCE
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managers operating out of their home environment need specific training in

cultural differences.

The implications of a culture-specific approach are twofold.First,we must be

extremely cautious in the way we borrow business and management ideas from

other cultures.A management technique developed in one country may only

work in that country because it is based on a particular set of cultural values.The

failure in the UK and the USA of many attempts to introduce Japanese-style

quality circles was mainly due to an incomplete understanding on the part of the

adopters of the particular cultural values underpinning such an approach.The

technique could be transposed but the conditions necessary for healthy growth

could not.Second,in our dealings with people from other cultures we must

recognise that differences do exist and be prepared to adjust behaviour and

expectations accordingly.This is the theme of many recent initiatives in training

for international management.

Activity

1 Assess your own

national culture

using the five value

orientations of

Hofstede;power

distance,uncertainty

avoidance,

individualism versus

collectivism,

masculinity versus

femininity and long-

versus short-term

orientation.Now

compare your

assessment with the

findings displayed

on the following

website:

http://

www.cyborlink.com/

besite/default.asp

and click on

‘Hofstede Analysis ’.

2 Think of a case

where you have

done business

internationally or

worked with an

international

colleague.What

key incidents of

cultural difference

occurred?Can they

be explained using

Hofstede ’s

framework?

The contribution of Fons Trompenaars

Fons Trompenaars produced his first book Riding the Waves of Culture in 1993

and has continued to develop his ideas,working with Charles Hampden-Turner.

Trompenaars,like Hofstede before him,believes that a great deal of

management behaviour is culturally determined and that the key to successful

international management lies in understanding these cultural differences.

Trompenaars uses an anthropological approach and attempts to examine

cultural differences in the way we relate to others,in our attitudes to time and in

our attitudes to the environment.The few examples presented below offer

flavour of this type of approach.

In terms of how we relate to others,Trompenaars focuses upon five variables:

•how we use rules

•individualism

•how public and private we are

•the extent to which we show emotion

•the extent to which we are achievement oriented.

For example,in countries such as the USA,Switzerland and Germany,the

prevailing culture is universalistic and rules are applied irrespective of the

situation.On the other hand,cultures such as those found in Malaysia and

Indonesia tend to apply rules in a particularistic fashion and personal

relationships can be more important in some situations than the rules governing

conduct.In universalistic cultures,greater use is made in business of lawyers and

contracts and,in multinational operations,the head office plays a more directive

role.Cultures also differ in the way they display emotion.Neutral cultures such as

those in Northern Europe and Japan tend to keep feelings hidden and debate

and argument are seldom personalised.Emotional cultures such as those found

in Italy or Latin America show their feelings and find it difficult to distinguish

between issues and personalities.In some societies such as Japan,much more

emphasis is placed upon age,seniority,status and professional qualifications,

whereas in others like the USA,respect tends to be earned on the basis of job

performance.There may also be very different approaches to policies of pay and.24 IPCIS EAST LONDON BUSINESS SCHOOL
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promotion.Such differences can have a significant influence on conducting

business with people from a different culture,and on the operation of

multinational corporations.

Problems do occur in international business through misunderstandings arising

from cultural differences.However,rather than trying to reduce the differences,

cultural variations can be used by international firms to gain competitive

advantage.Different cultures offer new perspectives on problems,and different

approaches working together can find innovative solutions.

3.4 Culture-free and culture-specific revisited

While convergence as an idea represents a somewhat superficial analysis,we

have seen its practical implications:because industrialised societies are moving

in the same direction,we may learn from the mistakes of others.We have seen

also that the supporters of the ‘culture-specific ’ hypothesis believe that specific

aspects of business are especially susceptible to cultural and national influences.

The aspects most likely to be influenced by culture are:

•attitudes to work

•management behaviour

•organisation structure

•industrial relations

•recruitment and training.

If we accept the culture-specific hypothesis then we need to be cautious in our

approach to managerial panaceas.Useful ideas and methods may be

transplanted but care must be taken to see that they have been adapted to the

new cultural setting and that there is an understanding the supporting conditions

needed for their development.

Of course,reality never fits neat conceptual explanations.Both models may be

used to explain the rapid emergence of Japan as an industrial nation.Elements of

its business organisation,management techniques and state machinery have

been imported from other cultures,while other elements are clearly products of its

own cultural past.Japan ’s late start in industrialisation enabled businesses to

learn from the mistakes made in more advanced countries such as Britain,the

USA and Germany.The specific elements of the Japanese culture undoubtedly

gave these ideas a fresh impetus,so much so that in the late 1970s the West

became fascinated by Japanese business methods.This is the reason why books

on business and management have since paid homage to the phenomenon we

call ‘Japanese management ’.

This mixed view is taken by Ronald Dore in his comparison of two electronics

factories:one British,one Japanese.He found similarities in the technology and

in the complex nature of work organisation.In the case of Japan,he noted the

impact of late development and that ideas had been borrowed from the UK,

Germany and the USA.However,significant differences were found in

motivation,recruitment,training and supervision.Dore noted that late developers

can overtake their mentors,when they in turn become the focus of attention for

would-be copiers.This is clearly the case with Japan..25 IPCIS DIPLOMA IN CREDIT INSURANCE
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When we speak of culture-free and culture-specific,it is important to recognise

that they are analytical frameworks and that we can look at business in any

country using both perspectives.

Activity

Using the credit

insurance and/or surety

industry,examine the

key strategies and

practices from culture-

free and culture-specific

perspectives.What

similarities of approach

occur across several

countries (culture-free)?

What differences can

you identify and what

reasons can you give

for these differences

(culture-specific)?

3.5 The difficulties in using culture as a variable

Culture remains a fascinating concept but a difficult analytical tool.The following

points attempt to give some indication of the difficulties involved.

•Many studies that use culture as a central concept tend to define it in rather

broad,generalised terms.In many instances it is a kind of residual variable,

catch-all to explain differences that cannot be explained by differences in the

economy,technology,role of the state,size of the firm,and so on.

•In many studies the impact of cultural values on economic performance are

only identified with hindsight.For example,one explanation of the rise of the

Asian Tiger economies (Singapore,Hong Kong,South Korea,Taiwan)in the

1980s and 1990s was the so-called ‘Asian values ’,a set of characteristics

that marked these countries out,especially from the West.However,such

view fails to explain why the same cultural characteristics appeared to have

less influence on the economy before this time,nor can it account for the

economic crash that hit many Asian countries in 1997.Such links between

culture and economic performance tend to be highly selective,ignoring

evidence that does not fit.In this way,accounts of Japan may be biased,in

that they focus on the successful but not the unsuccessful firms.The accounts

also focus on large firms such as Toyota,and ignore the very important small

firms sector of the Japanese economy.

•Comparisons with other countries are often difficult because of the different

rules governing the collection of data.Thus,strike statistics are notoriously

difficult to compare because different countries use different criteria to define

and measure a strike.Accounting practices vary widely across many

countries with the subsequent difficulty of comparing financial information.

•Cultural comparisons tend to be made from the perspective of one culture

only.We may make conclusions about another culture based on our own

values.A study of the world-wide car industry showed that European and US

manufacturers outperformed the Japanese on criteria they deemed most

relevant;profitability measured by accounting ratios.The Japanese,however,

laid greater store by market penetration and growth,and on these criteria

easily outperformed the European and American manufacturers.

•In many cases language presents a serious barrier to full understanding.

Certain concepts do not translate easily.Technik is a central concept to

German manufacturing,yet has no direct translation in English.

•We have seen that we possess preconceived notions about other cultures,

often expressed as stereotypes.These can creep into our analysis and

become self-fulfilling prophecies;we see what we expect to see.Our ready

acceptance of such stereotypes prevents us from digging more deeply.For

instance,an analysis of German management will reveal a much greater

formality in superior –subordinate relations than exists in Britain or the USA.

We may conclude from this that the Germans have less interest in personnel

management,when all evidence points towards good working relations

existing in German firms.Such stereotypes are often deliberately used in

training,when preparing managers for cross-cultural management.Clearly

such approaches need to be used with considerable caution..26 IPCIS EAST LONDON BUSINESS SCHOOL
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•Cultures can and do change over time and our perceptions can become

dated.For example,management students in Singapore are keen to

challenge Hofstede ’s classification of Singapore in terms of low uncertainty

avoidance,typified by a willingness to take risks.They claim that,while that

may have been true in the early stages of independence in the late 1960s,

the prevailing culture of the 1990s is much more risk averse and

conservative.

Activity

Consider why using

culture to explain

business behaviour may

provide premature

conclusions.

Key Points

In this section we have defined culture and examined its various layers and

levels.We have introduced the concepts of ‘culture-free ’and ‘culture-specific ’.

The culture-free perspective recognises that convergence is occurring in most

nations of the world,driven initially by productive technology.The result is that

cultures around the world are becoming more alike.The culture-specific

perspective argues that cultural differences are still very influential and affect

business behaviour in a number of different ways.These differences are ex-

plored through the works of Hofstede and Trompenaars.Using culture as a

variable brings with it several problems,but modern organisations and their

activities display elements of both convergence and cultural influences..27 IPCIS DIPLOMA IN CREDIT INSURANCE

SUBJECT 1 INTERNATIONAL BUSINESS AND MARKET OPERATIONS

4 INTERNATIONAL TRADE

4.1 Introduction

At the end of this section you should be able to:

•demonstrate a knowledge and understanding of international trade

•understand how and why international trade improves the welfare of all

countries

•review and compare the implications of trade theories from Adam Smith to

Michael Porter

•explain the absolute and comparative advantage theories

•differentiate between absolute advantage and comparative advantage

•determine the gains from trade using international trading ratio

•identify gains from trade.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapter 6,

pp.152 –78.

International trade is the purchase,sale or exchange of goods and services

across national borders.Trade in goods and services is one of the ways

countries are linked economically.For centuries,people have been fighting over

whether governments should allow trade between countries.There are two sides

to the argument.Some argue that allowing everybody to trade freely is best for

both individual countries and the world.Others argue that trade with other

countries makes it harder for some people to make a good living.Both sides

contain some truth.International trade is important to every country in the world.

One way to measure the importance of trade is to examine the volume of an

economy ’s trade relative to total output.The value of trade passing through some

nations ’ borders actually exceeds the amount of goods and services produced..

Without international trade we would ll be much poorer.International trade

has potential benefits for all participating countries.Trade enables each country

to specialise in making and exporting products in which it is comparatively

efficient,while importing products in which it is comparatively inefficient.This in

turn opens the doors to new opportunities and provides a greater choice of

goods and services,e.g.,importing cotton to the UK,which cannot produce it

due to the cool climatic conditions,unlike cotton-producing countries.

Consequently,jobs are created and higher productivity occurs at a national

level,aiding economic growth.In the USA,more than 22,000 jobs are created

for every $1bn worth of exports.The post-war period has seen rapid growth in

world trade,with most countries becoming more open.This has meant that

import penetration has increased..28 IPCIS EAST LONDON BUSINESS SCHOOL
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World trade

International trade among the world ’s high-income nations accounts for nearly

60%of total world merchandise trade,and the trade between high-income

nations and low-and middle-income nations accounts for about 34%of world

merchandise trade.The USA has a large impact on the world economy because

of its size,but it is a relatively closed economy ,with exports accounting for

around 10%of GNP.The USA,for example,imports oil worth $50bn a year,

cutting back on its energy use because the remaining domestic oil (and natural

gas and other energy sources)is more expensive.

Trade among European Union members accounts for roughly a quarter of total

world merchandise trade.For the UK,the value of exports and imports as

percentage of the GNP is around 27%.This is comparable to the position in

Germany but is nearly twice as large as the percentage in Japan.In the UK,

imports of manufacturers in relation to home demand rose from 16.6%to 25.7%

during the 1970s.Although manufacturers import a large proportion of their

output,the UK ’s share of world trade in manufacturers declined from around 9%

in 1970 to 6%in the mid-1980s.

Trade among the low-and middle-income nations accounts for about 6%of world

merchandise trade.The economic crisis in several Asian countries –most affecting

Indonesia,Malaysia,the Philippines,South Korea,and Thailand –curtailed their

output and influenced trade.The impact of these nations on trade among other

countries was limited because these nations account for just 3.6%of world-wide

GDP and about 7%of world trade.If Japan revitalises its own economy it could

help push the rest of Asia towards increased economic activity and output.

Africa has not benefited from the massive global increase in trade;its share of

global exports fell from 3.1%in 1955 to just 1.2%in 1990.As Africa strives to

launch its products on world markets,parts of the high-income nations still maintain

barriers to exports from the poorest countries in Africa and elsewhere in the

developing world.To change this,the high-income nations need to allow African

countries to display their potential,to export what they produce most efficiently.

Activity

The volume of

international trade in

goods and services is

approaching $7 trillion.

Merchandise exports,at

$5.5 trillion,are many

times what they were

20 years ago.Explain

the reasons behind this

dramatic increase.

4.2 Theories of international trade

A theory of international trade needs to answer these basic questions:

•why do countries export and import certain goods

•on what terms do countries exchange goods

•what are the gains from international trade?

Two paradigms have dominated explanations of international trade for five

centuries;mercantilism and free trade.Both paradigms have profoundly

influenced the trade policies of nations.

Free trade

Free trade encompasses the principles of the comparative advantage that

animates the World Trade Organisation (WTO)and remains the most essential

background for the trade policies in most of the industrialised countries like

Japan,the USA and most of the European Union.This principle demonstrates that

dissimilar national production possibilities are the basis of international trade that

benefits both trading parties..29 IPCIS DIPLOMA IN CREDIT INSURANCE
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Mercantilism

Mercantilism states that nations should accumulate financial wealth,usually in

the form of gold,by encouraging exports and discouraging imports.European

countries followed this type of colonial trade from about 1500 to the late

1700s,heavily exploiting the resources of their colonies.In recent times,former

colonies (most notably in Africa)have struggled to diminish their reliance on the

former colonial powers.Trade between mercantilist countries and their colonies

created huge profits;mercantilist and colonial policies expanded national wealth

and created armies and navies to control colonial empires and protect shipping.

One of the main flaws of mercantilism is that it viewed international trade as

zero-sum game –that is,that one nation can benefit only at the expense of

others.However,if all nations were to barricade their markets from imports and

push their exports onto others,international trade would be severely restricted.

Colonial policies also kept potential markets poor because they received little

money for raw materials but were charged high prices for finished goods.Thus

the colonial powers ’ markets always had limited potential..

Factor productions theory

Factor productions theory states that countries produce and export goods that

require abundant resources (factors)and import goods that require resources in

short supply.The theory states that a nation has two types of resources at its

disposal:land on the one hand and labour and capital equipment on the other.

The theory predicts that a country will specialise in products that require labour if

the cost of labour is low,relative to the cost of land and capital,and vice versa.

International product life cycle theory

The international product life cycle theory states that a company will begin by

exporting its product and later undertake foreign direct investment as the product

moves through its life cycle.In the new product stage ,high purchasing power

and demand of buyers in an industrialised country spurs a company to design

and introduce a new product concept and production remains at home.In the

maturing product stage ,the domestic and markets abroad become aware of the

existence of the product and its benefits.Exports rise and some production in

markets abroad may begin.In the standardised product stage ,competition from

other companies selling similar products pressures companies to lower prices in

order to maintain sales levels.An aggressive search for low-cost production

bases abroad begins and the home market may even begin importing from these

other markets.

New trade theory

The new trade theory argues that:

•there are gains to be had from specialisation and increasing economies of scale

•those companies first reaching the market can create barriers to entry from

others

•government may have a role to play in assisting its home-based companies.

A first mover advantage is the economic and strategic advantage gained by

being the first company to enter an industry..30 IPCIS EAST LONDON BUSINESS SCHOOL
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National competitive advantage theory

National competitive advantage theory states that a nation ’s competitiveness in

an industry depends on the capacity of the industry to innovate and upgrade.

The so-called Porter Diamond consists of four elements (given here in italics)that

form the basis of competitiveness,plus the roles of government and chance.

Factor conditions include a nation ’s basic factors (e.g.,land,labour and natural

resources)and advanced factors (e.g.,skills of the workforce,technological

infrastructure).Today,advanced factors are increasingly important to

competitiveness.Demand conditions refer to the sophistication of buyers in

market –choosy buyers help a nation to be more competitive.Related and

supporting industries that spring up around a competitive industry form

geographic clusters of related economic activity reinforce productivity and

competitiveness.Firm strategy,structure and rivalry also influence competitiveness.

Government and chance play roles in fostering the competitiveness of industries.

Activity

1 How might the

product life cycle

theory of trade help

a company plan its

production and

marketing?

2 Select a country that

is internationally

competitive in

particular industry.

In the context of the

theory of national

competitive

advantage,explain

the factors that

underlie the nation ’s

competitiveness.Did

the country

purposefully apply

the theory to help

this industry become

competitive?

Absolute advantage

The conventional explanation of comparative advantage is the existence of

dissimilar factor endowments (broadly:land,labour and capital)across

countries.But economists have now come forward with other explanations of

comparative advantage,deriving from international technology gaps,increasing

returns and product differentiation.The old and new trade theories are

complementary,collectively offering a better understanding of trade than the

conventional theory.

In 1776,Adam Smith questioned the prevailing mercantilist ideas on trade and

developed the theory of absolute advantage.Smith reasoned that if trade were

unrestricted,each country would specialise in those products in which it had a

competitive advantage.Each country ’s resources would shift to efficient industries

because the country could not compete in the inefficient ones.Through

specialisation,countries could improve their efficiency because:

•labour could become more skilled by repeating the same tasks

•labour would not lose time in switching between production of different

products

•long production runs would provide incentives for the development of more

efficient working methods.

A country may also have a natural advantage in some products because of

climate or other natural resources (labour,minerals,etc.).Moreover,in

manufactured goods,countries usually have acquired an advantage in either

their product or process technology.

Comparative advantage

The theory of comparative advantage was first described in 1817 by David

Ricardo in his book Principles of Political Economy and Taxation .Although it was

modified by another great classical economist,John Stuart Mill,it still provides

the foundation of our theory of international trade today.Ricardo expanded the

theory of absolute advantage by providing a major insight into reasons why

countries trade with one another,when one country can produce all products at

an absolute advantage.Ricardo ’s theory argued that benefits can still be gained.31 IPCIS DIPLOMA IN CREDIT INSURANCE
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from trade if a country specialises in those products it can produce more

efficiently,regardless of whether other countries can produce the same products

even more efficiently.

A question arose:would there still be benefits to be gained from trade if single

country were more efficient at both products (i.e.the same country had an

absolute advantage in both products)?In 1817,David Ricardo examined this

question and found that trade was still beneficial even when the same country

was better at producing both goods.

Assumptions and limitations of absolute and compara-

tive theories

•Both theories assume full employment.

•Countries are driven only by the maximisation of production and

consumption.

•There are only two countries engaged in the production and consumption of

just two goods.

•There are no costs of transporting traded goods from one country to another.

•Labour is the only resource in the production process.

•Specialisation in the production of one particular product does bring gains in

efficiency.

•Both theories deal with commodities – much of the reasoning can also be

applied to trade in services since,as with commodities,the production of

services consumes resources.

Activity

1 To what extent are

the arguments for

countries

specialising and

then trading with

each other the same

as those for

individuals

specialising in jobs

at which they are

relatively well

suited?

2 Would it be

possible for

country with

comparative

disadvantage in a

given product at

pre-trade levels of

output to obtain

comparative

advantage in it by

specialising in its

production and

exporting it?

4.3 International trading ratio

One of the fundamental reasons for trade is that different countries are more

suited to the production of certain commodities than others.The theory of

comparative advantage is most easily explained by simple examples in which

there are two countries producing two commodities.Let us consider two

hypothetical countries,Northland and Southland,each producing food and

clothing.

Northland has a working population of 10m and each day ’s labour will

produce either 20 units of food or 18 units of clothing.

Southland has a working population of 20m and each day ’s labour will

produce either 10 units of food or 4 units of clothing.

It can be seen that Northland has an absolute advantage in the production of

both commodities.If they do not trade,both countries must produce both

commodities for themselves.Thus in Southland if all resources were devoted to

producing food,200m units of food could be produced,but no clothing.At the

other extreme,80m units of clothing could be produced but no food.Such

production possibilities can be represented graphically as shown in Figure 4.1.

Southland can obtain any combination along the production possibility curve

AE,such as at point D,or any combination within it,such as ‘U ’..32 IPCIS EAST LONDON BUSINESS SCHOOL
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Figure 4.1 Southland’s production possibilities

Similarly, we can construct a production possibility curve for Northland (see

Figure 4.2). Northland can choose any of the possible combinations along the

line AK, such as at point ‘F’, where 100m units of food and 90m units of

clothing are produced.

Figure 4.2 Northland’s production possibilities

What happens if the two countries trade?

The position of the two countries before trade can be summarised as follows:

Northland: 1 day’s labour will produce, per person, either 20 units of food or

18 units of clothing.

Southland:1 day’s labour will produce, per person, either 10 units of food or 4

units of clothing..33 IPCIS DIPLOMA IN CREDIT INSURANCE
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If trade takes place,10 units of food in Southland can be exchanged for 4 units

of clothing,but in Northland 10 units of food can be exchanged for 9 units of

clothing.The Southlanders can clothe themselves better by selling food to

Northland rather than producing clothes themselves.

In Northland,10 units of food can be acquired at the cost of 9 units of clothing,

but in Southland 10 units of food only cost 4 units of clothing.The Northlanders

will find it more advantageous to produce clothing and export it to Southland in

exchange for food.

Thus although the Northland has an absolute advantage in both commodities,it

is to its advantage to specialise in the commodity in which it has the greatest

comparative advantage,and trade this for the other commodity.The same is true

for Southland.From this,a general principle can be deduced,that international

trade is always beneficial wherever there is a difference in opportunity cost ratios

between the two countries.The slope of the line shows the opportunity cost (the

opportunity cost is the cost of any activity measured in terms of the best alternative

forgone)of food in terms of clothing,i.e.each 4 units of clothing given up will

secure 10 units of food or vice-versa.Thus we have a domestic trading ratio of

4:10.Moreover,the domestic trading ratio of food to clothing in the Northland

is 20:18,but is reduced to 10:9 in order to facilitate a comparison with

Southland.

Therefore,when trade opens up between two countries,the two domestic

trading ratios will be replaced by one international one.In our example,since

the domestic ratios are 10:9 (Northland)and 10:4 (Southland),the international

ratio must lie somewhere between them.As we cannot determine the ratio unless

we have all the demand and supply information for both countries,we will

assume an international trading ratio of 10:6.

In Northland,before trade,10 units of food cost 9 units of clothing,but after

trade will cost 6 units.

In Southland,before trade,10 units of food only bought 4 units of clothing,but

after trade will now buy 6 units.

It is therefore to Northland ’s advantage to specialise in clothing and trade for

food and to Southland ’s advantage to specialise in food and trade for clothing.

Gains from trade

If Northland now only specialises in clothing,it can produce 180m units of

clothing and no food.Similarly if Southland specialises only in food production,

it can produce 200m units.If Southland were to trade all its food for clothing at

the improved ratio 10:6,it could obtain 120m units of clothing instead of 80m.

The potential gains from trade for Southland can be illustrated in Figure 4.3.

Obviously,both countries would not export all the goods they are specialising in,

as they will have none left for domestic use.Let us assume that Southland exports

120m units of food.As each 10 units of food buys 6 units of clothing,Southland

will receive 72m units of clothing.Before trade,Southland consumed 50m units of

food and 60m units of clothing.After specialisation and trade it can now consume

80m units of food and 72m units of clothing,clearly an improvement..34 IPCIS EAST LONDON BUSINESS SCHOOL

UNIT ICS 104

Figure 4.3  Southland after specialisation and trade

Northland’s position has also improved. It has specialised in clothes, exporting

72m of the 180m produced, leaving it with 108m units. These exports earned it

120m units of food, as compared to only 100m units before trade. Thus it can

be seen that as a result of specialisation and trade, both Northland and

Southland are better off.

Activity

Imagine that two countries, Richland and

Poorland can produce just two goods,

computers and coal. Assume that for a given

amount of land and capital, the output of these

two products requires the following constant

amounts of labour:

Richland Poorland

1 computer 24

100 tonnes of coal 4 5

Assume that each country has 20m workers.

Questions

1If there is no trade, and in each country 12m

workers produce computers and 8m workers

produce coal, how many computers and tonnes of

coal much will each country produce? What will

be the total production of each product?

2What is the opportunity cost of a computer in

(i) Richland;

(ii) Poorland?

3What is the opportunity cost of 100 tonnes of coal in

(i) Richland;

(ii) Poorland?

4Which country has a comparative advantage in

which product?

Assume that trade now takes place and that 1

computer exchanges for 65 tonnes of coal. Both

countries specialise completely in the product in

which they have a comparative advantage.

5How much does each country produce of its

respective product?

6The country producing computers sells 6m

domestically. How many does it export to the other

country?

7How much coal does the other country consume?.35 IPCIS DIPLOMA IN CREDIT INSURANCE
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Key Points

When two countries produce the same two commodities and each has an absolute

advantage in the production of one of those commodities,it is easy to see that their

combined production can be increased by specialisation and trade.However,

specialisation and trade can still be mutually advantageous even if one country has

an absolute advantage in the production of both commodities.This will be one

product.This is summed up in the law of comparative advantage (or comparative

costs)which states that two countries can gain from trade when each concentrates

on the product in which it has greatest comparative advantage,so long as the

terms of trade lie somewhere between the domestic opportunity cost ratios.

Activity

Answer all the multiple choice questions without

reference to the tutor notes.When you have completed

the test,check your answers by going through the

material in this section again.If you achieved a mark

lower than 70%,work through the test again,making

notes of your mistakes until you achieve 70%or more.

1 Most of the world merchandise trade is

comprised of trade in:

(a)natural resources

(b)services

(c)manufactured goods

(d)knowledge-based industry.

2 Trade slows in all of the following situations except:

(a)when world economic output slows

(b)during economic recessions

(c)in times of world inflation

(d)when a country ’s currency is weak.

3 The condition that results when the value of a

nation ’s export is greater than value of its imports

is called:

(a)trade surplus

(b)trade deficit

(c)mercantilism

(d)absolute advantage.

4 Running a favourable balance of trade _______.

(a)is always beneficial

(b)is not necessary beneficial

(c)is always advantageous

(d)is what countries should always strive toward.

5 _________make it more likely that small countries

will trade internationally because the cost of

exporting products is worth the effort.

(a)Technological costs

(b)Labour costs

(c)Transport costs

(d)Political costs.

6 Which of the following theories holds that

different countries produce some goods more

efficiently than others;thus,global efficiency can

increase through free trade:

(a)mercantilism

(b)absolute advantage

(c)comparative advantage

(d)natural advantage?

7 All of the following are theories of international

trade except:

(a)opportunity cost

(b)absolute advantage

(c)comparative advantage

(d)international product life cycle.

8 According to the theory of _________,a country

will gain if it concentrates its resources on

producing the commodities it can produce most

efficiently.It then will buy from countries with

fewer natural or acquired resources those

commodities it has relinquished.

(a)mercantilism

(b)absolute advantage

(c)comparative advantage

(d)natural advantage.

9 __________is not a valid assumption of absolute

and comparative advantage.

(a)full employment

(b)process technology

(c)product technology

(d)competitive advantage.

10 The fact that so much trade takes place among

industrial countries is due to the growing

importance of _________(product technology)as

opposed to __________(agricultural products

and raw material)in world trade.

(a)acquired advantage;natural advantage

(b)natural advantage;acquired advantage

(c)absolute advantage;acquired advantage

(d)acquired advantage;natural advantage..36 IPCIS EAST LONDON BUSINESS SCHOOL
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5 BUSINESS –GOVERNMENT TRADE

RELATIONS

5.1 Introduction

At the end of this section you should be able to:

•outline the arguments used to support free trade between nations

•explain the arguments and practices used to support protectionism

•examine the impacts of a range of government policies and practices on

international business

•understand the restrictions on trade

•identify the non-tariff barriers to trade

•examine the international gains and losses from tariffs

•understand the concept of barriers to foreign direct investment

•discuss the growth of trade under GATT and WTO.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapter 6,

pp.161 –78.

The majority of economists since Adam Smith have agreed with his support of

free trade.However,the depression in the world economy in the late 1970s and

early 1980s led to the revival of the protection lobby.Many prominent

economists,such as Professor Wynne Godley of Cambridge,have argued the

need to protect the home market.The UK entry into the EC,while freeing trade

between members,has erected tariff barriers to the rest of the world.Free Trade

is the pattern of imports and exports that would result in the absence of trade

barriers.Governments impose restrictions on free trade for political,economic

and cultural reasons.Countries often intervene in trade by strongly supporting

their domestic companies ’exporting activities.More emotionally charged trade

intervention occurs when an economy is under-performing;businesses and

workers lobby the government to protect them from imports that reduce work and

eliminate jobs.

On 5 March 2002,President George W.Bush announced US tariffs of 30%on

most imported steel,a decision that may help its ailing steel industry but could

also spark an international trade dispute.While short of the 40%tariff that US

steel companies had sought,this move will prevent billions of dollars worth of

steel from the European Union,Japan,South Korea and China being sold in the

world ’s largest market.The protection,spanning three years,offers the ailing US

steel industry the most comprehensive trade protection in its history.The European

Central Bank (ECB)suggested that the US decision might have been prompted by

an overvalued dollar and that Washington ’s action would have a negligible

effect on the ‘eurozone ’economy,but warned that it risked provoking trade

protectionism around the world.According to the ECB,those who will suffer

most will be US car manufacturers and consumers.Consequently,the European

Union has filed two complaints at the World Trade Organisation (WTO)against

the USA over steel.The EU forecast that it could lose 4m tonnes of exports to the.37 IPCIS DIPLOMA IN CREDIT INSURANCE
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USA.The move followed similar action by Australia,New Zealand and Japan.

The first EU complaint accused the USA of violating a range of WTO

agreements,and the second called for consultations with Washington under the

WTO ’s safeguards agreement.

Activity

Identify methods that

governments can use to

restrict international

trade.5.The case for protection

Many arguments have been advanced in favour of protectionism,but all forms of

protection carry the risk of retaliation from trading partners.Non-tariff barriers

provide another means of giving protection to domestic industries and have

increased and spread through the world economy.Some of the more significant

arguments in favour of protectionism are:

Infant industries

The infant industry argument suggests that new industries should be given

protection for a time in order to allow them to build up the necessary experience

needed to survive.This argument applies where the industry is small and young,

and where costs are high but fall as the industry grows.Critics of this line of

argument claim that most infant industries never grow up;that they continue to

demand protection so their customers continue to pay high prices.Once

protection is given to such industries,it is very difficult politically to remove it.

Protection against low-cost imports

This line of argument takes a number of forms.One suggests that newly declining

industries need a period of protection in order to allow the decline to take place

gradually,so that workers can retrain and new industries can develop.This

would apply to industries in the UK such as cotton,coal mining and shipbuilding.

A variation on this approach says that industries in high-paid countries should

have protection against goods made by low-paid labour.This of course denies

the advantage of comparative advantage which derives from low costs.Instead

the argument is that,if foreign firms pay low wages,this is a form of unfair

competition and domestic firms should be protected.This would safeguard the

protection of British workers.Critics argue that this would in fact reduce the

wages of workers in poor countries and would make British consumers pay

higher prices.

Protection against unfair foreign competition

‘Unfair ’competition can take various forms.Sometimes foreign governments can

subsidise their export industries.This means that foreign industries cannot

complete fairly.Similarly,foreign firms may ‘dump ’their products overseas,either

because they cannot be sold on their domestic market,or in order to destroy

competitors.They could then increase their prices and make large profits.

In some cases ‘dumping ’is an inaccurate description.Firms can sometimes sell

abroad at low prices because their domestic sales cover high fixed costs and

allow prices abroad to reflect the low marginal cost of production..38 IPCIS EAST LONDON BUSINESS SCHOOL
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Unemployment and immobile factors

Imports aggravate unemployment and protection could be a way of alleviating

this.As already noted,factors are immobile and protection could allow a

country time to reallocate factors of production in a more efficient manner.

However,in the long run,such protection cannot be justified since it will protect

inefficiently and ultimately depress the living standards of a nation.

Macro-economic arguments for protection

So far we have considered economic arguments which have suggested

protectionist measures to assist particular industries.However,some economists

have argued for protection on a much wider scale.One of the problems of the

UK is that,as its economy expands,import levels rise,leading to a deficit on the

current account.This can then force the government to deflate the economy by

raising taxes and cutting its spending.As an alternative to this it is suggested that

the government should restrict the overall level of imports.This would then allow

the economy to expand without the constraint of a balance of payments

problem.A variation on this approach is to target the protection against a

particular country which has a huge surplus on its trade with the country

concerned.In recent years this has usually been Japan.

Critics of this argument for protection say that it contravenes many international

agreements.They also argue that protectionist measures would lead to retaliation

from other countries,so the ultimate effect would be to reduce the level of world

trade and increase unemployment in many countries.This is what happened in

the 1930s,when world trade plummeted as a result of the growth of restrictions

on imports.

Non-economic arguments for protection

The economic arguments used to support free trade usually assume that its aim is

to maximise national income.However,other objectives may also be desirable.

For example,the people of a country may wish to preserve a way of life,such as

a certain way of farming or traditional crafts.If these are threatened by foreign

competition it may be desirable to protect them.Such arguments depend on

political grounds and not on economic considerations.

5.3 Tariff and trade barriers

Section 4 explained how international trade benefits the participants,if all engage

in free trade together.However,trade also involves costs of adjustment and that is

where most of the political problems come into play.Foreign competition,like all

competition,produces winners and losers.The losers use political means to limit

their losses,blaming foreigners for problems caused by unfair competition.

A tariff is a simple and old-fashioned means of protection,an indirect tax placed

on imports.A tariff may be selective (placed on a specific product)or general

(placed on a range of products).The effect of the tariff is to raise the price

consumers pay for the product,with the aim of encouraging them to switch to

home-produced substitutes.Consumers lose through higher prices –while

producers,both foreign and domestic,gain through higher unit prices.The total

market shrinks in size,with market share being transferred from foreign to

domestic suppliers and the customs authorities obtaining revenue.

Activity

1 Identify the political

motives for

government

intervention in trade.

Explain how

national security

concerns affect

exports and imports.

2 What are the main

economic motives

for government trade

intervention?Explain

the drawbacks of

each approach.

3 Explain how export

financing helps

promote trade.Why

is it especially

important to small

and mid-size

businesses?.39 IPCIS DIPLOMA IN CREDIT INSURANCE
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Loss imposed by tariffs

Figure 5.1 shows the market for a traded commodity within a single country.

Ddom is the domestic demand curve, Sdom is the domestic supply curve and S

world is the world supply curve and is horizontal, indicating that there is an

infinite supply of the product available to this country at the world price Pw. At

Pw , domestic consumers will demand 0Q2 units of the commodity in question. Of

this, domestic producers will supply 0Q1 units and imports from the rest of the

world will provide the rest, Q1Q2 units. When a tariff is applied to imports it

raises the price to P w+t to the domestic consumers and demand falls to 0Q4.

Domestic production expands up S dom to 0Q 3and imports fall to Q 3Q4. There is

a gain for the domestic producers and losses for domestic consumers and

overseas producers, which can be analysed more rigorously from the figure.

Welfare loss

The welfare loss to the domestic consumers is the area EDBC, which represents

the value to them of the consumption that they have had to given up. Part of this

consumer loss goes to the government as the proceeds from the tariff (area 3 in

Figure 5.1), part to the domestic producers (area 1), but the rest (areas 2 and 4)

is a net loss to the country as a whole. The government benefits from the receipts

of tariff revenue. However, there is a net ‘dead-weight’ welfare loss to the

economy as a whole. This inevitable loss in welfare constitutes a powerful

argument against tariffs. We should not be surprised to find that protection

reduces a country’s level of welfare by restricting trade; it inevitably reduces the

gains available from international specialisation. The question we must address

therefore is why protection prevails if it operates against the interest of the country

that employs it? One reason is that the gains to producers are concentrated in

scope and are visible, whereas the losses to individual consumers are

widespread and relatively small. This makes it much easier for producer interests

to lobby more effectively for protection. Tariffs were the bane of trade in the

1930s but have declined since the Second World War, largely as a result of

the efforts of the GATT (the General Agreement on Tariffs and Trade of 1947).

