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A company is international if it serves foreign markets.  It is multinational if it also locates facilities abroad.

John Dunning’s studies discovered that most of the worlds giant companies had the majority of their sales in their home domestic market and located the most of their assets, including factories, in their home country. Since the study (1993) the internationalisation and multinationalism is growing especially for giant companies.

It is not necessary to be highly multinational (or indeed even very international) to be an extremely successful company.  If this holds at the level of the world's largest companies, it holds even more strongly for small and medium-sized companies where the tendency to stay close to home base is even more prevalent.

6.1 The Diversification Game Goes International

A major problem with diversification was that it could lead to the sacrifice of the rich resource linkages which may be possible under specialisation. Though, it could have the possible advantage of saving the firm from overdependence on a limited set of competences that may be vulnerable to obsolescence.

Resource implications of domestic versus multinational expansion:




Multinational is quite simply a bad deal in terms of resource linkages, certainly compared to the domestic specialisation option.  If our manufacturer of motor cycle jackets were to export to this foreign market, then exporting would allow the concentration of production in the home base and possible exploitation of economies of scale in production.

Even if the firm can exploit few physical economies of scale from further expansion of production, there should still be administrative economies compared to the alternative of having to administer separate production facilities in different countries as in the multinational alternative.

Resource costs such as cheap labour in the production process could encourage the jacket firm to relocate its production to an overseas location. Transport cost might seem to be an argument against exporting and in favour of saving on transport costs and locating production near foreign markets through multinational expansion.

However, transport costs tend to be important in cases where a product takes up high volume or significant weight in relation to value added.  While transport costs undoubtedly exist they are not sufficient to explain why some firms choose to fragment and disperse their production capabilities into a variety of different locations scattered around the world.

It is not enough to establish international opportunities to justify international expansion.  These opportunities will only be worth pursuing if they beat alternative domestic investment opportunities, taking into account the ability of the firm to compete against foreign firms on their home ground.




 

Resource implications of multinational versus exporting strategies:





6.2 The Question of International Competitiveness

In his Competitive Advantage of Nations, Michael Porter (1990) makes some crucial points about the idea of competitiveness of industry seen from a national perspective:
· Is competitiveness of industry based on exchange rate?
· Is competitiveness based on cheap labour? 
· Is competitiveness based on cheap natural resources?

The basic point that Porter is making is a sound one, that it may be simplistic and indeed misleading to identify a cheap currency or cheap resources as necessary or sufficient for competitive advantage.  If low cost is not necessarily the only or even the best strategy for firms to achieve competitive advantage, we should not be surprised to find that the same holds at the level of countries.

Porter makes the point that we have to be careful in using the notion of competitive advantage at the level of countries at all. He argues that countries do not compete, firms do. Firms inside a country may often identify their fiercest and most direct competition in that domestic market place. 

· For a given country, there are typically few industries or segments of industries, which perform, strongly in an international context.
· For a given industry, or especially segments of industry, there are typically few countries which perform strongly in an international context

For example, there is a general belief that the Japanese are so efficient that they can beat firms from most other countries at any activity they care to turn their hands to.  In fact, their international success is quite concentrated in a selective number of highly visible industries such as automotives and consumer electronics.  There are other areas where Japan has not been so internationally successful, such as the food and advertising industries.

There are only a few countries that are internationally successful in the automotive industry, and the numbers that have a major international presence dwindle when we look at sectors within each industry.  We may have to question received wisdom about the sources of competitive success if we are to understand the sources of international competitiveness.

Consider this dilemma, you are a maker of widgets choosing between producing and selling in Country
A or Country B, the countries differ in the characteristics indicated as far as your business is concerned.  But are similar in all other relevant characteristics such as size of domestic market and access to capital. 
Where to compete: soft versus tough environments
	
	Country A
	Country B

	Firms
	You would be the only firm
	Many fierce and capable rivals

	Consumers
	Easy to please, undemanding
	Well informed and sophisticated

	Government
	Lax regulations and controls
	Tight regulations and controls

	Factors
	Abundant and cheap resources
	Scarce and expensive resources



Simple textbook economics suggests that it has to be Country A.  However, when we look at firms that are internationally successful in practice, they frequently come from countries with some or all of the characteristics of Country B.  In fact, Michael Porter goes further and claims that they may be more likely to come from countries like B than countries like A.

