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Revision to the book started two years ago was interrupted for health reasons. The delay
afforded an opportunity to analyze issues of market and inequality in India which limited a consumer
pivot as in China. The provision of incentives and ease of doing business may attract MNEs to locate
their business. But their impact on growth is extremely limited. MNEs contributed in a big way to
incomes and of incomes prosperity in China by bringing technology, location of labor-intensive industries
(not merely call centers) and exports. As a result, there is a hiatus between the creation of an
opportunity and the ability to avail it. The poor do not possess the skills. Six decades of planned
development did not impact on the problem. Now, automation further limits opportunities. Around a
third of under 25s are not in employment, education or training. Participation of woman remains low
at 27 percent. Acquisition of the consumer durables and smartphones, taste for fast food and
ecommerce requires income from productive activity in which most of the population cannot participate.

The fruit of economic growth accrue to those with skills and possessing property rights
exacerbating the problem of equality. MNEs face a welcoming policy to locate industries but must
rekon the market which is much narrow than the size of the population.

H.R. Machiraju

Preface to the Fourth Revised Edition
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Multinational enterprises (MNEs) in the new millennium face conflicting pull and push factors.
The pull factors consist of the huge and critical contribution they make to society in terms of productivity
gains, innovation and research, employment, large-scale investment, human capital development and
organization. In developing countries, multinational enterprises contribute critical technology through
foreign direct investment, skills and other poverty reducing spillovers. There is big clamour for attracting
them through foreign direct investment (FDI) from developed as well as developing countries by
offer of incentives, provision of infrastructure, educated labour force, tax optimization and flexible
labour laws. The tax revenue and employment MNEs generate are necessary to increase spending
on social overheads and infrastructure. The positive impact of FDI on China in Asia and Ireland in
Europe are widely discussed. Multinational enterprises on their part have to face stiff competition to
access the markets which are promising and survive potential competition because technology and
capital move swiftly across the globe.

MNEs face push factors in the form of social pressures from groups and activists involved in
corporate social responsibility enforcement. The push factors based on the perceived misdeeds of
one company (gas leak in Bhopal) have shaped the attitudes of public around the globe. In the past
few decades, social and political pressures had redefined the tobacco industry, the oil and mining
industries and emission controls of automobile industry. In the last decade, a storm of social pressure
arose on excessive prices charged for HIV drugs in developing countries, especially in Africa, marketing
of unhealthy foods leading to obesity in the food and restaurant sector (McDonald’s) not to say
anything of colonial past when multinationals exploited vulnerable economies wherever they could
gain foothold.

The other push factor is outsourcing which is resorted to by MNEs to stay internationally
competitive. In today’s globalized world, the share value is influenced not only by the financial factors
but on how competitive the firm is. New technologies, novel ways of organizing production to ensure
quality of product, innovative response to customer needs, market leadership and trade policies
impact on competitiveness. The firm has to obtain an optimum combination of inputs from the global
market. Companies have been outsourcing anything that is not tied directly to competitive
differentiation. Outsourcing is an integral part of global supply chain management not only for value
maximization but also for staying competitive.

The present is the time for multinational enterprises to face the challenges of staying internationally
competitive and aligning social issues with corporate strategy plans.

Multinational enterprises instead of concentrating on short-term performance to improve share
value should pursue long-term economic opportunities and social issues which include trust of customers,
investment in innovation and other growth prospects. The adoption of Corporate Social Responsibility
(CSR) which includes stakeholder dialogue, social and environmental reports and corporate policies

Preface  to the First Edition
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on ethical issues does not capture the potential importance of social issues for corporate strategy. It
is too limited and too disconnected from corporate strategy and does not keep pace with the tsunami
like changes in socially driven business environment.

Multinational enterprises have to integrate social issues and emerging social forces into strategic
planning (a’la Ian McKinsey & Company). The efficient provision by business of goods and services
society wants is measured and rewarded by profits. MNEs should also establish ever higher standards
of integrity and transparency by adoption of best international corporate governance practices which
innure to their benefit.

Author
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Introduction

Traditionally international financial management has been viewed as management of multinational
corporations that engage in some form of international business.1 These corporations continuously
devise strategies to improve their cash flows and enhance shareholder wealth. Penetration of foreign
markets creates opportunities for improving the firms cash flows. The dismantling of barriers to
entry encourage firms to pursue international business. Liberal trade is the principal driver of
globalization which encompasses unimpeded flows of capital, labor and technology across national
boundaries. David Ricardo in 1817 furnished the theoretical underpinning of globalization and the
virtues of free trade by arguing that free trade is always beneficial because it encourages nations to
specialize in the products they are best at and import those they are less good at. This results in
efficient allocation of resources and maximization of welfare.

Firms go through different stages in this pursuit, export products or import supplies from foreign
manufacturer initially to establishing subsidiaries in foreign countries. These are the large multinationals,
Dow Chemical, Exxon Mobil, Colgate Palmolive, Levers, Coca-Cola. They distribute their products
in more than 100 countries and generate more than half of their operating income outside their home
country. The Institute of International Economics in Washington estimates that global trade brings
$1 trillion in benefits to the US annually or roughly $9,000 per US household.