Figure 5.1 The cost of protection.40 IPCIS EAST LONDON BUSINESS SCHOOL
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5.4 Non-tariff barriers

There are other ways of giving protection to domestic suppliers and these have

increased and spread through the world economy.They differ in detail,but all

penalise consumers and are intended to benefit domestic suppliers by shielding

them from foreign competition.

Quotas

A quota specifies the quantity of a product that may be imported.If this quantity

is zero then it is an embargo.Quotas act as a physical restriction on the value or

volume of imports allowable within a particular period of time.When a quota is

expressed in volume terms there is a tendency for the value of restricted goods to

increase.For example,in the case of car exports,the tendency would be to

export expensive luxury saloons.The opposite would tend to occur if a quota is

placed on the value of a product,with foreign exporters concentrating on lower-

priced products.Any quota raises the profit margins of both domestic and foreign

suppliers,consumers suffer,the market shrinks and market share is transferred to

domestic suppliers.The state receives no revenue unless it sells the quotas,which

can encourage corruption.Quotas frequently involve import licences and ma

also involve exchange controls.

Exchange controls

Exchange controls limit the use of foreign currency and can be used as a trade

barrier.Exchange controls occur when the residents of a country are required by

law to exchange all foreign currency receipts for domestic currency.Importers

may be unable to buy goods from abroad if they cannot obtain the necessary

foreign exchange.State authorities may require earnings to be surrendered,and

there may be different exchange rates for different purposes.Damage to the

economy will occur if this persists for any length of time.Many Third World

countries have distorted their economies through policies of this sort.

Administrative barriers

Administrative barriers,such as health regulations and technical standards ,can

often be designed to hinder imports and increase the cost of penetrating an

export market.The cost and delay of certification procedures and health

inspection can effectively deny access.

Distribution system

The same effect is produced by laws that sustain a distribution system that

excludes imports.Most of the barriers to entering the Japanese market are of this

type –confectionery,lighting equipment and passport photograph machines are

examples of competitive exports from the UK that have fallen foul of subtle import

barriers..41 IPCIS DIPLOMA IN CREDIT INSURANCE
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Subsidies

Subsidies are payments by governments to producers and sellers,reducing the

price of goods and services granted subsidies.This should encourage consumers

to buy domestic produce in preference to imports.Subsidies to domestic

producers and special subsidies paid to exports,sometimes called bounties ,

premiums or rebates ,are also used as weapons in trade warfare.The most

important system of subsidies linked to export rebates is the Common Agricultural

Policy (CAP)of the European Community.

Dumping

Dumping is the selling of goods at artificially low prices and is harmful to trade

relations.Progress in the Uruguay Round of the GATT is being hindered by deep

disagreements over the subsidised exports of agricultural products,with

commercial producers claming that they are being displaced from markets by

dumped produce from the EC.

Voluntary restraint agreement

The voluntary restraint agreement and voluntary export restraint (VRA and VER)

are agreements that only a certain share of the market shall be taken by foreign

goods.They are a very popular method of excluding disruptive imports.A VER is

simply a trade agreement between two countries whereby one ‘voluntarily ’

agrees to restrict,to a specified amount,the value of its exports to the other,in

return for a similar restriction.These ‘non-tariff ’barriers have become an

increasingly common method of protection since the 1970s.As they are covertly

protective they are difficult to remove by international agreements.Some

examples of the type of agreements which exists are:

•health and safety standards

•government contracts awarded in favour of domestic producers

•complex and excessive custom formalities

•import deposit schemes,where importers have to place an advance deposit

with the authorities before goods can be exported.

Responsibility for administering a VER lies with the exporting country.The exporter

agrees to this sort of managed trade because there is the implicit threat of other

restrictions being placed on market access if no agreement is forthcoming.The

exporter then sells the most expensive of his product line (if this is allowed)and

achieves high margins on the smaller volume sold,but the consumer always

suffers.Apart from the well-known example of Japanese cars being more

expensive than they should be in the UK and a rarity in Italy,there is the much

more serious exclusion of Third World textiles from Northern markets through

‘voluntary ’agreements made with extremely weak economies by richer and more

powerful states.

Activity

1 Explain how

administrative

delays and

currency controls

are used to restrict

trade.

2 Explain the

difference between

a tariff and a quota.

3 Explain what an

embargo is and

why it is seldom

used today.

4 What is a subsidy?

Identify the

drawbacks of using

subsidies.

5 What is a voluntary

export restraint?

Explain how it is

used and how it

differs from a quota..42 IPCIS EAST LONDON BUSINESS SCHOOL
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5.5 The General Agreement on Tariffs and Trade

(GATT)

GATT was a treaty designed to promote free trade by reducing both tariff and

non-tariff barriers to international trade.GATT was formed in 1947 by 23

nations and now has over a 100 members who meet at regular intervals to

negotiate reductions in trade restrictions.Success in GATT ’s early years began to

wane in the 1980s.The three principles at the heart of GATT are:

Multilateral bargaining

Multilateral bargaining implies that member A agrees to reduce restrictions on

imports from member B provided that B simultaneously offers comparable

concessions to A.

Most favoured nation

The ‘most favored nation ’rule implies that any reductions in trade made by A

and B are automatically extended to all other GATT members.

Resolution of trade disputes

Resolution of trade disputes between member countries should take place by

reference to GATT rules.

Other important features include:

•a range of exemptions that permit the use of trade restrictions to support

agriculture and protect industries experiencing short-term difficulties due to

such practices as ‘dumping ’

•special arrangements for developing countries

•provisions permitting the formation of trading blocs such as the European

Community.

Activity

What is the General

Agreement on Tariffs

and Trade (GATT)?

5.6 The Uruguay round of negotiation

GATT liberalisation operates through a series of negotiated ‘rounds ’ between the

GATT members within 40 years.There have been eight rounds since the

inception of GATT.The Uruguay round began in Punta del Este,Uruguay,and

took seven years to complete.The first six years were mostly concerned with the

reduction of tariffs.The seventh,the ‘Tokyo round ’was more complex,

addressing such problems as non-tariff protection.One main accomplishment of

the Uruguay round is that it made significant progress in reducing trade barriers

by revising and updating the 1947 GATT.

The three other accomplishments are the agreements on:

•services,called the General Agreement on Trade in Services (GATS)

•international trade in intellectual property

•agricultural subsidies,which previously remained outside GATT provisions.

Activity

1 What was the

Uruguay round?

2 What were its main

accomplishments?.43 IPCIS DIPLOMA IN CREDIT INSURANCE
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World Trade Organisation (WTO)

One of the key issues achieved by the Uruguay round was the creation of the

World Trade Organisation (WTO)on 1 January 1995.WTO is the only

international organisation regulating trade between nations through various

agreements between member nations to maintain fair and open trade policies.

The three main goals of the WTO are to help free trade,negotiate opening of

markets,and to settle trade disputes.The WTO plays a critical role in dispute

settlement,dumping,subsidies and environmental issues.

Activity

1 What is the World

Trade Organisation

(WTO)?Describe

how the WTO

settles trade

disputes.

2 Do you think that the

WTO should have

the power to dictate

the trade policies of

individual nations

and punish them if

they do not

comply?Explain the

reasons for your

answer.

5.7 The new protectionism

The growth in range and use of non-tariff trade restrictions since the 1970s is

sometimes referred to as the ‘new protectionism ’.There are several reasons for

this growth:

•GATT succeeded in reducing the main form of protection,the tariff.Countries

have attempted to bypass this by using new types of trade restrictions,outside

GATT rules.

•World economic growth in the 1950s and 1960s was steady and

sustained.However,after this period,economic growth was broken by

several periods of world recession.The resulting level of rising unemployment

led governments to promote economic growth by restricting imports.

•Mature industrialised countries were exposed to rising levels of manufactured

exports from Japan and the newly industrialised countries.

•Countries such as the USA experienced a shift in comparative advantage in

favour of service industries.As trade in services had always been subject to

many restrictions,countries trying to export services felt less inhibited about

restricting manufactured imports.

The main instrument in the new protectionism has been the voluntary export

restraint (VER).The VER has a number of practical advantages:

•it can be negotiated for a specific period

•it is flexible,requires no legislation and can be revised and

re-negotiated

•it can be targeted at a particular exporting country.

Key Points

Many arguments support protectionism,but all forms of protection suffer from

the disadvantage of potential retaliation from trading partners.There are a

number of different trade barriers.Tariffs are often introduced to maintain jobs

and protect infant industries within a country,but they are normally inefficient

in achieving such objectives.This consequently leads to high import prices.

Non-tariff barriers provide other means of protecting domestic industries and

have spread throughout the world economy.However,non-tariff barriers can

also lead to economic inefficiency..44 IPCIS EAST LONDON BUSINESS SCHOOL
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Activity

Answer all the multiple choice questions without

reference to the tutor notes.When you have

completed the test,check your answers by going

through the material in this section again.If you

achieved a mark lower than 70%,work through the

test again,making notes of your mistakes until you

achieve 70%or more.

1 Governments may impose trade for all the

following reasons except:

(a)to protect national security

(b)to gain influence over other nations

(c)to respond to other nation ’s fair trade

practices

(d)to protect jobs.

2 Which of the following is false:

(a)governments intervene in markets to ensure

access to a domestic supply of certain items

in the event that war could restrict their

availability

(b)industries considered essential to national

security often receive government-sponsored

protection

(c)governments may intervene to protect both

imports and exports

(d)it is difficult to make the case to protect

industries in order to preserve national

security?

3 Which of these statements is NOT associated

with the infant industry argument:

(a)governments are required to distinguish

between industries that are worth protecting

and those that are not

(b)it can cause domestic companies to become

overly innovative

(c)once protection of an industry is given,it can

be politically difficult to eliminate

(d)protection can do more economic harm than

good?

4 Financial assistance to domestic producers in the

form of cash payments,low-interest loans,tax

breaks or product price supports is called:

(a)export financing

(b)an embargo

(c)a subsidy

(d)a tariff.

5 The most common tariff used today is the

__________tariff:

(a)import

(b)export

(c)transit

(d)government.

6 Which of these explains why a government

imposes import quotas:

(a)to maintain adequate supply of a product in

the home market

(b)to force the companies of other nations to

compete against one another

(c)to restrict supply on world markets,thereby

increasing the international price of the goods

(d)all of the above?

7 A quota that a nation imposes on its exports,

usually at the request of another nation,is referred

to as:

(a)an embargo

(b)a tariff-quota

(c)a tariff

(d)a voluntary export restraint.

8 Deliberately understaffing customs offices to cause

time delays,requiring special licenses that take a

long time to obtain and requiring air carriers to

land at inconvenient airports are all examples of:

(a)time delays

(b)local bureaucracy

(c)state-mandated bureaucracy designed to

frustrate large MNCs

(d)administrative delays.

9 GATT concessions apply to all countries (with a

few exceptions)under a clause known as

_________,which means that a country ’s most

favourable trade concessions must apply to all

trading partners:

(a)less-favoured-nation

(b)most-favoured nation

(c)absolute advantage

(d)comparative advantage.

10 Which of the following organisations handles

trade disputes between countries:

(a)the World Trade Organisation

(b)the United Nations

(c)NAFTA

(d)the European Union?.45 IPCIS DIPLOMA IN CREDIT INSURANCE
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6 MULTINATIONALS AND FOREIGN DIRECT

INVESTMENT

6.1 Introduction

In this section we will examine the characteristics of the multinational corporation

(MNC),which are also sometimes referred to as multinational enterprises (MNE).

We will examine their impact on the global economy and then look at the

rationale for the development of the multinational firm.We will see how that

rationale has changed with the shift in emphasis from the multinational to the

transnational corporation.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:pp.36 –59.

6.Foreign direct investment (FDI)

Foreign direct investment is the full or partial ownership of an enterprise located

in one country by investors located in another country.Commonly,the foreign

direct investor has enough ownership of the foreign enterprise to exercise a

degree of managerial control.FDI is a distinctive feature of the multinational

corporation.The most attractive areas for FDI are South East Asia and Europe.

The FDI decision is a complex process that is influenced by supply,demand,

political and other factors:

•Supply factors include production costs,distribution costs,availability of

natural resources,and access to key technology.

•Demand factors include marketing advantages,preservation of brand names

and trademarks,and customer mobility.

•Political factors include the avoidance of trade barriers and economic

development incentives.

•Other factors include the role of management,motives of the organisation,

saturation of the home market,intense rivalry to follow other firms,and the

international product life cycle.

A theory of FDI needs to address the following issues:

•How can direct investing firms compete successfully with local firms in a host

country?

•Why do firms choose to enter host countries as direct investors in production

rather than as exporters or licensers?

•What determines where firms invest abroad?

6.3 Characteristics of the multinational corporation

We have already noted that an important aspect of globalisation has been the

market dominance of the multinational corporation.Trade and finance have

always been international and there are many interesting examples of early MNCs..46 IPCIS EAST LONDON BUSINESS SCHOOL
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Kikkoman,the Japanese soy sauce manufacturer,established a factory in Denver in

the 1890s to supply the Chinese workers on the expanding US rail network.The

British American Tobacco Corporation had established itself in China by 1914

and employed 25,000 Chinese workers by 1920.The company invested in

cinemas and the film industry in China in the 1920s,not only to sell cigarettes and

tobacco at cinema outlets,but also to feature cigarette smoking in all their films to

promote sales.It was not until the post-war period that the large American

conglomerate – with its divisionalised structure – was attracted to expanding

European markets.While Europe initially provided an open door to American

investment,later protectionist policies set up by the then European Economic

Community accelerated the growth of American subsidiaries in Europe.Japanese

firms have also invested in both Europe and the USA for the same reasons.

A multinational may be identified by the following characteristics:

•MNCs have their headquarters and operations in one country and

operations in one or more other countries.A true MNC has FDI,overseas

operations and a substantial management presence overseas.

•MNCs tend to draw upon a large pool of shared resources.

•Generally,the various operations tend to be linked by an overall strategic

plan.

•Many MNCs tend to be large and operate in oligopolistic industry structures,

e.g.,automobiles,banking,insurance,oil,pharmaceuticals,etc.

While they tend to be highly diversified,multinationals tend to be concentrated in

oligopolistic industries –those dominated by a few large companies,where the

general pattern of competition is through expensive product development and

promotional strategies.The multinational corporation is able to draw upon a

world-wide pool of skilled labour and exploit the advantages of centralised

control and R&D functions.Business empires are thus based around a centrally

planned global strategy.The economic and political dominance of

multinationals means that they have been viewed as a key device in the diffusion

of management ideas and methods.Developments in transportation and

electronic communications have enhanced greatly the MNCs ’ capability for the

control of global operations.

A number of changes have been charted in the development of multinationals.

The USA still dominates in terms of the number of firms but it has been joined by

the expansion of the Japanese and European multinational.Indeed 86%of the

world ’s 500 largest MNCs originate from the USA,the EU or Japan.As Table

6.1 shows,the large Japanese conglomerates dominate in terms of sales value.

Activity

Discover and identify

the main characteristics

of multinationals in the

credit insurance and

surety industries.

6.4 MNCs and the global economy

The multinational has had a significant impact on national economies in a variety of

ways.Many multinational companies are large enough to control much of the

global production,global resources and global money flows.Table 6.1 shows that

if we equate GDP with sales,10 of the world ’s largest economic entities are

companies.If the list included measures of market capitalisation,then Microsoft

would feature at $200bn.Such tables raise a number of issues about the relative

power of corporations and nation states and the impact that the former can have on

the latter.Some commentators have noted that while,in most cases,governments are

accountable to their electorate,multinationals are accountable,if at all,to only their

most powerful global shareholders..47 IPCIS DIPLOMA IN CREDIT INSURANCE

SUBJECT 1 SUBJECT 1 INTERNATIONAL BUSINESS AND MARKET OPERATIONS

Table 6.1 The world ’s top 40 economic entities in 1995

Country listed by GDP.Company listed by sales value.

Rank Economic entity US$bn

1 USA 7100

2 Japan 4964

3 Germany 2252

4 France 1451

5 United Kingdom 1095

6 Italy 1088

7 China 745

8 Brazil 580

9 Canada 574

10 Spain 534

11 South Korea 435

12 Netherlands 371

13 Australia 338

14 Russia 332

15 India 320

16 Mexico 305

17 Switzerland 286

18 Argentina 278

19 Taiwan 260

20 Belgium 251

Rank Economic entity US$bn

21 Austria 217

22 Sweden 210

23 Indonesia 190

24 Mitsubishi (Japan)184

25 Mitsui (Japan)181

26 Itochu (Japan)169

27 Turkey 169

28 General Motors (USA)169

29 Sumitomo (Japan)168

30 Marubeni (Japan)161

31 Thailand 160

32 Denmark 156

33 Hong Kong 142

34 Ford Motor (USA)137

35 Norway 136

36 Saudi Arabia 134

37 South Africa 131

38 Toyota (Japan)111

39 Exxon (USA)110

40 Royal Dutch/Shell

(Netherlands/UK)110

Source:Observer ,8 March 1998

6.5 Rationale for the development of MNCs

A number of reasons can be given for the growth of the number of MNCs in the

world economy.Many of these factors operate together.For example,the

growth of multinational activity in China is both a product of access to a

potentially large market and to cheap labour.The following points identify the

main reasons.

•Expansion overseas enables firms to protect themselves against the cyclical

problems of national economies.The early expansion of US firms such as Esso

and General Motors overseas was both a product of recession and a

saturated home market..48 IPCIS EAST LONDON BUSINESS SCHOOL
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•The traditional motivation for multinational growth was associated with

accessing both the supply of raw materials and new markets.Through vertical

integration and the acquisition of firms further down the supply chain,key

supplies could be secured for both domestic and overseas operations.The

growing investments in process and product technologies meant that home

markets were too small and overseas expansion was imperative to exploit

economies of scale.Large markets are particularly attractive,hence the

amount of FDI in the USA and the EU.

•MNC expansion – particularly through mergers,,acquisitions and joint

ventures – was also seen as protection against competition..Such

collaborations gave access to both expanded markets and economies of

scale.

•Any expansion offers the potential for the exploitation of economies of scale.

•A major motivation was the need to reduce costs.Favoured locations gave

access not only to low-cost materials,but also low-cost labour,low-cost rents

and low rates of corporate taxation.The expansion of multinational

manufacturers in Thailand and Indonesia has been to transfer labour-intensive

activities to low-cost labour markets.Part of the attractiveness of Singapore to

overseas firms was the availability of government-built factory shells,

government rent subsidies and favourable tax rates.

•Overseas location is often motivated by the need to overcome import controls

and tariff barriers.Under EU law,firms operating within an EU country,

irrespective of their origin are classed as an EU producer and therefore not

subject to import restrictions.This resulted in large numbers of US and

Japanese firms locating operations within the EU.

•The expansion of multinationals has been facilitated by mechanisms to assist

control.These have included such structural developments as divisions and

profit centres and by developments in transport and electronic

communications.

Activity

What are the key drivers

for going multinational?

Which of these drivers

are particularly relevant

to the credit insurance

and surety industries?

6.6 From multinational to transnational

In the last 10 years or so,writers have used the term transnational corporation

rather than MNC to reflect the changes brought about by globalisation.

Bartlett and Ghoshal (Transnational Management,1995)see the transnational

as part of a development involving a number of stages as indicated below.

1The international stage is typified by a focus on a home base and the growth

of exports.

2 In the multinational stage,export markets continue to grow and the firm

establishes operations outside the home country.

3 The global stage is typified by increased competition and the expansion of

operations.The need arises for an integrated global strategy.Costs become

the major consideration and operations are switched to locations offering

cost advantages,e.g.,low-cost labour markets or other advantages.

4 At the transnational stage a number of factors emerge:

•Firms are neither centralised nor decentralised but gain competitive

advantage from both the integration of global resources to achieve

economies of scale and from flexibility and the capability to respond to

local market needs,i.e.operating both globally and locally..49 IPCIS DIPLOMA IN CREDIT INSURANCE
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•Cross-border operation becomes a necessity for survival as high-volume

sales become essential to recover investment costs,particularly those

associated with shorter product life cycles.

•Strategies move away from the focus on a single issue of market,supply

or cost to embrace a mixture of motives.Low-cost operation in cheap

labour economies may be pursued for mass-market goods,whereas

accessing skill and knowledge may be more significant with more

complex,high value-added products.LG,the Korean electronics firm

uses South East Asian locations for its mass-market products such as

televisions and video recorders.The same firm uses its US operations,and

the experience of its subsidiaries,such as Zenith,to develop more

advanced products.High-cost start-up operations in such countries as

China can be offset by more profitable ventures elsewhere.

•Transnational companies are associated with a corresponding growth in

joint ventures and alliances.These enable the transnational corporation to

share costs,access new markets,share expertise and knowledge and

create synergies (more detail is provided in Section 10).In this way

transnational companies create highly interdependent networks of resources.

•A transnational mentality emerges based around a corporate rather than

a national culture.

Not everyone is happy with a distinction between a multinational and a

transnational corporation.Bartlett and Ghoshal add to the confusion by using the

term ‘multinational ’ as a stage in the development of the transnational company..A

better term may be ‘multi-domestic ’.Stages 2 to 4 of the above model may then be

reviewed as depicting different forms of multinational corporation.

Activity

To what extent is the

transnational company

a distinctively different

form of multinational?Is

this model applicable

to your industry?

6.7 MNCs and the Third World

Much has been written about the impact of the multinational corporation on the

economy of Third World countries.While involvement in the Third World is achieved

with the co-operation of host governments,leads to an influx of capital,provides

local employment and improves the balance of payments,there are considerable

problems involved.These include the exploitation of natural resources,allegations of

bribery and corruption,the expatriation of profits,price speculation,the tendency of

multinationals to move both capital and financial assets to gain the most favourable

tax and exchange rate advantages,and so on.In general,Third World economies

become dominated by companies whose primary aim is the maximisation of profit,

when those countries might benefit more from a planned,local approach to

development.Such issues relate to the accountability of multinational firms and have

much in common with the anti-globalisation lobby described in Section 2.

Key Points

In this section we have defined foreign direct investment and the associated

characteristics of the multinational corporation.We examined the key role played

by MNCs in the global economy and the main reasons for their existence.We

argued that,with globalisation,the role of the MNC has shifted from the exploita-

tion of cost advantages to incorporate a more complex set of strategies,including

the emergence of joint ventures as an important form of organisation.This form of

company is often called a ‘transnational ’,where it could be argued that the

primary allegiance is to company rather than country of origin..50 IPCIS EAST LONDON BUSINESS SCHOOL
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7 INTERNATIONAL ECONOMIC INTEGRATION

7.1 Introduction

At the end of this section you should be able to:

•explain the forms of international economic integration

•identify the features of the integration process

•understand the process of economic integration

•understand the effects of regional economic integration on international

business

•examine the costs and benefits of economic integration arrangements

•understand the economic of trade blocs

•understand other aspects of integration.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000).International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapter 4,

pp.95 –122.

Unit two (ICS102)has examined the effects of tax or restrictions on imports

regardless of country of origin.However,some import barriers are meant to

discriminate.Therefore,regional economic integration can be viewed in terms of

a hierarchy of arrangements which extend from the preferential tariff agreement

to the free trade area,the customs union,the common market and,in the extreme

case,the economic union and political union.The latter is now frequently

described as economic and monetary union.The European Union (EU)has done

just that,allowing free trade between members while restricting imports from

other countries.

While international economic integration is not a new phenomenon,there is no

evidence of the term being used in economic analysis prior to 1942.The

formation and development of regional trade blocs is becoming an increasingly

significant feature of the international business environment.Such blocs are

formed by groups of countries aiming to increase the benefits from trade by

eliminating or reducing trade barriers to the free flow of goods and services

across their national borders.However,at this early stage,a clear distinction

needs to be made between the overall international economic integration via the

General Agreement on Tariffs and Trade (GATT)and regional integration.

Economic integration involves the establishment of transnational rules and

regulations that enhance economic trade and co-operation among nations.

The concept of economic integration is attractive,but there are many

implementation problems.For example,in order to form an economic union,the

participants have to surrender some of their individual economic power,such as

the authority to set tariffs and quotas.Complete integration requires a common

currency or permanently fixed exchange rates;neither is easy to initiate or

maintain.

Activity

What is the ultimate

goal of regional

economic integration?.51 IPCIS DIPLOMA IN CREDIT INSURANCE

SUBJECT 1 SUBJECT 1 INTERNATIONAL BUSINESS AND MARKET OPERATIONS

7.Effects on international business

Regional economic integration has many effects on international firms.It affects

decisions on where to locate production and which markets to serve,the choice

of entry strategy,and how to deal with competition.Many international firms

have developed regional strategies to deal with these new regional markets;they

often see it as important to have a base within a regional bloc to serve its

markets.In this way,trade blocs have acted as an impetus for foreign direct

investment (FDI)by international firms outside the bloc;they have also led to

increased merger and acquisition activity,joint ventures and strategic alliances –

both by countries already located within participating countries,and as a means

of entry to these markets for firms located outside it.

For the international firms,regional blocs offer many opportunities arising from

larger tariff-free markets and the potential for more efficient use of resources.For

companies within the bloc there is an increased risk from the changed

competitive environment;the home market is now expanded to include other

participating countries,and there is no longer protection from more efficient

producers through tariffs.For companies outside the bloc,the emergence of

common external tariffs may present additional risks to existing business activities

or require a redesign of strategies to deal with changed conditions.The result

may well be increased FDI,in order to have a base within the bloc which can

serve its markets and avoid tariffs.

All companies doing business in countries participating in a new regional bloc

may well find it necessary to conduct a review of their operations.The agenda

could include the following items:

•consideration of how business is organised within the bloc,and awareness of

ongoing business practice

•the location and staffing of the corporate headquarters

•distribution and transport arrangements

•considerations concerning the size and location of manufacturing plants and

warehouses

•marketing networks

•the scope for joint ventures,mergers,acquisitions and cross-border strategic

alliances.

Activity

Select a multinational

company and discuss

the influence of regional

trading blocs on its

international business

activities.Analyse how

the company is taking

advantage of trading

bloc(s)of which its home

country is a part.Then

investigate how the

company is adapting in

other countries that

belong to trading blocs

of which its home

country is not a part.

7.3 Levels of economic integration

Regional economic integration has become very important over the last decade.

More than 30 regional groupings are estimated to be in existence;ten each in

Americas and Africa,five in Asia,four in the Middle East and three in Europe.

The different forms of such trading blocs vary from the least to most integrative

structure,they are the free trade area,the customs union,the common market,the

economic union,and the political union.

Free trade area

When countries form a free trade area they dismantle tariffs,quotas and other

barriers to trade between them;each participating country retains autonomy in its

trading arrangements with countries outside the free trade group,and is free to

impose or reduce restrictions on trade with such countries independently.The free.52 IPCIS EAST LONDON BUSINESS SCHOOL
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trade area is the loosest form of regional economic integration,as it applies only

to trade in goods and services;indeed,it may only apply to certain categories of

goods or services,with others being exempt from the agreement.Until recently

the best known example was the European Free Trade Area (EFTA);however,

most of its members have now joined the EU or made bridging arrangements

with it.Currently the major example of a free trade area is the North American

Free Trade Agreement (NAFTA).

Customs union

A customs union goes one stage further than a free trade area in terms of

economic integration;in this case there is a common external tariff (CET),

whereby member countries adopt common trade policies with respect to non-

member countries.For companies located in countries outside the bloc,this

means that all restrictions are therefore the same,no matter which country in

participating group they are trading with.In addition,customs unions operate as

a bloc in trade negotiations –not as individual countries,as the members of a

free trade area would do.Thus the EU,which has a CET,negotiates as a bloc in

international trade discussions whereas the EFTA countries previously negotiated

separately.

None of the regional integration groups in existence today has been formed for

the purpose of creating a customs union;many of them have sought greater

integration in the form of a common market or economic union.However,

because of the difficulty of attaining this degree of integration,some have

effectively settled for a customs union.The Caribbean Community and the

Andean Pact are two examples.There are three conditions that make for greater

gains from a customs union:

1 a more elastic import demand

2 a greater difference between the home country costs and partner-country

costs

3 a smaller difference between the partner-country and the outside world costs.

So the best trade-creating case is one with a highly elastic import demand,high

pre-union tariffs and costs that are almost as low somewhere within the union as

in the outside world.Conversely,the worst trade-diverting case is one with

inelastic import demands and high costs throughout the new customs union.

Historical perspective can give an insight into these effects,although there are no

simple answers.The European Union appears to be most successful between

countries featured in two-way trade in modern luxury-good manufacturers rather

than trade featuring agricultural products.It is possible that gains are actually

largest in unions among major industrial countries which would explain the

survival of the EU and EFTA,and the formation of the Canada –USA free-trade

area.Both the demand for and supply of agricultural products are inelastic.

Therefore,little new trade would be created by a customs union featuring

agricultural products.With modern manufactures,on the other hand,demand

curves are more elastic.Furthermore,intra-industry trade allows previously

competitive countries to reap large gains from specialisation.

Some economists have thought that the net gains are especially large if the

nations joining together are ‘large ’,in the sense that their union causes a great

jump in the share of world manufacturing production within the union.These.53 IPCIS DIPLOMA IN CREDIT INSURANCE
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economists reason that the larger the jump in union size,the greater the chance

that the world ’s lowest-cost producers in each industrial market will be captured

and given a much wider market in which to work.If this is true,the largest gains

could be reaped if the EU,North America and Japan were to form a vast trade

bloc,or even if they just agree to virtually free trade in GATT negotiations.

However,what would this do to the Third World exporters of manufactures?For

the present,a good economic hunch is that the case for forming trade blocs will

always look strongest among high-income industrial countries,especially ones

starting from high initial trade barriers.

Common market

A common market is a customs union with the addition of freedom to transfer

resources,such as people and capital,across the border of member countries.

The intention is that these resources will then be employed in the most efficient

way within the bloc,thereby increasing the prosperity of member countries.

Economic union

Economic union takes the common market one stage further,by requiring the

integration or harmonisation of economic policies throughout member countries,

in addition to the free movement of goods,services and resources.This means

that participating countries pursue identical or harmonised policies in core

economic areas – particularly with respect to fiscal and monetary management,,

tax rates and interest rates,as well as policies affecting competition and industry.

Full economic union requires a common currency,as well as supranational

economic policy-making bodies whose authority supercedes that of national

bodies.Steps towards economic union were the focus of Maastricht Treaty

signed in 1991,and since then have been under the active discussion in the EU.

Political union

Political union involves economic and political integration whereby countries co-

ordinate aspects of their economic and political systems.A political union

requires member nations to accept a common stance on economic and political

policies regarding non-member nations.Nations are allowed a degree of

freedom in setting certain political and economic policies within their territories.

Activity

What are the five levels

or degrees of regional

integration?Briefly

describe each one.

7.4 Costs and benefits of economic integration

The effects of economic integration agreements on people,jobs,companies,

culture and living standards spark debate.A number of arguments surround the

expected effects of increased economic integration,and are usually divided into

two types:static and dynamic.The static effects have an impact on the use of

resources within the bloc,while the dynamic effects are changes in the economic

structure of participating countries and of the bloc as a whole.

Static effects

The major static effects are categorised as trade creation,trade diversion,and

changes in the productivity of resources within participating countries..54 IPCIS EAST LONDON BUSINESS SCHOOL
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Trade creation

Trade creation is usually defined as a substitution of higher-cost sources of supply

for lower-cost sources.When tariffs are eliminated within the bloc,companies

and consumers have the opportunity to buy goods and services from lower-cost

producers in the bloc,whereas before the formation of the bloc,such producers ’

prices would have been higher than those of domestic producers because of

protective tariffs or other restrictions.In this way,efficiency is encouraged and

trade flows are expected to increase within the bloc,previously prevented by

restrictive barriers.

Trade diversion

Regional economic integration may also lead to trade diversion.This is the opposite

of trade creation,and is defined as the substitution of lower-cost resources of supply

for higher-cost sources.Barriers are removed only for trade among the group of

countries participating in the bloc;a CET or other barriers are applied to imports

from non-participating countries.Such barriers may not increase the relative cost of

goods from producers outside the bloc,because their price has a CET added to it,

whereas otherwise higher-cost producers within the bloc are more competitive

because of the removal of tariffs.Thus tariffs may prevent the most efficient producers

selling their products within a regional bloc,and producers within the bloc are

artificially protected from such competition.It is these aspects of trade creation that

cause concern about new forms of protectionism arising from the growth in regional

economic integration.When the EU decided to complete its common market,fears

were expressed that trade diversion would increase,with producers in non-member

countries no longer able to compete with companies located within it.The phrase

‘Fortress Europe ’was often used to express these fears.

Increased resource productivity

The formation of a common market enables resources to be transferred freely

across national borders.This means that resources can potentially flow to those

areas where they are used most productively,and so will be used in the most

efficient way possible by companies within the bloc,increasing productivity.

Dynamic effects

The main dynamic effects are economies of scale,both internal and external;

increased competition;and effects on the terms of trade.

Economies of scale

Internal economies of scale –those aspects of increasing size which leads to a

lowering of unit costs for individual firms –are expected to arise from regional

economic integration,because firms have access to a larger tariff-free market.

This induces individual firms to grow in size,expanding production to meet the

demands of the newly available market and achieving scale economies in the

process.More firms should also be able to achieve their minimum efficient scale

more quickly.Such benefits are particularly marked where the individual

countries of a bloc have small domestic markets;without the larger market the

bloc provides,such countries cannot support the size of plant necessary to make

economies of scale and thus achieve low-cost production.Various regional

integration effects in Latin America,where many countries have relatively small

populations,have this as their aim..55 IPCIS DIPLOMA IN CREDIT INSURANCE
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External economies of scale refer to cost savings that a particular firm may

achieve through the expansion of the industry of economy of which it is a part.

External economies can arise in a number of ways,including improved

technology,the emergency of new suppliers,and improvements in economic

infrastructure such as transport networks and communications.

Competitive benefits

Regional economic integration may also affect the economic structure of

participating economies more directly,by altering the nature of the competitive

environment for both home-based and international companies.Regional

economic integration usually intensifies competition,by opening previously

protected markets to competitors from other member countries,and by fostering

the establishment of new firms in various industries,again reducing costs and

encouraging the efficient use of resources in production as a competitive

weapon.

Activity

1 Identify three

potential benefits

and three potential

drawbacks of

regional economic

integration.

2 Explain the

difference between

trade creation and

trade diversion.

Why are these two

concepts important?

7.5 Protectionism between trade blocs

With the advent of regional trading blocs,the emergence of a new nationalism

and an increased competition between nations,there is a growing concern over

a new protectionism.Job losses,the social disruptions of the uncoupling of

manual employment from manufacturing production in advanced economies,

and inclinations to protect natural factor endowments (e.g.,oil)provide strong

incentives for governments and firms to use nationalist emotions.Calls for

protection or shelter may come from firms who are not automating at the same

rate as global competitors.

External concern regarding the Single European Market is often referred to as

‘Fortress Europe ’.Many people fear European regulations will favour European

companies and exclude foreign,especially US and Japanese,companies.

Although that does not seem to be the case so far,some MNEs are adopting a

variety of strategies to reserve a place in Europe.Some large MNEs,such as

Ford,Coca-Cola and IBM are more European in terms of their geographical

spread than many European companies are.The medium-sized companies

currently operating in Europe are taking part in the merger-and-acquisition wave

to expand their size and market share.Any that serve Europe merely through

exports are establishing offices there in order to have a physical presence within

the market.

Activity

Read the following

statement.Do you

agree with it?Explain

your answer.

“Regional trading blocs

hurt the world economy

because they isolate

countries and increase

competition between

member and non-

member countries.”

7.6 The Triad and international business

Over 50%of world GNP,over 85%of competitors in consumer electronics and

the bulk of the world ’s converging global consumers are in the Triad of the

Pacific Rim (particularly Japan),the EU and NAFTA.Globalisation has forced

companies to launch the same products,at the same time,into each corner of

the Triad.The Triad is full of sophisticated consumers,with similar tastes,lifestyles

and disposable incomes.The penetration of this sophisticated consumer market

allows huge economies of scale and scope to be achieved quickly,thereby

gaining cost efficiencies and rapid capital payback from large R&D outlays.In

practice this notion of parallel penetration has proved far more difficult to

implement despite the claims of a borderless world.The Triad is clearly a crucial

market for any serious global player.However,it is highly competitive,.56 IPCIS EAST LONDON BUSINESS SCHOOL
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consumers are demanding and regulations can be tight.Economists like Porter

would be ecstatic if firms entered these racy markets,making them slimmer,fitter

and more innovative.Many commentators see the European market as a

commercial battleground between not only the Europeans but also America and

Japan.