It would be dangerous to believe that a single element is behind competitive success in these industries.  Indeed it will tend to be a combination of elements that contributes to international competitiveness or failure at industry level.  In fact, there are two issues at work here, and we can summarise them as space and time.

Standard economics tends to look at firms and sectors in isolation, but sometimes issues in other spaces or territories can be very important.  Major technological and organisational upheavals and transformations tend to lie too far in the distance to be dealt with by standard economic tools.

The problem is that it is the longer time dimensions that can be associated with the forces which may create and sustain competitive advantage and which we need to look at in this context.  Today's comfortable monopolist may be tomorrow's bankrupt firm.

6.3 Porter's Diamond Framework

Michael Porter argues that competitive strategy for a firm should be framed in the context of the attributes of its national environment that may help generate or inhibit competitive advantage. These attributes fall into four main categories, which together go to make up -

Porter’s Diamond Framework:
1. Factor conditions
2. Demand conditions
3. Linked and related industries
4. Firm strategy, structure and rivalry

The important driving forces of the Diamond can be analysed in terms of:
· Space considerations. The space covered by the relevant Diamond is essentially contained within the home base (usually the nation) to which the firm belongs. An important unit of analysis here is the cluster (a group of firms in linked or related industries that trade or compete with each other).  A cluster typically occupies an even more localised space than the nation state, and in practice may be found within regions, cities, districts or even single streets.

· Time considerations. Time or dynamic considerations reflect the fact that the normal logic of competitiveness may be turned on its head once we look at the time long enough to allow for major innovative and organisational changes.

(A) Factor conditions

These can have a critical influence on competitive advantage.  Porter distinguishes between factors in term of:
· Degree of sophistication. At one end of the spectrum we have basic factors which tend to be inherited (natural resources) or easily created (unskilled labour) and at the other we have advanced factors (research scientist) which are more sophisticated.

· Degree of specialisation. At one end of the spectrum we have generalised factors which can be turned to many different kinds of tasks (village hall).  While at the other end we have highly specialised factors whose value lies in a limited set of tasks or one specific task (brain surgeon).

One of the most important issues that Porter introduces in this context is the notion of selective factor disadvantage. It occurs when scarcity or other problems of a certain factor stimulate technological or organisational innovation to deal with the problematic factor, and this innovation turns out to help generate subsequent competitive advantage in an international context.

Examples of Selective factor disadvantages:
	Japanese language
	
	Fax technology

	Distances in US
	
	Communications and transport innovations

	Short Swedish building season
	
	Prefabricated technology



In each of these cases there was a factor disadvantage which created immediate costs or barriers to industrial activity and triggered a search for innovative solutions.  These solutions not only alleviated or neutralised the original source of disadvantage, but turned out to be a source of international competitive advantage.  The opposite is also possible in some cases.

Factor disadvantages, including scarcity, can turn out to stimulate eventual competitive advantage while factor advantages, including abundance, can eventually lead to declining competitive advantage.  The problem is that not all sources of factor disadvantage turn out to have this eventual benign effect, any more than factor abundance need turn out to be an eventual source of declining advantage.

(B) Demand conditions

The home market may dominate in terms of the quantity of information feeding back into the framing of competitive strategy.  But it may also be important in terms of the quality of the information that feeds back into the planning process.  If those involved in the formulation of strategy are based in the same country as the firm's headquarters and home market, they are likely to be heavily influenced by the characteristics of that domestic market.