Number, Origin and Growth of MNEs

There were 79,000 MNEs in the world with over 790,000 foreign affiliates. By country of origin
multinationals are from US, Japan, France, Germany and U.K. Several Swiss firms are multinational.
Throughout the 1990s, foreign direct investment by MNEs grew at an annual rate of 10% whereas
international trade grew at the rate of 3.5%. Sales of MNEs are larger than world exports (in 1998,
$11 trillion vs. $7 trillion). Over half of the world’s 100 largest economic entities are transnational
corporations not sovereign national economies. Value added activity of foreign affiliates accounted

1.  A business firm is considered a global player according to Fortune magazine when its international sales exceed 20%
of total.
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for 11% of global GDP in 2007. Sales amounted to $31 trillion, about one fifth of which represented
exports and the number of employees 82 million.

Some smaller firms generating 20% of their sales from international business focus on niches
that made them successful in their home country. These small firms with fewer than 100 employees
penetrate specialty markets where they will not have to compete with large firms flourishing on
economies of scale. Small firms establish subsidiaries or confine themselves to exports.

Investment by Multinational Enterprises

The extent, pattern and modes of MNE activity have been greatly influenced by the political,
technological and economic events in the last two decades. Computer technologies and wireless aid
MNEs cross-border movement and/or geographical dispersion of assets, notably money capital and
innovating capacity and of intermediate products, technology and management skills. The mobility
aided by computer technologies and wireless is offering MNEs wider options in respect of both the
creation and use of these assets and products.

The data on stock of outward foreign direct investment by large countries and inbound foreign
investment by major host countries, show that foreign based activities of MNEs is the method for
serving foreign markets. In all major economies of the world, the role of domestic and/or foreign
based MNEs is increasing. The data show that the ratio of foreign direct investment (FDI) to GDP
doubled since 1980 from 5.3% to 11.9% in 1998 (outward) and 5% to 11.7% (inward). Outward
direct investment has been influenced by the opening up of erstwhile communist countries especially
China. Further widespread privatization and deregulation of many service sectors have opened new
opportunities for FDI in utility, telecommunications and banking and finance sectors. Professional
and business services are getting internationalized. Regional economic integration especially in the
European Union has encouraged MNEs to internalize trade flows. Outsourcing of manufactures and
later white collar work has assumed significant level.

Data on inbound foreign direct investment show that nearly 70% of the inward stock of FDI
continued to be located in the three great trading blocks North America, Western Europe and Japan.
Further, four fifths of the innovatory activities of MNEs was also undertaken there.

While the share of developing countries in FDI remained around 30% it has more than doubled
as a ratio of GDP between 1980 and 2008.

Trends in FDI, Share of Developed and Developing Countries2

The trends in FDI, impact of FDI and Top 100 largest TNCs and Top 100 largest TNCs from
developing countries are presented to appreciate the significant role TNCs play in the global economy.

2. UNCTAD, World Investment Report, 2008. Since UNCTAD uses TNC for MNE, it is retained in this write up.
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Foreign direct investment inflows in 2007 were $1833 billion as compared to $16,206 billion in
2008. The financial and credit crisis of 2007-2009 has, however, added new uncertainities and risks
to the world economy. The global FDI market is in a state of flux rendering future forecast uncertain.

Recent Trends in FDI

Global FDI in 2007 reached a new record high surpassing the previous record of 2000. All the
three major groups of economies witnessed continued growth. The continued rise in FDI largely
reflected relatively high economic growth and strong economic performance in many parts of the
world. Increased corporate profits of parent firms provided funds to finance investment and reduced
the impact of decreasing loans from the banks affected by the subprime credit crisis. In foreign
affiliates, higher profits, amounting to over $1,100 billion in 2007 contributed to higher reinvested
earnings (30% of total FDI flows in 2007). These profits are generated in developing countries.

FDI inflaws in 2013 were $1,452 billion, income $1,748 billion and rate of return 6.8%. Sales of
foreign affiliates were $ 34,508 billion total assets of foreign affiliates $ 96,625 billion exports by
foreign affiliates $ 7,721 and employment by foreign affiliates 70,726 (thousands).

FDI inflows to China were $124 billion in 2013 and India $128 billion. Defying the overall
trends, investments in the retail sector did not increase despite the opening up of multi brand retail.

In terms of global share developed countries accounted for 39% of total inflows and 61% of
total outflows, both historically low levels.

Sectoral Pattern

The primary sector’s share in world FDI is now back to a level comparable to that of late
1980’s. The flows to the primary sector were mainly extractive industries. In 2006 the primary
sector’s share of total world inward FDI stock was 8% and the sector accounted for 13% of world
FDI inflows in the period 2004-06. The increase in FDI in the primary sector in 2007 was more
evident in green field investments (463 in 2005, 490 in 2006 and 605 in 2007).

Manufacturing accounted for nearly one-third of the estimated world inward FDI stock in
2006. Its share in world FDI stock has fallen noticeably since 1990 in both developed and developing
economies, declining by 10 percentage points.

The services sector accounted for 60% of estimated world inward FDI stock in 2006 benefiting
all the major groups. While trade, financial services and business activities account for lion’s share
other services, including infrastructure have begun to attract increasing shares of FDI since 1990s.
Electricity, gas and water account for 8% of the total in 2007. The increase in the shares of infrastructure
including in developing countries raises the question as to how FDI can contribute to Millenium
Development Goals through more and better infrastructure to the poor.
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Largest TNCs

The foreign activities of 100 largest TNCs are evaluated from the viewpoint of their
internationalization (Table I:2). They accounted for 10, 16 and 12% of the estimated foreign assets
sales and employment respectively of all TNCs in the world. Many of the largest TNCs are involved
in infrastructure development (telecommunications, electricity and water). The liberalization and
privatization in the late 80s’ and throughout 1990s had a particularly marked effect on internationalization
of these services.