By 1989,US direct investment in Europe was $150bn,well ahead of Japan,

which –although substantially smaller at $54bn –is nevertheless rising at a

rapid rate.As mentioned above,the Japanese in particular have been relentless

in their perseverance against a spectrum of hurdles ranging from quotas,

dumping charges,government-subsidised research institutions,high exchange

rates,and so on.They have systematically forged strategic alliances with

companies that are short of cash and hungry for technology.When local

production was required,they launched investments in plants,sometimes from

scratch.And most recently they have been buying large chunks of companies,

from clothing makers such as Laura Ashley and Hugo Boss to Germany ’s

construction-gear maker Hanomag.They have also worked at becoming good

‘corporate citizens ’,funding soccer teams,university chairs,and museums and

art galleries across Europe.

In other words,whatever it takes.At individual company level,Japanese firms are

using Europe to establish a global presence.Toshiba,for example,manufactures

60%of its European laptop computers in the German province of Bavaria.On

an even larger scale,the sole production source for Nissan ’s Micras sold in

Europe is located in Sunderland in the UK,replacing direct exports from Japan.

A corollary of this build up of non-EU country and company activity within and

around the EU has been the almost inevitable backlash against its implications –

the emerging threat of protectionism.

Activity

Regional economic

integration has not been

as successful in Africa as

it has been in Europe or

North America.Certain

groups of countries,

particularly in Africa,are

far less economically

developed than other

regions such as Europe

and North America.

What do you think will

be the future of regional

economic integration in

Africa?What sort of

integration arrangement

do you think developed

countries could create

with less developed

nations to improve living

standards?Be as specific

as you can.

7.7 Persistence of non-tariff barriers

Analysts evaluating the Uruguay round of the GATT talks have noted an

extraordinary paradox.Countries long chided by the world ’s main economic

powers for not freeing up trade are now rushing to embrace liberal business

policies based around open markets and respect for international law.Against

this background there has been a demonstrable lack of commitment to such

processes by Europe,Japan and the US,which collectively account for over

50%of world exports.However,it should not be assumed that trade barriers

have ceased to exist within the European Union.The complexity and number of

standards which have developed in each member country over time cannot be

eliminated or harmonised overnight.The annual cost to business of internal trade

barriers has been estimated by the European Commission to be around $12bn.

No matter how vigilant governments are in accepting new directives and

monitoring their implementation,such conflicts are likely to persist.There are more

than 100,000 technical barriers that prevent standardised products being sold

on a pan-European basis.Moreover,in less developed countries the infant

industry argument was the main reason put forward for economic union.With

such protection,new firms eventually cut their costs through economies of scale,

external economies and learning by doing,until they can compete

internationally,perhaps without protection.As long as member countries can

agree on which of them are assigned to which of the infant industries,the gains

from the trade bloc could be great.For all its appeal,its practice has been

littered with failures.

Activity

1 Some people

believe that the rise

of regional trading

blocs threatens free

trade progress

made by the World

Trade Organisation

(WTO).Do you

agree?Explain your

answer.

2 It is likely that the

proliferation and

growth of regional

trading blocs will

continue into the

foreseeable future.

At what point do

you think the

integration process

will stop (if ever)?

Explain your

answer..57 IPCIS DIPLOMA IN CREDIT INSURANCE
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7.8 Examples of regional economic integration

North American Free Trade Agreement (NAFTA)

This free trade area was created in 1989 between the USA and Canada,but

has been subsequently expanded to include Mexico.NAFTA is the successor to

the USA/Canada Free Trade Agreement.Most studies of a proposed Canada –

USA free trade area have focused on Canada ’s stake in it.Canada stands to

raise its GNP by 8 to 10%,a far larger gain than any EU country has even

achieved from the common market so far.More than half of Canada ’s

prospective gain comes from the opening of US markets,rather than from

Canada ’s own removal of trade barriers.The importance of better access to US

markets seems especially valid in studies that judge there to be economies of

scale to be repeated by Canadian industry when faced with a much bigger

market.Global liberalisation under the GATT approach would have done less to

give Canada foreign markets,given the dominant importance of selling to the

USA.NAFTA,which became effective in January 1994,seeks to eliminate most

tariffs and non-tariff trade barriers on most goods originating from North America

by the year 2008.NAFTA calls for liberalised rules regarding government

procurement practices,the granting of subsidies,and the imposition of

countervailing duties.Other provisions deal with trade in services,intellectual

property rights,and standards of health,safety and the environment.Between

1993 and 2000,trade among the three nations increased markedly,with the

greatest gains occurring between Mexico and the USA.However,the

agreement ’s effect on employment and wages is not easy to determine.

European Free Trade Association (EFTA)

As a reaction to the formation of the EEC,several nations of Western Europe

formed EFTA in 1960.It consisted of Denmark,Norway,Sweden,Austria,

Switzerland,Portugal,Finland,Iceland,Liechtenstein and the United Kingdom.

EFTA is a free trade area with reciprocal free trade agreement (excluding

agriculture)with the European Union.Also closely tied in to European Community

via European Economic Area Agreement.The EFTA was looser and less binding

than the EEC in four respects.First,it allowed each nation to keep its own

separate tariff rates on goods and services from outside the area.Second,it was

not geographically compact,and was likely to suffer higher transport costs.

Third,the external tariffs of the members were already low,suggesting little effect

from forming EFTA.Finally,on the positive side they steered clear of developing a

common agricultural policy.All these dimensions of looseness would lead us to

expect that the effect of forming EFTA would be small but positive.

European Community (EC)

The EC consists of Denmark,Sweden,Austria,Portugal,Finland,the Irish

Republic,Germany,France,Italy,Spain,Belgium,the Netherlands,Luxembourg,

Greece and the United Kingdom.The EC was originally called the European

Economic Community.Its initial aim was to create a common market,but the

Maastricht Treaty on European Union envisages an ultimate state of economic

and monetary union as part of the all-embracing European Union..58 IPCIS EAST LONDON BUSINESS SCHOOL
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European Coal and Steel Community (ECSC)

The ECSC consists of the same members as the EC.The ECSC was originally a

free trade area arrangement for trade in coal,iron and steel products.A

common external tariff for iron and steel was introduced at a later stage.

Council for Mutual Economic Co-operation (CMEC)

CMEC consists of USSR,Bulgaria,Cuba,Czechoslovakia,East Germany,

Hungary,Mongolia,Poland,Romania and Vietnam.CMEC ’s aim was not free

trade but rather to plan production on a joint basis and to seek a bilateral trade

balance between partners.

Gulf Co-operation Council (GCC)

The GCC consists of Bahrain,Kuwait,Oman,Qatar,Saudi Arabia and the

United Arab Emirates.The purpose of the GCC at its formation was to co-

operate with the increasingly powerful trading blocs in Europe;the EU and EFTA.

The main achievements of the GCC are in allowing citizens to travel freely

among member nations,and in allowing citizens to own land,businesses and

other property in other member nations without the need for local partners.

Southern Common Market (MERCOSUR)

MERCOSUR includes Argentina,Brazil,Paraguay and Uruguay (Bolivia and

Chile are associate members);Peru and Venezuela are interested in joining

MERCOSUR.MERCOSUR acts as a customs union and continues to make

progress on trade and investment liberalisation –emerging as the most powerful

trading bloc in Latin America.Integration is hampered by different trade agendas

and macroeconomic policy frameworks,together with the economic problems of

Argentina and Brazil.

Caribbean Community (CC)

The CC consists of Antigua,Barbados,Guyana,Jamaica,Trinidad and Tobago,

Grenada,St Lucia,St Vincent,Montserrat,St Kitt-Nevis-Anguilla and Belize.It is

a customs union which envisages possibility of full economic union at a later

stage.

Economic Community of Western African States

(ECWAS)

Consists of Benin,Burkina Faso,Cape Verde,Cote d ’Ivoire,Gambia,Ghana,

Guinea,Guinea-Bissau,Liberia,Mali,Mauritania,Niger,Nigeria,Senegal,

Sierra Leone and Togo.Similar to the CACEU (below),ECWAS is a customs

union exercise in economic integration..59 IPCIS DIPLOMA IN CREDIT INSURANCE
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Central African Monetary Union (CAMU)

Consists of Cameroon,Central Africa Republic,Chad,Congo,Equatorial

Guinea and the Gabon.CAMU is a monetary union with common currency and

union central bank.

Central African Customs and Economic Union (CACEU)

Consists of the same members of CAMU (above).The CACEU is a customs union

exercise in economic integration.

East African Community (EAC)

The EAC consists of Kenya,Tanzania and Uganda.The main problem was

agreement on which country should be the group ’s new industrial leader,and

none of the countries wanted to remain agricultural.If economies of scale and

internal economies were to be reaped,the new industrial gains would inevitably

be concentrated into one or a few industrial centres.

Central American Common Market (CACM)

The CACM consists of Costa Rica,El Salvador,Guatemala,Honduras and

Nicaragua.It was created in 1960,originally conceived as a free trade area that

would progressively develop into a customs union and then a common market.

CACM scored small victories for a decade,but disintegrated in the 1970s.

Latin American Free Trade Area (LAFTA)

LAFTA consists of Mexico and all the South American republics.It lacked binding

commitment to free internal trade and by 1969 had virtually split up into the

bilateral agreements,only nine years after its inception.

Association of South East Asian Nations (ASEAN)

Consists of Brunei,Darussalan,Indonesia,Malaysia,Philippines,Singapore and

Thailand.ASEAN is a preferential tariff agreement accompanied by programmes

of economic co-operation over a wide field,including joint production projects.

Activity

1 Choose two

regional trading

blocs.Compare

and contrast each

in terms of their

ambitions,scope,

progress,and so

on.Then evaluate

the impact that

each bloc has on

companies and

consumers in

countries belonging

to the other bloc.

2 Assume that you

represent a medical

device company

that has just

developed new

diagnostic

equipment with

strong market

potential in the EU.

List some

alternatives for

supplying to the

European market.

What are the pros

and cons of each?

Key Points

Economic integration involves agreements among countries to establish links

through the movements of goods,services and factors of production across

borders.Economic integration exercises require a decision-making structure.

Typically,this tends to take the form of a supreme body consisting of heads of

state and government that makes key strategic decisions,and a council (or

councils)of ministers,who meet more frequently to deal with specific policy issues.

The benefits derived from economic integration include trade creation,economies

of scale,improved terms of trade,the reduction of monopoly power,and im-

proved cross-cultural communication.However,the most important disadvantage

of the economic integration is that it may work to the detriment of non-members by

causing deteriorating terms of trade and trade diversion and there is no guaran-

tee that all members will share the gains from integration..60 IPCIS EAST LONDON BUSINESS SCHOOL
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Activity

Answer all the multiple choice questions without

reference to the tutor notes.When you have

completed the test,check your answers by going

through the material in this section again.If you

achieved a mark lower than 70%,work through the

test again,making notes of your mistakes until you

achieve 70%or more.

1 The process whereby countries in a geographic

region co-operate to reduce or eliminate barriers

to the international flow of products,people or

capital is called:

(a)regional economic integration

(b)regional domestication

(c)regional trade bloc

(d)FDI.

2 A ________is the greatest level of economic

integration:

(a)political union

(b)customs union

(c)free trade area

(d)common market.

3 Which of these is the lowest level of economic

integration:

(a)free trade area

(b)political union

(c)customs union

(d)common market?

4 Economic integration whereby countries remove

all barriers to trade among themselves but erect

a common trade policy against non-members is

called:

(a)an economic union

(b)a customs union

(c)a political union

(d)a common market.

5 The increase in the level of trade among nations

that results from regional economic integration is

called:

(a)trade diversion

(b)trade restriction

(c)trade creation

(d)trade embargo.

6 The overall growth in the market and the impact

on a company of expanding production and

achieving greater economies of scale is called

________of integration:

(a)static effects

(b)dynamic effects

(c)regional effects

(d)global effects.

7 All of these are drawbacks of regional

integration except:

(a)loss of national sovereignty

(b)shifts in employment

(c)trade diversion

(d)greater consensus.

8 The most sophisticated and advanced example

of regional integration occurring today is in:

(a)Asia

(b)Europe

(c)North America

(d)Africa.

9 The most frequently cited obstacles to the single

market of the European Union include all of the

following except:

(a)unusual testing,certification or approval

procedures

(b)difficulties related to the value-added tax

system and procedures

(c)restrictions on market access and existence of

exclusive networks

(d)cultural and political conflicts among

member countries.

10 GATT is a treaty that focuses on all of the

following except:

(a)tariffs

(b)non-tariffs barriers

(c)taxes on export

(d)quotas..61 IPCIS DIPLOMA IN CREDIT INSURANCE
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8 GLOBAL FINANCIAL ENVIRONMENT

8.1 Introduction

At the end of this section you should be able to:

•identify the key international institutions involved in international business

•examine the impacts of the different financial institutions and markets on

international business activities

•describe the elements of the balance of payments

•identify the key roles and functions of the International Monetary Fund,the

World Bank and the European Monetary System

•examine the functions of the world capital and financial markets

•identify the key functions and major characteristics of the foreign exchange

market and how governments control the flow of currencies across national

borders

•understand the different exchange rate systems as well as examine the

different institutions that deal in foreign exchange.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapter 7,

pp.179 –210.

The availability of adequate,accurate and timely financial information is the key

factor for managers to take the right decisions when operating internationally.

The ongoing changes in the global financial environment have to be

appreciated.The global financial environment focuses on the balance of

payments (BOP)and the international monetary system (IMS).

The BOP provides the most comprehensive information available on the

involvement of the domestic economy with the rest of the world and,therefore,it

is widely used for policy decisions and for predicting trends in credit and foreign

exchange markets,and in the course of the economy itself (Dufey and Mirus,

2000).One of the features that distinguish international from domestic

transactions is that participants generally have different currencies.To survive,

both MNEs and small import and export companies must understand foreign

exchange and exchange rates.The foreign exchange market is that in which

currencies are bought and sold and in which currency prices are determined.

The IMS is an institutional arrangement among the central banks of the countries

that belong to the International Monetary Fund (IMF)(Rugman and Hodgetts,

2000).The key objectives of the IMS are:

•free flows of goods,services,and capital among countries

•to create a stable foreign exchange market.

The present-day international monetary system is the collection of agreements and

institutions that govern exchange rates.The exchange rates are determined by the

forces of supply and demand,and transactions are conducted through a process

of bid and ask quotes.Moreover,any developments in the IMS are very much

interrelated and can affect the BOP..62 IPCIS EAST LONDON BUSINESS SCHOOL
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8.Balance of payments (BOP)

The BOP is a tool for measuring the economic activity of a particular country by

recording its transactions between its people,companies and government with

the rest of the world.BOP is a double-entry system,as in accounting;each

transaction is recorded in terms of both a debit and a credit.The BOP is divided

into the current account,the capital account and the reserves.

The current account includes figures for importing and exporting goods and

services,as well as figures for unilateral (or unrequited)transfers.The current

account balance is an important,long-running and comprehensive measure of a

country ’s transactions with the rest of the world.The current account includes the

following four components:

•merchandise trade balance,which measures the country ’s trade deficit or

surplus.This receives more attention than any other account because this is

where the imports and exports of goods are reported,and these are often the

largest single component of the international transactions (Rugman and

Hodgetts,2000)

•services,including transactions such as tourist travel,ticket fares,

transportation,freight and insurance premiums on international shipments,

together with royalties and fees on licensing agreements with foreign

customers

•income receipts-payments on assets,including items such as receipts from

foreign direct investments abroad

•unilateral transfers – transactions that do not involve repayment or the

performance of any service,such as government,and private relief grants and

income transferred abroad by guest workers.

The capital account is transactions that involve claims in ownership by recording

transactions in real or financial assets between countries.The capital account

consists of the following components:

•direct investment

•portfolio investment

•long-term governmental transactions

•short-term governmental transactions

•long-term private transactions

•short-term private transactions.

The reserves account is used for bringing BOP accounts into balance.It consists

of the following components:

•monetary gold

•special drawing rights (SDRs)

•IMF reserve position

•foreign exchange assets.

Since billions of dollars of transactions are recorded in BOP statements,it is easy

to understand why debits are never equal to the credits.An entry is therefore

created in the reserves to deal with net errors and omissions..63 IPCIS DIPLOMA IN CREDIT INSURANCE
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8.3 International Monetary Fund (IMF)

The IMF is an agency created to regulate fixed exchange rates and enforce the

rules of the international monetary system as well as to support the development

of international trade and payments (Wall and Rees,2001).Other key roles of

the IMF include making resources temporarily available to members as well as

shortening the duration and lessening the degree of disequilibrium in the

international balance of payments of member nations.In 1969,the IMF

introduced the special drawing rights (SDRs)to raise the total world official

reserves and to serve as a potential replacement for gold and foreign currency in

the international monetary system.SDRs could be used to settle debt between

countries;however,it is only in recent years that the more controversial

shortcomings of SDRs have emerged.

The IMF has also been involved in stabilisation programmes in support of

particular least developing countries and transition economies at times of

financial hardship.These stabilisation programmes seek to address adverse BOP

situations while retaining price stability and encouraging the resumption of

economic growth.These stabilisation programmes include:

•fiscal contraction

•monetary contraction

•devaluation of the exchange rate

•economic liberalisation

•incomes policy.

Criticisms of the IMF stabilisation programmes can be summarised as follows:

•programmes are inappropriate

•programmes are inflexible

•IMF support has been too small,expensive and short term

•the views of a minority of powerful industrial countries dominate the IMF.

8.4 World Bank

The World Bank was created in 1944 as a new international monetary system

based on the value of the US dollar.It was designed to balance the strict

discipline of the gold standard with the flexibility that countries needed for

temporary domestic monetary difficulties.More than 20%of the World Bank ’s

lending since 1980 has been allocated to different structural adjustment

programmes,which involve lending for policy and institutional change within

various countries,which is considered non-project related.The World Bank

consists of the following international institutions:

•International Bank for Reconstruction and Development (IBRD),created in

1946 to provide funding for national economic development.Its key purpose

is to help countries with war-damaged economies raise funds for construction.

The IBRD finances projects in Africa,South America and South East Asia,and

offers funds to countries unable to otherwise obtain capital for projects that

are considered too risky.It often undertakes schemes such as transportation

networks,power facilities and agricultural and educational programmes..64 IPCIS EAST LONDON BUSINESS SCHOOL
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•International Development Association (IDA),created in 1958 to operate

alongside the IBRD to provide development finance for low-income countries

that have insufficient resources to pay interest on IBRD loans.

•International Finance Corporation (IFC),created in 1959 to assist private

borrowers taking on infrastructure development projects such as desalination

and power plants,dams and transportation projects.

8.5 European Monetary System (EMS)

The EMS was created in 1979 to stabilise exchange rates,promote trade and

keep inflation low.The system ceased to exist in 1999 when 12 EU member

nations adopted a single currency.In January 1999,the European Monetary

Union established its own central bank and currency.‘E-day ’–the introduction

of a new currency in 12 countries across Europe –was 1 January 2002.The

euro became the official currency of the Netherlands,Spain,Portugal,Greece,

Belgium,Italy,Luxembourg,France,Germany,Ireland,Austria and Finland.

Three hundred and six million Europeans grappled with 14.25bn new euro

banknotes and 50bn new euro coins.Britain,Sweden and Denmark were the

only members of the European Union not to adopt the new currency.This action

was the clearest sign that Europe was truly committed to a unified economy of

350m people,and ready to challenge the USA ’s dominant economic position in

world markets.

Advantages of the euro

•Economically,a single currency seems to make sense.The total GDP of those

countries now using the euro is more than £4,000bn.The GDP of the USA is

£6,000bn.Many economists argue that for the European nations to

compete on a global scale with countries such as the USA and Japan,they

must act together –a feat that is only really viable if all the European nations

use one currency.In addition,many companies trade within and between

several European countries.

•It eliminates exchange-rate risk for transactions between members.

•It reduces transaction costs of converting one currency to another.A single

currency will mean that the process is simpler,and that certain costs –such as

when there are unexpected changes in exchange rates –are minimised.

•Efficiency among members resembles that of US interstate trade.

•It makes it difficult to charge different prices across markets –prices are more

transparent.

Disadvantages of the euro

•The main problem is that the European economy is not as strong as the US

economy.The US GDP has been growing at about 4%–5%annually since

the introduction – significantly faster than Europe ’s 2%–3%annual rate.

•Introduction of the euro led to a series of interest rate increases imposed by

the US Federal Reserve Board of Governors to stave off American inflationary

pressures.

•Finally,while inflation in Europe has been low,at about the 1%–2%mark,the

last couple of years has witnessed an upward trend..65 IPCIS DIPLOMA IN CREDIT INSURANCE
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These circumstances caused investors to pull their assets out of euro-denominated

investments and into dollar-denominated ones to the tune of about $3bn a week

in late September 2000.This,of course,decreases the demand for euros while

increasing the demand for dollars.As is often the case in financial markets,trends

tend to feed off themselves,so the euro ’s fundamental slide may have been

exacerbated by investor psychology.

In preparation for the introduction of the euro,Berlin department store Ka De We

held education programmes for its 2,400 staff.In France,the distribution of new

currency meant 14,000 high-risk journeys for security firms carrying cash,trying

to avoid the sort of hold-ups that had already occurred in Germany and the

Netherlands.Simply storing the currency has been problematic –Ka De We

used vaults that had not been opened in years and,in France,special trains

shuttled to and from 84 secret depots to 131 branches of the Bank of France.

Britain has yet to decide whether or not to adopt the euro.The government is in

favour of the new currency,but has promised a referendum to let the people

decide.In a similar vote in Denmark,the Danes decided against the euro.In

Ireland,meanwhile,72%of the population was in favour,and in Italy,83%

voted for the introduction of the new currency.

8.6 International capital market

The international capital market is a network of individuals,companies,financial

institutions and governments that invest and borrow across national boundaries.

This market uses unique and innovative financial instruments,which fit the needs of

investors and borrowers located in different countries.Large international banks

gather excess cash from investors and savers around the world and then channel it

to global borrowers.The objectives of the international capital market are:

•expanding the money supply for borrowers

•reducing the cost of money for borrowers

•reducing risk for lenders.

The main components of the international capital market include the international

bond,international equity,and Eurocurrency markets.The world ’s three most

important financial centres are London,New York and Tokyo.

8.7 International financial markets

The international financial markets are usually regarded as those involved in

trading foreign exchange and various types of paper assets such as equities

(shares),government debt and financial derivatives.Governments develop

systems designed to manage exchange rates between their currencies.Nations

have created both formal and informal agreements to control exchange rates

between their currencies.These financial markets are very important to firms,

individuals and governments because they:

•raise finance to support international production

•encourage trade and investment

•reduce risks

•improve a potentially income-generating repository for any surplus funds..66 IPCIS EAST LONDON BUSINESS SCHOOL
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8.8 Foreign exchange market

In a business setting,there is a fundamental difference between making payment

in the domestic market and making payment abroad.In a domestic transaction,

companies use only one currency.In a foreign transaction,companies can use

two or more currencies.A US exporter to Britain will want payment in dollars

which can be spent in the US economy.However,although pounds sterling are

of no use to the American when he wants to buy goods and services at home,

they are required by the US importer of goods from Britain,who will be prepared

to buy sterling in order to settle British debts in an acceptable form.Investors use

the foreign exchange market for the following main currency reasons:

•conversion

•hedging

•arbitrage

•speculation.

The foreign exchange market today is an electronic network connecting the

world ’s major financial centres.Each centre is a network of foreign exchange

traders,currency trading banks,and investment firms.In a single day,the volume

of trading on the foreign exchange market (comprising currency swaps and spot

and forward contracts)totals more than $1.2 trillion.

Exchange rates are simply the rates at which one country ’s currency can be

exchanged for other currencies in the foreign exchange market.Rates can

depend on the following variables:

•size of the transaction

•the trader conducting the transaction

•the general economic conditions

•government mandate.

There are huge numbers of transactions taking place,involving the sale and

purchase of the various world currencies.The ‘market ’on which foreign

currencies are bought and sold is itself international,and consists of major banks

in centres such as Tokyo,Hong Kong,Zurich,London and New York.One

market closes another opens,so that trading is non-stop.London is the largest

market in terms of volume and variety of transactions in foreign exchange.The

sale and purchase of foreign currency can be roughly divided into two kinds:

•trade and investment

•speculative.

There are various kinds of exchange rate systems,but for simplicity economists

identify two broad types:

•Floating exchange rates

•Fixed exchange rates.

Floating exchange rates

Where exchange rates are allowed to float freely,the value of one currency in

terms of others is determined by the operation of market forces.In other words,

the interaction of demand and supply for that currency..67 IPCIS DIPLOMA IN CREDIT INSURANCE
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•Demand for foreign currency arises out of the desire to purchase another

country ’s exports or to invest abroad.The demand for sterling in the foreign

exchange market arises partly from the desire of foreigners to purchase UK

goods and services,or to invest in the UK.

•Supply of sterling on the foreign exchange market arises from the demand of

UK importers for goods and services produced abroad,or for the desire to

invest abroad.In order to buy American exports,UK importers will require

dollars.These can be obtained through the foreign exchange market where

sterling is exchanged for dollars.

In recent years there has been a large growth in currency speculation.

Individuals and institutions try to buy a currency cheap and sell it for a higher

price.If they think the pound is going to rise in price,they will buy pounds.If they

believe that the pound will fall compared to the dollar,they will sell pounds and

buy dollars.In a free market,exchange rates will be determined by the

interaction of demand for and supply of the currency.The rate established will be

the equilibrium rate.Moreover,the factors which cause changes in floating

exchange rates are many and varied:

•Changes in a country ’s current balance:sales of exports and purchase of

imports are major factors affecting the demand for and supply of different

currencies on the foreign exchange market.When there is a floating

exchange rate,and the price of foreign currency has declined,the pound is

said to have appreciated .If foreign currency becomes more expensive the

pound is said to have depreciated .

•An appreciation in the rate of dollar –sterling exchange could be caused by

either:

—an increased demand for US exports

—a decreased US demand for imports.

•Alternatively a depreciation in the dollar –sterling exchange rate could be

caused by:

—an increased US demand for imports

—a reduced foreign demand for US exports.

•Changes in interest rates:cause short-term capital flows (‘hot money ’)in and

out of a country affecting the demand/supply schedule for that country ’s

currency.

•Rumours of expected changes in exchange rates are also likely to influence

short-term capital flows.

•The effects of inflation:if,for instance,the USA has inflation but Germany

does not,then the dollar price of US goods will rise.Thus the demand for US

goods will decrease,while German imports will now appear cheaper.

Demand for dollars will decrease while the demand for Deutschmarks will

increase,and both factors will cause a depreciation in the external value of

the dollar.

•Complex changes ,where many factors change simultaneously.For instance,

the advent of North Sea Oil had at least two major effects upon the UK

exchange rate:

—it reduced our need to import

—oil became an export..68 IPCIS EAST LONDON BUSINESS SCHOOL
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•Confidence is a vital factor in determining exchange rates.Most large

companies ‘buy forward ’,purchasing their foreign exchange in advance of

their needs.They are therefore sensitive to factors that may influence future

rates.Key indicators include factors such as inflation and government policy.

Advantages of floating exchange rates

•automatic adjustment to balance of payments disequilibrium

•freedom in the choice of domestic policies

•economies in the use of foreign exchange reserves

•flexibility

•avoiding inflation.

Disadvantages of floating exchange rates

•reduced international trade due to uncertainty

•speculation

•lack of discipline.

Fixed exchange rates

This occurs when governments fix the external value of their currency in relation to

other currencies.It is maintained by intervention through central banks in the

foreign exchange market.

The gold standard

This occurs when a unit of a country ’s currency is valued in terms of a specific

amount of gold.After the Second World War,the USA maintained the price of

gold at $35 to 1 ounce of gold.It was forced to abandon this in 1971 and it is

unlikely a gold standard will be re-adopted in the near future.

Pegged exchange rates

This can happen if the rate of exchange is fixed and guaranteed by the

government.For example,after the UK left the gold standard in 1931 the

government fixed the price of sterling against the dollar,in 1932,at the rate of

£1 =$4.03,agreeing to buy or sell any amount of currency at this price.

The adjustable peg

This system operated by members of the IMF from 1947 to 1971.Members

agreed not to let the value of their currencies vary by more than 1%either side of

parity.For instance,the UK ’s exchange rate in 1949 was £1 =$2.80,and

sterling was allowed to appreciate to £1 =$2.82 or depreciate to £1 =

$2.78.It allowed countries to devalue or revalue in the event of serious balance

of payments disequilibrium.

Maintaining a fixed exchange rate

Assume a rate of exchange between dollars and sterling of £1 =$2.If UK

demand for imports increases,there would be an increase in the supply of

sterling on the foreign exchange market,and in a free market this would cause

the value of sterling to fall to £1 =$1.60.However,as the authorities are

committed to maintaining the exchange rate at £1 =$2,they would be forced.69 IPCIS DIPLOMA IN CREDIT INSURANCE
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to buy excess supply of sterling using dollars from the foreign exchange reserves.

This would increase demand,which would offset the increase in supply and

maintain the exchange rate.

Advantages of the fixed exchange rates

•stability for international trade and investors

•reduction in speculation

•imposing a discipline on domestic economic policies because,in the advent

of an adverse balance of payments,deflationary measures will have to be

taken to restore the situation.

Disadvantages of the fixed exchange rates

•an incorrectly-fixed exchange rate will cause intense speculation against the

currency

•it can require large reserves of foreign exchange to defend a fixed exchange rate

•defending a currency may also involve raising interest rates,which may be

costly to the domestic economy

•a fixed rate may result in domestic policy being subordinated to the external

situation.

8.9 Floating or managed flexibility

The UK ‘floated ’ the pound in 1972..The objective was to allow the economy free

growth without the constraints of having to maintain a fixed exchange rate.In

practice,governments have sought to combine the advantages of exchange rate

stability with the advantages of flexibility.Exchange rates are allowed to float but

governments reserve the right to intervene by sales or purchase of currency whenever

exchange rate stability is threatened by factors that exert a temporarily destabilising

influence,such as speculation.This system is known as ‘managed flexibility ’.

8.10 Implications for international business

Companies use the foreign exchange market for import and export transactions.

Sometimes companies speculate in the foreign exchange market for profit (though this

is more commonly done by traders and investors).Exchange rate fluctuations affect

both domestic and international company activities.Exchange rates affect global

demand for products.When a country ’s currency is weak,the price of its exports

declines and the price of imports increases.Lower prices make exports more

appealing on world markets.Companies can then take market share away from

those whose products are priced high in comparison.Therefore,the different

implications for the international business environment can be grouped into the

following:

•Marketing decisions:marketing managers watch exchange rates because

they can affect demand for a company ’s product at home and abroad.

•Production decisions:the value of a country ’s currency will affect the cost of

labour and raw material within that country.A decreasing currency value

can make a country seem to be a cheaper (and potentially more attractive)

production site..70 IPCIS EAST LONDON BUSINESS SCHOOL
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•Financial decisions:exchange rate changes can affect the reporting of

financial results of foreign operations (when they are converted to the home

country currency);they can affect the appropriate timing of moving funds

between countries;and they can affect the desirability of acquiring debt in

particular currencies.

•Government policy:most governments of industrial market economies would

give economic success a very high priority,either as an end in itself or as a

means of achieving and sustaining political power.Their economic objectives

and the policies used to implement them will therefore be framed according

to their views as to what constitutes economic success.Most would agree on

the elements that comprise such objectives,but disagree on priorities and the

means by which they might be achieved.The main objectives are generally

achieving economic growth,maintaining full employment and avoiding

inflation,as well as maintaining a BOP equilibrium.

•Maintaining a BOP equilibrium:a balance of payments deficit represents an

excess of imports and other foreign payments over exports and other foreign

earnings,and thus an excess of withdrawals over injections,so that national

income decreases.As the volume of money needed to pay for imported goods

and services is constantly larger than that earned from exports,the national

currency falls in its value of exchange with other countries.Pressures on the

government are likely to rise until it accepts the need to reduce imports and to

cut back on much of its own spending in an effort to bring about a more equal

flow of imports and exports.This leads to a fall in employment and living

standards.Conversely,a surplus could be expected to lead to an expansion of

the national income as injections exceed withdrawals.While a surplus is thus

more desirable than a deficit,a permanent surplus can result in a shortage of

goods for the home market and initiate demand-pull pressures in the economy.

Ideally the economy should alternate between small surpluses and deficits.

Key Points

The rapid growth in the international financial markets – both on their own and

as links between domestic markets –has resulted in the creation of a large and

legitimate source of finance for the world ’s multinational firms.The recent

expansion of market economics to more and more of the world ’s countries and

economies sets the stage for further growth for the world ’s currency and capital

markets,but also poses the potential for a new external debt crisis.

Today ’s international monetary system remains a managed float system whereby

currencies float against one another,and governments intervene to realign

exchange rates.Within the larger monetary system,certain countries maintain

more stable exchange rates by tying their currencies to other currencies.While

the currencies of the emerging economies in Eastern Europe are likely to move

more and more toward a floating exchange rate regime,South American

currencies such as the Argentine peso and Brazilian real may move closer still to

polarisation.The euro zone in Europe is growing rapidly.As the Chinese govern-

ment takes greater control over its political and economic situation,it will con-

tinue to open up its currency.Overall,it is expected that the trend will continue to

move towards greater flexibility in exchange rate regimes.Internet trading,the

reduction of government-imposed exchange restrictions and the introduction of

the euro will certainly change the nature of foreign exchange trading and will

help foreign exchange trades to be executed more quickly and cheaply..71 IPCIS DIPLOMA IN CREDIT INSURANCE
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9 INTERNATIONAL TECHNOLOGICAL

ENVIRONMENT

9.1 Introduction

At the end of this section you should be able to:

•understand the key roles of technological advances in business activities

•discuss the opportunities and threats to international business of technological

change

•examine the relationship between technology and productivity

•distinguish between technology transfer and diffusion

•understand the key issues in the debate on international technology transfer,

including the methods and implications of such transfers on international

trade,competitiveness and costs

•identify and examine the objectives,models,stages and requirements of

international technology transfer.

Further reading for this section

There is no Rugman and Hodgetts reading for this section.Instead,please refer

to the further reading list for this section at the end of the unit (Section 16).

Technology is probably the most widely used and least precisely defined terms in

business.Technology is not just machine or equipment.It is much more than that.

Technology has been one of the main engines of economic development since

the Industrial Revolution.Technology affects business in all its forms and activities.

Technological literacy is fundamental,as the emerging global economy requires

people at all levels who understand technology and can use it as a tool to

transform inputs into outputs or generally to achieve goals and objectives.The

concept of technology has been defined in many ways and from different angles.

Simply put,it refers to a class of knowledge for making a specific product.The

technical skills necessary to use a production technique and a product are often

included in the definition of technology.In the arena of business,technology

therefore has a number of unique features.Technology itself is complex and can

be divided clearly into the following components:

•Hardware:the means to carry out required transformation tasks.

•Software:the ‘know-how ’to carry out the tasks.

•Brainware:the ‘know-what ’and the ‘know-why ’of the technology.

These three components are interdependent and equally important and they form

the technology core.However,the fourth and most important component of the

technology is:

•Technology support net:the requisite physical,organisational,administrative

and cultural structures..72 IPCIS EAST LONDON BUSINESS SCHOOL
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9.Technology in business

Technological change plays a vital role in the development and decisions taken

by international business.It can include new design or new processes which can

improve productivity,such as the use of robotics in car manufacturing.Process

innovation accounts for almost 80%of technological changes (Wall and Rees,

2001).The Internet,direct banking,online banking and shopping,e-marketing,

e-commerce are all examples of advances in technology.Technological

innovations assume two basic forms that are closely related:

•new and more economical ways of producing existing products (new

production functions)

•the production of wholly new products,both industrial and consumer (such as

computers and televisions),and improvements in existing products (also see

Chen,2000).

A classic view of technology is that it exists as an environmental constraint,which

becomes the dominant feature of all businesses.Firms operate within certain

technological imperatives,which shape not only the products and the processes

they use,but the structure of the organisation,relations between people,and

individual job satisfaction.There are two key challenges to the technological

advances in business:

•the relationship between technology and organisational size

•technology as an element of strategic choice.