Porter argues that there are three main features of demand conditions that can be important in a dynamic context in terms of helping develop and reinforce competitive advantage:

1. Composition of home demand. The composition of home demand can provide pressures and opportunities since the signals coming from home demand can be clearer than weaker signals coming from foreign markets. The main issues here include:

i. Segment structure of demand: the distribution and variety of patterns of demand within a sector.
ii. The existence of sophisticated and demanding buyers: sharpening up and honing the competitive skills of firms that could prove useful in competing with firms that have had an easier life.
iii. Anticipatory buyer needs: providing an early warning system and experience of trends that may emerge in the future in foreign markets

2. Demand size and pattern of growth: there are a number of features here that can reinforce the effects of home demand composition on competitive advantage:

i. Size of home market can help generate economies of scale and learning curve effects.
ii. Number of independent buyers, including at wholesale or retail levels can generate variety of information and market feedback, and reduce the chance of inertia for firms that attend to this source of information.
iii. Rate of growth of market demand: advantages of a growing market include possible entry room for innovative new firms - otherwise incumbents may have an inbuilt advantage if the customer base does not change and expand.
iv. Domestic market saturates early: this may stimulate fierce rivalry amongst domestic firms that can enhance cost competitiveness and innovativeness and in turn enhance their fitness to compete on a world stage.

3. Internationalisation of home demand.  These aspects can help pull a nation's products abroad.

i. Mobile or multinational buyers may seek to buy or be receptive to buying the products that they consumed at home
ii. Influence on foreign needs: historical or cultural factors may influence.

(C) Linked and relative industries

Internationally competitive industries and sectors tend not to emerge in isolation but instead are associated with other internationally competitive industries within their nation or region. These industries or sectors may be linked vertically or horizontally to each other.

Linked and related industries can exert a strong influence on the competitive advantage of a sector through proximity of innovative and enterprising companies in neighbouring sectors. Competitiveness and high performance in one sector can have spill-over benefits into linked and related sectors in the domestic market through a variety of means:
· User sector firms imposing high specifications on supplier sector
· Reputational spill-overs
· User sector firms demanding cost competitiveness from supplier sector
· Supplier sector protecting their brands by raising user sector performance
· Technology spill-overs between related sectors
· Related sectors sharing marketing and distribution channels
· Spill-over of highly trained and well-qualified labour pool between sectors
· Best practice diffusion by example and observation
· Proximity reduces transaction costs between sectors

The fundamental point is that sectors may benefit in a variety of ways that enhance performance or reduce costs from having an internationally competitive sector nearby.

(D) Firm strategy, structure and rivalry

Important themes in this context include the following.
1. Strategy and structure of domestic firms.  As an example of this, Porter argues that the value placed on  technical skills in Germany has helped create and support its competitive advantage in optics and some chemical and machinery sectors.

2. Goals and objectives.  These can be important at the level of the individual, the company or the nation, and can be heavily influenced by the cultural context.  For example, Porter notes that Germany has a tradition of long-term holding of shares by institutions and a more cautious approach to risk taking. The US has a culture that tends to encourage the taking of risks and therefore place a strong emphasis on start-ups, such as biotechnology.

3. Domestic rivalry.  This is one of the most important aspects in the Diamond Framework. When the industrial structures of internationally competitive industries are dissected, it often turns out to be based on strong domestic rivalry between firms. (Example, Volvo/Scania)

(E) The jokers in the pack: chance and government

Porter adds that both chance (e.g. wars and inventions) and government can play roles in the relationships, which evolve in the Diamond in the context of creating an international competitive advantage.

6.4 Using the Diamond Framework

6.4.1 Identifying and Using a Diamond
Some of the issues and difficulties that are raised in using a Diamond approach:

6.4.1.1 Interdependence of the Four Main Elements.  An essential feature of the Diamond is that no one element can be isolated as 'the' element that has (or will) create competitive advantage for a sector in a particular country.  In practice, a number of elements will contribute and interact with each other.

6.4.1.2 Essential Contribution of All Four Main Elements. Porter argues that each of the four main categories in the Diamond should usually actively contribute to competitive advantage if it is to be generated and maintained.  Though, just as it may be possible to have a three-legged chair in certain cases, so the absence of a strong fourth leg can sometimes be compensated for. But, just a two-legged chair is impossible.

6.4.1.3 Continuous upgrading and improvement.  The Diamond uses just snapshot and are static, in real world it does not work so.

6.4.1.4 Subjectivity and Multiplicity.  The Diamond reflects an art rather than a science, different people may construct the Diamond differently.