General Electric heads the list with more than 8% of total foreign assets of top 100 companies.
The top 10 with about $1.7 trillion in the foreign assets, or more than 32% of the total foreign assets
of the top 100 include four petroleum and two motor vehicle companies, two infrastructure companies,
one company in the electrical/electronic equipment industry and one retail company. The ten companies
also account for 29% of all foreign sale, but only for 15% of all foreign employment of the 100 largest
TNCs.

Among the multinationals with state share-holders, Enel, an Italian firm holds forign assets $15
billion abroad (2009).

Six industries dominated the list of the largest TNCs. Motor vehicles (13) and petroleum (10)
represent more than half the companies in the first quartile. Electrical/electronic equipment (9)
utilities (8) telecoms (8) and pharmaceutical (7) followed. The six industries accounted for 55% of
largest TNCs. Metals and non-metallic products, retail and wholesale trade, and food and beverages
accounted for another 23%.

Investing in Sustainable Development Goals (SDGs)

SDGs which are being formulated by United Nations together with the widest possible
stakeholders are intended to galvanise action worldwide. Through concrete goals for the 2015 –
2030 period for poverty reduction, food security, human health and education and climate change
mitigation. Investments needs are in the range of $3.3 trillion to $4.5 trillion.

Private sector contributions would be good governance in business practices transparency and
accountability in honouring sustainable development practices.

Promotion and facilitation of investment in sustainable development should include according to
UNCTAD marketing of prepackaged and structured projects with priority consideration and
sponsorship at the highest political level. This requires specialist expertise and dedicated units, e.g.,
government sponored brokers of sustainable development investment projects.

Transnationality Index: UNCTADs Transnationality Index is a composite of three ratios:
foreign assets to total assets, foreign sales to total sales, and foreign employment to total employment.
TNI value is higher than average for TNCs from France and United Kingdom and it is lower than
average for TNCs from Germany, Japan and the United States.
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The internationalization Index (II), the ratio of foreign to total affiliates shows that on average
more than 70% of the affiliates of the world’s largest TNCs are located abroad.

Top 100 TNCs’ from Developing Countries

The foreign assets of 100 largest TNCs from developing countries amounted to $570 billion in
2006. The ten largest accounted for almost half of the foreign assets of the top 100. Companies from
the electrical/electronic and computer industries dominate the group with 20 entries. By economy
Hong Kong, Taiwan dominate the list with 26 and 16 respectively. Singapore and China have 11 and
9 companies, respectively, in the list.

Affiliates: Developing economy TNCs have a smaller number of affiliates, nine on average
compared to largest TNCs worldwide. The most preferred locations for the foreign affiliates of the
top 100 developing economy TNCs are the United Kingdom and the United States.

TNI value for the largest TNCs from developing economies is quite close to world’s largest
TNCs. The internationalization index, shows that on average more than 50% of the affiliates of the
largest TNCs from developing economies are located abroad.

FDI by Sovereign Wealth Funds (SWFs)

SWFs existed since the 1950s in countries that were rich in oil. Kuwait Investment Authority
and Temasek Holdings of Singapore were founded in 1953 and 1974 respectively. Other examples
are Abu Dhabi Investment Authority, China Investment Corporation and GPFG Norway. SWFs are
becoming aggressive investment vehicles with equivalent to 2% of the global value of traded securities.
SWFs hold more financial resources than private equity or hedge funds. SWFs are controlled directly
by home government, hold stakes for long period and non economic rationale influence investment
decisions.

There are some 70 such funds in 44 countries with assets ranging from $20 million to $500
billion. Their holdings are concentrated in China, Hong Kong, Kuwait, Norway, Russia and Saudi
Arabia.

FDI by SWFs was $10 billion in 2007 accounting for only 0.6% of total FDI flows. SWFs have
invested heavily in low yield government bonds in the US and Europe. Their acquisitions constitute
ownership shares of less than 10% which is the threshold for an investment to be classified as FDI.
FDI by SWFs are mainly in developed countries, UK, USA and Germany and 73% were in services
sector at end 2007. Developing countries notably Asia received 27% of the total, $105 billion. SWFs
investment concentrated in business services. The total volume is $5,000 billion.

Concerns About SWFs

1. SWFs could pose a threat to security and barriers should be erected against these investors.

2. Lack transparency: Do not disclose their asset portfolios and investment decisions. The
Norwegian and Canadian SWFs are exceptions.
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They recycle the huge dollar inflows of the countries concerned thereby contributing to the
financing needs of deficit countries. Several initiatives are underway to establish principles and
guidelines relating to FDI by SWFs (European Commission and OECD are engaged).