An analysis of the role of technology in many organisations offers insights into a

highly dynamic process.A rival tour operator to Thomson Holidays may well feel

it necessary to develop its own online reservation system to maintain

competitiveness.In this case,the rival management is confronted by the twin

forces of technology:availability and competition.Management must then

evaluate the costs of introducing the new reservation system against the costs of

not introducing it,the kind of system to buy and precisely how it will be used.

Thus far,technological and competitive determinism have interacted with

management decision-making and choice.Once a decision is reached then the

new technology can assume a new dynamic,that of reshaping the organisation

and offering new ways of working.At this stage the new technology must interact

with the prevailing organisation culture and politics.This explains why,in some

organisations where interaction does not occur,groups may resist technological

change.

New technology and information technology

In this section we define new technology as the application through computers of

miniaturised electronic circuitry to process information.We therefore find ‘new

technology ’in a variety of business and non-business settings.In banking and

finance,it has enabled money markets all over the world to be linked with instant

access to information,market changes in particular.The speed of information

flow,the accessibility of that information around the world and the subsequent

speed of response were major factors in money and stock market falls in all

major markets during the latter part of 1987.In retailing,‘electronic point of sale

systems ’(EPOS)provide instant information on sales trends,cash flows and stock

levels.In manufacturing,computer-controlled machines,robotics and entirely

computerised flexible manufacturing systems have greatly enhanced a firm ’s

responses to changing market demands and improved product quality.In the.73 IPCIS DIPLOMA IN CREDIT INSURANCE
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office,the introduction of word-processing systems can greatly speed up typing

operations,especially where large numbers of standard letters are involved,and

email systems can reduce the amount of paperwork in circulation.As we see

later,electronic commerce has potential to change the way we all do business.

The concept of new technology is often linked to that of information technology.

Child (1984)and Earl (1989)outline the contribution of new technology and

information technology for businesses,offering the following:

•the opportunity of gaining competitive advantage by offering a product or a

service that no one else is able to provide

•improvements in productivity and performance

•improved quality of both system operation and outputs

•increased efficiency through reduced operating costs and reduced staffing

levels

•improved information and diagnostic systems leading to improvements in

management control

•the opportunity to develop new ways of managing and organising.

The kind of advantages outlined above offer cost reduction and increased

profitability to management;increased job satisfaction to the workforce;and

better quality goods and services to the customer at competitive prices.However,

a number of problems may be created by the introduction of new technology.

While desktop computers and word-processors can be relatively cheap labour-

saving devices for the office,the introduction of entire manufacturing systems

based on new technology can be prohibitively expensive.In general terms,the

introduction of new technology in the office incurs much lower costs than in

manufacturing.The availability of a wide variety of software has reduced

considerably the cost of establishing computerised systems.However,the costs of

adapting the software to meet local specifications can add greatly to the cost of

implementation.Considerable claims are made for electronic commerce or ‘e-

commerce ’and its current and future impact on business and there is some

controversy about the relationship between new technology and jobs.

Electronic commerce

The impact of technology on electronic commerce will be discussed in detail in

Section 12.

Employment

There are three perspectives on the impact of new technology on jobs and labour:

•New technology is seen as a deskilling agent,reducing the amount of

discretion an individual has over his or her job,at the same time increasing

management control over work process and the worker.

•New technology is seen as creating opportunities for the workforce in the

form of new and different types of labour with opportunities for existing

workers to learn new skills.

•New technology is also seen as a liberating device,eliminating the need for

human labour in repetitive,dangerous or unpleasant tasks and,in some

cases,freeing people to engage in socially beneficial work..74 IPCIS EAST LONDON BUSINESS SCHOOL
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The evidence supporting these three perspectives is mixed.There are several

studies carried out on the impact of new technology on job numbers,types of

jobs,employment levels,and so on (see Wilkinson,1986;Daniel,1987;Rifkin,

1995;Stanworth,1998;Davis,1999).However,the main point is that new

technology should not be viewed deterministically.Its impact is based on a

number of different factors,including:

•the nature of the product and service

•the type of organisation involved

•the competitive environment in which it operates

•the management strategy employed

•the attitude of trade unions and employees.

The majority of studies in the 1980s and 1990s are fairly inconclusive on the

impact of new technology on jobs.We may conclude that the job losses arising

directly from the introduction of new technology are less than originally

envisaged and must be viewed in the context of job losses resulting from other

causes such as global competition.However,three notes of caution have been

sounded:

•While the initial transfer of jobs from the manufacturing to the service sector

took place in the 1990s,some areas of the service sector –notably banks –

suffered significant job losses.

•New technology is generally associated with growth industries.Rather than

focus on job losses perhaps we should be more concerned about the lack of

job gains (Daniel,1987).

•In terms of job losses the hardest hit group has been the low-skilled workers.

Since female labour is over-represented in such jobs,the introduction of new

technology may have a significant impact on unemployment levels among

women workers (Williams,1984).

Despite such problems,the failure to adopt new technology could have far more

damaging consequences.Williams again:

If the United Kingdom introduces new technology more slowly than other

industrialised nations,there will be a real danger of job losses through

declining competitiveness without the wider benefits which new

technology can bring.

Williams (1984,p.210)

This point,in a more global context,is reinforced a decade later,but with a

significant rider on the unequal impact of IT and globalisation.

The worst thing governments can do is to try to slow down the process of

adjustment through regulation,subsidies or protectionism.They may save

a few people from pain but they will depress living standards and

employment growth for the country as a whole … Both information

technology and globalisation favour the highly skilled.For the unskilled

the future could be bleak.
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Marketing

Marketing and technology interact in a number of different ways:

•Marketing plays a key role in the process of product design and development

and its protection through the patent system.Marketing is also an essential

vehicle for the information and promotion of new products and processes.

•There is a clear relationship between process technology and levels of

demand.There is not point in good management using product development,

pricing and promotional strategies to increase demand if that demand cannot

be met by the existing production system.The development of computerised

stock systems provides greater information and access for both buyer and seller.

•Developments in technology have had significant impacts on the marketing

process.Among the most obvious aids to marketing have been the

developments in mass distribution.A range of developments has taken place

in retailing to simplify the process of purchase.The system of ‘electronic funds

transfer at the point of sale ’(EFTPOS)may well,together with the credit card,

obviate the need for cash.A wide range of goods may now be bought over

the telephone using credit cards for payment,and some firms have

established computer databases of suppliers willing to offer such goods to

consumers at highly competitive prices.The fax machine is used by theatres

and restaurants to target potential customers.In the 1990s we witnessed a

trading revolution of the Internet.

•Developments in transport have not only improved distribution systems but also

enabled consumers to access a wider range of goods.The transnational or

even transcontinental shopping trip is commonplace.Cross-channel routes

are full in the weeks leading up to Christmas as UK residents travel to France

to access cheaper beer,wine and spirits.Large stores in many cities around

the world attempt to attract the foreign shopper.The tourist authorities in

Dubai have designated a shopping month to attract even more visitors to its

shops,hotels and restaurants.

Operations

There is a great influence of technology on the way the work is organised by the

labour force.Technological change has an impact not only on the operation of

a particular function but also on the entire organisation structure.The impact of

technological change on operations can be seen in terms of cost,speed,

flexibility,quality and dependability.Slack et al.(2001)also argue that a

significant impact of technological change is that it forces managers to rethink

their entire operations strategy.

When we think of technological change and operations,we tend to think of its

application in manufacturing through computerised numerical control (CNC),

robotics and other forms of automation.However,developments in computerised

management information systems have affected all types of organisation.In the

service industry,developments in customer processing technology has changed

the way we access information or obtain services,such as the booking of tickets

for a rock concert.The introduction of automatic teller machines and the growth

of telephone and computer banking has changed the way we access banking

services.This has led to significant changes in the banking industry.The number

of jobs has been reduced and many branches have closed,their prime sites now

occupied by pubs and restaurants..76 IPCIS EAST LONDON BUSINESS SCHOOL
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9.3 Technology and productivity

The critical factor in raising productivity is technical change and the role of the

UK government is to promote technical change (Schultz,1964).In the field of

communication technology,changes have been dramatic.Over the last 100

years,advances have come at an ever-increasing pace.Particularly important is

the digitisation of information.Money has been invested to generate and transfer

new technology.Schultz believes that technical change and price are the prime

agents of growth.The unambiguous message from this approach is that free

markets provide the best incentive to speed technological advance.This goes

beyond the static argument that market prices encourage appropriate

techniques.

Productivity is a situation in which more is created than consumed.It is doing

things right at the least possible cost in the least possible time with the highest

possible quality and to the maximum level of satisfaction of the customers and

employees.Productivity is therefore a measure of how well resources are used to

produce output.It also involves input and performance aspects of quality,

efficiency and effectiveness.Moreover,there is a direct correlation between

productivity and standard of living at the individual,organisational,national and

international levels.It would not be wrong to state that productivity is the only

important world-wide source of real economic growth,social progress and

improved standard of living.Singapore,for example,improved its labour

productivity between 1966 and 1983,raising its GDP and achieving a fourfold

increase in standard of living during that period.In contrast,the Philippines

recorded low productivity growth,despite output being at 98%between 1900

and 1960,the productivity rate was only 2.3%as a result of using more

resources.Higher productivity will result in higher foreign exchange reserves,

allowing countries to buy necessary resources and alleviating poverty,as long as

there is good distributional and developmental policy.The higher the productivity

within the economy,the more competitive it will be in global markets.

Unemployment rates will also be lower.

9.4 Technology transfer and diffusion

Little was written about technology transfer as a separate field of study before the

1970s.The study of this area has slowly emerged as a result of awareness of the

technology ’s key role in economic development.Its study has been driven by the

need to understand the process,its determinants,its effects on transferor and

transferee,and the factors affecting its control.It is widely held that multinational

activity by more efficient foreign multinationals promotes technology transfer to

the benefit of domestic companies.For example,the sole production of Nissan

cars in Europe is based in a car plant in Sunderland,UK,which resulted in the

creation of a strong positive international competitiveness of the UK plant and

improved supply on the domestic market.

While technology transfer typically ‘refers to the development of a technology in

one setting which is then transferred for use in another setting ’(Markert,1993),

diffusion is used to describe the ‘spreading ’or use of a technology within a

society,organisation or group of individuals (Rogers,1995).Technology transfer

tends to focus on the producer of the technology while much of the focus of

diffusion relates to the end user of the technology.Viewed from the holistic

perspective of technology development and use,these two areas are closely

interrelated and must be considered together.Therefore,the term technology.77 IPCIS DIPLOMA IN CREDIT INSURANCE
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transfer will be defined broadly to include both the movement of technology from

the site of origin to the site of use and issues concerning the ultimate acceptance

and use of the technology by the end user .Adopting this broad definition of

technology transfer implies that a technology has not been successfully

transferred until it has been accepted and used by the end user .In its most basic

form,the technology transfer triangle includes the transfer item itself,the

developer of the technology,various channels to accomplish the transfer,and the

technology recipient.According to the above conceptual approach to

technology transfer,several issues should be considered:

•The process used to transfer a technology influences the success of the transfer

(Johnson et al.,1999).This process is described as models of transfer .

•Regardless of the degree of technology development within any institution,the

technology providers must have a linkage policy that defines its degree of

commitment to interaction with the end users and transfer agencies (Eponou,

1996).

•The end users should be the principal consideration in the design of

technologies.Through early and regular contact with the end users,

technologies can be developed that suit their needs.This interactive

development becomes even more important when differing cultural and social

values are involved.Without sensitivity for the needs of the end users and a

recognition of the environment in which the technology will ultimately be

used,the transfer will be a difficult process.

•Technology does not stand alone,but encompasses political ,social ,

economic and cultural values that can serve as barriers to the diffusion or

transfer of technology.These barriers exist for all innovations,but some

transfers are more affected than others.

•The appropriateness of technology seems to have a significant impact on its

ability to overcome transfer barriers.The assumption is that the characteristics

of a technology underlying a user ’s ecological,socio-economic and

institutional contexts play the central role in the adoption decision and

diffusion process (Biggs,1990;Scoones and Thomson,1994).Another way

to consider the appropriateness of a technology is to examine its

characteristics.Rogers (1995)describes five characteristics –relative

advantage,compatibility,complexity,trialability and observability –that

influence the rate at which an innovation is transferred and diffused.

•Successful technology transfer is not achieved through the simple movement of

technology to a new environment;it requires the development of a process

and infrastructure that will help the technology break through the different

barriers.Communication is a key element in the transfer process.If researchers

develop a new technology but the end users are not aware of it,this new

technology will never reach its intended end users.Transfer requires human

intervention for a technological innovation to become part of a larger system.

Transfer agencies are therefore the most important communication channel

that support the transfer process.Links between research institutions and

transfer agencies are vital.

•The availability of funding greatly influences the transfer of technology.

•The timing of the transfer is critical and an important factor in the success or

failure of an innovation ’s ability to progress from the technological activity

output phase to beneficial use.The optimum time when the innovation is

needed will also help to overcome the transfer barriers..78 IPCIS EAST LONDON BUSINESS SCHOOL
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9.5 International technology transfer (ITT)

International technology transfer is the most common means of narrowing the

gap between global best practice and local technology.ITT studies cover the

economic relationship between a transferor and a transferee,as well as a series

of related issues,such as the relevant national policies and legal framework of

the nations in the world.ITT is a complicated aspect of international business

which is an organic part of a firm ’s international strategy,influenced by diverse

factors ranging from firm size,global strategy,cultural and geographical

distance,to the receiving country ’s development strategies and investment

policies and the recipient firm ’s absorptive capabilities.ITT is a practical and

strategic means of increased collaboration between countries ’economies.

Research on this issue is rare,mainly because the boundary between technology

transfer and technology imports is blurred.Technology transfer differs from

technology imports in conceptual as well as in real terms.It goes along with

foreign direct investment (FDI),which requires a full involvement in occupying a

new market.

Without technology transfer,the difficulties that confront economies in attempting

to create competitive local industries are enormous.Firms must be able to

recognise certain technologies as outdated and inadequate,and be able to

identify technologies that need to be acquired from foreign sources rather than

be developed domestically (with greater delay).Only with this knowledge can

an importer be in a strong bargaining position vis-a-vis suppliers of technology

and,for firms from any country,‘staying in the loop ’therefore requires alliances

with innovative leaders.

The process of technological improvement does not necessarily imply innovation

from scratch.There is a pre-existing technological gap between the already

developed countries and the developing countries.This gap can be seen in a

positive light since it allows developing countries to acquire and adopt already

existing technology from the advanced countries.The best source for advanced

technology is often the large MNCs of the developed countries,but the economic

relationship between developing countries and large MNCs can be troubled by its

bilateral monopoly,where both the developing country as buyer and the MNC as

seller are of comparable size and power.Given this crucial economic reality,

developing countries need simple products,simple designs,saving of capital,use

of abundant labour,and production for smaller markets.Their dependence on

inappropriate foreign technologies can create and perpetuate the internal

economic dualism which has been well established in the theoretical models

(Todaro,1997;Lewis,1979).According to the factor-proportions theory of trade

(also called the Heckscher –Ohlin,or H –O model),the greatest share of

international trade should be an exchange of manufactured goods for primary

goods between industrial and non-industrial countries.However,the reality is that

countries with the same factor endowments and produce and consume the same

types of products do indeed trade with other similar countries.One explanation for

this can be found in international technology gaps.

For different environmental and developmental reasons,technological advances

in different countries have always been uneven.Technology theories postulate

that certain countries have special advantages as innovators of new products

and that there is an imitation lag that prevents other countries from immediately

duplicating those products.These two conditions give rise to a technology gap

that affords the innovating country an export monopoly during the period of the

lag.International technology gaps in production functions and products have a.79 IPCIS DIPLOMA IN CREDIT INSURANCE
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dynamic impact on trade among nations,as innovations open new gaps and

technological diffusion closes old gaps.Technologies and new discoveries have

been transferred from one country to another in several ways through diffusion.

The same is happening in the international trade of new products.Licensing

agreements by companies to establish their own business activities elsewhere

transfer knowledge to new countries.This has led to the changes of the

comparative advantage mechanism over time,as countries are no longer able to

maintain the advantage.

Advantages

The most important benefit of ITT to the host country is access to new and more

productive technologies.The economic situation of the host country will then

improve.The host country might become a production base for the parent

company for production and export to that particular region (e.g.,Nissan cars

produced in UK for the European markets).The host country may also gain

access to expensive brand images ,assisting international sales and increasing

market share,as well as substantial financial and other resources owned by the

parent company.The host country will also be exposed to advanced techniques

in operations management,resulting in improved skills developments and better

training for workers.

Disadvantages

Local firms may be dominated in their home and export markets by the

production affiliates of the overseas parent company.This may reduce the overall

employment and income in the home economy,especially where the parent

MNE uses local resources in component supply or manufacture in its overseas

affiliates.Also the parent company may share little of its knowledge and

experience with the local affiliates,thereby doing nothing to raise the skills and

knowledge base of the local economy.

Transfer objectives

Technology plays a crucial role in any development process for improvement

and quick performance of tasks.Technological advances will enable the

countries to achieve the following essential objectives:

•quick economic development process

•increase the efficiency of the production factors

•increase the value adding

•increase the competition capability.

Achieving economic development

Technological advances are considered an essential tool in the economic

development process.Most of the recent studies have confirmed the contribution

of technological factor to 75%in the production process compared to other

production factors.Economic development studies in the USA for 1909 –49

attributed the 87%increase in individual output to the technological advances,

predicting in the longer-term that an increase of 90%in individual output caould

be achieved as a result of technological advances..80 IPCIS EAST LONDON BUSINESS SCHOOL
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Increasing the efficiency of the productions factors

Technology contributed to the successful production process in the early 20th

century through agricultural mechanisation,which resulted in the reduction of the

agricultural workforce from 50%to only 5%.Machines have replaced industrial

workers in the USA over the last century,while the overall industrial production

has continuously increased.

Increasing the value adding

Many studies have confirmed the contribution of technological advances to the

increase in value adding in most transformation processes.For example,the

petrochemical industries have succeeded in achieving an added value of $36

per barrel of oil during two essential stages of transformation.In this sense,the

application of technology is more important and useful than ownership of natural

resources.Japan and most Asian countries like Hong Kong,Singapore,South

Korea and Taiwan are good examples of the value-adding benefits of

technology.

Increasing the competition capability

The contributors of technology in the production of high-quality products,as well

as increased productivity,have led to the search for new markets to absorb more

production.Technological advances have therefore improved the competition

capability of organisations.

Transfer models

Firms can obtain new technology by:

•foreign direct investment

•purchases of new or used equipment (foreign or domestic)

•engaging in technology licensing agreements,franchises,joint ventures,

subcontracting,technical assistance,hiring consultants

•learning about the technology of others through formal or informal R&D

programmes.

However,these different ways of technology transfer can be grouped into three

categories:

•technology transfer contracts

•foreign direct investment

•exchange contracts.

Technology transfer contracts

Technology transfer contracts include:

•Technological service contracts include the use of specialists and expertise for

training programmes,engineering services,marketing services and

administrative services,as well as R&D..81 IPCIS DIPLOMA IN CREDIT INSURANCE
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•Consultancies and engineering service contracts deal with services

associated with planning for technological absorption by choosing the

appropriate technology and its sources,suitability for the prevailing

environment of the market,workforce and raw material,as well as the impact

of technology on the environment.

•Turnkey contracts are also called sales contracts,as the contractor often sells

the different essential factors,services,tools and equipment.They are normally

completed quickly but can be criticised for the lack of contribution of the

domestic partner in the construction and operations stages,and therefore will

not be considered technology transfer contracts unless the contractor

undertakes the responsibility of training and development of the local affiliate.

•In administration contracts ,the foreign company authorises the manager to

take all administrative responsibilities of the proposed company.Examples

include the hotel industry and transportation.These contracts can also form

part of other contracts such as joint projects and turnkey contracts.

•Licensing contracts are very common between the industrial countries,and

enable the contracting party to have the patent and trademarks.These

contracts are useful for the buyers by avoiding the risk of testing and are

usually aimed at co-operation spanning two or more projects.

•Foreign Direct Investment:the FDI decision is a complex process influenced by

supply,demand,political and other factors.The most attractive areas for FDI

are South East Asia and Europe.For more details please refer to Section 6.

•In exchange contracts ,the seller is obliged to compensate the buyer by

reinvesting a particular amount of the profit in the host country,thereby

contributing to its overall economic development.

Transfer stages

The process of technology transfer should take place in a continuous progression

over time.The stages include:

•importation of technology (equipment and tools)and application as

prescribed in operations manuals

•compatibility stage,including the adaptation of new technology to the local

environment;labour force,raw material,and so on.This stage requires

careful co-ordination with the different R&D institutions

•establishing the supporting technologies by producing some tools internally in

order to modify and develop the imported tools and equipment.This stage is

considered the first real stage in the technology diffusion,and requires the

development of designs and consequently the final technological products

•production of new technologies by the simple mixing of what is available

locally or by the new addition of an independent new technology.

Transfer requirements

The different requirements of technology transfer can be categorised into three

groups:

•Physical requirements ,which include tools,equipment,spare parts and

intermediate products..82 IPCIS EAST LONDON BUSINESS SCHOOL

UNIT ICS 104

•Technical requirements ,which include scientific and practical expertise and

professionalism needed for the installation,operations,maintenance and

development of the physical requirements.The technical requirements also

include the legal and administrative expertise capable of organising the

commercial transactions associated with each particular technology.

Technical requirements simply mean the capable and well-trained human

resources to deal with the new technology.Therefore,the ability of each

country to absorb the technical requirement mainly depends on its education

policies,the efficiency of its education and training institutions,and the

country ’s budget for scientific research.

•Institutional requirements ,which include the different governmental

departments and the organisational structures and guidelines responsible for

determining and implementing the production and financial policies.This also

includes the policies of scientific research,the capabilities of research

institutions,the legal regulations dealing with industrial and intellectual

property rights,as well as the protection of the national economy.

Key Points

There is an increasing role of technology in our daily activities –there is an

urgent need for most countries ’governments to formulate comprehensive

national programmes for technology transfer and diffusion,perhaps drawing

on the experience of other countries.Innovations in production technology

undoubtedly carry the potential for more effective and efficient production

systems.We have seen,however,that such enthusiasm must be tempered by

the high cost and a recognition of the limitations of the new technology.

Investment is no guarantee of business success and a focus on increasing

market share may pay better dividends for many companies.Further compli-

cations are caused by the impact of such developments on the labour force.

The same technology that has the potential of eliminating the need for people

to do noisy,dirty,dangerous work,that can improve working conditions,that

offers interesting opportunities for restructuring the organisation,also carries

the very real threat of job displacement.It is to such issues that we now turn.

The concept of the global village is commonly accepted today and indicates

the importance of communication.The estimated number of people online in

March 2001 was 391m and this is expected to grow to more than 774m

by 2003 (Czinkota et al.,2002).These new technologies offer exciting

opportunities to conduct international business.High technology will also be

one of the more volatile and controversial areas of economic activity interna-

tionally,and firms must be keenly aware of popular perceptions and miscon-

ceptions and of government regulations in order to remain successful partici-

pants in markets.Even firms and countries that are at the leading edge of

technology will find it increasingly difficult to raise the funds necessary for

further advancements.

Activity

Continuous

advancements in

technology deeply

affect the way

international businesses

are managed.Do you

think technology

(e.g.,the Internet)

should radically alter

the fundamental

strategies and

organisational

structures of

international

companies?Or do you

think companies should

simply graft new

strategies and structures

onto existing ones?

Support your answers
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10 TRANSITIONAL ECONOMIES,

PRIVATISATION AND JOINT VENTURES

10.1 Introduction

In this section we will examine a number of related aspects of international

business.First we will examine the concept of transitional economies and

emerging economies,then we will look at the issues relating to privatisation.

Finally we will explore the rapidly growing phenomenon in all types of economy,

the joint venture,which represents a key feature of global economies.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:pp.95 –

104 (economic systems and privatisation),and pp.112 –16 (joint ventures,

including some good examples).

10.Transitional economies

Transitional economies are those economies that are in the process of change

from a centrally planned or command economy to a market economy .

In centrally planned economies,such as those that existed in the former Soviet

Union and the former communist countries of Eastern Europe,the state has total

ownership and control of the means of production.The activities of all firms in all

sectors of the economy are under state ownership and control.Many of these

economies underwent periodic reforms,but the key feature of the transitional

economy is the radical nature of change;more far reaching than any internal

reform.Such economies present international firms –especially those from the

advanced industrial nations –with opportunities for market expansion,business

growth and foreign direct investment,enabling them to reap the benefits from the

many advantages associated with joint ventures.

Under a central planning system there is usually:

•control of the supply and demand of goods and services

•individual enterprises,where set targets and allocated resources meet those

targets

•control of prices,wages and employment levels

•control of the direction of consumer spending.

However,under most such economic regimes the reality never matches the

expectations and several problems have been well documented.These include

the failure to match targets and allocated resources,the failure to meet targets

irrespective of resources,overproduction,inflexibility and inefficiencies in all

sectors of the economy..84 IPCIS EAST LONDON BUSINESS SCHOOL

UNIT ICS 104

Processes and experiences of transition

Two models have emerged;rapid or ‘shock ’ change,,and gradualism.Rapid or

‘shock ’ change occurs when the former economic system and its institutions and

processes are dismantled almost overnight.Such a change occurred in Poland

with some success,but similar attempts in Russia resulted in near economic

chaos.A more gradual change to a free market economy was favoured by

Hungary and the gradualist approach also defines China ’s economic changes

over the last 20 years.

Most academic studies agree that the transition comprises four key related

processes as follows:

·Liberalisation involves the removal of state control on wages and prices.This

process can result in inflation and increasing levels of unemployment.For this

reason,some countries favour the retention of a number of state-owned

enterprises in each sector to preserve jobs and keep control of prices.

·Stabilisation ,primarily the control of inflation and unemployment,which

usually follow the removal of state controls.

·Internationalisation involves opening up the economy to international trade

and encouraging inward foreign investment.

·Privatisation is the selling of state-owned businesses.In former command

economies,this usually takes two forms.State-owned enterprises may be sold

to foreign investors,mostly foreign companies.In some cases the enterprise is

acquired by the foreign company,in others a joint venture is established

between a foreign firm and either the state-owned enterprise or a newly

created private company.The second form of privatisation occurs when the

state sells its enterprise,usually at favourable rates,to its managers and

employees.

The experiences of most transitional economies have been mixed.In Eastern

Europe,countries such as Poland,Hungary and the Czech Republic have made

significant economic advances,while many countries of the former USSR have

seen a rapid decline into economic chaos (with the notable exceptions of the

Baltic states:Latvia,Lithuania and Estonia).Such variations in performance may

be attributed to the extent and length of time of state control.In the former USSR,

central planning had been a feature for 70 years,whereas,for most Eastern

European countries (including the Baltic states),state control was only a feature

from 1948.In the former USSR,central planning was an embedded feature of

business processes and behaviour and many people knew no other system.

When the change did arrive,it was rapid and destabilising.In countries such as

Hungary and the Czech Republic,not only was the experience of state control

for a shorter period,but a greater number of liberal reforms had taken place

prior to the collapse of centralised communist control in the early 1990s.

In China,liberal reforms began to emerge at the end of the 1970s,introduced

by the regime of Deng Xioaping.Such reforms accelerated rapidly during the

1990s with foreign direct investment pouring in and the establishment of joint

ventures between former Chinese state-owned enterprises and major Western

and Japanese firms such as IBM,Daimler Benz,Siemens,Ford and Mitsubishi.

Such reforms culminated in 2001 with the acceptance of China as a member of

the World Trade Association.The economy of China is still defined as centrally

planned,but that planning incorporates liberal reforms.The transformation of.85 IPCIS DIPLOMA IN CREDIT INSURANCE
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major cities,especially those in the east of China and along the coast,has been

dramatic.However,despite this growth,the GDP per capita for China still stands

at a small fraction of its Western and Japanese counterparts,and significant

variations exist within China itself,particularly between the prosperous coastal

area and the relatively undeveloped western provinces.Moreover,as we shall

see in the section on joint ventures,considerable tensions exist when centrally

planned economies meet the free market.

Activity

1 In what ways have

the changes from

command economy

towards free market

economy in many

countries impacted

on the credit

insurance and

surety industries?

2 In terms of this

impact,what

variations exist

between different

countries that have

undergone such a

transition?

3 What particular

opportunities and

challenges does

China pose for the

credit insurance

and surety

industries?

10.3 Emerging economies and the Asian Tigers

We have seen that the term transitional economies refers specifically to those

economies that are in the process of change from central planning to free market.

The term ‘emerging economies ’is also used.In practice this is a broader term

embracing both transitional economies and newly industrialised countries.

Generally,emerging economies refers to those countries in the early stages of

industrialisation and modernisation.For some,such as the Asian Tigers,growth

has been rapid,with an immediate impact on the world economy.

‘Tiger economies ’is the name given to the second wave of Asian economies that

emerged after the post-war rise of Japan.There is general agreement that the four

main ‘Tigers ’are Hong Kong,Singapore,South Korea and Taiwan.These first-

tier ‘Tigers ’have been followed by second-and even third-tier ‘Tigers ’in the form

of Malaysia,Thailand,Indonesia,Philippines,China and Vietnam.

As Table 10.1 shows,the growth of Tiger economies has been significant.

Table 10.1 Indicators of economic growth in the Asian Tigers

Percentage increase 1980 —90 Percentage increase 1980 —90 Percentage increase 1980 —90 Percentage increase 1980 —90 Percentage increase 1980 —90

GNP per capita Earnings

South Korea 121.8 115.8

Taiwan 80.0 102.7

Singapore 77.5 79.8

Hong Kong 64.2 60.0

Source:World Bank,1997

Over the same period,the average annual growth rate for all first-and second-

tier Tigers was 7.3%.Such growth has rarely been seen anywhere else in the

world,particularly in a region that had suffered years of disruption as a result of

wars and political change.The economic success of the region has had a

significant impact on standards of living for the majority and,as some

commentators have noted,has been accompanied by a fall in income inequality.

This is in marked contrast to the West,where economic growth has usually been

accompanied by higher inequality.

Several explanations have been offered for this economic growth.These include

cultural aspects,the operation of external forces,the impact of market forces and

the role of the state.

Cultural explanations have focused on the concept of Asian values and,in

particular,on their link to Confucianism.The key features of Asian values include

a future,long-term orientation,perseverance in the face of adversity,thrift,a.86 IPCIS EAST LONDON BUSINESS SCHOOL
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recognition of the importance of education and adaptability and the willingness

and ability to change.From a survey of 38,00 managers,Charles Hampden-

Turner and Fons Trompenaars argue that Eastern managers differ from those in

the West in their preference for collectivism over individualism,for consensus over

conflict,for relationships over contracts and for their belief in virtue for its own

sake.Eastern managers,they found,also differ in their attitude to time and the

environment.

It is such cultural values that have often been heralded as the source of

competitive advantage,not just for the Tigers,but for Japan as well.However,

such explanations have their limitations.The exact nature of precisely how culture

impacts on economic performance is difficult to show,and measurable links are

notable by their absence.If Asian values are so significant in their explanation of

economic growth then we must question why such growth has not occurred until

comparatively recent times.Equally,if culture is accountable for the growth,can

it also be used to explain the decline?If culture is part of the answer then other

factors are at work as well.It is to these we now turn.

A popular explanation for the rise of new industrial economies is that of the late

development effect.As we saw in Section 3,this is part of convergence theory

and suggests that those countries industrialising later have an advantage in terms

of being able to learn from the mistakes of the early industrialisers,through

technology transfer and by operating from greenfield sites.This was used to

explain the rise of Japan at the end of the 19th century,a country which in turn

has had a significant impact on the development of the Tigers.

One factor that marks out Asian economies from the rest of the world is the

proportion of the economy that is given over to savings.In East Asia,savings

account for 35%of GDP,while the equivalent figures for the USA and Europe

are 18%and 12%respectively.While the inclination to thrift is Confucian in

origin,its current manifestation has much to do with the role of the state.A

combination of low taxes,low inflation,high interest rates and controls over the

direction of saving and the saving institutions themselves have all contributed to

high levels of saving.This in turn has led to a large pool of income to be

channelled into economic development.A further contributory factor is the

relative lack of provision for social welfare and the historical reliance the people

have placed on savings for family support in sickness and old age.

The labour forces of most Tiger economies are relatively young and highly active.

Furthermore,most East Asian countries have invested heavily in education,

especially at the primary and secondary levels.The nations are typified by

intensive schooling regimes and high levels of literacy and numeracy.In the early

stages of development in all countries people generally worked for long hours

and low wages,factors that only changed in more recent times.

The governments of Tiger economies have clearly played a major role,although

in their operation we can see a number of paradoxes.The governments tend to

be more interventionist than those of the Western economies,yet spend less as a

proportion of GDP.They are both more authoritarian and paternalist than those

of the West,yet families are expected to be more self-sufficient.Their economic

policies have tended to favour the operation of the free market,but with

considerable assistance to the foreign multinationals,especially those

representing export-led products.Governments are actively pro-business and

there are many instances of intervention in labour markets to ensure their flexibility

or to eliminate potential disruption.In Singapore,the government offered foreign.87 IPCIS DIPLOMA IN CREDIT INSURANCE
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firms,particularly those in high tech industries,considerable incentives to locate

in the country.These incentives included favourable tax status,free rents and

essential infrastructure development.

The explanation of the rise of the Tiger economies is almost certainly a

combination of all or most of the above factors.However,it is misleading to

regard all first-and second-tier Tigers as the same.There are differences in

economic structures,prosperity and cultures.There are significant differences in

prosperity between first-tier countries,as with Singapore and South Korea,and

cultural differences operate within and between countries,as illustrated by both

Singapore and Malaysia.By the same token,the economic crash that affected

the region in 1997 did not affect all countries in the same way,as Table 10.2

illustrates.

Table 10.2 Economic collapse in South East Asian economies in

1997

Economic collapse in 1997 Economic collapse in 1997 Economic collapse in 1997 Economic collapse in 1997 Economic collapse in 1997

%fall in currency %fall in stock

against US dollar market value

Indonesia 70 53

Thailand 55 59

South Korea 51 42

Malaysia 45 61

Singapore 20 53

Japan 13 29

Source:The Guardian

Activity

Compare the figures in

Table 10.2 with those

in Table 10.1.What

conclusions do you

draw from both tables?

While the changes were variable,they were significant across the whole region

and even the established economy of Japan was not immune.A major factor in

the collapse of 1997 was that most of the local currencies were pegged to the

US dollar.Over the years the dollar had strengthened,while growth in the local

economies had slowed down.Thailand was the first country to devalue its

currency,followed by the Philippines,Malaysia,South Korea and Indonesia.

This led to a rapid worsening of the position in all these countries and the

problems spread to other parts of the region,including the stronger economies of

Hong Kong,Singapore and Japan.While the link to the US dollar was the

catalyst,a number of contending theories have been put forward to explain the

underlying causes.

Some consider that the fate of the Tigers is a function of their rapid growth,in

that growth was the goal,irrespective of the price to be paid at a later date.The

weak underpinnings of the economy,injudicious lending and the workings of the

stock market were of particular relevance here.

Most of the Tigers had opted for a relatively restricted manufacturing base in

terms of product variety.This meant that they were especially vulnerable to

global price changes.In South Korea,the three major electronics firms –

Hyundai,LG and Samsung – had grown rich through their focus on the.88 IPCIS EAST LONDON BUSINESS SCHOOL
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manufacture of the 16 megabit dram computer chip.South Korea had 30%of

the world market and these companies took most of that percentage.The very

success of the product led to over-investment and over-capacity.By the end of

1996,the price for the chip had dropped 80%,resulting in a fall in profits in

that year of 93%for Samsung,92%for Hyundai and 88%for LG.

Considerable borrowing had been allowed to fund investment in firms such as

those in South Korea.This left many companies with debts far in excess of their

total assets.The debt/equity ratios of the three electronics firms were 437%for

Hyundai,347%for LG and 267%for Samsung.The growth of company debt

was a feature throughout the region,particularly in the relatively weak

economies.Problems that have been identified include a lack of scrutiny of many

investment projects,some attracting the additional criticisms of nepotism and

corruption and too many prestige projects with little hope of payback.In some

countries,especially Thailand,bad banking debts mounted as a consequence of

poor lending strategies,mostly involving land and property speculators.The

problem of bad debt was heightened by short-term borrowing from overseas

banks and the ensuing difficulty of repayment as the currencies destabilised.