6.4.2 
Diamond in Action: US Competitive Advantage in Economics Textbooks

	(A)  Factor conditions
	(B) Demand Conditions
	(C)  Linked and related industries
	(D) Firms’ strategy, structure and rivalry

	Leading authors
	Large domestic market
	Advertising and software industries
	Advertising-oriented

	English language
	Anticipates wider trends
	
	Glamorous industry

	Major university
	Sophisticated distribution channels
	
	Risky venture

	
	
	
	Numerous rivals



6.5 Framing Competitive Strategy

Porter’s Diamond has a number of implications for company strategy.

1. 	Possibility of competitive advantage depends on home Diamond

2. 	Choice of strategy influenced by home Diamond

3. 	Continuous innovation. The diamond needs continuous upgrading and improvement to maintain competitive advantage. To survive and maintain competitive advantage from innovation pressure Porter suggests:
· Seeking sophisticated buyers
· Seeking buyers with most demanding needs
· Overshooting most stringent regulations or standards
· Sourcing from leading home based suppliers
· Seeing leading rivals as benchmarking
Such solutions do not guarantee competitiveness

4. Perceiving and anticipating industry change – The diamond can help a firm position its strategy with future opportunities and threat in mind. Porter suggests a variety of ways in which this may be pursued:
· Seeking buyers with anticipatory needs
· Exploring emerging buyer groups
· Seeking locations with early regulations
· Identifying trends in factor costs
· Linking with research centres
· Studying new competitors
· Having outsiders in the management team
But an uncritical emphasis on emerging signals and apparent trends can be dangerous (Ex. Dot.com)

5. Difficulties of replicating a Diamond advantages – Porter’s analysis helps to illustrate how difficult it may be to replicate the advantages that a foreign Diamond may give its local firms

6. Awareness of foreign Diamonds – The bottom line is that firms should be aware of their merits and deficiencies of their Diamond and those of their competitors when framing their competitive strategy.

6.6 Competing in International Markets

What does it take to compete effectively in international markets?  We can approach this problem by using what Dunning (1993) has called the Eclectic Paradigm.  This suggests that multinational enterprise is a consequence of ownership advantage, internalisation advantage and location advantage.

· If foreign firms had no ownership advantage, they would find it difficult to play away from home against local firms and their home advantage. However, there are other kinds of ownership advantage that may be drawn on to help support competition in an international environment, these include:
· marketing know-how and resources
· organisational advantages
· access to finance
· purchasing know-how
· favoured access of resources (e.g. ownership of oil reserves)
· brand recognition (e.g. McDonalds)

· If there were no location advantages, firms would find it attractive to service global markets from one centralised base. There are a variety of possible influences that may encourage a firm to locate some of its activities overseas, including:
· access to cheap or high quality resources
· transport costs
· need to service local market quickly
· to learn from the local Diamond or increase sensitivity to local market requirements
· government impediments to imports (e.g. tariffs, quotas, non-tariff barriers).

· If there were no internalisation advantages, licensing local firms could appear as an obvious alternative to multinationalism. Such advantages include:
· search costs for a suitable partner to co-operate with
· negotiation costs
· policing costs
· lack of able and suitable local partners
· residual problems of opportunistic behaviour
· reducing vulnerability to fluctuations and uncertainty of external variables
· control over secrecy of ownership know-how advantages (intellectual property)
· control over brand image
· problems of controlling delivery, quality of inputs
· reducing chances of losing access to inputs or outlets
· being able to indulge in monopoly practices such as a predatory pricing using transfer pricing and cross subsidisation

Ownership, location and internalisation advantages are all necessary for multinational enterprise to exist in particular cases.  Take away one element and another strategy becomes more effective.  Indeed, the fact that we do observe some domestic firms competing successfully in their home markets suggests that foreign firms may not have an ownership advantage in some cases.

The fact that international co-operative ventures exist between firms suggests that the associated transaction costs of these ventures are not sufficient to give an internalisation advantage from the multinational alternative in such cases.