Impact of Globalization

MNCs gain from their global presence by economies of scale in R&D expenditures, advertising
costs and utilizing their technological and managerial know how globally with minimum additional
costs. Consumption patterns around the world are converging on account of the highly globalized and
integrated world economy. The liberalization of international trade is likely to further internationalize
consumption patterns. The production of goods and services has also become globalized on account
of the efforts of international firms to source inputs and locate production anywhere in the world
where costs are lower and profits higher. This has given rise to outsourcing which is viewed as
exporting jobs from advanced countries to countries where costs are lower, India for IT and China
for manufacturing. In US globalization is now seen as a phenomenon that makes rich countries
poorer.

Financial markets around the globe are getting integrated. US pension and mutual funds diversify
their investment portfolios internationally. The Japanese investors have been investing in US and
other financial markets in efforts to recycle their trade surpluses. Cross listing of shares on foreign
stock exchanges has helped trading of shares and provides access to foreign capital as well. Financial
globalization which may give rise to higher capital inflows may not however lead to higher growth
since it influences capital labor ratios and not total factor productivity. International firms now face a
world where consumption, production and investment decisions are globalized. The world has become
a vast interconnected marketplace in which corporations search for the most advantageous locations
to buy, produce and sell their goods and services.

These trends especially of globalization cannot be stopped. The hostility towards globalization
arises from the uneven distribution of benefits and costs across countries. Anti globalists claim that
liberal trade which is essential to raising the incomes and improving the longer term development
prospects of the world’s poor worsens poverty. The benefits of globalization can only be harnessed
if the risks are contained. Countries pursuing sound macroeconomic policies and with strong and
resilient financial systems can reap the benefits of globalization. Globalization involves free flow of
labor as much as free flow of goods and services.

Reasons for Evolution of MNEs

The classical theory of international trade as first developed by Adam Smith and David Ricardo
rests at the doctrine of comparative advantage, each nation should specialise in the production and
export of those goods that it can produce with highest efficiency and import those goods that other
nations can produce relatively more efficiently. The theory assumes that goods and services can
move internationally but factors of production such as capital, labor and land are relatively immobile.
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The classical theory deals with only undifferentiated products and ignores the role of uncertainty,
economies of sales, transportation costs and availability of technology. The theory however remains
the best to base the case for free trade.

But in recent times the differences in corporations rather than differences among countries
have become material. Natural resources have lost their previous role in national specialization.
Capital and technology move freely across continents. Labor skills are no longer fundamentally
different. Technology and knowhow have become a global pool. Corporations of all sizes can tap the
globally available factors of production. Further value addition is split among different countries as in
the case of Barbie doll (10 countries).

The rise of multinational corporations may be prompted by the search for best production
location in terms of cost efficiency or the best market in terms of profitability.

Search for raw materials: The British, Dutch and French East India companies grew under
the protective mantle of British, Dutch, French and Belgian Colonial empires. Raw materials were
the attraction.

Market seeking: IBM, Unilever, Mcdonald maintain vast manufacturing and distribution networks
from which they derive substantial sales and income. Firm specific advantages (which include unique
products, processes, technologies, patents, specific rights or specific knowledge and skills) can also
be used in foreign markets. The exploitation of foreign markets may be possible at considerably
lower costs. Foreign markets may in some cases be essential to lower costs. Global scanning capability
can help seek out lower cost production sites or production technologies worldwide. Off shoring and
outsourcing can help remain cost competitive at home and abroad.

Rationale of Multinational Enterprise

The theory of multinational enterprise presents the rationale of MNEs in terms of their efficiency.
MNEs are efficient because they create rents when they establish interdependences among economic
agents located across national boundaries. Hennart defines the MNE as a private institution devised
to organize through employment contracts interdependencies between individuals located in more
than one country.3 The contributions of J.F. Hennart to business literature viewed the MNE as an
efficiency driven, transaction cost reducing and welfare enhancing institution.

Transaction Cost Theory

Agents located in two different countries have the potential if they combine their capabilities
through international markets or within MNE of creating rents. Transaction costs theory focuses on
the problem of organizing interdependencies between individuals who can generate rents by pooling
together different or similar capabilities. Transaction costs are incurred to organize cooperation through

 3.  Hennart, J. Vean-Francois. “Theories of the Multinational Enterprise”  in Eds Rugman, Alan M and Brewer, Thomas
L., The Oxford Handbook of International Business.
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information, enforcement and cooperation. MNEs arise because they are efficient at organizing
interdependencies between agents located in different countries than markets and contracts.

According to transaction costs theory the cost of organizing a transaction varies with the method
of organization chosen to organize it. Prices and hierarchy are methods of organization while markets
and firms are institutions. Both institutions make use of both methods but markets use predominantly
prices and firms hierarchy. According to transaction costs theory the cost of organizing a given
transaction varies with the choice of organization (hierarchy vs. prices) and institution (markets vs.
firms). While both institutions make use of the both methods simultaneously, markets use predominantly
prices and firms hierarchy. Firms can be more efficient than markets if they replace output by
behaviour constraints.

Transaction cost theory is based on a comparison of the cost of organizing interdependencies in
firms and in markets. Firms are more efficient than markets because they replace output by behaviour
constraints. The combination of assets is more efficiently done within a MNE than through spot
markets or contracts. The characteristics of interdependencies that make their organization within
markets more costly than within MNEs are know-how, raw materials and components, marketing
and distribution services and financial capital. An emerging area is knowledge related assets.