The fast growth of the Tiger economies in the early 1990s attracted a large

number of overseas stock market investors.At the same time,investment moved

away from manufacturing into land and property.Many investors were interested

only in short-term gains and tended to view the region as an entity.This meant

that,at the first signs of trouble,investments were withdrawn across the whole

region.Short-term speculation was not confined to the stock market.The

artificially high currencies pegged to the dollar attracted considerable inward

investment.While this operated as a virtuous circle when the economies were

growing,it became a vicious circle as currencies were rapidly sold at the first

signs of trouble.Some politicians,such as the Malaysian Prime Minister,Dr

Mahathir,attributed the economic collapse of 1997 to the activity of currency

speculators.While this was a factor,it is only one among many,and other

commentators have suggested that currency speculation was a symptom rather

than an underlying cause.

In countries such as Thailand and South Korea,the economic problems of 1997

led to swift intervention by the IMF,imposing severe restrictions on both

borrowing and growth.In Indonesia,the economic problems were followed by

political problems and social unrest.Without doubt,the economy of the East

Asia region has been destabilised.The pessimists view this as an inevitable

consequence of uncontrolled growth and they forecast further problems ahead.

Those of a more optimistic persuasion see the problems of 1997 as a warning

and an opportunity for countries to place their economies on a sounder footing.

Whichever view is taken,the impact on individual countries will vary substantially

due to the inherent differences contained in this far from homogeneous region.

Activity

What are the

implications for the

credit insurance and

surety industries of the

rise and fall of the Asian

Tiger economies?

10.4 Privatisation

In our discussion of transitional economies,we have seen that privatisation plays

an important role in the change from command to free market economies.

However,privatisation is not limited to transitional economies.It has been a

feature of many so-called free market economies during the 1980s and 90s,as

in the UK,Canada,France,Germany and Australia.Here we will examine the

nature and impact in the UK and the particular problems faced by transitional

economies.First we will explore the underlying rationale for privatisation..89 IPCIS DIPLOMA IN CREDIT INSURANCE
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Rationale

The motivation of many governments to select privatisation as part of their

economic policy lies in the assumption that privatisation will lead to positive

economic reforms.Among the advantages associated with privatisation are the

following:

•an increased focus on the customer with a subsequent improvement in

product quality and organisation responsiveness

•increased levels of business growth and profit for privatised companies

•higher levels of productivity

•lower operating costs and,in particular,lower employment costs as

privatised firms are associated with lower levels of employment than state-

owned enterprises

•greater incentives for staff and improved levels of motivation

•greater opportunities for internationalisation and improved responsiveness to

changes in the global economy

•reductions in public sector spending and public sector deficit

•increased levels of inward investment into the economy and economic growth

in general.

Activity

Assess the relevance of

the claimed advantages

of privatisation identified

here to the privatisation

of certain types of credit

insurance?

Privatisation –the UK experience

The privatisation policy vigorously pursued by the Conservative government

(1979 –97)has its roots in an ideological commitment to the free market,and a

belief in the inherent inefficiency of the public sector.This has not only resulted in

the selling of entire industries,but in the privatisation of certain services within the

public sector,such as the laundry in hospitals and rubbish collection in some

local authorities.

In the first four years of this government,no clear policy emerged beyond a support

for the deregulation of certain services,such as public transport bus provision and the

sale of council houses to sitting tenants at favourable prices.The period of 1983 –9

was one of major activity with a mixed approach including share flotations,either in

whole or in part and the selling of public companies either to their management or to

the private sector.During this period,British Aerospace,Cable and Wireless,British

Telecommunications,British Gas,British Airways,the British Airports Authority and

British Petroleum either passed wholly or partly from public to private ownership.

These were followed in the 1990s by the Electricity Boards,the Electricity

Generating Industry and the Water Boards.The UK government became a leading

consultant in the process and its advice was eagerly sought by the French,Australian

and Canadian governments embarking on similar policies.

The government ’s opposition to the public sector and its belief in the private

sector focused on issues of efficiency and effectiveness,as well as control.First,

public sector organisations were seen as less effective instruments of public policy

than those of the private sector.Second,the political objectives of public

ownership were seen as less valid than the market criteria of private enterprise.

The public sector was viewed as a group of organisations with confused goals

and inefficient operations dogged by industrial relations problems.The service

they provided was considered poor,leaving its customers dissatisfied and

creating a burden for the taxpayer..90 IPCIS EAST LONDON BUSINESS SCHOOL
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The alternative,privatisation,offered a number of advantages to different groups.

It was envisaged that competition would be stimulated,with an accompanying

increase in efficiency and effectiveness.For the general public it was an

opportunity to widen share ownership and to benefit from an improved service

with a greater responsiveness to customer needs.For the newly privatised

organisations there would be greatly increased opportunity for raising revenue

that could be reinvested in the operation.It was assumed this would stimulate

innovation to the benefit of all.For the government,public spending would be

reduced and the sales would raise much-needed revenue.Furthermore the policy

was seen by some as a further erosion of the power of trade unions and an

ideological victory over the Labour Party opposition.

It is clear that share ownership has been broadened and the over-subscription of

some issues indicates public support and some firms,notably British Aerospace and

the National Freight Corporation,showed a marked increase in profits.Critics

argue that the privatisation of vast concerns such as British Telecommunications

and British Gas seem not to have influenced the market place at all,but merely

changed the ownership status of a monopoly.Further criticisms have been levelled

against the pricing policies of newly privatised companies,the inadequate

provision for regulating large monopolies and the short-term strategy of ‘selling off

the public silver ’.More cynical critics have pointed to job losses and the large pay

awards to those former heads of public corporations.

Even 20 years after the beginning of the privatisation boom in the UK,it is still

difficult to assess the impact.First,the impact has varied across the different

organisations.Second,many have changed the nature of their operations to

such an extent that it is difficult to make before and after comparisons,

particularly where there have been acquisition and changes in ownership since

privatisation.Finally,there is considerable difficulty in disentangling the

ideological,political and economic aspects of the argument.Apart from the

social issues at stake there is at the moment mixed evidence to suggest that the

private sector is any more or less efficient or effective than the public sector.

In conclusion,it would appear that privatisation in the UK is an irreversible trend

and is in keeping with trends elsewhere.The Labour government that came to

power in 1997 would appear to have relinquished most of the ties with its

ideological past and has published plans to expand privatisation to the Air

Traffic Control Service and to British Nuclear Fuels.The trend is not confined to

the UK.Government sell-offs are a feature of virtually every region in the world.In

the case of utilities this has been driven by the need for capital investment in the

face of restraint on public spending or the inability of some governments,notably

those in Latin America and Eastern Europe,to foot the bill.In the case of

telecommunications,it is driven by the need for global expansion in a rapidly

changing industry.In 1998,over 50%of revenue from privatisation across the

world was derived from telecommunication sales.

Privatisation –the Eastern European experience

For many of the transitional economies of Eastern Europe,privatisation has not

had the impact expected.This is due to a number of related problems:

•The economy itself is in transition and it is not easy to assess the impact of

structural changes.

•There is often a poor strategic fit between the capabilities of the newly

privatised firm and the competitive world economy it is joining..91 IPCIS DIPLOMA IN CREDIT INSURANCE
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•Within the country itself there is not a level playing field as state-owned

enterprises continue to receive state protection,placing newly privatised firms

at a disadvantage,particularly in terms of the cost –price relationship.

Moreover,progress is often hampered by a lack of clear policy as a result of

political differences.

•Within organisations themselves,tensions and conflicts can arise as a result of

a changed power base in terms of ownership and control and the need to

change both behaviour and values.It is not surprising that many employees in

transitional economies suffer from insecurity and stress.

•For many companies there are serious skills shortages,particularly among

managerial staff.

The lessons from a number of studies of newly privatised companies across

Eastern Europe suggest that success is related to decentralised decision-making,

the encouragement of risk-taking,management and worker training emphasising

not just skills but attitude change,the replacement of older managers,introducing

new financial controls and programmes of technical modernisation.

Activity

In what ways has the

privatisation of firms in

Eastern Europe affected

the credit insurance and

surety industries?

10.5 Strategic alliances and joint ventures

In all types of business in most parts of the world there is a long history of firms

working together to achieve mutual advantages.However,the increase in

alliances and joint ventures has been a major phenomenon of the business world

in the last ten years.The phenomenon is a product of globalisation,increased

competition,the attractiveness of emerging markets in developing nations and,

for advanced economies,declining growth rates and the increasing cost of

home operations,particularly in terms of labour and R&D.

Activity

What are the

advantages of a firm

engaging in a joint

venture or strategic

alliance?List as many

reasons as you can and

then compare your list

with the points listed

under the heading ‘The

main reasons for the

growth of joint

ventures ’,that appears

later in this section.

Strategic alliances and joint ventures are essentially strategic options,where

there is some advantage in working in collaborating with another partner.Such

collaborations may be a faster and more effective way for new market entry,a

more cost-effective means of new product development or distribution,or simply

a means of survival.Alliances and joint ventures represent less radical forms of

collaboration than are found in mergers or acquisitions.A merger or an

acquisition may not be desirable or would prove too costly.In some cases the

kind of ownership patterns involved in a merger or acquisition would be

politically difficult,as was the situation until recently in India and as currently

operates in China.

The major difference between a strategic alliance and a joint venture is usually

the depth of the contractual relationship.Joint ventures generally involve an

element of shared ownership or involve fairly restrictive contractual obligations,

as with licensing and franchise agreements.In terms of ownership patterns,a

number of variations are possible:

•joint ownership with control by one party

•joint ownership with shared control

•majority/minority ownership with variations in control

•a third company owned and/or controlled by two or more other companies.

A strategic alliance occurs when two companies agree to co-operate on a

specific venture or have an arrangement to share facilities.Contractual

arrangements can and do exist,but generally they are less restrictive than those

found under licensing or franchise agreements.In the manufacturing industry,a.92 IPCIS EAST LONDON BUSINESS SCHOOL
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pattern is emerging where major players such as Daimler Benz establish alliances

with their major suppliers.At the main Mercedes factory near Stuttgart,the

suppliers of exhaust systems (Eberspaecher)and of tyres (Continental)have

established operations next to the main assembly plant and their production

plans are tied in with those of Mercedes.In the airline industry,a number of

national carriers have joined together to form alliances.Two of the largest,the

‘Star Alliance ’and the ‘One World Alliance ’ are as follows:

Star Alliance One World Alliance

Air Canada Aer Lingus

Air New Zealand American Airlines

ANA British Airways

Austrian Airlines Cathay Pacific

British Midland Finnair

Lauda Air Iberia

Lufthansa Lan Chile

Mexicana Quantas

SAS

Singapore Airlines

Thai International

Tyrolean

United Airlines

Varig

Such alliances offer customers a number of advantages in the form of single

booking,ticketing and baggage handling across different routes and airlines

within the same alliance.For alliance partners there are potential cost savings via

shared ticketing,check-in facilities,baggage handling and customer interaction,

with further savings possible in such areas as maintenance.

The remainder of this section will focus on joint ventures,although many of the

issues raised are also applicable to strategic alliances.

The main reasons for the growth of joint ventures

These can be identified as follows:

•Survival and growth in the face of increased global competition.This has

been a major factor in the restructuring of the automobile industry in both

Europe and the USA,in which major firms have not only assimilated smaller

ones,e.g.,Ford has bought Jaguar and Volvo,but where competitors work

together on joint projects,e.g.,Ford and Volkswagen creating a new people

carrier.Sometimes the collaborations cross continental boundaries,as those

between Ford and Mazda,and between Renault and Nissan.A joint venture

may be the only effective way for some small firms to compete and survive..93 IPCIS DIPLOMA IN CREDIT INSURANCE
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•Market growth and new market entry.A joint venture can extend product

distribution networks into new areas.All partners may gain access to a

bigger market.This is especially true with international joint ventures.In some

cases a joint venture is a political necessity to gain entry into certain markets

such as China.In India,until relatively recently,foreign firms could only

operate in the country in a joint venture where the Indian partner held the

majority share.That restriction has now been lifted,reflecting the growing

influence of globalisation on joint venture activity and the need for more

flexible arrangements.As a consequence there has been a growth in foreign

direct investment (FDI)in India.

•Technology transfer is a key motivator behind many joint ventures,particularly

for firms in transitional and emerging economies.In China,the key exchange

in many international joint ventures Chinese firms and those from the West or

Japan is the transfer of technology to the Chinese firm in return for market

entry.This happened in the case of the joint venture between Chrysler and the

Beijing Auto Works to manufacture the Jeep.

•Access to specific core competencies.An important strand in the development

of the theory of strategic management in recent years is the belief that specific

knowledge,skills and technology can be harnessed to differentiate a firm

from its competitors and give it a competitive advantage.A core competence

could reside in a specific area of knowledge and expertise,a specific

technology or operating system or even an effective system of customer care.

Through joint ventures,a firm may acquire core competencies or exchange

complementary core competencies to benefit both parties.In this way a

specialist credit insurer may work on a project with a specialist surety firm,

each contributing specialist knowledge and skills.

•Synergy is where an outcome is achieved by an activity that is greater than

the sum of its constituent parts.In a joint venture,the pooling of knowledge,

skills and technology may achieve such synergy.This is particularly important

as many projects and even industries (think of biotechnology)are

interdisciplinary by nature.New solutions can also be created to reduce the

time taken to develop new products –vital in an increasingly competitive

market.

•Cost reduction is the aim of many joint ventures.By pooling both market

demand and resource supply,two or more firms can achieve economies of

scale across global operations.In the case of some international joint

ventures,high-volume,low-tech work can be concentrated in low-labour-cost

regions.Better deals can be struck through bulk purchasing from suppliers.

Duplicated activities can be consolidated with a saving on labour,buildings

costs and overheads.

•Reduced risk is achieved by sharing that risk between two or more partners.

The development of the airbus is the result of a joint venture between the

aerospace industries of the UK,France and Germany,while Concorde was

the joint project of the French and British industries.In both these cases the

development of the project comprised high front end expenditure and difficult

market entry so that the industry of no single country was prepared to accept

the risk.

•Increased control of the supply chain may be achieved by joint ventures

between manufacturers of goods and services and their suppliers and

distributors.In this way,News Corporation around the world operates

together with a part-owned partner,TNT,to distribute its newspapers..94 IPCIS EAST LONDON BUSINESS SCHOOL
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•Create tailored local situations.A firm operating internationally may gain

distinctive competence through partnership with a local firm to offer specific

goods and services to meet the needs of local markets,to work more

effectively with local labour or to increase market share through knowledge

of the market.

In most joint ventures,it is not one factor that predominates but a combination of

the above.

However,many commentators believe that the rationale for joint ventures has

changed.In the 1970s and 80s the key motivation was one of control – of

markets,key resources,the supply chain and even forming alliances with

competitors to discover and head off their initiatives.The classic model that

developed in transitional and emerging markets was that where a multinational

from an advanced economy would form a joint venture with a local firm and

gain market entry in return for limited technology transfer.In this way,Chrysler

formed a partnership with the Beijing auto works to create the Beijing Jeep

Corporation.Chrysler thus gained entry to the Chinese market,but carefully

controlled the extent of the technology transfer.The type of Jeep built in China

was an older model no longer made in the USA.

While this type of relationship continues to exist,a new rationale emerged in the

1990s.Control and competition were replaced by collaboration.With

customers,suppliers,governments and even competitors,this was sought after as

part of the development of global strategies.

Activity

Identify which of the

above factors are

particularly relevant to

the credit insurance and

surety industries.What

are the reasons for your

choice?Give examples

for each of the factors.

Problems and issues with joint ventures

•Many joint ventures create organisational complexities ,which can increase

costs.Project teams and co-ordinating committees have to be set up.Staff have

to be seconded from their regular roles and much time can be taken up in

meetings and travelling.The chief executives of Renault and Volvo believed that

a merger would be cheaper than a joint venture in the long term,as it would

cut out most of the joint committees and cut down on the number of meetings.

•The success of any joint venture is dependent upon a strategic fit between the

parties concerned.Joint ventures are likely to be more successful where the

partner firms offer complementary core competencies rather than identical

ones.For many years Renault and Volvo were engaged in a joint venture built

on joint technical development and shared distribution.This was a success,

largely because the strengths of each company were complementary.Volvo

was strong in large cars,Renault in small;Volvo was strong in North

America,while Renault had a larger market share in South America.

However,attempts to turn the partnership into a full-scale merger failed due to

issues of cultural compatibility and control (see below).

•Capability is concerned with what each of the parties brings to the joint

venture and is about the expectations each has of the other.In the case of

General Motors and Daewoo in South Korea,GM managers felt that the

alliance was weakened by the lack of capability of the Koreans on quality.In

the Beijing Jeep Corporation,there were numerous project delays due to the

inability of local suppliers to produce on time and at the required quality.The

service and spare parts industry was relatively undeveloped in China.

Chrysler officials accused the Chinese of poor labour discipline and low

productivity,while Chrysler management,with one exception,were unable to

communicate in Chinese..95 IPCIS DIPLOMA IN CREDIT INSURANCE
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•Problems of compatibility arise in working together and often do not emerge

until the implementation phase.Such problems can not only arise as a result

of differences in culture,management style and personality,but also in

administrative and accounting procedures.Social and cultural issues are the

ones most often overlooked by managers in establishing joint ventures.A

major difficulty in establishing joint ventures between universities,involving the

exchange of students,occurs around differences in teaching style,differences

in the academic calendar and different requirements for assessment.With

Beijing Jeep there were problems arising from differences between the US and

Chinese accounting systems and the large pay of the Americans compared to

the local managers became a source of resentment for the locals.The biggest

problem for Chrysler,however,lay in their frustrations arising from the highly

political nature of doing business in China.The political problems involved

dealing with a cumbersome bureaucracy,having to accept local suppliers

recommended by local government and the increasing involvement of

national government in the post-Tiananmen Square period.

•Commitment is the extent to which the partners are willing to invest resources

and effort on a continuing basis,more especially when problems arise either

in fulfilling expected objectives or between the partners themselves.Many

alliances fail through the lack of staying power.

•Many problems can arise out of issues of control .Where one partner is

dominant,the subordinate partner may have its core competences weakened

further.Studies of Japanese/US joint ventures have found that almost

invariably the Japanese company was the dominant partner and there was a

widespread fear (sometimes well-founded but sometimes not)that Japanese

firms would take over the critical skills of the US partner and give little in

return.One of the reasons for failure in the Renault –Volvo case was the belief

among the Swedes that French management and French strategies would

predominate in the new company.Control becomes even more of an issue

when joint ventures involve more than two partners.

•There is the problem of measuring performance outcomes .This is far from

simple,since it depends on the rationale behind the joint venture.For

example,financial criteria alone would be inappropriate if the reason for the

joint venture was either technology transfer or expanding market share.Too

many joint ventures are assessed only from the perspective of the dominant

partner.This is especially apparent in the entry of established firms into

emerging markets.In most cases there will be trade-offs.US firm Otis Elevators

established a joint venture in Tianjin,China,to access a large potential

market.The Chinese were more concerned with gaining access to elevator

technologies and to foreign currency.Although it is a broad generalisation,

several studies have commented that the primary motivation of Western

companies in joint ventures is cost reduction,while that of Eastern companies

lies in knowledge acquisition.The evidence on performance is very mixed.

Successful alliances have been shown to outperform single businesses,but

against this there are a large number of failed joint ventures and alliances.

From the above points it can also be seen that attention to such issues as

strategic fit,compatibility,capability,commitment and control will do much to

ensure the success of a joint venture.It is for this reason that many writers focus

on the importance of careful analysis in partner selection..96 IPCIS EAST LONDON BUSINESS SCHOOL
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Key Points

In this section we have focused on the issues of those economies in transition

from centralised state control to a market economy.The key features of this

transition are liberalisation,stabilisation,internationalisation and privatisation.

The focus of the section is on privatisation and joint ventures.Privatisation is

viewed as an important instrument to develop free market activity and achieve

improved efficiencies and effectiveness.The evidence of the impact of privati-

sation is mixed,as shown from the experience of the UK and Eastern Euro-

pean countries and many lessons have been learnt.Joint ventures represent an

increasingly popular form of structure in the global economy.They are espe-

cially popular in transitional economies because they allow market entry in

exchange for knowledge and technology.Their effective operation depends

upon strategic and organisational fit,the capability,compatibility and com-

mitment of partners and sorting out issues of control.The issues of transitional

economies are contrasted with those of emerging industrial economies such

as the Asian Tigers.

Activity

Why are many joint

ventures unsuccessful?.97 IPCIS DIPLOMA IN CREDIT INSURANCE
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11 GLOBAL OPERATIONS MANAGEMENT

AND LOGISTICS

11.1 Introduction

At the end of this section you should be able to:

•understand the different dimensions of global manufacturing strategy

•identify the conditions for setting global manufacturing facilities

•understand the importance of global supply chain management and

international logistics in achieving competitiveness

•examine the elements of global supply chain management

•understand how global supply chain management helps companies meet

international objectives

•examine the international logistics and materials management.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapter

10,pp.265 –96.

Many definitions have been put forward by many writers for the term ‘operations

management ’,however in its simple definition,it is the way (process)

organisations transform inputs (raw materials,labour,etc)into the final output

(products and/or services).Operations management is the key function within

any organisation and is therefore at the core of all business organisations.

Operations management encompasses the following:

•forecasting

•capacity planning

•scheduling

•managing inventories

•assuring quality

•motivating employees

•deciding where to locate facilities.

Operations management also involves:

•determining the response of organisations to technological changes and new

developments

•consumers ’requirements

•prices

•competition.

In the last 20 years the changes that have had most impact on operations

management have been globalisation,new technology and Japanese

manufacturing methods such as just-in-time (JIT).The globalisation of business has

added to the complexity of operations management.We have noted elsewhere

in this unit how all business activities are now part of a global network.A single.98 IPCIS EAST LONDON BUSINESS SCHOOL
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manufacturing firm can be involved in the assembly of components from several

countries in several countries.A Hollywood film can be made in the UK using

technical expertise from the UK film industry at the same time that a UK film is

made only because of US financial backing.At the same time there are forces for

localisation,pushing operations managers into alliance with local firms as part

of a JIT system.However,despite the huge literature on operations management,

very little has been written about the international aspects of it.Many questions

about the global manufacturing and supply chain activities by many firms

operating in different countries still remain unanswered.A firm can attain a

strategically advantageous position only if it is able to successfully manage its

global manufacturing strategies as well as its suppliers and customers.Global

operations management must be closely aligned with a firm ’s strategy.All

organisations,regardless of their size,location,products and/or services they

produce,must deal with supply and demand issues and,as international trade

barriers fall,more companies are expanding their global operations.This

presents tremendous opportunities and opens up previously untapped markets for

products and services.It has also increased the number of competitors,and even

companies that operate only within a single country are now faced with

increased foreign competition.

Activity

Why is effective

operations management

important for an

international firm?

11.2 International operations management

Ferdows (1989)outlines the key reasons that usually motivate companies to

establish or acquire a plant abroad.These reasons are grouped into three

classes:

•access to low-cost production input factors (labour,materials,energy of

capital)

•proximity to the market

•the proximity to sources of technological knowledge.

Global operations and global supply chains are becoming a reality in the

current economy.Classical economic theory suggests that every nation has some

comparative advantage that allows it to specialise and perform an activity

relatively more efficiently than other nations (Economist ,2001).What if a

company could be run so as to send activities along its supply chain to the

country that holds a comparative advantage in that area?Modern

communication (the Internet)and transportation capabilities have rendered this

ideal possible.But expanding the supply chain of a firm in such a manner over

such a great expanse requires more than the communications and transportation

infrastructure.The enormous complexity of such a task calls for a specialist who

can manage this type of system.Operations strategy influences the way in which

firms structure and manage their operations functions as well as drive the overall

strategy in several decisions –including location,design and logistics

management.

Managers have identified the lack of an adequate manufacturing strategy as one

of the main barriers to the effective management of their international

manufacturing operations (De Meyer and Vereecke,2000)and therefore the key

issue remains how to establish and manage an effective and efficient network of

plants at the global level.International operations management is a far more

complex task than domestic operations management.At the international level,

managers must contend with international suppliers,government regulations,.99 IPCIS DIPLOMA IN CREDIT INSURANCE
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uncertain market competition,transportation challenges,and so on.Bartlett and

Ghoshal (1989)describe how,since the 1980s,many companies have been

faced with a growing complexity of their businesses.Companies used to respond

to either the global integration or the local differentiation,now they have to

respond to both (Bartlett and Ghoshal,1989).

11.3 Global manufacturing strategies

It ’s useful to clarify that the term manufacturing is used here to describe the efforts

of industrial and service companies to make products that are sold to foreign

markets.The idea of a global manufacturing strategy brings into play a mix of

several conditions,including economic,competitive,legal,political and

environmental.Several questions will be raised,including:

•why should the company operate abroad

•where should these plants be located

•what level of competence should each plant have

•which strategic role should be attributed to each plant

•which products should be produced in which plant.

The Toyota Motor Corporation,for example,has the reputation of being the most

efficient manufacturing organisation in the world (IndustryWeek.com,2001).This

reputation is derived from its vaunted Toyota Production System (TPS),which has

become the basis for highly efficient systems in manufacturing and non-

manufacturing industries world-wide.In addition,this system has enabled Toyota

to become the leader in quality,and to deliver the highest value to the customer.

However,designing a global manufacturing strategy is no easy task –there are

no straightforward directions and guidance on how to manage it.However,the

success of global manufacturing strategy depends on how well managers deal

with issues of compatibility,configuration,

co-ordination and control.

•Compatibility is the degree of consistency between the foreign investment

decision and the company ’s competitive strategy.Companies must consider

how appropriate levels of efficiency,dependability,quality,flexibility and

innovation fit in with their overall strategy.

•There are three basic configurations that MNEs consider as they establish a

global manufacturing strategy:

–a manufacture and export configuration

–a regional configuration

–country-specific manufacturing.

•Co-ordination and control .Co-ordination is the linking or integration of

activities into a unified system.The activities include everything along the

global supply chain from purchasing to warehousing and shipment.Once the

company determines the manufacturing configuration that it will use,it must

adopt a control system to ensure that company strategies are carried out.

•Plant location strategies .Selecting the number of plants and their locations

depends on factors such as transportation costs,duties,the need to be close

to the market,foreign exchange risk,economies of scale in the production

process,technological requirements of the manufacturing process,and so on..100 IPCIS EAST LONDON BUSINESS SCHOOL
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•Layout planning strategies .Layout involves decisions about the physical

arrangement of economic activity centres within a manufacturing facility.The

general concepts in layout planning strategy are the same all over the world,

but how the plants are configured may depend a great deal on unique

factors (such as real estate costs,topography and technology),in each

foreign location.

Activity

What is international

operations management

and how is it

accomplished?

Managing the global manufacturing plants

A study carried out by Chew et al.(1990)has shown that the productivity of a

plant within an MNC may vary substantially among the distinct plants.De Meyer

and Vereecke (2000)have investigated the reasons why some plants perform

considerably less well than their colleague plants within the same company.They

concluded that these companies have missed the opportunity to increase the

productivity of the weakest plants,especially because they fail to optimise the

transfer of know-how from the more productive plants to the weaker ones.As

such,the overall company performance remains below the level that could be

obtained.De Meyer and Vereecke (2000)then suggested the following in order

to create the possibility of transferring know-how between plants:

•some plants in the network must have the capability to transfer and develop

knowledge that is valuable for the other plants

•managers in these plants must be motivated to share their know-how with

other plants

•the manufacturing staff in the plants must be trained to recognise opportunities

to transfer knowledge.

11.4 Location decisions

A firm that chooses to exploit a plant abroad at a particular location must

consider several sets of factors including country-related issues,product-related

issues,government policies and organisational issues.

Country factors

The classical trade theories and the Heckscher –Ohlin theory suggest that

countries that are endowed with large,low-cost factors of production such as

labour will attract firms needing that factor of production.Therefore,the different

issues regarding countries include:

•Issues related to labour include cost,productivity,absenteeism,availability

(skilled workers),social regulations,and the strength of the unions.

•Raw materials issues include cost,availability,quality and reliability.

•Infrastructure will play a role in the choice of locations for production facilities

since most facilities require at least some minimal level of infrastructure support

such as electricity,water,gas,and oil or coal.However,the cost of energy

should not be underestimated.Cost,availability and quality of the

communication network should be considered.In addition,the availability

and quality of the transport infrastructure are both very important,together

with the availability and quality of transport organisations..101 IPCIS DIPLOMA IN CREDIT INSURANCE
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•Marketing decisions regarding any particular product may be affected by

consumer perceptions regarding the product ’s country of origin.

•Language barriers,cultural differences and time-zone differences across

countries should all be considered.

•Personal tax system.

•Cost of accommodation and living.

•Work permit requirements.

•Availability and quality of international schools.

•Crime rate and quality of life.

Product factors

A firm with a global product structure may locate factories anywhere in the

world,but it also needs to consider the following issues:

•A product ’s value-to-weight ratio affects the fraction of transportation costs in

the product ’s delivered price.The greater the value of the product to its

weight,the less important become issues of storage and transportation costs.

•The production technology used to manufacture a particular product can

affect production efficiency and hence,impact on location decisions.The

more complex the product,the more important it becomes to locate

production facilities close to research and development facilities.

•Firms may produce products for which they desire customer feedback close to

the point of sale.The time it takes to transfer goods from producer to

consumer is often more meaningful than defining the distance in terms of miles

or kilometres.The elimination of customs and tariff barriers within the

European Union has shortened this time.

•If a product serves a universal purpose,it becomes less important to tailor the

product to local tastes in each country.

•Companies must devise manufacturing strategies that anticipate the rapid

pace of product design,delivery and obsolescence.

•The degree to which a product can be converted into a string of zeroes and

ones –the process of digitisation –influences global manufacturing.Digital

products or services can be provided to customers around the world with

negligible transportation cost.

Governmental factors

The location decision is also affected by government policies:

•In the developing countries or regions with high unemployment rate,

governments sometimes offer financial incentives to encourage manufacturing

investment.For example,Motorola established its production plant in

Bathgate (a small town in Scotland)as a result of great incentives and

exemptions from the Scottish government.In giving such incentives,the

government normally considers the number of jobs created in the region,the

degree of export orientation,the technological content of the product or

process,and the degree of use of local suppliers and local raw material

(Ernst and Young,1992)..102 IPCIS EAST LONDON BUSINESS SCHOOL
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•The stability of the political process can affect location decisions because

firms tend to prefer relatively stable environments.The recent case of Enron

(US power group),a company that many believed would help to modernise

India,along with two other powerful companies,is leaving India due to the

amount of red tape and political risk involved in business in India.The

estimated loss of jobs is over 11,000 (Financial Times ,2001).

•National trade policies are also a factor in location decisions.

•Economic development incentives such as property or rental costs of land,

plants and offices,highway improvements and discounted utilities often

prompt a firm to establish operations in certain locations.

•Structure of the tax system,as well as the tax rates,is very important.

•Firms may make location decisions on the basis of the existence of foreign

trade zones.

Organisational factors

A firm ’s business strategy may influence location decisions.There are many cases

of how the business strategies of various firms influence location decisions.

Moreover,decisions are also affected by the firm ’s organisational structure:

•A firm that is following a price leadership strategy must locate operations in

low-cost areas,while a firm that emphasises product quality must locate its

facilities in areas that have adequate supplies of skilled labour and

managerial talent.

•Inventory management policies are also affected by plant location decisions.

The task involves balancing the costs of maintaining inventory (the costs

associated with storage,spoilage and loss,and opportunity costs)against the

costs of running out of materials and/or finished goods.The level of inventory

that firms must hold is affected by factory location decisions because of the

distances and transit times involved in shipping goods.

Environmental factors

•Since the late 1980s there has been a growing awareness about the impact

of industrial activities on the environment (Ernst and Young,1992).There is

severe pressure on business to invest in the protection and even improvement

of the environment.

•Many aspects of the environment may influence the working conditions as

well as the labour productivity.Hence,it is important to examine the state of

the environment –including air quality,water,noise,land climate and waste

disposal – before deciding on location..

•Countries also vary in their environmental regulations,restrictions and

permissions.

Activity

What basic set of factors

must a firm consider

when selecting a location

for a production facility?

In the mid-1990s,

Jaguar,the producer of

luxury motor cars,

threatened to shut down

its British factory and

produce its cars in

Portugal.If it were

cheaper to produce

Jaguars in Portugal,

would you advise the

company to shift its

production there?Can

you think of any reason

why it shouldn ’t make

such a move?(As it

turned out,the British

government agreed to

provide Jaguar with

economic development

incentives if it would

modernise its existing

factory,and Jaguar kept

its British factory open.)

11.5 Global supply chain management

A company ’s supply chain encompasses the co-ordination of materials,

information and funds from the initial raw material supplier to the ultimate

customer.It is the management of the value-added process from the supplier ’s

supplier to the customer ’s customer.The term ‘global supply chain management ’

describes managers ’ efforts to oversee the flows of raw material,components,.103 IPCIS DIPLOMA IN CREDIT INSURANCE
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information and finance through their network of suppliers,assemblers,

distributors and customers located around the world.A comprehensive global

supply chain strategy should include the following elements:

•customer service requirements

•plant and distribution centre network design

•inventory management

•outsourcing and third-party logistics relationships

•key customer and supplier relationships

•business processes

•information systems

•organisational design and training requirements

•performance metrics

•performance goals.

The supply chain can be viewed as a buy –make –move –store –sell cycle that may

span the globe.Making and moving a product depends on the shipment and

transfer of a range of inputs among several factories that may be across several

countries.Logistics (materials management)becomes very important.Information

technologies –particularly recent trends in the Internet –have given managers the

tools to amplify the idea of global supply chain management.The arrival of

open,real-time communication among designers,suppliers,subcontractors,

manufacturers,distributors and customers allows managers to change the supply

chain from a simple,linear chain of buyer and seller into a global network of

prospective buyers and sellers.There are two key challenges for global supply

chain management:

•Operational threats create day-to-day problems.They include challenges

arising from obstacles to communication,different technologies and different

standards used throughout the MNEs global supply chain.

•Strategic challenges are longer-term issues and include dealing with aspects

of culture,technology and tax policy.National cultures differ in their attitudes

toward deadlines and information sharing,making it hard to implement rigid

timetables and co-ordinate value chain activities.Technology capabilities

vary across countries.The world does not operate on a common technology

platform or communications protocol.The Internet may eventually help resolve

some of these issues.Tax policy must be considered in configuring the global

supply chain.Since different governments have different tax policies,MNEs

must consider tax implications of producing in or buying from operations

located in one country versus another.

Just-in-time

The just-in-time (JIT)technique reduces inventory and increases speed within the

supply chain,contributing to productivity and profit.But any momentary

interruption in the supply chain can put the customer at risk.One example of the

fragility of this system is the floods of 1993 in the Missouri and Mississippi River

valleys (Financial Times ,2002),which disturbed road and rail transportation

over a wide region.Many US companies did not have enough goods on hand

when it turned out that their only source for particular parts were stuck on the

other side of a large river,with washed-out bridges between.Relying on one.104 IPCIS EAST LONDON BUSINESS SCHOOL
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company for particular parts is not going to end,because it is efficient when it

works well,But companies that do have only one place to go ought to be very

careful about monitoring that source.Even though one of the companies in such

a relationship is still the customer and one of them still is the supplier,supply

chain relationships ought to be co-operative,so that both parties can gain from

efficiencies and improvements –and can look out for each other ’s interests.

Companies like British Aerospace and Toyota provide engineering support to

their suppliers and work hard to improve their relationships with thousands of

suppliers.