International expansion will tend to become a major option after the firm has exhausted specialisation and diversification opportunities in its home base to the point that the weaker resource linkages, associated with overseas expansion begin to look relatively attractive. Firms’ first preferences are to stay at home from very rational and sensible resource-based reasons.

6.7 Competing Abroad: The Principles

Porter (1990) suggests a number of principles that are important for firms to bear in mind if they are to compete successfully abroad.
· Seek sophisticated overseas buyers.  This is simple extension of the logic of Porter’s analysis of the benefits of sophisticated home demand in a Diamond framework. If the firm also seeks sophisticated customers overseas it can strengthen its ability to compete at the highest level in an international context.

· Source basic factors globally. If an input is a basic standardised commodity it is easy to write a contract for its delivery and such factors on their own are unlikely to generate sources of competitive advantage for the firm. So there is every opportunity to outsource such factors, usually few dangers with that.

· Keep strategic assets close to home. Diamond considerations and the advantage of domestic clustering for strategic resources encourage many multinationals to emphasis home locations for strategic assets such as R&D laboratories.

· Selective tapping of foreign technology. While transaction cost problems of potential leakiness of technological know-how can also discourage them from co-operating with foreign firms.  These same properties mean that the firms may be able to pick valuable scraps of technical information through co-operating with or simply observing foreign firms.

· Attack rivals directly to learn from them and neutralise them. It may be tempting to avoid direct competition with strong competitors in home and overseas markets, but Porter’s Diamond analysis suggests that this may be a mistaken strategy in the long run. Head to head competition can be a valuable learning opportunity to observe what generates competitive advantage for its, best rivals, and may help inhibit these rivals from growing even stronger.

· Locate Regional HQs at best Diamond. In deciding where to locate a regional HQ overseas within a nation or trading bloc, an international firm should be sensitive to the possibilities afforded by local Diamond and cluster opportunities.

· International acquisitions and alliances for access and learning. In spite of the downside, merger and co-operative strategies can be useful ways of gaining access to foreign markets when all else fails or proves too expensive.

· Globalisation versus localisation. The world is not a homogenous entity but comprises many different cultures, societies, legal and political systems.

6.8 Globalisation Versus Localisation

The issue of globalisation versus localisation can be best set out in resource-based terms using a value chain analysis.  The best solution for the firm in resource-based terms is what is called 'sticking to the knitting', by keeping as close to home as possible, by staying in the same product line and the same home market.

Resource-based logic suggests that the firm should organise and manage itself the same way, try to make the same type of product using the same technology and sell that product the same way in different world-markets.

Market-oriented logic may suggest that what works in one country may not work in another. This may have implications for the way the firm manages and organises itself, the technology it uses, the type of product it sells, and how it sells these products.

Can the tension between resource-based and market oriented logic be resolved?  There are at least three issues that may still encourage the evolution of international firms, even in markets traditionally dominated by local tastes and brands:
· Surface differentiation
It is important to dig deeper into cases where brand names differ across countries.  In some cases this may represent a product with quite different specifications from that which exists elsewhere, while in others the brand name may be all that distinguishes the national product from that produced and sold in other countries.  In the latter case, the international firm may still be able to draw heavily on its established base of technical and marketing know-how in different national contexts.

· Access to factors of production
Firms may go international, not just to get access to foreign markets but to get access to cheap or better factors of production.

· Cultural globalisation
Tastes and preferences are not static but change and in some cases there may be some convergence.  French commentators may complain about the lowering of food standards represented by the spread of fast food chains.  But internationalisation of brands can work both ways and may also reflect a taste for increasing sophistication and variety of choice on the part of consumers.

The tension between globalisation (of brands) and localisation (of tastes and preferences) does represent a challenge for firms that wish to transfer their national sources of competitive advantages into foreign fields. If national conditions are very different from each other, then it may be difficult to compete abroad on existing sources of competitive advantage. 

At the same time, local differences may only be skin deep and a determined firm may be able to use a great deal of common technical skills and competence in marketing to compete in different national context. It is important to bear in mind that international firms may not just respond to a given set of tastes and preferences they may be able to change these national tastes and characteristics as well.
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