“Globalization, and the critical importance of upgrading intellectual capital as a wealth enhancing
process, is demanding that scholars should give more attention to the harnessing, creation and
organization of knowledge related assets from different locations as a competitive advantage in its
own right. The variables affecting the ‘where’ of MNE activity, as firms seek to reconcile the
mobility of many of their intangible assets with the need to deploy these with other assets which are
not only location bound but concentrated in a limited spatial area is also under scrutiny”4.

It has to be noted that the rise of international markets would increase and decrease that of
MNEs if property rights are well defined and enforced. On the other hand, the efficiency of MNEs
and their role in international economy would be enhanced by improvements in business technology
that reduce the costs of managing the firms. Given the trends in a globalisation it is likely that MNEs
will assume the management of interdependencies that used to be managed by markets. MNE is
considered an appropriate vehicle for the transfer and exploitation of proprietary knowledge as well
as for knowledge development, and extension or acquisition across borders. They also contribute to
global diffusion of knowledge by increasing the foreign knowledge absorption capacity of localized
investment clusters.

Maximizing the Value of Firm

The conventional approach to financial management is concerned with how to optimally make
various corporate financial decisions relating to investment, capital structure and dividend policy with
a view to maximize shareholder wealth. The idea is to acquire assets whose expected return exceeds

  4.  Dunning, John, H. “The Key Literature on IB Activities” in Oxford Handbook of International Business, Eds. Rugman,
Alan M and Brewer, Thomas L.
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their cost, to finance with those instruments where there is particular advantage, tax or otherwise
and to undertake a meaningful dividend policy for stockholders.

The objective of maximizing shareholder wealth provides a rational guide for running a business
and for the efficient allocation of resources in society. The market value of a firm’s share embodies
return and risk and reflects the markets trade off between risk and return. An investment decision at
the level of the firm which takes into account the likely effect on the market value of its share will
attract capital only when its investment opportunity justifies the use of that capital in the overall
economy. Maximization of the share value alone will lead to optimal capital formation and growth.

Social Contract between Business and Society

The objective of shareholder value maximization has however to be viewed as a part of the
social contract between business and society. This contract has obligations, opportunities and mutual
advantage for both sides according to Ian Davis of McKinsey and Company5. Otherwise it could
lead managers to focus excessively on improving the short term performance of their business
neglecting important long term opportunities and issues such as trust of customers, investment in
innovation and other growth prospects. Maximization of shareholder value also obscures questions
of ethics and legitimacy. Multinational enterprises need to tackle such issues for reasons of integrity
and enlightened self interest.

The new approach calls for

 Introduction of explicit processes to make sure that social issues and emerging social forces
are a part of overall strategic planning.

 Active management of individual contracts by more transparent reporting, shifts in R&D
or asset reorganization to capture expected future opportunities or to shed perceived liabilities,
changes in regulatory approach.

 Development and deployment of voluntary standards of behaviour at an industry level.

 Establishment of ever higher standard of integrity and transparency and active involvement
in debates on social issues that shape their business context.

The ultimate purpose of business is the efficient provision of goods and services that society
wants. It is the fundamental basis of the contract between business and society. Such a noble purpose
is not only more motivating but also beneficial to shareholder value over the long term. Shareholder
value creation or profits are a measure and reward of efficient provision of goods. Restating and
reinforcing the business’ own social contacts will also secure for the long term the shareholders’
investment.

5. “The Biggest Contract”, The Economist, May 28, 2005.
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Investment Decision

The optimal combination of the three decisions, investment decision, the financing decision and
the dividend decision will maximize the value of the firm. The investment decision determines the
total amount of assets held by the firm, the composition of the assets and the business risk of the firm
as perceived by creditors. Since investment proposals involve risk they should be evaluated in relation
to their expected return and risk. The choice of a required rate of return is crucial.

Financing Decision

Determination of the capital structure of the company, the mix of debt and equity. The degree
to which companies use debt known as leverage instead of equity varies from country to country.
Leveraging is often perceived as the most effective route to capitalization, because interest on debt
is tax deductible while dividends paid to investors are not. Leverage increases financial risk and
requires a higher return for investors. Access to local capital markets may be limited for foreign
subsidiaries. The Asian financial crisis was partly on account of the reliance by Asian companies on
debt to fund their growth.

Dividend Decision

Dividend decision includes the percentage of earnings paid to shareholders in cash dividends,
the stability of absolute dividend about a trend, bonus issues and buy- back of shares. The value of
dividend to investors must be balanced against the opportunity cost of the retained earnings cost as a
means of equity.

Global Competitiveness

With globalization, technology and finance move swiftly across countries to exploit markets. No
firm can be complacent. It is not only at the macro or country level that competitiveness has to be
attained. It has to start at the micro or firm level. Competitiveness of a firm which promotes efficiency
has a favourable impact on the use of resources, costs and profits. Every firm engaged in business
has to be internationally competitive. Otherwise, it cannot survive. In today’s globalized world the
share value is influenced by not only the financial factors but how competitive the firm is. According
to Vohn Roberts, high performance in a business results from establishing and maintaining a fit
among the strategy of the firm, its organizational design and the environment in which it operates.6

Global competition and changes in technology require that overall strategy should include as noted
earlier social issues and emerging social forces.