Activity

A modern car is typically made up of 10,000 parts,

each of which must be designed and produced by

someone.Organising this enormous task,called

supply chain management,is the greatest challenge

to car production.Toyota is not only Japan ’s largest

and most successful company,it is the

acknowledged world leader in supply chain

management and single-handedly developed such

ideas as just-in-time (JIT),kaizen and kan-ban in the

1950s.Toyota is unique for another reason:it has

never sacked a supplier!It has always worked with

its suppliers to make sure that they were the best in

the industry.That way it never needed to seek new

suppliers.This had two major advantages.First,it

saved money by reducing the costs of the

transactions themselves – no search costs,no legal

costs etc.Second,over the years,it had developed

such close and trusting relationships with its suppliers

that it didn ’t have to re-negotiate prices or concern

itself with quality or delivery performance.It simply

knew that the prices would be the lowest in the

industry,the quality would be fine and all parts

would arrive just when they were required.While all

manufacturers owe a debt of gratitude to Toyota for

sharing their ideas with them,no one has managed

to orchestrate their supply chain as efficiently or

effectively as Toyota.Like all ‘assemblers ’,Toyota is

concerned with three things above all:the quality of

parts,the cost of parts and the delivery of parts.In

terms of cost,quality and delivery,Toyota has no

rivals –anywhere in the world.Its parts are better

quality,lower cost and delivered on time,every time!

It is the envy of the car world!In the mid-to late

1990s,Toyota,in common with all other Japanese

manufacturing firms,faced a dilemma.The cost of

production (land,labour,energy,materials,etc.)in

Japan had risen to such a level that it was threatening

the competitive edge that they had enjoyed for 50

years.The alternative was stark:buying parts from

other South East Asian countries which had lower

production costs.Throughout the 1990s,hundred of

Japanese suppliers established production facilities in

countries such as China,Indonesia,Malaysia,

Thailand,etc.,where production costs were

frequently up to half those in Japan.This ‘migration ’

of firms became known in Japan as the ‘pattern of

flying geese ’because first one supplier would leave

and then its suppliers would follow,desperate not to

lose their long-established customers.

Questions

1 What measures should Toyota put in place to

ensure it retains its competitive advantage which

is based on its superb supply chain

management?

2 Is ‘the pattern of flying geese ’an opportunity or a

threat to Toyota?

3 If you were the purchasing manager at Toyota,

how would you decide which parts to buy from

Japan-based suppliers and which to buy from

other South East Asian suppliers?.105 IPCIS DIPLOMA IN CREDIT INSURANCE
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11.6 International logistics

International logistics is the design and management of the flow of materials,

parts,supplies and other resources from suppliers to the firm;materials,parts,

supplies and other resources within and between units of the firm itself;and

finished products,services and goods from the firm to customers.International

logistics involve three sets of activities split into two categories:

•Material management.This comprises two stages:the timely movement of raw

materials,parts and supplies,first into the firm and then through the firm.

•Physical distribution.This involves the movement of the firm ’s finished product

to its customers.

However,in both phases,movement is seen within the context of the entire

process.Stationary periods (storage and inventory)are therefore included.The

basic goal of the logistics management is the effective

co-ordination of both phases and their various components to result in maximum

cost effectiveness while maintaining service goals and requirements.However,

the key business logistics are:

•the system concept

•the total cost concept

•the trade-off concept.

There are three basic differences between domestic and international materials

management:

•the greater distance involved in shipping

•the sheer number of transport modes that are likely to be involved

•the regulatory context for international materials management is much more

complex than that for domestic materials management.

In addition,other logistics and materials management issues such as packaging

become more complex.A package ’s weight may be an important consideration

for firms.In fact,some customers require that products meet pre-set packaging

specifications.Finally,logistical considerations may impact on factory location

decisions.For example,although production costs may be lower in a particular

location,the materials management costs involved may be so high as to make

the location unsuitable.In addition,a firm that exports from a domestic location

must ensure that competitive levels of service for customers are maintained.

International transportation

Transportation determines how and when goods will be received.Transport

issues are therefore implicit in the choice of distributional channels and in other

locational decisions for the multinational companies.The issue of international

transportation can be divided into two different components:

•Transportation infrastructure.In the developed industrialised countries,firms

can count on an established transportation network,but at the global level,

there are major variations.Michael Porter (1990)explained the importance

of infrastructure as a determinant of national competitive advantage,and

highlighted the capability of governmental efforts to influence this critical issue.

Governments must keep the transportation dimension in mind when attempting

to attract new industries or trying to retain existing firms..106 IPCIS EAST LONDON BUSINESS SCHOOL
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•Transportation mode.The international logistics manager must make the

appropriate selection from the available modes of transportation.The choice

of the transportation mode will depend on the following factors:

–speed of delivery

–cost

–loss and damage

–frequency

–dependability of delivery

–capacity

–availability.

The final selection of the transportation mode will be the result of the importance

of different modal dimensions to the markets under considerations.Table 11.1

suggests the following ranking of the different transportation modes according to

the above mentioned factors.

Table 11.1 Ranking of transportation modes

Mode characteristics Transportation mode

Air Pipeline Highway Rail Water

Speed (1 =fastest)1 4 2 3 5

Cost (1 =highest)1 4 2 3 5

Lost and damage (1 =least)3 1 4 5 2

Frequency (1 =best)3 1 2 4 5

Dependability (1 =best)5 1 2 3 4

Capacity (1 =best)4 5 3 2 1

Availability (1 =best)3 5 1 2 4

Source:Ballou,1998,p.146

Key Points

In order for a firm to manage its international operations effectively,efficiently

and profitably,the firm should have a very clear manufacturing strategy.The

multinational company should be viewed as a combination of different plants,

each with a clear strategic role and focus that supports the company as a

whole.However,the management of an international network of plants is in

fact the management of flows:flows of know-how between the plants,flows

of information between the managers in the network,and flows of goods

between the plants (De Meyer and Vereecke,2000).

International logistics and global supply chain management are the key

dimensions by which firms distinguish themselves internationally.Given the

speed of technological change and the efficiency demands placed on busi-

ness,competitiveness,international sales growth and international business,

success will increasingly depend on the logistics function.In many business

organisations there is a move to reduce the number of suppliers and to estab-

lish and maintain longer-term relationships with suppliers..107 IPCIS DIPLOMA IN CREDIT INSURANCE
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12 MANAGING INTERNATIONAL MARKETING

12.1 Introduction

At the end of this section you should be able to:

•examine the international markets

•identify the socio-cultural influences in marketing

•understand the modes of foreign market entry

•understand how to take international marketing decisions

•understand international marketing strategy

•examine the factors that affect an MNC ’s decision to alter its product/service

to adapt it to a local market

•examine the differing marketing organisations

•identify factors in market success

•understand and examine the online marketing process.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapter

11,pp.297 –326.

Marketing,probably more than any other of the business functions we have dealt

with in this unit,operates at the interface between the firm and its environment.In

this section we will see how marketing activities are not only influenced by

environmental factors,but that management manipulation of the ‘four p ’s ’(see p.

127)represents a deliberate attempt to shape consumer behaviour and hence

the market environment within which the firm operates.Marketing strategy is

therefore a key element in the corporate strategy of any organisation.

Many people see marketing in terms of the advertising that accompanies

products.In fact,marketing is a far more sophisticated and complex activity and

for many organisations it can mean the difference between success and failure.

Marketing is about identifying and satisfying customer ’s needs.Marketing is also

the process of planning and executing the conception,pricing,promotion and

distribution of ideas,goods and services to create exchanges that satisfy

individual and organisational objectives.

Consumerism

The concept of consumerism has developed in the last 30 years around four

tenets:

•the right of the consumer to be informed

•the right to choose

•the right of redress

•the right of safety..108 IPCIS EAST LONDON BUSINESS SCHOOL
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If we accept that marketing is nothing more than the effective satisfaction of

consumer needs and wants,then consumerism would in fact be synonymous with

marketing and the presence of organised consumer groups would be no more

than an important source of information and market research.However,the

consumer movement has developed as a political interest group to represent the

rights of consumers largely because those rights are seen to be threatened by the

marketing activity of many firms.

Socio-cultural influences in marketing

Differences within societies and between culturally distinctive groups has resulted

in different patterns of product adoption.The popularity of a product among one

cultural or social group is no guarantee that it will appeal to another group.

Marketing does not simply react to social and cultural differences.There are

several social and cultural factors that have influence in marketing:

•Changing demographic patterns relating to age,sex,location and incomes

may have a profound effect upon marketing.

•Values and attitudes are important influences on the marketing process.Core

cultural values such as family life and concern for children are constantly used

in advertising,and marketing specialists take care not to transgress such

social mores.

•Advertising in particular uses and builds on social attitudes.

The role of the state

The state represents a powerful presence in the market place as a dominant

employer,supplier and purchaser.Government intervention in the marketing

activity of firms is a complex issue.The state is involved in marketing in a number

of different ways:

•The state provides information on government policy.

•Advertising is often used to direct the behaviour of individuals as in the case

of health education,or to encourage the unemployed to take advantage of

training schemes.

•The pricing and promotional policies of state-controlled industries can be

used to direct public expenditure and consumption,as was the case with

energy.

•The state attempts to regulate the marketing activity of private firms in a

number of different ways.Most of these measures are aimed at regulating free

competition and protecting individual consumers and the environment.

12.2 International marketing

International marketing is the extension of the marketing activities across national

boundaries by identifying the goods and services that customers outside the home

country want and then providing them at the right price and in the right place.

Companies can no longer focus only on their domestic market,no matter how

large it is.There are several reasons for international marketing:

•increase the size of the market

•extending the product life cycle.109 IPCIS DIPLOMA IN CREDIT INSURANCE
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•supporting international specialisation

•helping reduce investment payback period

•reduce stock-holding costs.

However,for a successful international marketing process,several decisions need

to be taken:

•whether to go global

•which foreign market(s)to enter

•strategy for entering these foreign markets

•adoption of the international marketing mix

•how to implement,co-ordinate and control the international marketing

programme.

Firms involved in international marketing must contend with differing political,

cultural,legal and economic environments.In addition,they must capitalise on

the synergies among various national markets,and

co-ordinate marketing activities in those markets.

Global marketing is risky due to the following reasons:

•shifting borders

•unstable governments

•foreign exchange problems

•technological pirating

•high product and communication-adaptation costs.

Therefore,based on the level of risk and reward accompanied a global

marketing process,a choice could be made from the following possible

methods:

•indirect exporting through intermediaries

•licensing

•direct exporting

•joint ventures

•direct investment and foreign manufacture.

Indirect exporting is considered to give minimum risk and reward,whereas

foreign direct investment gives maximum risk and reward.These methods are by

no means mutually exclusive and firms may be using one or more methods for

market entry.

Activity

1 What is

international

marketing?

2 What are the

similarities and

differences between

domestic marketing

and international

marketing?

12.3 Int rnational marketing management

International marketing affects and is affected by virtually every other

organisational activity.It is a critical component of international business success.

International marketing strategy should support the firm ’s overall business strategy

whether it is differentiation,cost leadership or focus.For example:

•If a firm is following an overall strategy of differentiation,managers should

develop a marketing strategy that differentiates the firm ’s products or services

from those of competitors..110 IPCIS EAST LONDON BUSINESS SCHOOL
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•If a firm is following an overall cost leadership strategy,marketing managers

should focus on keeping prices and distribution costs low.

•If a firm is following an overall focus strategy,managers should adjust the

marketing mix to target the needs of the various selected segments.

The marketing mix

The marketing mix (also referred to as the ‘four p ’s ’of marketing)covers product,

price,promotion and place.International marketing managers therefore face a

more complex set of issues and decisions related to the marketing mix in

comparison to their domestic counterparts.Key decisions include:

•how to develop the firm ’s product(s)

•how to price those products

•how to sell those products

•how to distribute those products to the firm ’s customers.

Activity

1 What is the

marketing mix?

2 Are the ‘four p ’s ’ of

international

marketing of equal

importance to all

firms?What might

cause some to be

more or less

important than

others?

12.4 Product

Product comprises the set of tangible factors (the physical product and its

packaging)that the consumer can see or touch,and numerous intangible factors

(such as image,installation,warranties and credit terms).International marketing

managers should consider the following key issues relating to a product:

•Firms must decide to what extent they will standardise or customise their

product offerings across markets.

•Industrial products are more likely to be standardised than consumer

products.

•Product policies may be affected by the laws and regulations of host

countries.For example,countries may impose labelling requirements,health

standards or technical standards on consumer products.

•Product policies may have to be adapted to meet the differing cultural needs

of a firm ’s target markets.For example,packaging may need to reflect the

local language,the ingredients of food products may need to fit local

preferences,and quality levels may need to be perfected.

•Product policies may be affected by economic factors.For example,a

country ’s level of economic development might affect product feature

decisions,a country ’s infrastructure might affect the design of some products,

and/or product support services available.

•Firms that are able to standardise brand names may achieve substantial

reductions in packaging,design and advertising production costs.Firms with

standardised brand names may also benefit from spill-over effects from one

market to the next.

12.5 Price

Pricing directly impacts on a firm ’s revenues,and helps shape a firm ’s competitive

environment.The task of pricing is complex in international firms because the cost

of doing business varies from country to country,as do transportation costs and

differences in distribution systems.In addition,pricing can be affected by.111 IPCIS DIPLOMA IN CREDIT INSURANCE
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fluctuating exchange rates.International firms typically use one of the following

pricing policies:

•A standard price policy is usually used by a firm that sells goods that are

easily tradable and transportable.The same price is charged for products

regardless of where they are sold or of the customer ’s nationality.

•A two-tiered pricing policy is usually adopted by firms following ethnocentric

approaches to marketing.One price is set for all domestic sales,and a

second is set for all international sales.This type of policy is frequently

followed by firms that are at the start of the internationalisation process and

may create a situation whereby the firm is vulnerable to dumping charges.

•A market pricing policy is usually used by firms following a geocentric

approach to marketing.Prices are customised on a market-by-market basis.

12.6 Promotion

Promotion encompasses all efforts by an international firm to enhance the

desirability of its products among potential buyers.Promotion is used to motivate

potential customers to buy the firm ’s product.A firm must consider several factors

when developing its global promotion strategy:

•The question of customisation versus standardisation also affects advertising as

firms decide whether to use the same message everywhere or adapt to local

markets.The decision is affected not only by differences between markets,but

also by the message the firm wants to convey.

•Firms in the early stages of foreign market expansion may subcontract

personal selling to local organisations,while firms that are established in

foreign markets may hire local sales representatives.However,despite the

high cost of personal selling,there are several advantages:

–by employing local sales representatives,a firm will be reasonably certain

that cultural gaffes will be reduced

–personal selling promotes close personal contact with customers

–firms may find it easier to acquire market information from sales

representatives than from other sources.

•Sales promotion activities may be well suited to international firms because

they are flexible and can be tailored to meet the special requirements of each

market.

•Public relations can be particularly important to international companies

because as ‘foreigners ’they may become appealing political targets.

Through an effective public relations campaign,MNCs may be able to

reduce their perceived ‘foreignness ’.

12.7 Place (distribution)

Distribution is moving products and services from the firm into the hands of

customers.International firms face two issues regarding distribution:

•the problem of physically transporting goods and services to the various

markets in which they are to be sold

•the means by which they will merchandise their goods in the markets they

want to serve..112 IPCIS EAST LONDON BUSINESS SCHOOL
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Therefore,a firm must select the mode(s)of transportation for its products from

their point of origin to their destination.The choice typically involves a trade-off

between time and money.The time between the placement of an international

order and its receipt by the customer as well as a product ’s shelf life may dictate

a particular transportation mode.Firms must also determine how best to manage

the distribution channels used to sell the firms ’products in the markets they serve.

International marketing managers must find the optimal distribution channel for

the firm,taking into account the firm ’s strengths,weaknesses,opportunities and

threats in each of the markets it serves.Most firms use a variety of channels and

that their distribution strategies may also be an important component of its

promotion strategy.

Activity

1 What are the basic

pricing policies?

2 What are the

elements of the

international

promotion mix?

3 What is a

distribution channel?

What options does

an international firm

have in developing

its channels?

4 Identify several

products you think

could be marketed

in a variety of

foreign markets with

little customisation.

Identify other

products that would

clearly require

customisation.

12.8 Online marketing

Today ’s business interests sit on a fault line of the greatest seismic shift

since the invention of the printing press …e-business.We are embarking

on a journey of such magnitude that it has the capacity to change the

course of our entire social order.

Pricewaterhouse Coopers (1999,p.5)

Such statements reflect the hype that surrounds developments in electronic

commerce also known as e-commerce and e-business.Marketers participating in

global e-commerce need to speak the languages and understand the customs

and interests of their target customers.For example,the main Reebok website has

links to country-specific sites for the United Kingdom and France.The Reebok

brand name is prominently displayed on all three sites,but the specific products

and promotions differ from country to country.

For many companies,electronic commerce is little more than the creation of a

website to provide information to customers,while to others it is a means of

selling goods and services on an international scale.Essentially,electronic

commerce is a transaction involving goods,services and information in which the

parties to the transaction do not meet,but interact electronically.Much of that

interaction is carried out using the Internet.This has led to the growth of

companies such as Amazon,one of the pioneers of electronic retailing.Amazon

offers a large catalogue of books over the Internet,often at much cheaper rates

than in retail outlets.An order can be made and paid for by credit card

electronically and the book is sent by post.In addition to retailing,information

can be accessed using the Internet.Much of the information is free to anyone

with the means of access,as with versions of many local,national and

international newspapers.Some databases,such as collections of academic

journal articles require a subscription fee,and can only be accessed by means of

a password.

In the above cases both the supplier and buyer gain through reduced transaction

costs.Retailers are able to shorten the supply chain to the customer,thereby

reducing costs as well as gaining access to a global market.Consumers benefit

through reduced prices and access to a global range of products.

E-commerce has enabled home access to personal bank accounts and,with

some banks like Barclays and First Direct,a full range of banking services.The

Internet has made possible ticketless air travel,a system used by many US airlines

for internal flights.A airline seat can be purchased electronically and the

customer simply produces identification at the check-in desk to pick up a.113 IPCIS DIPLOMA IN CREDIT INSURANCE
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boarding card.Applications for some university courses can be made over the

Internet.Supermarket shopping orders can be placed via the Internet with

guaranteed delivery times.It is not only shoppers who benefit from enhanced

services –as with most supermarkets,items scanned at the check-out provide vital

information for stock re-ordering levels.The information is transferred

automatically to a central computer system that raises orders to suppliers,which

are then despatched to the appropriate store.This version of retailing just-in-time

eliminates the necessity for the supermarket to hold stock in central warehouses,

thereby reducing costs.Companies such as the Ford Motor Company are part of

a group of pioneers in the use of e-commerce and

e-business.Ford moved to a global organisation creating cross-national teams in

management and the key functions.In support of this the company has

developed its own intranet system incorporating databases and email and linked

to video conferencing.In this way,design teams working from different countries

can collaborate on complex design issues.

Businesses have shown themselves much more willing to use the Internet for

transactions than the general public,even in the USA,which has the highest

proportion of Internet users per head of population in the world.Firms such as

Dell,General Electric and Visa regularly use e-business to deal with both

suppliers and customers.The take-up rate of such methods by businesses would

appear to be linked to the level of competition and whether Internet trading is

done by major competitors.It is a system that has enabled some companies to

come from nowhere to be leading players in their field,as in the case of Dell

Computers.

However,there are a number of barriers to overcome before the seismic shift of

Pricewaterhouse Coopers ’claim can occur.A major constraint is one of access

to the Internet.In this respect Europe lags behind the USA.The costs of setting up

an effective e-commerce system are considerable,which poses particular

problems for SMEs.This has led to transnational initiatives to encourage the use

of e-commerce by smaller firms.For example the G7 countries have launched

such an initiative called ‘A global market place for SMEs ’.

In the case of information,privacy and security become key issues and banking

services are at the forefront of developing secure systems.As well as

developments in security systems,e-commerce has led to the creation of new

laws to protect electronic transactions.Such legal rulings become particularly

important where transactions occur across national borders and hence,across

different legal systems.Electronic transactions pose particular problems where

there are differences in contract law,consumer protection,sales tax and customs

duty.In 1999 the EU was developing laws to clarify such issues and which

country ’s law would apply in the case of cross-border purchase.

12.9Factors in mark t success

Market success is ultimately dependent on:

•brand awareness

•brand availability

•quality

•value and customer service support as perceived by the customer

•quality of sales representation as perceived by the distribution channel..114 IPCIS EAST LONDON BUSINESS SCHOOL
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In order to market overseas a company must be able not only to match the best

of local foreign market competition but also to maintain sufficient competitive

advantage in what the company is able to offer.There is strength in seeking to

replicate market success gained elsewhere.To that extent,success in

international marketing may be seen as an extension of what is done

domestically.According to Paliwoda (2000),several factors need to be

considered,as follows:

•People.The service element in any transaction is becoming increasingly

important,therefore,consider the people who represent your company

abroad as carefully as you consider your customers.

•Process.The process requires planning,commitment and motivation for

success –therefore,consider the cost factors involved in servicing the chosen

foreign target market,and build the extra costs of servicing that market relative

to the home market into all projections of returns from that market.

•Power.Domestic competitive advantage is not automatically transferable with

any given degree of success.

•Product/service.The service element is now often indistinguishable from the

product offering.Branding encapsulates the importance of this form of

competitive advantage in a physical form.

•Promotion and publicity.Make use of the tremendous opportunities for

satellite and cable television and database marketing.

•Price.Pricing has many facets.There are several factors that greatly influence

the price at which goods enter any given point in the distribution channel.

•Place.Place of sale or distribution relates to how goods enter the distribution

channel and the basis on which the producer or foreign principal has agreed

to supply goods to that particular market.

•Planning and control.Planning and control require the creation of strategies,

followed by careful monitoring by local experts as well as by head office

administration.

•Precedents.This very idea of benchmarking best practice within an industry

can give rise to new strategies in foreign markets that are not practised at

home.

Key Points

The task of international marketing managers is to discover new markets and

opportunities at the global market place.Marketing strategy therefore starts

with international market assessment and evaluation.Decisions at the level of

overall marketing effort must be made with respect to the selected markets,

and a plan for future expansion must be formulated.

The critical decision in international marketing is the level of standardisation

and localisation of the overall marketing programme.The idea is to standard-

ise as much as possible without compromising the basic task of marketing;

satisfying the needs and wants of the target market.

The technical side of marketing management is universal,but environments

require adaptation within the marketing mix.The degree of adaptation will

vary by market,product or service marketed,together with overall company

objectives..115 IPCIS DIPLOMA IN CREDIT INSURANCE
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13 INTERNATIONAL HUMAN RESOURCE

MANAGEMENT

13.1 Introduction

In this section we will explore a number of issues concerning international human

resource management (IHRM).A little background study is necessary,as an

understanding of international HRM can only be possible in the context of

understanding HRM itself.The early parts of this section therefore deal with the

context and activities of HRM that are applicable to both domestic and

international settings.In particular there will be a focus on the emergence of

HRM as a new strategic approach to the management of human resources at the

workplace.The particular context of international HRM will then be examined

and it will be viewed through universalist,contextualist and mixed perspectives.

The final part of this section explores issues in IHRM relating to staffing,training

and development,and performance and reward.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:pp.327 –59.

13.2 Personnel management or human resource

management?

At some time in the late 1980s and early 1990s,personnel management came

to be known as human resource management or HRM.HRM initially came to

prominence in a course at the Harvard Business School and in a seminal text

was defined as follows:

Human resource management (HRM)involves all management decisions

and actions that affect the nature of the relationship between the

organisation and its employees –its human resources.

Beer et al.,Managing Human Assets

(1984,p.1)

Most traditionally minded personnel managers would see nothing in that

definition to imply that HRM had emerged as anything radically different.

However,there was a strong view that more traditional forms of personnel

management focused on practices to process employees through the

organisation and to resolve industrial relations issues.HRM on the other hand

was closely linked to corporate strategy and concerned with business outcomes.

We will explore the transition a little later in this section.

The growth of personnel management/HRM as a specialist activity has been

influenced by a number of key environmental variables.These include the

intervention of the state through an increasingly complex system of employment

law,the workings of the labour market,the strength of trade unions,the state of

the economy,changes in the competitive environment and cultural differences..116 IPCIS EAST LONDON BUSINESS SCHOOL
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13.3 Identifying HRM

Identifying the activities

Table 13.1 presents a detailed list of the various activities traditionally associated

with personnel management.These activities may be categorised as people

processing and industrial relations.The division of the personnel function along

these lines was especially prevalent in large unionised firms in the UK and USA,

such as Ford,where industrial relations played a particularly prominent role.In the

1990s,many such firms changed their structures to reflect the more integrated

approach of HRM and the fact that industrial relations was no longer viewed as a

problem.Nonetheless,many of the activities are still relevant to HRM.

Table 13.1 The activities of human resource function

Manpower planning The analysis of a company ’s manpower needs in light of its

and control current manpower resources and the nature of the labour

market.Such planning lays the foundation for policies

related to recruitment,selection,training,pay,and so on.

Recruitment The first stage usually involves a detailed job analysis

followed by the selection of the most appropriate method of

recruitment,be it the use of government job centres,using

specialist recruitment consultants or placing advertisments in

newspapers.Decisions made here aim to attract a field of

suitable candidates.

Selection The use of one or more of a variety of techniques including

application forms,interviewing and tests to select the most

appropriate person from a field of candidates.The

interview tends to be the most favoured method of selection.

Decisions are usually made against some general or

specific criteria relating to the type of candidate required.

Training and managing This involves analysing the type of training required and

development the people to be trained,followed by the selection of the

most appropriate method.This can range from simple on-

the-job instruction to sending people on specific courses.In

many firms the training and development of managers is

seen as a special case involving long-term planning and

consideration for individual career development.

Appraisal This involves setting up formal systems to assess the contribution

of individuals to the organisation.The system is often designed

by personnel specialists but administered by managers.

Pay administration This is a complex area involving decisions about the rate of

pay (often involving negotiation with trade unions),about

the way pay is differentially distributed (using some form of

job evaluation or individual merit rating),and about the

viability of one of a variety of payment schemes such as flat

rate payment,payment by results,profit-sharing and so on.

Decisions made in this area have broadened to include the

number and range of fringe benefits such as pensions,

company cars or cheaper mortgages..117 IPCIS DIPLOMA IN CREDIT INSURANCE
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Job and organisational In some cases personnel managers contribute to decisions

design about how jobs are to be carried out and how the

organisation is to be structured.This may involve the

design and administration of programmes such as job

enrichment,organisational development or the quality of

working life.

Collective bargaining Personnel management is invariably involved in the

preparation of the employer ’s case and usually in the

negotiations with employee representatives.Once

collective agreements have been made,it is usually the

job of the personnel manager to apply such agreements

and deal with the outcomes.

Grievance and disputes Related to the above,the personnel manager is usually in

handling the front line in dealing with situations arising from

individual or collective grievances.In larger firms specific

procedures are laid down,but in all cases there is an

expectation of personnel management to solve disputes as

and when they arise.

Legal advice With developments in employment law,many personnel

managers are seen as the resident expert in legal matters

pertaining to employment and act as a guide to other

managers.

Employee The personnel specialist is often given responsibility for

communications communicating general information to the workforce as

and counselling well as administering specific programmes for employee

participation such as suggestion schemes.Some firms go

further and involve the personnel manager in employee

advice and counselling.

Personnel information The need for personnel records has increased as firms

and records have grown in size.Such records,kept by the personnel

department,are often an important source of information

on which personnel decisions are based.

Source:Needle,Business in Context (2000)

Activity

Review the list of

personnel activities in

Table 13.1.Which of

them are practised in

your own firm?Identify

those you think are most

important in your form

and those you think are

least important,giving

reasons for your

answers.

All firms will have a need for some of these activities identified in Table 13.1,in

that management,for example,must conform to the prevailing employment laws

and operate some system for paying employees.At some stage all firms will need

to recruit and select new staff,or reallocate existing staff.The extent and

formalisation of these activities depends very much on the size of the labour

force,the extent of trade union membership,and whether or not the firm has a

specialist personnel department,as well as other influences.For international

firms,some issues take priority over others and these are examined later in this

section.

Such activities may be performed in a variety of ways:by specialist departments,

by a general manager with responsibility for personnel matters,or by external

consultants.The use of consultants is growing,particularly in the fields of

recruitment and training.In international firms with operations in different.118 IPCIS EAST LONDON BUSINESS SCHOOL
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countries there is likely to be a specialist HRM function.This may operate in a

centralised fashion as a headquarters function or it may be devolved regionally

or to operating units.In some firms it is both centralised and decentralised.

The human resource management movement

The broad definition of HRM offered at the beginning of this section gives little

hint of what personnel management involves,and what makes it particularly

different from our traditional view of it.Over the last 15 years or so,the HRM

concept has spawned a vast literature offering a range of varying perspectives.

However,there is some measure of agreement,in that HRM involves a focus on:

•treating employees as individuals,but at the same time developing

mechanisms to integrate individuals into teams

•the careful selection,training and development of core staff

•reward systems that stress individual performance and commitment and which

are linked to employee appraisal and development

•communication networks and the involvement of employees,preferably as

individuals,but allowing for trade union involvement as well

•emphasising a culture that stresses commitment to organisational goals,

quality and flexibility.In many cases it is recognised that this will involve a

culture change,more especially in those organisations typified by

confrontational industrial relations

•the integration,not only of all personnel related policies as a meaningful

whole,but also of these policies within the overall strategy of the enterprise

•business values as an overriding consideration.

The analysis of such core characteristics of HRM has led some writers to see two

strands emerging.One is defined as ‘hard ’HRM,focusing on business values

and management strategy.The other is defined as ‘soft ’HRM,focusing on the

selection,development and the reward of people.Many of the core

characteristics of HRM are incorporated in Table 13.2.

Table 13.2 The human resource management system

Application of core Changed culture Improved

ideas of HRM performance

•Management

•Communication

•Employee involvement

•Scientific selection

•Individual rewards

•Training and

development

•Integrated strategies

•Business awareness

•Commitment

•Goal congruence

•Quality

•Flexibility

•Skills development

•Higher productivity

•Lower costs

•High-quality goods

and services

•Profitability

•Job satisfaction.119 IPCIS DIPLOMA IN CREDIT INSURANCE

SUBJECT 1 SUBJECT 1 INTERNATIONAL BUSINESS AND MARKET OPERATIONS

We have commented already on the relevance of the strategic and environmental

contexts in shaping personnel/HRM activities.It is to a convergence of recent

changes in those contexts that we must look to explain the emergence of HRM as

a concept in its own right.

Significant changes in the competitive environment of most companies have

placed greater emphasis on the need to innovate,the need to improve the quality

of their goods and services and above all the need to be more cost-effective in

their use of labour.This in turn has resulted in many of those companies re-

examining the way they select,train,use and reward employees.A significant

aspect of this new competition was its global nature.Some managers looked at

these global competitors for alternative models.

Given the prominence of the Japanese economy in the 1980s,many firms turned to

Japanese models.However,some commentators argue that the shift from personnel

management to HRM is a distinctively American phenomenon.The coming together of

an increasingly competitive environment and the availability of models such as those

depicted in Peters and Waterman ’s book In Search of Excellence led a group of

academics at the Harvard Business School to establish HRM as a core subject on the

MBA programme,based on the premise that human resources are a key area in the

search for competitive advantage.They gained inspiration not only from non-union

companies such as IBM,but observed changes in more traditional unionised

environments.In General Motors,for example,management worked closely with the

Union of Auto Workers in setting up HRM style practices at the Cadillac plant at

Livonia,and attempted to change management-worker relations from low to high trust

in all its plants,seeking productivity gains through workforce co-operation and

commitment.

In Britain and the USA,the industrial relations climate had also altered as a result of

economic and political changes.A series of recessions had weakened the

bargaining power of trade unions and unemployment in those industrial sectors that

were former union strongholds had led to a decline in trade union membership.In

both countries in the 1980s,but especially in Britain,the politics of government shifted

to the right.The rhetoric of the ‘New Right ’ revolved around concepts such as the free

market,the freedom of the individual,and enterprise culture.The climate was therefore

suitable for those managements seeking alternative models of employment relations.

The real differences between HRM and traditional per-

sonnel management?

In examining whether there has been a shift away from traditional personnel

practices to a more strategically oriented HRM,three positions emerge:

•There are those who see HRM as a radical departure,offering personnel

managers a new strategic role and de-emphasising industrial relations as a

major activity.

•Others see little more than a title change and feel that HRM is really personnel

management in a new guise,embodying as it does what is viewed as ‘good ’

personnel practice.

•Those subscribing to a middle,if somewhat cautious,position recognise that

changes have taken place in such areas as labour flexibility,employee

involvement,appraisal and training.Furthermore they see some attempts by

British firms to blend HRM with traditional industrial relations.However,they

view the changes as neither significant nor widespread.

Activity

1 In your own words

identify the

differences between

traditional personnel

management and

HRM.

2 Which aspects of

the HRM model

apply in your firm?

Which do not?

3 How does the

human resources

function in your firm

contribute to the

business goals of the
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13.4 What is international human resource

management?

International HRM tends to focus on multinational or transnational corporations,

but not exclusively so.The emergence of regional associations and power blocs

such as the EU has created regional policies affecting the HR function in all firms,

not just the multinationals.

It is generally accepted that international HRM is more complex than domestic

strategies and policies.Those complexities are the product of operating in

different countries with people from different social,political,economic and

cultural backgrounds.Domestic and international HRM share the same activities,

but they are interpreted differently.The need to develop different policies and

practices taking into account these different interpretations in different countries

makes international HRM more strategic in its orientation.

International HRM has grown in importance as a result of a number of factors.

These are:

•The growth of global business as we saw in Section 2.

•Research has shown that the failure of international business is often linked to

inadequate consideration of HR strategies and in particular to poorly selected

and prepared international managers.

•Surveys have also revealed that good-quality international managers are in

short supply and in many countries there is a growing reluctance for

managers towards overseas postings.It therefore becomes particularly

important to recruit,prepare and retain

high-quality personnel.

International HRM deals with:

•issues involved in managing staff in cross-border situations

•issues involving the relationship between an MNC in one country and its

subsidiaries in a number of other countries

•understanding comparative issues and how and why practices vary across

different locations.

Activity

In what ways does

international HRM differ

from domestic HRM?

13.5 Perspectives on international HRM

Two dominant perspectives emerge:the universalist and the contextualist .

The universalist perspective

This perspective is based around the concept of convergence (see Section 3 for

a full explanation).It is dominant in the USA and underpins the shift from

personnel management to HRM discussed above.The universalist perspective is

based on the belief that there is a particular model for HRM that can be applied

in most if not all companies,which will improve the way its human resources are

managed and will lead to improved performance for both individuals and the

organisation.The model is similar to the one depicted in Table 13.1.

The universalist perspective also comes through in the so-called ‘strong ’

corporate cultures.Some firms such as Hewlett Packard and IBM have

developed universal values and ways of working that operate across national.121 IPCIS DIPLOMA IN CREDIT INSURANCE
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boundaries.Supporters of such cultures argue that they facilitate effective global

co-ordination and make it easier to transfer staff across the various locations.In

such companies HRM is a key function in the transmission and maintenance of

the culture.

The contextualist perspective

This perspective is similar to the culture-specific perspective identified in Section

3.It suggests that HRM is a product of the social,political,legal and cultural

environment.Effective HR practices should be based on what works in specific

situations and the same practices may not be applicable across all locations of a

particular MNC.For example,legal frameworks determining HR policies and the

conduct of industrial relations are generally more influential in the USA and

Germany than in the UK.

A key factor for the contextualist is culture and cultural differences.Many texts

and articles in international HRM deal with the frameworks of Hofstede and

Trompenaars (see Section 3)in some detail.It is interesting to note that Hofstede ’s

original surveys and the basis for his findings on cultural diversity were carried

out in IBM,a company that pays significant attention to the creation of a global

corporate culture.Hofstede himself was critical of the widespread adoption of

US management theories.He believed them to be specifically reflective of

American values,such as individualism,assertiveness and a willingness to take

risks,that are not always present in other cultures.Indeed,if we look at the

characteristics of HRM listed at the beginning of this section we may see those

same values coming through.The contextualists believe that HRM policies and

practices work best when they are localised.

A middle road

The universalist and contextualist positions are not necessarily mutually exclusive.

If the transnational corporation (see Section 6)incorporates elements of global

integration together with local responsiveness,then HRM policies and practices

should be able to do the same.At the headquarters level HRM comprises broad

policies and aims,e.g.,good performance will be rewarded.At the local level,

implementation of the policy can vary,e.g.,performance may be tied directly to

pay or not,it may be rewarded on an individual or group basis.

Effective human resource strategy is seen in terms of achieving the best fit

between a number of different factors,including the wider international

environment,local operating environments,corporate strategy and local

implementations.There is a strong belief that effective HRM strategy should

reflect:

•global integration to achieve economies of scale and act as a unifying force

through elements of a common corporate culture

•local variation to reflect the local cultural,economic,social,political and

legal environment.