 6. “The Biggest Contract”, The Economist, May 28, 2005.
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Factors Influencing Competitiveness

Technology has played a key role in improving the terms of global trade competitiveness. The
presence of dynamic and discernable buyers at home contributes to the improvement in products.
The presence of suppliers and firms in supportive industries in the vicinity of the exporting firms has
been a major source of competitive advantage. Export competitiveness defined as the ability of a
country to expand its share in world markets was related earlier to production abilities. It is recognized
now that structural changes in production also impact on competitiveness. These consist of new
technologies, novel ways of organizing production and trade policies. The exchange rate is regarded
as a crucial determinant of price competitiveness. Other important non price factors are product
quality, brand equity, packaging, delivery and after sales service.

The opportunities provided by global developments were exploited by India by industrial and
trade liberalization. There has been a turnaround in total factor productivity growth in Indian
manufacturing since the mid 1980s on account of the reorientation in trade policies and improved
infrastructure performance. Efficiency in the use of material inputs has also been recorded in the
second half of 1990s. Transaction costs of exporters have declined. India’s share in world exports
rose to 0.8%, in 2002 from about 0.5% in mid 1980s. In the past five years India’s exports have
shifted towards technology intensive high value manufactures as well as IT services.

According to the Global Competitiveness Reports of the World Economic Forum India ranked
48 in “Global Competitiveness rank” in 2002 as compared with 52 in 1999. In 2002 India ranked first
in prevalence of foreign technology licensing, second in availability of scientists and engineers, fifth in
access to credit, seventh in intensity of local competition and eleventh in interest rate spread.

The assessment of UNCTAD of the pattern of global trade competitiveness reveals that in a
group of 20 top gainers of export market share during 1985-2000 India ranks 14th in terms of overall
exports, fifth in resource based manufactures and seventeenth in medium technology manufactures.

Corporate Governance

In the new millennium corporate governance providing the systems and processes which ensure
the efficient functioning of the firm in a transparent manner for the benefit of all the stakeholders and
accountable to them has assumed significance because of audit failure and excessive executive pay
in several countries. The watchdogs, the boards and external auditors who are supposed to exercise
oversight to protect the interests of shareholders have failed to do so. Any system of governance has
to provide for checks and balances and countries across the world have failed to do so. The mix up
between board and management has left the shareholders bereft of any protection they should get
from the board elected by them to protect their interests. There should be firewalls between board
and management in case of any public limited company which accesses capital market.7 It is essential
to present a corporate governance report for information of stakeholders and investors on the
company’s web site to ensure transparency and accountability.

 7. H.R. Machiraju, Corporate Governance, 2004, Himalaya Publishing House, Mumbai.
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Criteria for Competitiveness

The Far Eastern Economic Review which conducts the survey of Asian top 200 companies
considers criteria for competitiveness8

 Premium quality of product and services.
 Innovative response to customer needs.
 Long term vision.
 Financial strength.
 Market leadership/role model for others.

In Asia only 14 companies satisfied these criteria; and among Indian companies only three
companies met the criteria, Hindustan Lever, Reliance Industries and Larsen & Toubro. The common
trait among all the 200 companies that survived and thrived through the Asian crisis was their ability
to act quickly, decisively and provide an innovative solution to the turbulent market needs. These
companies identified new opportunities, took a fresh look at their products and markets and challenged
the existing paradigms.

An integral part of competitiveness is the decision to obtain the optimum combination of inputs
from the variety of opportunities open in the global market. This decision also influences the valuation
of the firm.

Production Efficiency

International companies may compete by seeking maximum production efficiency on a global
scale. To achieve this objective the company’s production would use the best inputs for the price
even if the production location moved abroad. The management in MNEs are slicing off the activities
of firms more finely and finding optimum locations for each closely defined activity. While doing so
they are deepening international division of labor. It is observed in practice that the demand and
income for higher paid employees in the US for instance has increased as a result of US companies
outsourcing to low labor cost countries. Companies should have global efficiency objective keeping
in view that they are entities of a given society with national objectives.

Global Manufacturing and Supply Chain Management

The efforts of international firms to source inputs and locate production anywhere in the world
where costs are lower and profitability better guides investment. Global outsourcing is an integral
part of supply chain management which results in value addition. FDI has poured into the manufacturing
units in China in the past decade at almost an annual rate of $50 billion dollars since risk return
tradeoffs of such investment are better than in the home country. In companies’ international business
strategies, global manufacturing and supply chain management are quite important. The supply chain

  8. Saxena Rajan, “Global Competi tiveness of Indian Enterprises”, Chartered Secretary, November 2001.
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encompasses the coordination of materials, information and funds from the initial raw material supplier
to the ultimate customer. The supplier can be located in the country where manufacturing or assembly
takes place or at a different location from where they can be shipped to the country of manufacture
or assembly. The global supply chain links the suppliers’ supplier with customers’ customer accounting
for every step of the process between the raw material and the final consumer of good or service.

Supply Chaining is a Flattener9

According to Thomas L. Friedman supply chaining is one of the flatteners that have made the
world flat (metaphor for globalization). Flatness is simply a company’s ability to use new
communications technologies to cut costs by speeding up the work process and sourcing labour and
inputs from every corner of the globe. Flateners include windows, the internet, workflow and open
source software, outsourcing, offshoring (FDI), supply chaining, insourcing, google and wireless
communication. Friedman contends that flatness is making the world less hierarchical, more prosperous
and equal, more transparent and democratic and less prone to war.

Global Manufacturing Strategy

The success of global manufacturing strategy depends on

 Compatability.

 Configuration.

 Coordination.

 Control.

The compatability decision pertains to the consistency between foreign investment decision and
the company’s competitive strategies in terms of efficiency/cost, dependability, quality, flexibility and
innovation. The objective of reduction of manufacturing costs drives international firms to establish
manufacturing units in areas of low labor cost in Asia, East Europe and Mexico. This type of foreign
investment known as offshore manufacturing spread widely in 1960s and 1970s in the electronics
industry when several companies set up production facilities in Taiwan and Singapore. At those
locations labor costs were low and cheap raw materials and components were available. Manufacturing
shifted to other low cost countries such as China, Indonesia, Malaysia, Thailand and Vietnam.

Manufacturing configuration consists of centralized manufacturing and export, regional facilities
to serve specific regions and multi domestic manufacturing in which companies manufacture products
to meet local needs. International firms choose a combination of these approaches depending on
their product strategies.

Coordination is the linking of activities along the global supply chain from purchase to storage to
shipment. Finally control system including organizational structure ensures the implementation of
company strategies.

 9. Friedman Thomas L., The World is Flat, 2005 Farrar, Straus and Giroux, New York.
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Sourcing

Sourcing is the process of having raw material and parts supplied to it for the production process.
Global sourcing is the first step in the process of materials management called logistics. Outsourcing
is a situation in which an organization purchases or processes from external vendors that it could
have produced inhouse. Ford used global sourcing of parts from plants in 15 countries for final
assembly in UK and Germany. If domestic sources are unavailable or more expensive than foreign
sources international sourcing is resorted. Japan imports all of its requirement of uranium, bauxite,
nickel, crude oil, iron ore, copper, coking coal and 30% of agricultural production.

Global sourcing is undertaken to

 Reduce costs, labor, land and other facilities.

 Improve delivery of supplies.

 To gain access to materials available only abroad.

 To establish a presence in foreign markets.

Vertical integration is a major outsourcing configuration where the company owns the entire
supplier network or a major part of it. In determining whether to buy/outsource parts to suppliers, a
distinct comparative advantage, such as greater scale, lower cost structure or stronger performance
incentives should exist. Outsourcing from abroad is subject to factors such as distance, time and
uncertainty of political and economic environment. Outsourcing or offshoring has been going on for
centuries but still accounts for a tiny proportion of the jobs constantly being created and destroyed
with America’s economy. Low wage India ranks eighth in 2002 among countries to which the US
sends business, professional and technical service tasks. Ranking ahead of India were Canada,
U.K., Japan, Germany, France, Mexico and the Netherlands. According to the Chamber of Commerce
of US the global sourcing practices mention several balancing factors.

 The cost savings to consumers and tax payers that can be achieved through sourcing.

 The relatively small number of jobs lost to sourcing.

 The risks of retaliation should America try to close its markets.

 The tens of millions of jobs that foreign companies support in the US.

 The $60 billion surplus in service trade that US enjoys.

 The idea that the freedom to source, trade and compete around the world can lead to the
better, high paying, jobs at home.

Stages of Outsourcing

Outsourcing passes through five stages.

 Embryonic stage: Ancillary activities and basic commodity type offering where little value
is added are outsourced. The basis of outsourcing is transaction based.
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 Developmental stage: Outsourcing is deployed to areas which are more central to business
process. Value is realized in various areas of support activities in the value chain.

 Consolidation and interlinking outsourcing stage: Organizations adopt an overarching
outsourcing strategy which is dovetailed to business strategizing. Outsourcing is considered
a key strategic resource.

 Business process outsourcing stage is the highest order stage where key process activities
are outsourced with full contractual responsibility granted to the outsourcing vendor.

 Bespoke and customs built frameworks for outsourcing offer the organization the benefit
of releasing resources to focus upon key competencies. Key process activities are
outsourced with full contractual responsibility granted.

Companies should outsource anything that is not tied directly to competitive differentiation. An
outsourcing plan should identify core competencies that make the organization distinctive and building
value creating outsourcing arrangements around these so as to augment these competencies. It has
to be noted that outsourcing is a strategic issue not a tactical consideration. Outsourcing should be
based on,

 a statement of work
 interface methods on a day to day basis
 plan of communication
 shared vision and common end goals.

Reorganizing Production

Cheaper labor brings down production costs. This keeps companies competitive, raises profits
and reduces prices as firms pass lower costs on to their customers. Ultimately innovation is stimulated
and new jobs created. Sourcing from cheaper countries also spreads the productivity enhancing
effects of such technology. Globalized production and international trade has made IT hardware
10-30% cheaper.

If the system is administered by lower cost country it would restrain the spending. Outsourcing
is a win-win proposition. Buying goods and services from poor countries is not only hugely beneficial
to rich countries but also provides opportunities for people in poor countries.

The rise of MNEs would not have been possible without outsourcing. No company can hope to
produce all its requirements inhouse and has to procure raw materials and components from other
parties. Pioneers like Intel and Texas Instruments followed the FDI strategy of assembling chips in
wholly owned subsidiaries in China, Malaysia and Hong Kong. Outsourcing was the driving force
behind the global computer development.