Activity

To what extent is a

universalist model of

international HRM

possible?What are the

advantages and what

are the barriers?.122 IPCIS EAST LONDON BUSINESS SCHOOL
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13.6 Staffing issues

Staffing in terms of recruitment,selection and retention of international staff has

been the focus of much research.Most of the attention has been paid to the

recruitment,selection and retention of international managers,particularly

expatriates.

In selecting its managers for an overseas operation,an MNC would appear to

have a number of options.

•Appointments can be made entirely from the home nation.This was a policy

adopted for many years by American multinationals such as Colgate –

Palmolive,where overseas operations and sales have consistently been

greater than in the USA itself.Career progression within the company

depended on an overseas posting.

•Appointments can be made entirely from the host nation through the selection

and development of local talent.This is a growing tendency.

•Appointments can be made by taking someone from neither the home nor the

host country.This was the path taken by Nissan when they appointed a

Brazilian from Renault as their chief executive (Renault having a 37%share in

Nissan).

•Appointments may be a mixture of all the above.

In International Dimensions of Human Resource Management ,Dowling and

Schuler (1990)developed a model to reflect the above scenarios.The various

staffing options were termed ethnocentric,polycentric and geocentric.A fourth

term,‘regiocentric ’,was also used to denote a system based on the selection

and movement of managers within a defined region.

In an ethnocentric system the home country dominates and key positions are filled

by home country nationals.This is a policy pursued by many multinationals,

particularly in the early stages of internationalisation.It is a policy favoured by

large Japanese companies,where it may be a function of both risk avoidance

and the need for control.This can be a good way to transfer knowledge and

practices but it can cause problems.The expatriate manager may have difficulties

in adjusting.Opportunities for career progression among local managers are

restricted,leading to low morale,conflict and staff turnover.Expatriate managers

may have communications problems.For example,of all the US managers

seconded by Chrysler to work in its Chinese joint venture,Beijing Jeep,only one

spoke any Mandarin Chinese.Expatriates may be insensitive to local needs,

causing conflict and perhaps missing important strategic opportunities.Of

course,relocating senior personnel is expensive.

A polycentric system is one in which local mangers dominate and home country

nationals tend to occupy headquarters jobs.This tends to be less expensive,there

are no language and settling-in problems,it motivates locals and can effectively

exploit local knowledge.However,there are also some difficulties.Differences in

approach between headquarters and local managers are frequent sources of

conflict in many MNCs.It may also be difficult for local managers to access

upward career paths and move to headquarters jobs.

A geocentric system selects the best people irrespective of their country of origin.

This can create a cross-national pool of management expertise and can avoid

conflicts associated with specific country allegiance.However,immigration laws

and work permit requirements can be barriers to the effective implementation of

this policy and it can be expensive in terms of training and relocation.

Activity

In your own words,

explain the difference

between the

ethnocentric,polycentric

and geocentric systems.

If your firm operates

internationally,which

system does it favour and

why?.123 IPCIS DIPLOMA IN CREDIT INSURANCE
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In respect of all the above models a number of issues have emerged,some

reflecting differences in practices.A flavour of these issues is presented below.

•A common complaint in many MNCs is the global shortage of experienced

international managers.Research suggests that this is due to a number of

factors.There is a reluctance to accept an overseas posting based on the

assumption that re-entry will be difficult and it may be disruptive in terms of

career progression as the manager is away and is less able to be visible or

indeed influence HQ internal politics.For some there is a reluctance to disturb

their children ’s education,and for others there is the fear of political unrest

and terrorism.A key issue to emerge is that of dual-career families.Many

managers now have spouses in equally demanding and rewarding careers.

Unless two attractive overseas postings can be secured in the same location,

a manager may be reluctant to leave.This was a situation faced by Colgate –

Palmolive,which experienced unwillingness to accept overseas postings

specifically for this reason.They were forced to reappraise their policies for

career progression and developed specific measures in an attempt to tackle

the problem,including a full redesign of their remuneration package and

preparatory training programmes.They also established mechanisms to assist

spouses in overseas job-seeking and placement.

•The reluctance of managers to go overseas is a particular problem in the

case of international joint ventures,especially where a parent company

establishes a separate organisation with an overseas partner.There may be

loyalty issues between the joint venture and the parent company and such a

move may be viewed as sidelining a career.

•Shortage of talent is tackled by companies in a variety of ways.Short-term

assignments are given to younger managers as part of their development.

However this can be a problem in some cultures,such as South East Asia,

where older managers are favoured.Firms have found that they are

increasingly using external recruitment to fill vacancies,which can be an

expensive option.In many MNCs there has been a widening of recruitment

activity.In the UK,graduate entrants to firms tended to be recruited from UK

universities.Many employers now recruit graduates from across the EU.

•Despite such shortages,international management is essentially a male

dominated profession.In both UK-and USA-based MNCs,women make up

only 3%of expatriate managers.This may relate to the reluctance factors

identified above,but MNCs may be missing an opportunity as research

suggests that women tend to perform better in team situations.

•Various reasons exist for the failure of expatriate managers to adapt in their

host country.Research indicates that the most common reason cited by UK

and US managers is the failure of a spouse to settle in the new country.The

Japanese cite the increase in responsibility as the main reason for failure and

difficulties experienced by spouses are seen as less significant.

•Cultural differences are noted in the use of recruitment and selection methods.

For example,the Italians and the Portuguese use family and friends as

recruitment networks,a practice frowned on in North Europe and the USA as

nepotism and possible contravention of equal opportunities policies.For

selection,many large French firms use graphology,a practice thought as odd

by many UK HR practitioners..124 IPCIS EAST LONDON BUSINESS SCHOOL
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•Career management also varies in different countries.In leading firms in Japan

and France,management trainees tend to be selected from a small number of

elite universities and business schools.Once selected,the trainees are

groomed for senior positions.This reflects the tendency of French and

Japanese cultures to be ascriptive.Other cultures tend to be more

achievement-oriented,selecting from a wider pool and allowing trainees to

compete openly for top jobs.In reality most cultures display aspects of both

ascription and achievement orientation.In Japan,elite cohorts are recruited

by the prestigious firms and are closely monitored for about five years.After

this the best performers tend to see accelerated promotion and faster growing

salaries.

13.7 Training and development issues

Research into the training and development practices has concluded that the

complexities of training for international management and global mobility make it

more difficult in an international setting.The following issues have been noted:

•There is a tendency for many firms to operate global models for training and

development and not take local needs or differences into account.

•Detailed preparatory training for overseas posting is more common among

UK and Japanese firms than it is in the USA.In all countries,little attention is

given to preparatory training for other family members.

•In terms of development,local managers tend to be neglected both in training

and the opportunity for overseas experience themselves.

•In Japan and South Korea,the role of induction is much more significant than

in companies in the West.In companies such as Nippondenso (Japan)and

Samsung (Korea),new recruits at all levels and in all jobs may spend up to

three weeks in residential induction training before they enter specific job

training at their place of work.The purpose of the extensive induction

programme is to transmit corporate values and to socialise new employees

into the corporate culture.

13.8 Performance and reward issues

Performance management tends to be more difficult in MNCs for a number of

reasons:

•The goals of HQ managers may be different to those in the subsidiary

organisation in another country.In some cases,such differences reflect

different cultural values.Many UK and US firms see output,sales and profit as

the key indicators of performance.In many Japanese companies,market

share is seen as the key performance goal.These differences reflect long-term

(Japan)versus short-term (USA/UK)orientations and values.At an individual

level in Japan,assumptions about good performance are based on loyalty,

integrity and contribution to the team.In the USA,good performance is more

likely to be based on the individual ’s specific contribution to output,sales and

profit as measured within such schemes as management by objectives (MBO)

or performance-related pay (PRP)..125 IPCIS DIPLOMA IN CREDIT INSURANCE
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•In some firms there are specific measures for performance,which may be tied

to pay (as in MBO and PRP).In others it is recognised that measurement is

difficult or inappropriate due to the nature of the job or the prevailing culture.

•In international as opposed to domestic operations there are more variables

outside the control of individual managers.For example,political decisions

such as full employment policies in China may affect performance.

•The conduct of employee appraisal varies between cultures.In some cultures,

such as those in South East Asia,avoiding directness to save face is very

important.However in other cultures,such as the USA,directness is valued.

The nature of reward is a product of many things.Variations that lead to

difficulties in reward management in MNCs can be caused by a number of

factors:

•Local overseas economies may favour lower rates of pay than in the home

country.The move to low-wage economies was a primary reason for many

manufacturing companies to locate overseas.Variations will also exist in rates

of taxation and the inflation rate,which need to be reflected in pay policies

and will affect the variable cost of labour in overseas locations.

•Variations exist as a result of law,customs and culture.For example,

performance-related pay tends to work best in individualistic cultures such as

the USA.If we examine the pay of CEOs in top firms in the USA,UK and

Germany,we see much higher rates in the USA than the UK and much higher

rates in the UK than in Germany.This is a reflection of the different customs

and practices in the three countries.In some countries,overtime rates for

management is allowable,in others it is not.In Japan,the basic rates of pay,

especially for manual workers,seem low relative to the high cost of living.

However,closer examination of the pay policy of Japanese firms reveals the

importance attached to annual or bi-annual bonuses,which can amount to 5

or 6 months ’salary.In some countries a 13th month salary is paid

automatically as a standard bonus in some firms.

•Internal company policy sets the rate of pay for expatriate workers compared

to the rest.Expatriate rates of pay tend to be higher than domestic rates of

pay to reward staff for overseas postings and,given the difficulties in

recruiting international managers,to act as an incentive.Such differences in

expatriate and domestic pay may compensate for postings in expensive

countries,or for hardships relating to climate or social conditions or both.

Such differences in pay are frequent sources of conflict,especially where

expatriates work side by side with locals doing similar jobs.A variation on

this theme is found in many airlines.On certain routes such as those into India

and China many international carriers such as Lufthansa employ native

speakers as cabin crew.They work alongside German crew (in the case of

Lufthansa)yet receive lower rates of pay.While these rates reflect the lower-

wage economies of their country of origin,problems can and do arise with

staff morale on the basis that it is not equal pay for equal work..126 IPCIS EAST LONDON BUSINESS SCHOOL
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Key Points

In this section we have examined the emerging phenomenon of HRM and

examined its origins in personnel management.A number of perspectives

were examined,comparing those that see HRM as a radical departure from

personnel management to those viewing HRM as the repackaging of the

traditional function of personnel management.

International HRM has grown in importance due to globalisation and the

development of global business,the short supply of good international

managers and the recognition in many studies that HR issues are critical to the

success of the international firm.International HRM deals with managing staff

across borders,the relationship between MNCs and their subsidiaries and

joint ventures in other countries and the examination of comparative HR

practices.

In some global companies a universalist approach is taken,in that attempts

are made to adopt the same HR practices in all locations around the world.

However,research indicates that culture is a considerable influence and that

HR practices work best when local practices are developed,particularly in

the areas of staffing,training and performance management.

Activity

Review the examples

given of international

variations in staffing,

training,development,

performance and

reward.What are the

key features of these

issues in your own firm?

How do they differ from

those of other firms in the

credit insurance and

surety industries?If your

firm is international,find

out how they differ from

your partner

organisations in other

countries..127 IPCIS DIPLOMA IN CREDIT INSURANCE
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14 ORGANISATION ISSUES

14.1 Introduction

When we look at organisations and their links to strategy and operations,a

number of issues emerge.These include goals,business ethics,structures,size,

ownership,power and control,communications,change and corporate culture.

As in all areas of international business,there is considerable interaction and

overlap between these organisational issues.For example,issues relating to

goals,ethics ownership and control,structure and size come together when we

talk of the concept of corporate culture.This is a pattern of beliefs,values and

behaviours that have evolved over time in all organisations and is used to guide

and control working practices.In some organisations,such as Hewlett-Packard

and IBM,the culture has been deliberately created by the founders as an attempt

to unify both practices and values on a global scale.

In this section we will focus on three issues:goals,ethics and structures.These

embrace many of the other issues.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:pp.239 –

64.This offers a very good summary of structural issues in international firms,

with some useful illustrations.

14.2 Goals

We shall examine the nature of goals,the purposes they serve and how they

emerge.We shall also consider the potential problem arising from a number of

different goals operating in the same organisation.We often speak glibly of

organisations like General Motors,Trade Indemnity or even IPCIS as having

goals.However,we should not ascribe behaviour to abstract entities such as

organisations.Goals should always be attributable to some person or group.

The renewal of interest in the role played by goals in influencing the behaviour of

organisation members has been highlighted through the concepts of the ‘ethical

company ’,the ‘socially responsible company ’ and of the ‘excellent company ’.

Companies such the Royal Dutch/Shell,Daimler Benz and Levi Strauss regularly

publicise their commitment to socially responsible and ethical business.In

companies like IBM,Hewlett-Packard and Boeing you will find clearly

articulated goals which are so dominant that they appear to have a life of their

own,irrespective of the personnel involved.Closer examination will certainly

reveal that such goals are carefully formulated by the chief executives of such

companies as part of establishing a set of dominant values,which guide the

behaviour of every member.Goals are not just a means of giving members a

sense of direction and thereby reducing ambiguity and conflict,they are also

used as statements of ethical intent.

Managers who use goals in this way make the assumption that the clear

formulation of goals will influence performance.In the internal management of

organisations,this assumption has been translated into a set of techniques aimed.128 IPCIS EAST LONDON BUSINESS SCHOOL
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at influencing the behaviour of individual members,known as ‘management-by-

objectives ’or MBO.Where MBO is used,the goals for the organisation as a

whole are generally broken down into individual goals or targets for each

manager,forming an entire network of interconnected and internally consistent

goals.The most effective MBO schemes tend to be those where there is some

measure of negotiation between manager and subordinate over the precise

nature of the goals to be achieved by the subordinate.This raises two points:that

goal formulation is part of a political process,and that goal achievement is

undoubtedly related to the extent to which goals are shared by members of the

organisation.

However,evidence on the influence of goals on performance is mixed,and even

where such a relationship can be shown,it is unclear how it works.The use of

goals to determine performance is easiest to understand where jobs are

straightforward so that clear targets can be set and performance measured.

Many jobs are more complex and performance measurement is difficult to

achieve.Furthermore,employees may be expected to achieve a number of

different goals,which could conflict with one another or with those of other

workers.In some organisations,goals are difficult to achieve in the face of

considerable inter-personal and inter-departmental conflict.The extent to which

goals can be used to motivate performance is also a function of management

behaviour and individual expectations.

Not every company has such clearly identified goals.For many small firms (as

well as some larger ones),goals remain the unstated intentions of the owners;

they may be thought of only in the vaguest of terms,employees may be

completely unaware of them,and may give priority to their own personal goals,

sometimes bringing them into conflict with management.In the annual reports of

many companies,you will find few examples of an explicit statement of goals.

Instead the various missions,objectives and strategies must be extracted or at

best implied from the various statements by company chairmen and operating

reports.

Activity

What are the goals of

your own organisation?

Which ones are

important?Compare

them with what is stated

in the next section.

The nature of goals

We consider goals to be the ultimate,long-run,open-ended attributes or

ends a person or organisation seeks.

Hofer and Schendel,Strategy Formulation:Analytical Concepts

(1978,West Publishing,p.20)

This definition sees goals in terms of the future orientation of the company,but

stated in rather loose,broad terms.A popular notion is that business firms should

possess some superordinate goal,namely the maximisation of profit.This view

has been challenged.Some see profit as a by-product of other goals like

survival,market expansion and enhancing reputation,and many commentators

see profit as less important than growth.The reality is that the goals vary over

time and according to cultural differences.The variation of goals over time is best

illustrated by reference to the public sector.Historically viewed as a public

service organisation with the emphasis on service,more recent changes have

widened the goals to incorporate notions of best value and the term ‘new

managerialism ’is used to describe strategic shifts that have taken place in
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As well as goals we speak of vision,mission,objectives,and so on.These can

be thought of as forms of strategic intentions ,which can be arranged in a

hierarchy as follows:

•vision

•mission

•goals

•objectives.

Vision relates to the future orientation of the organisation and describes the kind

of organisation it would like to be.Mission is a statement of the key values,

which define the purpose of the organisation and,perhaps,its distinctive

competitiveness.Goals are more specific statements of intent than mission,while

objectives are the operationalisation of the goals.

Activity

Does your own

organisation have a

mission statement?Is it

typical of the industry?

Can it be achieved

and,if not,why not?

Do such statements

affect performance?

How goals are developed

Our understanding of how goals develop owes much to the work of Cyert and

March and their ‘behavioural theory of the firm ’(1963).They see organisations

in terms of individuals and groups who combine to pursue mutual interests as

coalitions.The interests need not be shared but the coalition is recognised by all

participating interest groups as the most effective way of achieving their goals.

An interest group may be an entire department,such as underwriting or sales

and marketing,or it might be a particular section within that department,such as

a project team.It may even be a less formal group of managers within a

department who collectively wish to pursue a specific policy.The creation of

such interest groups may be a deliberate structural device.For example,senior

management at Procter and Gamble felt that its interests could best be served

through the creation of teams based around a single product or groups of

products.The aim was the creation of healthy competition between product

teams,and a competition and justification of resource allocation which would

operate in the best interests of the firm as a whole.

Each interest group will determine its goals by reference to the information it

collects.Such information generally includes comparative data on other

organisations on such issues as price,product design,and criteria for success.

Many interest groups for example establish their goals in relation to competing

groups in the same organisation.The important point made by Cyert and March

is that groups deliberately limit strategic choice by selecting information from the

range available and,having decided on a course of action,often fail to

consider alternative strategies.This is perfectly understandable given the range of

information and the time available to make decisions.Such a process is

sometimes referred to as ‘bounded rationality ’.

Interest groups combine to form coalitions and in any one organisation there will

be a number of such coalitions.They are created by a process of influence,

negotiation and bargaining between different interest groups.It is out of this

process that the goals emerge,which guide the behaviour of organisation

members.However,in any one organisation there is usually a group that may be

identified as a dominant coalition.Once established,the dominant coalition will

establish procedures to ensure that their goals are pursued by the organisation as

a whole.Such procedures normally include staff selection,promotion and

reward,as well as laying down the rules of operation.The dominant coalition

usually comprises the senior management of an enterprise..130 IPCIS EAST LONDON BUSINESS SCHOOL
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In short,the ability of groups to pursue their goals depends on the power they

wield in the organisation,which may depend on a number of variables,

including their position in the hierarchy,the skills of group members,the resources

they command and whether or not their role is seen as legitimate by the rest of

the organisation members.

It is inevitable that different coalitions will pursue different interests and that some

will compete.The process of influence,negotiation and bargaining may be

called ‘organisational politics ’.

Multiple goals

In any organisation made up of different interest groups,some conflict over goals

is inevitable.This can occur between shareholders and managers,or between

different departments.For example,the goals of the sales department are

normally measured by volume turnover,while those of the main operating

departments are measured by cost-efficiency.

In such cases,activities move away from dealing with customers or even coping

with external changes in the market to focus on the resolution of internal tensions

and management becomes the management of internal coalitions.In London

Zoo,tensions were brought to the surface during a financial crisis in the early

1990s.A split occurred between those who saw the zoo primarily in terms of

scientific research and those who viewed it as a spectator attraction.In many

organisations,conflict often remains hidden,emerging only when problems get

out of hand;in most situations conflict can be contained and managed.

We can see that it is quite normal for multiple goals to exist in most

organisations.Damaging conflict would appear to be limited by four factors:

•Most groups in an organisation will agree to those goals formulated by

senior management as a means of achieving their own goals.This is the result

of the bargaining and negotiating process between interest groups.

•Most organisation members would appear to accept the goals of

management with little question.This would seem to be an implied element of

the employment contract.

•The dominant coalition normally sets up a series of controls to ensure

compliance to their goals.Such controls include selection procedures,

induction and training to ensure that rules are followed.In addition,

management can use technological controls in the form of work design and

job allocation,and financial controls in the form of budgets and reward

systems.In such ways as these,the management of organisations ensure at

least a minimum level of compliance with their chosen goals.

•In many firms senior management acknowledge that different groups may

have their own goals which need to be satisfied.

In this section we have depicted the formation of goals as a complex process

involving the resolution of external influences and internal politics.As such,the system

is highly dynamic and changes in the goals will occur with changes in the external

environment,such as market demand,technology and government policy,as well as

changes that take place between interest groups within the organisation.A change

in ownership or management may lead to a shift in emphasis of the firm ’s operations.

This is particularly true in international business and joint ventures,where the

stakeholders are multiplied and often include governments..131 IPCIS DIPLOMA IN CREDIT INSURANCE
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The changing of goals in the face of external and even internal changes is seen

to be a prerequisite for the survival of the organisation.Those managers that

cling to inappropriate goals would appear to place their companies at risk.

However,the assumption that the existence of explicit statements of intent,such

as goals,is linked to superior company performance has not been widely

researched and when it has been,the findings tend to be inconclusive.

One area where goals have become significant in many companies over the

years has been through the explicit recognition that they must behave ethically

and be socially responsive.It is to such issues we now turn.

Activity

Who are the key

interest groups in your

firm?Who is the

dominant coalition?

What are the main

areas of conflict and

how are they resolved?

14.3 Business and ethics

Some companies have acknowledged that there is enhanced corporate

reputation to be gained through recognising that capitalism will be most

successful when it cares for its customers,its producers,the environment

and the communities in which it operates.

McIntosh,‘Visions of ethical business ’,Financial Times Management

(1998,p.3)

The quote by McIntosh represents a growing concern by commentators from

inside and outside business that the goals and activities of business should reflect

aspects of ethical business,social responsibility and concern for the environment.

Such concerns,especially when aimed at the environment,are sometimes

referred to as the ‘greening of business ’.Ethical business covers macro issues

such as the expropriation of corporate funds,pollution reduction and the

responsible exploitation of raw materials,and micro issues such as fair pay,

sexual harassment and cheating on expenses.Issues cover every business activity.

In terms of product development and operations,the emphasis has been on safe,

non-polluting products and working environments.The Ford Pinto was withdrawn

from production in the USA after several accidents involving the explosion of the

petrol tank.Exhaust emissions from car engines have been the subject of

legislation leading to the development of new technologies.In marketing,many

countries have banned or restricted tobacco advertising and set up commissions

to monitor advertising and sales promotions to ensure honest representation.HR

policies have been designed to improve working conditions and enhance the

involvement of employees in the decision-making process.In finance and

accounting,standards have been established about public accountability and,

for multinationals,their contribution to the local communities in which they

operate.

Ethical approaches to business can be traced back to the early paternalistic

employers,although the focus then was mainly on the treatment of employees.

The development of interest in ethical issues was a reflection of political and

economic trends.Earlier this century,concerns arose from the growth of big

business and the need to curb the power of the large corporation,as with the

anti-trust legislation in the USA and as a reaction to the depression of the 1920s

and 30s.Lobbying for improved terms and conditions at work arose from the

growth of the trade union movement.In the post-war era,interest in ethical

business was related to the 1960s reaction to materialism,the activities of some

multinationals in the Third World and increasing concern and publicity about

pollution.Further developments were undoubtedly a backlash to the events of the

Thatcher –Reagan era with its emphasis on deregulation,privatisation and.132 IPCIS EAST LONDON BUSINESS SCHOOL
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enterprise culture.In the UK and elsewhere,public disquiet emerged about such

scandals associated with BCCI,Guinness and the Maxwell empire,and more

recently ENRON.We can add to this the Chernobyl nuclear reactor disaster in

the Ukraine,the massive oil spillage from the Exxon Valdez in Alaska,the current

concern over genetically modified crops,the financial scandals in Japan and in

established firms such as Barings.It is hardly surprising that the backlash called

for businesses to put their houses in order and begin by behaving ethically.

Such a view is not shared by all.Business has been compared to a card game

and even a Wild West shoot-out,where ethics matter less than winning.Milton

Friedman in the USA argued that the social responsibility of business was to

increase profits,and that ethics would be taken care of by market forces.Both

perspectives are the products of a traditional American view of the sanctity of the

free market and the role of law to police the transgressors.

The ethical approach to business was once the province of a small number of

firms,like the Body Shop,famous for its sourcing of environmentally friendly

products from non-exploited labour and establishing its own ‘ethical ’

manufacturing operations.However,there is considerable evidence of a shift in

expectations,even in the USA led by such firms as Levi Strauss.In Europe many

companies now publish,as well as an annual company report,an annual

environmental report.

In its 1998 report,‘Profit and principles – does there have to be a choice??’,

Royal Dutch/Shell explains:

This report is about values.It describes how we,the people,companies

and businesses that make up the Royal Dutch/Shell Group,are striving

to live up to our responsibilities –financial,social and environmental …

It is a matter of pride and reassurance to us that throughout the years

these core values have endured.They represent an unshakeable

foundation on which to build at a time when society has rising

expectations of business.

Royal Dutch/Shell (1998),p.2

It is interesting to note that Royal Dutch/Shell stresses that it is concerned with

both ethical and socially responsible behaviour and profit-seeking behaviour.

There are a number of points,which support the view that ‘ethical business is

good business ’:

•The branding of goods as ‘ethical ’or ‘socially responsible ’is good public

relations and can lead to greater awareness and increased sales.Increased

sales can mean increased profits,although the problems here are those of

measurement and correlation.

•The costs of not behaving responsibly can be considerable.It is claimed that

22%of the total operating costs of Amoco are attributable to environmental

costs.Companies can attract bad publicity and become the target of action

groups such as Greenpeace.

•There are increasing government pressures on firms to confirm to national and

international standards on social and environmental matters.The UK

Government launched an ‘ethical trading initiative ’and an international

standard,SA 8000,covers such areas as working hours and the use of child

labour.In some cases the pressures are backed by legislation.

•In order to do business with some companies,such as Toys ’R Us,Timberland

and Levi Strauss,suppliers must comply with a code of ethical conduct..133 IPCIS DIPLOMA IN CREDIT INSURANCE
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There are also a number of problems and issues:

•While awareness and acceptance are widespread among large firms like

Daimler-Benz and Shell,there are many traditional managers who still believe

a basic conflict exists between ethical business and profitable business.This is

particularly true among small businesses.

•In some cases the ‘greening ’of products has been a marketing ploy,and

consumers are deliberately misled into thinking they are buying a ‘green ’

product when this is not the case.Some commentators refer to this as

‘greenwash ’.Later in this section we will illustrate how some firms use values

to control employees rather than involving them.The fast-food chain

McDonalds has been at the centre of criticisms on both counts.

•In some cases the costs of environmentally friendly business can be expensive,

resulting in unacceptably high prices.There may also be contradictions.For

example,in car manufacture,the switch from solvent-based to water-based

paint is indisputably better in terms of the environment,yet it increases drying

time and with it energy consumption,pushing up the cost and is

environmentally unfriendly.

•Different standards,both legal and cultural,apply in different parts of the

world.Firms that operate in a number of markets may have the increased cost

of ensuring that their products fulfil the requirements of each country.Products

that can be legally sold in one market,may be illegal in another as with

hand-guns,legal in the USA,but not in the UK.

•Different stakeholders may have different requirements.

Such problems create dilemmas for management in their attempts to pursue an

ethical business strategy.Survival of the most ethical of companies ultimately

depends on achieving financial targets.

Activity

1 Why is ethical

behaviour

important in the

credit insurance

and surety

business?

2 What does your

firm do to ensure its

employees operate

within ethical

guidelines?

3 Is ethical business

always good

business?

Activity

There is no further

reading required about

goals,but the ENRON

case provides a

fascinating insight into

some aspects of modern

global business.Check

out the website created

by The Guardian

newspaper (UK).This

can be found at

www.guardian.co.uk/

enron .There is a

particularly good

summary in the section

‘The issue explained ’.

What does this case tell

us about ethics in

business?What are the

implications for the credit

insurance and surety

industries?

In much of our discussion of goals there are clear implications for organisation

structure and it is to this we now turn.

14.4 Structure

A dominant theme in our discussion of goals was that organisations are made up

of different interest groups formed as coalitions.One of the factors that may

facilitate or inhibit the way these groups pursue their goals,and whether such

goals may be achieved,is the structure of the organisation.In this section we will

examine how structures develop,the variations that occur in structural type,and

their impact on performance.However,you should note that any discussion of

structure is biased towards the large firm,and most of the studies in this area are

of large corporations.This is inevitable in that structural problems tend to be

associated with size and complexity.We will discuss the problems of small

businesses later in this section.

A structure is concerned with the grouping of activities in the most suitable

manner to achieve the goals of the dominant coalition.It is concerned with the

organisation of work around roles,the grouping of these roles to form teams or

departments,and the allocation of different amounts of power and authority to

the various roles.It is associated with job descriptions,mechanisms for co-

ordination and control,and management information systems..134 IPCIS EAST LONDON BUSINESS SCHOOL
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The factors that influence structure

There are a number of factors that may influence the structure of an organisation.

We have identified them under six main headings,placed in no particular order

of importance:

•Technology.For some,technology is the most important,if not the sole,

determinant of a firm ’s structure.Technology is used in its broadest sense,i.e.

what the firm does and how it does it.This can result in differences in structure in

terms of the number and types of sub-divisions,the size and shape of the

management hierarchy,the proportion of management to other employees,the

proportion of direct to indirect labour,and the number of subordinates

controlled by any one manager.

•Size.As firms increase in size,additional problems are created in terms of co-

ordination and control,often necessitating structural changes.For example,

as the business expands,the owner of a small business often faces increasing

time pressures.No longer is he or she able to maintain a close control of

operations,act as the focal point for customers,as well as managing

administration and wages.In such cases,some formalisation and delegation

is inevitable and a stage is reached when small businesses take their first steps

towards bureaucratisation.Such changes in structure with increasing size can

be viewed in large as well as in small firms.While there are obvious

connections between size and structure,the complexity of an organisation ’s

operations may have a more significant impact on its structure than sheer size.

•Changes in the environment.Organisations need to adapt to their environment

in order to survive.An important feature of that adaptation is structural.Some

changes are served by a less bureaucratic,more flexible kind of organisation.

•Strategy.The influence of strategy on structure is related to the way management

perceive their environment.A firm wishing to be a product leader in a

technologically sophisticated product market will have a correspondingly large

R&D department both in terms of investment and employees.A firm that places a

great deal of emphasis on cost controls may have a larger than average

accounting department.Firms seeking to expand their markets through overseas

activities may well need to change their structures and reporting mechanisms to

cope.

•Culture.The influence of culture on structure should not be underestimated.There

is evidence that different structural forms are favoured in different countries.Firms in

different countries often reflect different emphases,e.g.,American firms tend to

stress the legal,finance and marketing functions,while those in Germany tend to

feature operations.Studies on such aspects as the shape and extent of the

management hierarchy have also noted differences between countries.For

example,the hierarchies in French firms tend to be steeper than in the UK,and

much steeper than in Germany.Structure may also reflect specific organisational

cultures;for example,those firms favouring the involvement of employees in

decision-making may set up participative forums to facilitate this.

•Interest groups.The preferences of the dominant coalition can exert

considerable influence on the structure,as can the demands of major

stakeholders.Those firms where the owners play a major role in management

tend to be highly centralised.In the public sector,the pressure for accountability

often results in elaborate financial control mechanisms and bureaucratic

procedures.In some manufacturing firms,the pressure from banks on lending

may,in times of recession,lead to reductions in development activities,with a

corresponding impact on the size of the R&D function.

Activity

Before reading on,

describe the organisation

structure of your own

company.Why do you

think it has the structure it

does?What are the key

influences in your view?

Then compare your ideas

with the points listed

below.Which are

significant for your
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SUBJECT 1 SUBJECT 1 INTERNATIONAL BUSINESS AND MARKET OPERATIONS

Two important points emerge from the six influences above.First,there is

considerable overlap between the various factors.In short,the structure of an

organisation can only be explained by reference to a number of interrelated

factors.Second,our analysis raises the issue of the extent of choice that senior

management has in determining the structure of an organisation.Are structures

creative innovations to implement changing strategies,or are they the inevitable

consequences of adaptation to prevailing influences?

If managers do have a choice of structure for their organisation,then it may

include one of the following structural types.

Types of structure

Functional

The main criteria guiding this type of organisation is functional specialisation.

Employees performing related specialist tasks –such as marketing,accounts and

underwriting –are grouped together under a single management structure.Most

firms adopt this form of structure as they develop and it is especially suited to

single-product firms.The structure was widely used by British firms,even very

large companies,up to the 1960s,but became less common in larger firms

especially,as it was superseded by divisionalisation.

Divisional

The development of the divisional or,as it is sometimes called,the multi-divisional

company,is associated with market expansion,particularly in international

markets,and product diversification.In both these cases traditional functional

structures.Under such an organisation structure,each division is self-contained

and operates as a profit centre.Divisions can be grouped around products or

markets or a combination of the two.The activities of the various divisions are

directed by a central headquarters unit to take a global view of corporate

strategy and to benefit from economies of scale.

The holding company

This form of organisation is associated with the growth of the firm by acquisitions

and a high degree of product diversification.It may comprise a group of

independent companies controlled by a co-ordinating group usually made up of

the chief executives of the constituent companies.In some cases,as with a firm

like Lonhro,this structural type represents as much a form of ownership and

investment as it does a kind of organisation.Large Japanese and Korean firms

usually comprise a group of highly diversified businesses.

The project team

These comprise units specially created to cope with a highly unstable

environment.In essence they are temporary structures formed around a particular

task or problem and reflect technical expertise rather than any notion of

management hierarchy.Such structures are commonly found in high technology

firms and some types of service organisations,especially consultancies.In

advertising agencies,teams are usually created to deal with specific client

accounts.In construction companies,project teams may be created to deal with

a particular job such as the building of a new office block.The membership of.136 IPCIS EAST LONDON BUSINESS SCHOOL
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teams can be highly fluid;different specialists may be brought in at different times

and one employee may be a member of several teams.

The approach reflects a close identification with the needs of the client and is an

extension of the kind of client-based structure found in professional firms such as

solicitors,accountants,and so on.While focusing specifically on the needs of

the client does have its advantages,there can be some unnecessary duplication

of resources and scheduling and logistics problems can arise.These become

more severe as the organisation gets larger and a stage may be reached where

project teams need to be supported within a functional or divisional framework.

The matrix structure was developed especially with such problems in mind and it

is to this we now turn.

The matrix

Essentially,the matrix is an attempt to combine the best of all worlds:the

customer orientation of the project team,the economies of scale and the

specialist orientation of the functional organisation,and the product or market

focus of the divisional company.The matrix is an attempt to devise a structure that

can effectively manage at least two different elements,whether size,products,

markets or customers.

The matrix became very popular in the 1970s.It was embraced by companies

such as Dow Corning,General Electric,Ciba Geigy and Citibank.The

popularity was short-lived and of all the structural types the matrix has attracted

most criticism.It has been called an ‘unnecessary complexity ’,which was only

justified in certain situations.

For many years,matrix management was a byword for inefficiency,conflict,

delay and cost.However,it is seen by some companies in the 1990s as the

structural form that is made for the global company wishing to act globally and

transnationally.In the case of Ford Motor Company,the creation of a matrix

organisation was an integral part of the Ford 2000 strategy.The structure was

based around five vehicle centres,four in the USA and one in Europe.These

vehicle centres are served by cross-national teams in most of the functional areas.

In this way,a buyer at the European supply headquarters in Basildon,UK,could

report to a manager in the USA and be part of a team embracing buyers in

Germany and Spain.The system is supported by the company ’s extensive video-

conferencing facilities and its own airline company,which facilitates regular

meetings between team members.The new structure was introduced by senior

management,mindful of the problems of matrix organisations in other companies.

Considerable attention was paid to setting clear objectives,having clear

definitions of roles,appointing and promoting those people who could operate

transnationally and investing heavily in PR and training.

You should always remember that the structural types identified above represent

fairly broad categories.In reality,a firm may display a mixture of structures.

Many divisionalised companies have functional specialisms within each division.

In a functional organisation we may find that different departments are organised

along different lines;the operations department may well extend the functional

structure,while the R&D staff may well be organised as project teams.New

structural forms are emerging all the time,adapting the traditional approaches to

suit their own needs.

Activity

Go back to the

organisation structure

you have mapped out

for your own company.

What are its advantages

and disadvantages?

How appropriate is your

structure for doing

business globally?