By reorganizing production intelligently a multinational enterprise can hope to reduce its costs
by 50 to 70%. Reorganization consists of handing over white collar work to specialist outside suppliers.
Specialists offer corporate human resources services, credit card processing, debt collection or
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information technology work. Secondly the separation of geography of production and consumption.
The manufacturing hubs were followed by hubs for televisions, cars, computers and other goods
which emerged with the fall in transport costs in countries such as Mexico, Brazil, the Czech Republic
and China. In the next decade hubs for producing such services as software engineering, insurance,
underwriting and market research will emerge in Russia, China and India. The globalization work in
manufacturing involved investment in building factories in China to make clothes, toys, computers
and consumer goods. Further investment to shift the production of cars, chemicals, plastics, medical
equipment and industrial goods is likely.

Outsourcing Manufacturing

Manufacturing is revolutionized by technology and economics. As industries advance
manufacturers manage the growing complexity of their products by outsourcing; they share the work
of making them with others. This enables each company in the production chain to specialize in part
of the complicated task. At each level of production, outsourcing divides up-growing complexity into
more manageable pieces. International playing field is being levelled by information technology.

Outsourcing Administrative Work

Computer  is the tool used to mechanize work in the office. Computers save labor, bring down
costs and raise profits. They automate paper work and hence the flow of information. Banks and
insurance firms which sell information products employ computers to automate production. Computers
are used by all companies to automate the administrative work: Keeping their books in good order,
complying with rules and regulations, recruiting, training and looking after employees. Banks and
insurance companies have used some of the profits resulting from the use of computers to add bells
and whistles to their products making them more complex. The spread of computers through companies
has added a third layer of complexity, the task of managing the information systems themselves.

White collar work has become quite complex. The solution is to do less inhouse. Half of world’s
biggest companies have outsourced IT work. When companies outsource, the workers who operate
the business system is called business process outsourcing (BPO), e.g. First Data Corporation (FDC)
employs 30,000 people who administer 417 m. Credit card accounts for 1400 card issuers.
Administrative work and their supporting systems such as processing invoices, collecting payments
from debtors and payroll work are outsourced.

Common standards in manufacturing have helped in use of common production platforms for
manufacture of cars and consumer electronics. In white collar work a similar platform production
system is emerging. Extreme specialization is emerging in outsourced business. Business software
packages offer standard ways of organizing and delivering administrative office work.

Outsourcing White Collar Work

Supplying a service is a continuous process. It takes trust and cross cultural understanding to
achieve a good working relationship. Secondly, white collar work is much less structured and rule
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bound than work done on shop floor. The concern about exporting jobs for instance in USA is similar
to mechanization 75 years ago. Outsourcing is only changing the way to produce things. This change
in production technology has the same effect as automation. But the same changes in production
technology that destroy jobs also create new ones. During 1999-2003, IT related white collar jobs in
US have risen.

Impact of Information and Communication Technologies on Outsourcing

The driving force behind information and communication technologies (ICT) is for global labor
arbitrage. U.S. companies which segmented earlier production chain and shifted labor intensive
parts to low wage locations, now digitize them and access services from abroad through wires at
20% of US wages. Digitization converts labor or service from a non-tradable into tradable units. For
many services physical presence is no longer necessary and the service personnel may be located
any where in the world. The jobs were exported to cost effective locations like India. Offshore
software development started the IT and BPO industries. The services initially were restricted to
back office functions like call centers, helpdesks and customer support coming under the category of
BPO. From BPO to other IT enabled services such as engineering design, architecture and radiography
is a short hop. Estimates of the market are $300 billion per annum.

Any service that can be electronically transmitted is produced in India more cheaply. Off shoring
(work sent overseas) has spread from manufacturing to white collar services. New economy
communications and computer technologies have brought down costs, raised profits and gave a
boost to growth. Cheaper communications allow companies to move back office tasks such as data
entry, call centers and payroll processing to poorer countries. A fair part of the work that moves
abroad represents an attempt by companies to provide a round the clock service by making use of
time zones which improves efficiency. Further every dollar of costs according to Makinsey Global
Institute, the US moves offshore brings America a net benefit of $1.12 to $1.14. The benefit arises
because, as low value added jobs go abroad, labor and investment can switch to jobs that generate
more economic value. When employment dwindled in manufacturing, workers in USA have moved
to educational and health services where pay is higher and conditions more agreeable. A recent
success story of moving workers from Europe to India (Delhi) to work at a call centre on Indian
wages with accommodation and return air passage on an annual contract could be tried in USA.
That would take the sting out of outsourcing. The movement of jobs to the developing countries does
not alter the overall level of employment in the advanced countries. The pattern however is sure to
change.

Size of Outsourcing Market

The offshore movement set off in early 1990s when American Express, British Airways, General
Electric and Swiss Air set up their own captive outsourcing operations in India. The captive units find
that their costs are 50% higher than those of independent third parties. The captive business is now
being spun off as independent firms.
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The world outsourcing market is estimated to be about $5 trillion in 2002 according to the
Outsourcing Research Council. America accounts for 70% of all offshore business. Of the total
business, 20% is constituted by the IT and ITES market which is growing at about 15% p.a. Of this
India received about 2%. India’s IT market has grown from $1.73 billion in 1994-95 to $16.5 billion in
2002-03. BPO activities (call center operations) in India are projected to touch $3.6 billion in 2004
and $13.4 billion in the next three years. India’s biggest regional competitors are China and Philippines.
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