Would a different

structure make your

organisation more

effective?Check the

websites for other firms in

your business.Compare

their structures with that

of your own firm..137 IPCIS DIPLOMA IN CREDIT INSURANCE
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Alternative forms of organisation structure

A currently popular concept is that of networking .This type of structure has been

made possible by developments in computer technology,whereby computer

systems can interact.Such a system enables people to operate from home and

has been heralded as the organisation structure of the future.Networking has

attracted considerable publicity both in academic journals and the popular

press.However,this attention tends to exaggerate the real extent of networking.

Even in pioneer networkers such as Rank Xerox,those employees operating

under this system are only a very small percentage of the total employed.Of

course,a form of networking has been around for some time in certain types of

manufacturing industry,in the form of home-working.In this case,individuals or

even families engage in simple assembly work (as with electrical components)or

in such activities as dressmaking and alteration.Home-working has become a

way of life in some countries such as Japan and is a particularly low-cost form of

labour.

While the publicity surrounding networking outstrips the reality,this is not the

case for franchising ,an emerging form of organisational structure akin to the

holding company.Under a franchise agreement,a parent company will assist in

the start-up of a new business enterprise.The terms of that agreement usually

involve an initial investment on the part of the franchisee and an undertaking to

deal exclusively with the franchisor in the marketing of his products.The purchase

of the franchisor ’s products invariably involves the payment of a mark-up in return

for the advertising and promotional support of a larger company.A good

illustration of franchising is presented by the fast food industry,such as Kentucky

Fried Chicken.There are more than 300 different franchise operations in Britain,

including such diverse operations as the British School of Motoring,drain

clearance and wedding dress hire.A recent growth in franchise operations has

taken place in the financial service sector,as in the case of insurance broking.In

this case the franchisee,instead of buying goods from the franchisor,buys access

to a computer database.The main advantage to both parties in a franchise

agreement is the spread of risk.As such it has become a popular form of small

business venture.

The two illustrations of networking and franchising focus on criteria of flexibility

and cost.These are two major considerations in the debate about the concept of

the ‘flexible firm ’ and about the relationship between structure and performance..

We end this section on structure by examining these two issues.

The flexible firm

The concept of the flexible firm is based on assumptions that new forms of

organisation are required as a strategic response to the combined effects of

market stagnation,job losses,technical change,increased uncertainty and

reductions in the working week.In the 1990s,the focus shifted to emphasise

flexibility as the key strategic response to globalisation.The global economy

places a premium on responsiveness and adaptability,with the manipulation of

labour costs as the easy option.The 1990s have also seen the growth of critical

literature surrounding flexible labour market trends,with many of the critics

focusing on issues of insecurity and exploitation..138 IPCIS EAST LONDON BUSINESS SCHOOL
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We can identify three main types of flexibility:

•Numerical flexibility is achieved through management ’s ability to make rapid

alterations to the headcount of the firm to meet changes in demand.A growth

in part-time work,temporary contracts and sub-contracting are the expected

consequences of numerical flexibility.

•Functional flexibility is achieved when employees are able to perform a range

of jobs and can move between them as the need arises.In many

organisations this will end demarcation between trades and result in

multiskilling.Historically,especially in the UK,demarcation has often been

viewed as the cause of inefficiencies as well as industrial relations disputes.

•Financial flexibility is required to reflect changes in the supply and demand of

labour and to enhance the operation of functional and numerical flexibility.

This can be achieved through the creation of differential rates of pay for full-

and part-time workers,introducing the link between effort and reward for a

greater number of workers and the use of incentives to encourage workers to

become multiskilled.

In all its forms,the ‘flexible firm ’will break up traditional organisation structures.A key

outcome will be the establishment of two groups of employees,core and peripheral.

Core employees are those on permanent or long-term contracts and who hold key

skills and positions within the organisation.Accordingly,core workers are well-

rewarded and often have the security of lifetime employment.Peripheral workers

comprise two groups.It is envisaged that there will be a group of full-time workers,

who will be less skilled and not enjoy the security of the core worker.The second

group will comprise part-time and contract workers hired in direct proportion to the

demand or to deal with non-core business such as cleaning and catering.

There has been a great deal of research into the impact of the flexible firm on

organisations in the UK and the rest of Europe.The following points have been

noted:

•An increase in part-time work in all sectors.The highest proportion of part-time

workers is found in the service industries and among female employees,

although more recent trends suggest that part-time employment for males is

growing at a faster rate than that for females.

•The use of temporary contracts has also increased by over 30%since 1984,

with the largest increase occurring since 1992 and in the public sector.The

popularity of temporary contracts in the public sector is a management

response to budget variations.

•There is clear evidence of the increasing use of sub-contractors across a

range of public and private organisations.

•There has been a spread of shift-working to the banking sector and the

growth of call centres and e-commerce will probably lead to further

increases.Part of the growth is around the concept of ‘customer care ’,

particularly in the service industries,where firms have increased their times of

operation to meet customer need,as with the Sunday opening of shops or,in

some cases,the 24-hour opening of supermarkets.This kind of flexibility is

sometimes called ‘temporal flexibility ’.

Ultimately the links between the introduction of the different forms of flexibility and

economic success at either the micro and macro levels is still unproven.We end

this discussion of structure by extending this theme by a brief look at the

relationship between structure and performance.

Activity

1 What elements of

flexibility exist in

your company?

2 What are the

advantages and

disadvantages of

these arrangements

in your company?.139 IPCIS DIPLOMA IN CREDIT INSURANCE
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Structure and performance

We have seen that some structures are more suited to some situations than others.

Conversely,a firm that adheres stubbornly to a structure that is totally

inappropriate to the contingencies that it faces may be creating problems for

itself.However,the evidence on these matters is far from convincing.The major

difficulties in establishing a correlation between structure and performance would

appear to be:first,identifying appropriate measures of performance,and

second,proving causality.We can make some general points:

•Whatever the relationship between structure and performance,once a

structure has been installed,it is often very difficult to change it.Equally,

frequent structural changes could be damaging in terms of the disruption that

takes place and the requirement on the part of staff to learn new systems.

•It is extremely doubtful whether structure alone can lead to improvements in

performance.However sound the structure may be,it is unlikely that it can

totally overcome problems created by staff incompetence or even divisive

internal politics.In some cases a high degree of specialisation or

divisionalisation can lead to a worsening of relationships.We might even

speculate that there is more evidence for suggesting that structure can affect

performance in a negative way than there is for its having a positive impact.

•We can also see where performance can influence structure and systems.

More successful companies are likely to be less bureaucratic,while less

successful firms tend to have more controls,particularly cost controls.

Activity

From your reading of

the Rugman and

Hodgetts extract for this

section (see p.147),

what do you identify as

the key structural

considerations for

conducting business

effectively on an

international scale?

Key Points

In this section we have identified a number of organisation issues and focused

on goals,ethics and structure.

We see goals as statements of long-term direction and ethical intent.Goals

are more precise than a mission and less precise than strategies and objec-

tives.Goals develop out of interest groups within an organisation and are

usually the product of the dominant coalition,generally the senior manage-

ment group.Within most organisations,the presence of a number of

stakeholders can result in multiple goals and the potential for conflict.

Ethics is a growing area of interest and concern in business.Ethical issues

range broadly from corporate fraud and pollution to sexual harassment in the

workplace.In recent years many firms have seen ethical statements as an

important part of their overall corporate values.Such expressions of ethical

intent are also viewed as good public relations and good business.

An organisation structure is a means of achieving goals.Most structures are

influenced by a number of factors,including technology,size,strategy and

culture.A number of structural options are available:functional,divisional

and matrix.In recent years,attention has focused on more flexible forms of

organisation.There is little evidence to demonstrate the impact of structure on

performance..140 IPCIS EAST LONDON BUSINESS SCHOOL
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15 GLOBAL BUSINESS STRATEGY

15.1 Introduction

At the end of this section you should be able to:

•examine the role of strategic planning in the international strategic

management process

•understand international strategic analysis

•understand internal resource analysis

•identify core competency and international value chain analysis

•examine the different strategic options for international firms and how the

strategic choice is made

•examine the international organisational structure

•understand the impact of the global market place on the process of strategic

planning

•examine the different benefits,drawbacks and implications of the global

strategy.

Further reading for this section

Rugman,A.M.and Hodgetts,R.M.(2000)International Business:A Strategic

Management Approach ,2nd edn,Financial Times/Prentice Hall:chapters

8 and 9,pp.213 –38 and 239 –64.

In this section we will examine the different strategies that companies normally

adopt when they expand outside their domestic market place and start to

compete globally.It is important at the start of this section to distinguish clearly

between the terms ‘strategy ’ and ‘planning ’.

•Strategy is the set of planned actions taken by managers to meet company

objectives.Developing an effective strategy requires a clear definition of

objectives (or goals)and a plan to achieve them.

•Planning is the process of identifying and selecting an organisation ’s

objectives and deciding how the organisation will achieve those objectives.

A company deciding to become involved in international operations should

consider its objectives for such expansion as well as the strategy to fulfil these

objectives.Several major reasons have been put forward that may encourage

companies to expand their domestic market to foreign markets:

•expand sales by gaining access to new customers and markets

•acquire resources

•diversify sources of sales and supplies

•minimise risk and spread it across a wider market base.

15.2 International strategic management process

Strategy formulation permits managers to step back from day-to-day activities and

get a fresh perspective on the current and future direction of the company and its

industry.Strategic management contains four interrelated elements:.141 IPCIS DIPLOMA IN CREDIT INSURANCE
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•a consideration of environmental changes that bring about new opportunities

and pose new threats

•the assessment of the internal strengths and weaknesses of the organisation

and in particular its ability to respond to those opportunities and threats

•it is the product of a decision-making process influenced by the values,

preferences and power of interested parties

•it is concerned with generating options and evaluating them.

Strategic management is therefore an all-embracing term dealing with goals and

objectives,the firm ’s environment,its resources and structure,the scope and

nature of its activities and ultimately the behaviour of its members.Given the large

number of variables involved and the considerable subjectivity of the decision-

making process,strategy formulation is highly complex.There are several reasons

for management to engage in strategy formulation:

•Strategy assists in the formulation of goals and objectives and enables them to

be modified in the light of information and experience.

•Strategy is a form of management control.It is a long-term plan,which guides

behaviour along a predetermined route.At the operational level it results in

budgets and targets.

•A clear strategy assists in the process of allocating resources and may provide

a rationale for that allocation so that it is perceived to be fair by organisation

members.

•It enables management to identify key strategic issues,which the firm may face

in the future and prepare appropriate action.

•Strategy performs a useful role in guiding the action of the constituent parts of

the organisation,as well as acting as an integrating mechanism ensuring units

work together.The integrating power of strategy is a central feature of

‘strong ’corporate cultures as illustrated by firms such as IBM and Hewlett-

Packard.

•Leading on from that,strategy formulation can be an important element in the

process of social change.Strategic objectives are achieved by changing the

behaviour of employees.This is the essence of organisational development

programmes used by companies such as Shell and part of the current vogue

for the creation of a strong corporate culture.

•The formulation of strategy is seen as a useful training ground for the

development of future managers.

Activity

1 Define the terms

‘planning ’and

‘strategy ’.What is

the importance of

strategy to

company

performance?

2 How are national

and international

business

environments

important to

strategy

formulation?Give

several examples.

15.3 International strategic analysis

Strategic analysis involves investigating the position of the international firm with

respect to its external environment,industry context,objectives,power

relationships,performance,resources and competencies (John et al.,1998).The

firm ’s environment is a key aspect in the process of formulating its strategy.The

strategist ’s task of making sense of the environment is therefore a very difficult

assignment.We can identify two aspects of the environment,which may

influence strategy..142 IPCIS EAST LONDON BUSINESS SCHOOL
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First,there are issues that affect all firms operating in a given business

environment,including:

•the state of the economy

•the nature of the labour force

•changing technology

•government policy

•social and cultural influences.

Second,there are factors that have direct bearing on the firm ’s competitive

position,which we will call ‘the immediate competitive environment ’.

An analysis of both these environments will enable management to arrive at some

assessment of the major opportunities and threats facing the organisation.

The general environment

An analysis of a firm ’s general environment is sometimes known as environmental

scanning,and usually comprises some sort of assessment of the key environmental

influences,how they interact with the firm and with each other,and how they

change over time.There are many difficulties with such an analysis.There are

three forms of general environment:

•simple and static

•dynamic

•complex.

Competitive environment and industry characteristics

Using a model devised by Porter (1980),we will attempt to locate a business in

its immediate competitive environment.Porter has identified five forces,which

have immediate bearing on a firm ’s competitive position:

•The threat of potential entrants.The threat of entry is related to the ease with

which a new business can establish itself in the same product market.The

relative ease with which new restaurants emerge in a large urban area like

London suggests that the threat to existing restaurateurs is very real.However

the ease of entry means increased competition and can result in a highly

volatile market,to which the failure rate of new restaurants will testify.The

threat posed by potential entrants is reduced if there are barriers to entry.

•The threat of substitution.Substitution occurs where a consumer is able to

replace your product with a different type of product performing the same

service or satisfying similar needs.The cotton textile industry in Britain was not

only threatened by new entrants from cheap labour economies,but also by

the development of substitute products in the form of man-made fibres.

•The bargaining power of buyers.Buyer power increases if there is a large

number of firms offering the same or substitute products,especially where

there is little or no cost involved for the buyer in switching from one supplier to

another.The buyer –supplier relationship is highly complex and the complexity

of the technology plays a major part,as does the competitiveness of the

market.The power of a buyer generally increases the more he or she buys..143 IPCIS DIPLOMA IN CREDIT INSURANCE
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•The bargaining power of suppliers.The bargaining power of suppliers is

stronger where the component is highly specialised and few suppliers exist.

Supplier power is also strong where the cost to the buyer of switching

allegiance would include major product adaptations.A computer

manufacturer can gain additional market power if it develops popular software

that can only be used on its own machines.Most firms act as both suppliers

and buyers and the bargaining power can be a two-edged weapon.

•Intensity of rivalry lies at the heart of Porter ’s model and is depicted by him as

firms jockeying for position.Particularly intense rivalry is found in such

situations as a large number of competitors of equal size,where the market

has slow growth or where exit barriers are especially high.Such situations

exist in the European car industry and intense rivalry can also be found

among UK supermarkets,particularly those like Sainsbury,Tesco,Safeway

and Waitrose,which are operating in the same general market segment.

Such companies employ staff whose sole job is to monitor the competition

through regular product and price checks.

Threats and opportunities

An assessment of the general environment and the firm ’s competitive position

should enable management to identify the major threats and opportunities facing

the firm.However,we can identify several complicating factors:

•A threat to one part of an organisation may represent an opportunity to

another.The closure of some courses in a university due to falling student

demand may divert resources to other areas.

•Defending yourself against a threat or capitalising on an opportunity is a

function of both the firm ’s standing in its environment and its internal resource

position.Survival in a declining market may be easier if you have a large

market share to begin with and raising finance to invest in new products is

often easier for larger established firms than the small business.

•Managements differ in their ability to identify opportunities and threats.The

management of a firm doing particularly well in a declining market may

ignore the longer-term implications of their position.Even when opportunities

and threats have been identified,managements may differ as to their relative

importance and may develop different perspectives,based perhaps on their

attitudes to risk.

15.4 International resource analysis

At the beginning of this section we explained the importance of the current

resource position to the formulation of management strategy.A manager needs

to know what resources the organisation possesses,how those resources are

used and how they are controlled.An internal resource analysis of the

international firm helps to identify the firm ’s specific strength and weaknesses and

its sources of competitive advantage.The analysis will cover:

•physical resources such as land,plant and machinery

•financial resources

•human resources..144 IPCIS EAST LONDON BUSINESS SCHOOL
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The analysis should cover also the key relationships in the operating system.

These exist between the firm and its suppliers and the firm and its customers as

well as the relationship between parts of the same operating system.In many

firms,resource analysis is accompanied by the use of a variety of accounting

ratios such as return on capital employed,profitability,and so on.Different ratios

have more relevance at different stages of the firm ’s development,so that while

profitability may be appropriate for established firms,productivity and sales may

be more useful for newly established companies and cash flows may be more

significant when firms are in decline.The value of resource analysis lies not only

in assessing the viability of a particular strategic proposal,but also in assessing

the ability of the organisation to adapt to change.However,there are several

issues that need to be addressed:

•Can the firm deal with changes in demand or can it withstand increased

competition on a global scale?

•Has it the financial backing to invest in new technology?

•Do employees possess the necessary skills and is the age profile of its staff

sufficiently balanced to ensure succession?

Identify core competency and value chain analysis

Competing through resources is a key theme of both core competencies and the

value chain.Before managers formulate effective strategies,they analyse the

company,its industry,the national business environment(s),as well as examine

industries and countries being targeted for potential future entry.In-depth analysis

helps managers discover core competency and abilities,and the activities that

create customer value.

Core competencies

Core competencies refer to those activities of a firm that make a difference and

give the firm a competitive edge.This could be the development of efficient

internal operating systems,as with Toyota,whose core competencies became a

model for other car manufacturers to follow (see Section 11).To Hamel and

Prahalad (1990;1994),core competencies represented the integration of

knowledge,skills and technology to give the customer added value in terms of

cost,differentiation from competitors or innovation of new products and

processes.Kay (1993)identified three areas of core competence.These are:

•architecture ,referring to relationships both within and around the firm,

including those with customers and suppliers.A key component of

architecture is information exchange between the various parties

•reputation for quality goods and services and for such as the dependability

and speed of delivery

•innovative ability to develop new products and processes to gain competitive

advantage through differentiation.

The notion of core competencies enables a firm to focus its competitive

advantage around its resources rather than focusing exclusively on the market.

However,it is important that such core competencies are difficult to copy by rival

firms,otherwise the basis for competitive advantage is eroded.Toyota

maintained a competitive advantage for many years despite numerous attempts

by its competitors,both inside and outside Japan,to copy its production system..145 IPCIS DIPLOMA IN CREDIT INSURANCE
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While some core competencies do lend themselves to measurement and analysis

as with stock holding and retention,many others are vague and may only be

assessed subjectively.

The international value chain analysis

The concept of core competencies is closely related to notions of the value

chain.The value chain concept owes much to the work of Porter (1985)and is

essentially concerned with the way resources are organised to give value added

to the end user.The key element of the value chain is not just the added value

that the various resources bring to the whole,but added value that derives from

the links between them which,to gain competitive advantage,should be greater

than the sum of the parts.The value chain thus views the firm as a system and a

process.Porter identifies five primary activities,which individually and –more

importantly – collectively contribute towards adding value for the customer..The

end result for Porter is defined as margin,which is the difference between the

cost of providing the activities and the total value they generate.For the

company margin may be translated into profit,while the customer may see it

more in terms of value for money.Porter ’s five primary activities of the value chain

are:

•Inbound logistics refers to those activities concerned with the receiving and

handling of goods from suppliers and transporting them within the

organisation (see Section 11).

•Operations transform these goods into the final product and may comprise a

number of different stages and extend across a number of specialist

departments (see Section 11).

•Outbound logistics deals with storing finished items and distributing them to

customers.In the case of services,it is concerned with all those processes

involved in bringing the service to the customer or the customer to the service

(see Section 11).

•Marketing and sales help identify customer needs and,through advertising

and promotion,make potential customers aware of products and services

(see Section 12).

•Services cover all those processes involved in before-and after-sales activities

such as requirements planning and the provision of customer helplines.

The five primary activities are supported by four other types of activity,referred to

by Porter as support activities.

•Procurement deals with those activities engaged in the acquisition of the

various resource inputs to the primary activities.In manufacturing this can

occur at a number of stages.Buyers are responsible for obtaining

dependable supplies at high quality and at the best possible price.The

transport department is responsible for ensuring the most cost effective delivery

of goods to customers,which may involve

sub-contracting to another firm,or using the post or rail services.

•Technology development occurs in all primary activities.It covers product and

process development,which can occur in inbound and outbound logistics as

much as in operations.It also involves the development of know-how

throughout the organisation and the transfer of such know-how via training
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•Human resource management is concerned with the recruitment,selection,

training and reward systems,which support all activities (see Section 13).

•Firm infrastructure relates to the various systems used throughout the

organisation.It can include materials planning,logistics,operations planning,

finance and budget systems,as well as the overall strategic plan.

The value chain has drawn criticism for focusing attention on the improvement of

existing resources and the linkages between them,when a more radical

approach may be required.However,analysis of the value chain can draw to

major weaknesses in the resource profile and the way the primary activities link

together.

15.5 Strategic options

So far we have discussed the various components of strategic analysis;the

environment,resources and dominant values.We have also suggested that

strategy may be formulated by a variety of methods,which may involve a highly

formalised planning procedure or may simply be no more than the stated

preferences of the chief executive.Whatever the process,the outcome is a

particular strategic option or range of possible options.Now we will examine a

number of strategic options including diversification joint ventures,strategies to

change the competitive position of the firm,deleting operations and

consolidation.When there are several options to choose from,criteria are

needed to select the most appropriate strategy and we end this section by

identifying examples of such criteria.Miles and Snow (1978)offer four main

types of strategy that competing organisations can adopt within a single industry.

They classify firms as defenders,prospectors,analysers and reactors:

•The defender organisation tends to have a limited product line.

•The prospector organisation operates with a wide range of products in a

growing and usually fast-moving market.

•The analyser organisation will rarely be first to the market,but will follow

others after a thorough analysis of the market and competitor behaviour.

•The reactor organisation tends to have a mismatch between its strategy and

the environment in which it operates or it seems to have no strategy at all.

Porter presents a relatively straightforward view of competitive options within a

single industry.To Porter,competitive advantage is a product of positioning

within that industry and he identifies two basic types of advantage and hence

competitive focus:

•The first of these is competing on the basis of cost leadership.Firms pursuing

this must aim to be the lowest-cost producer,but still be able to compete in

terms of product function and quality.

•The second of Porter ’s generic competitive strategies is differentiation.Firms

pursuing this strategy must aim to produce goods and services that have

certain unique dimensions,which make them attractive to customers.

In aiming at product differentiation competitive advantage can only be achieved

by maintaining cost parity or cost proximity.However,there are constraints on

the effectiveness of such generic strategies which include:

•Firms continually strive to reduce their costs and copy each other ’s methods as
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•In some industries,such as car manufacturing,there may be limits of cost

reduction,which are being approached by the better firms.

•Differentiation may be short-lived as competitors attempt to emulate each

other.British Airways introduced beds as part of their first-class service on

long-haul flights.They were soon followed by Singapore Airlines and Virgin

announcing plans to offer double beds.

Diversification strategies

Diversification represents a deliberate attempt to change the nature of the

business by increasing its portfolio of products and/or markets in a variety of

ways.We can identify two types of diversification,related and unrelated.

•Related diversification occurs when the new business is related in some way

to the old one.Related diversification can be further classified into backward,

forward and horizontal integration:

–backward integration:several firms have sought to gain greater control

over the source of raw materials or the supply of components

–forward integration occurs when producers diversify to control the onward

processes of delivering their goods to the consumer,as in the case of a

manufacturer setting up a transport or retail operation or a group of actors

leasing a theatre to stage their own work

–vertical integration is an integrated system of backward and forward

integration

–Horizontal integration occurs most commonly when a firm adds to its

portfolio of products by acquisition.A related strategy to horizontal

integration is the move for economies of scope .This occurs when the

product range is extended to incorporate similar items,as with the case of

a firm supplying fitted kitchens diversifying its operation to include fitted

bathrooms and bedrooms as well.

•Unrelated diversification occurs when management expand their business into

a totally different product market.Marks and Spencer has ventured into

financial services,a totally different operation from their core business of

clothes and food retailing.Many diversified companies have a mixture of

both related and unrelated products.

Joint ventures,mergers and acquisitions

Many of the illustrations of diversification presented above represent activities,

which have grown out of the firm ’s existing business.Firms may also add new

products and markets through joint ventures and through mergers and

acquisitions.This has the advantage of being a much faster method of

diversification than internal development.The company is gaining an ‘off-the-peg ’

business with the experience,knowledge,resources and markets already in

existence.Joint ventures include:

•licensing agreements

•particular arrangements with suppliers

•joint R&D projects

•the creation of an entirely new company as an offshoot of two or more

independent parent companies..148 IPCIS EAST LONDON BUSINESS SCHOOL
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More discussion on the advantages,disadvantages,and problems of the

strategic alliances and joint ventures is in Section 10.

Other strategic options

•Strategies to change the competitive position of an existing business.

Whereas diversification and joint ventures represent fundamental changes in

the nature of a firm ’s business,strategies in this category attempt to improve

the market position of the existing range of products and services.There are a

number of strategic options available:

–new product development

–improved market penetration by deploying the various elements of the

marketing mix,such as promotion or price strategies

–seeking new markets by aiming the product at new market segments or by

export

–improving the quality of the product or service

–seeking cost reductions through an improved utilisation of resources such

as improvements in productivity.

Many of these strategies are related.A firm which wishes to move ‘up

market ’ and aim its product at a more quality conscious but less price--

sensitive consumer group may need to accompany product changes with

an intensive promotion campaign.

•A consolidation strategy involves the firm operating in the same product

market at existing levels.It is far from a ‘do nothing ’strategy.Even to stand still

firms must keep pace with their competitors.This may involve all the kinds of

strategies outlined above,and will certainly involve considerations of product

development,quality improvement,marketing and cost reduction.

15.6 Strategic choice

Faced with a number of strategic options,a manager must make a choice.We

have already indicated that the process involves consideration of a number of

factors,which we may summarise as follows:

•an analysis of environmental threats and opportunities

•an analysis of company resources

•the stated objectives of the company and those of the management team

•the values and preferences of management decision-makers

•the realities of organisational politics.

The various options must be tested for their suitability,feasibility and acceptability:

•The suitability of a strategy includes such considerations as its ability to tackle

major problems,improve competitive standing,exploit strengths,and the

extent to which it meets corporate objectives.

•The feasibility of a strategy is the extent to which that strategy can be

achieved given the financial,physical and human resource base of the
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•Even if a strategy is both suitable and feasible it must still be acceptable to

various interested parties,such as management,employees,shareholders and

customers.Shareholders may be particularly sensitive to strategies of

acquisition.The ultimate acceptance of a particular strategy might depend on

the attitude of senior management to risk.

The way a strategic choice is made will depend very much on the power and

authority structure of the organisation.In some firms the strategy may be highly

detailed with little scope for interpretation by functional managers.In other firms

a great deal of freedom is given to functional management to develop

appropriate strategies within broad guidelines.A theme stressed throughout is

that R&D,production,marketing,HR and financial strategies should achieve a

high level of internal consistency,irrespective of where the strategy was

formulated.

Sustainability

A key factor often overlooked in the choice of strategy is its sustainability.This

refers to the extent to which the strategy can be copied by others.Such a

concept has much in common with core competency,discussed earlier in this

section.Product and process innovation can lead to a sustainable competitive

advantage that persists for many years,especially when protected by patents

and trademarks.Toyota achieved sustainable advantage over rival car

manufacturers both within and outside Japan through continuous refinements in its

system of lean production.Coca Cola ’s sustainable advantage lay in its secret

formula and branding policies.However,the history of strategic initiatives is

littered with examples of non-sustainable advantages.An excellent illustration of

this may be found in the rivalry between UK supermarkets.Each major

supermarket chain rigorously monitors its rivals so that any product and price

advantage is quickly countered.All followed one another to introduce petrol

stations,cafeterias and loyalty cards and as one announced diversification into

financial services,it was followed quickly by the others.

15.7 International organisational structure

Organisational structure is the way in which a company divides its activities

among separate units and co-ordinates activities between those units.If a

company ’s organisational structure is appropriate for its strategic plans,it will be

more effective in achieving goals.Four organisational structures tend to be

common for most international companies:

The international division structure

This separates domestic from international activities by creating a separate

international division with its own manager.The benefits of this structure to the

firm are:

•can reduce costs

•increased efficiency

•can prevent international activities from disrupting domestic operations..150 IPCIS EAST LONDON BUSINESS SCHOOL
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However,there also two potential problems with this structure:

•poor co-ordination between the international division and the rest of the

company can hurt performance

•destructive rivalries between different country managers within the division.

The international area structure

This organises a company ’s entire global operations into countries or geographic

regions.International area structure is useful when there are vast cultural,political

or economic differences among nations or regions.Because units act

independently,resources may overlap,and cross-fertilisation of knowledge from

one unit to another is less than desirable.

The global product structure

This divides world-wide operations according to a company ’s product areas

(e.g.,the divisions in a computer company might be Internet and

Communications,Software Development,and New Technologies).

The global matrix structure

This splits the chain of command between product and area divisions.A goal of

the global matrix structure is to bring together geographic area managers and

product area managers in joint decision making.The advantages of the matrix

structure are that it:

•increases local responsiveness

•reduces costs

•co-ordinates world-wide operations

•can increase co-ordination while improving agility and local responsiveness.

Two major shortcomings of this structure are:

•the matrix form can be quite cumbersome as the need for complex co-

ordination tends to make decision-making time consuming and slows the

reaction time

•individual responsibility and accountability are blurred in the matrix

organisation structure;because of shared responsibility,managers may

attribute poor performance to the other manager.

Global team

In addition to the four alternative structures,there is also the global team.A

global team is a group of senior managers from both headquarters and

international subsidiaries who meet to develop solutions to company-wide

problems.Some of these teams are temporary,while others continue problem-

solving in a serial fashion.Global teams can be hampered by large distances

between team members,lengthy travel times to meetings and the inconvenience

of working across several time zones.

Activity

What are the four types

of organisational

structure used by

international

companies?For each

one,supply its definition

and describe its main
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15.8 Strategy in the global environment

Companies that pursue an international strategy try to create value by transferring

valuable skills and products to foreign markets where indigenous competitors

lack those skills and products.Firms must therefore determine what products to

produce,where to produce them,and where and how to market them.Whether

a site for operations or potential market,each international location has a rich

mixture of cultural,political,legal,and economic traditions and processes.All

these factors add to the complexity of planning and strategy.

There are several challenges facing firms when formulating their international

strategy:

•National differences in language,religious beliefs,customs,traditions,and

climate complicate strategy formulation.

•Manufacturing processes must sometimes be adapted to the supply of local

workers,local customs,traditions and practices.

•Differences in political and legal systems complicate international strategies.

•Different national economic systems complicate strategy formulation.

The strengths and capabilities of international companies,plus environmental

forces,play a role in strategy.The key to developing an effective international

business strategy is deciding on a general competitive strategy in the market

place.Setting strategy for a world-wide business requires making choices along

a number of strategic dimensions.For each dimension,a global strategy seeks to

maximise world-wide performance through sharing and integration.

There are many benefits of the global strategy:

•cost reduction

•high quality

•enhanced customer satisfaction

•increased competitiveness.

However,in order to achieve the benefits of the global strategy,the following

globalisation drivers should be considered:

•Cost drivers,including:

–economies of scale and scope

–learning and experience

–sourcing efficiencies

–favourable logistics

–differences in country costs and skills

–product development costs.

•Competitive drivers,including:

–the interdependence of countries

–globalised competitors.

•Market drivers,including:

–homogeneous customer needs

–global customers

–global channels

–transferable marketing..152 IPCIS EAST LONDON BUSINESS SCHOOL
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•Governmental drivers,including:

–favourable trade policies

–compatible technical standards

–common marketing regulations.

•Changes over time –as each of the other globalisation drivers changes over

time,so too will the appropriate global strategy.

Meanwhile,the global strategy is also criticised for the following drawbacks:

•high management cost of co-ordination,reporting and staff

•earlier or greater commitment to a market due to market participation

•product standardisation can result in a product that does not entirely satisfy

any customers

•activity concentration distances customers and can result in lower

responsiveness and flexibility

•uniform marketing can reduce adaptation to local customer behaviour

•integrated competitive moves can mean sacrificing revenues,profits or

competitive position in individual countries,particularly when the subsidiary in

one country is asked to attack a global competitor in order to send a signal

or to divert that competitor ’s resources from another country.

The global strategy

The global strategy offers the same products using the same marketing strategy in

all markets.Companies take advantage of scale and location economies by

producing entire inventories or components in a few optimal locations.They

perform product research and development in one or a few locations and design

promotional campaigns and advertising strategies at headquarters.The benefit is

cost savings due to product and marketing standardisation;lessons learned in

one market are shared in others.Yet a global strategy may cause a company to

overlook differences in buyer preferences.It does not allow modification except

for paint colour or small add-on features.Competitors can step in and satisfy

local needs creating a niche market.

The low-cost leadership strategy

Firms can also pursue a low-cost leadership strategy that exploits economies of

scale to have the lowest cost structure of any competitor in an industry.

Companies contain administrative costs and the costs of its various primary

activities,including marketing,advertising,and distribution (e.g.,Ryanair uses

aggressive cost cutting to be Europe ’s leading low-cost airline).The low-cost

leadership position based on efficient production in large quantities guards

against attack by competitors because of the large start-up costs.One negative

aspect of the low-cost leadership strategy is low customer loyalty as buyers will

purchase from the low-cost leader if everything else is equal.A low-cost

leadership strategy works best with mass-marketed products aimed at price-
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The differentiation strategy

Companies may also use a differentiation strategy by designing products to be

perceived as unique.It tends to force a company into a lower market share

position because it involves the perception of exclusivity or as meeting the needs

of only a certain group of buyers.Companies develop loyal customer bases to

offset smaller market shares and higher costs of producing and marketing a

unique product.Products can be differentiated on the basis of quality,brand

image and product design.Special features differentiate goods and services in

the minds of consumers.Manufacturers combine differentiation factors in

formulating their strategies.

The focus strategy

Moreover,companies can focus on the needs of a narrowly defined market

segment by being the low-cost leader,by differentiating its product,or both,

which called a focus strategy.Focus strategy is one in which a company focuses

on the needs of a greater product range leads to the refinement of market

segments.Increasing competition means more products distinguished by price,

quality or design.Some firms serve the needs of one ethnic or racial group,

whereas others focus on a single geographic area.

Rangan (in Mintzberg et al.,2003)discusses the following seven implications of

global strategy:

•If the urge to expand internationally should strike your company,first study

local rivals abroad and look for concrete evidence that you can beat them.

The broader point is that if your company does not possess valuable

intangible assets,then,no matter how much money it has,expansion abroad

is unlikely to be profitable and hence should be postponed.

•Successful internationalisation in services is no different from that in

manufacturing,as long as the company meets the intangible asset test,the

effective demand test,and the replicability test.

•Companies that respect national borders and cultures are more likely to win

back respect from employees,suppliers,customers and national authorities.

•No company that wants to be counted as world-class can afford to ignore

developed country markets.It is not true that the big markets are in the large

developing countries (such as Mexico,Brazil,China and India).Only two of

the 100 largest multinationals are from developing countries.

•In general (not as a rule),make where you sell.

•Economic growth is key if globalisation is to continue space.Companies

need to explore issues such as:

–unemployment

–employee retraining

–equality of opportunities,if not incomes.

•If companies are to benefit from globalisation and wish to encourage its

spread,they should work with governments to establish how local and

global can evolve in an acceptably balanced manner..154 IPCIS EAST LONDON BUSINESS SCHOOL

UNIT ICS 104

Activity

1 What is a global

strategy?Explain its

primary appeal and

main drawback.

2 Identify the different

business strategies

for an international

firm.Explain how

each strategy differs

from the other two.

Key Points

In this section we have portrayed the formulation of management strategy as

a complex process involving the consideration of environmental and organi-

sational factors as well as management values and organisation politics.As a

result the process is a mixture of rational techniques and subjective decision-

making processes,including a consideration of management values and

negotiations between interested parties.The formulated strategy has several

functions,not least of which is to anticipate the future by

co-ordinating activities and focusing resources towards chosen objectives.

However,we note that the links between strategy and performance are

difficult to prove.

An analysis of the general environment and a focus on the immediate com-

petitive environment will enable management to identify significant opportuni-

ties and threats,although how these are interpreted is a function of the values

and creative ability of management.We identified four kinds of resource:

product,physical,financial and people.All are important in enabling man-

agement to formulate strategy around the organisation ’s strengths.These

strengths may be examined through an analysis of a firm ’s core competencies

and its value chain.Portfolio analysis offers both an analysis of resources and

an insight into strategic options.

We examined a number of strategic options,including a debate on the

advantages and disadvantages of joint ventures,and suggested that each

option should be assessed in terms of its suitability,its feasibility and its ac-

ceptability.The final criterion stressed a central theme of this section;the

importance of management values and organisation politics in the strategic
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