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Tiivistelma - Abstract

The internationalization of a firm is an important and challenging task for companies.
Because the company wants to increase profit or market share, they are expanding
abroad. Other major motivations can be tax benefits or competitive pressure.
Internationalization, however, is assumed to play a more important role as a growth
alternative in the firms, and it offers prospects, which could not be gained through
domestic operations.

The purpose of this study is to explore the market entry to the Malaysian markets by an
SME firm. The theoretical aim of this thesis is to outline and analyze the various
operation methods from which companies may choose to conduct business abroad. The
empirical purpose is to find out information about the Malaysian water industry in
general and how a company can make use of this information for marketing and
development purposes.

The empirical part was conducted by using qualitative approach, where the information
is collected practically by interviewing the people working in the water industry. The
goal is to get deeper and more overall understanding about the topic studied than in
quantitative approach, where you have plenty of different material to go through to get
an overall idea. The idea of using qualitative method is to get closer relation between the
material and the topic surveyed.
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Sailytyspaikka Jyvaskylan yliopisto / Taloustieteiden tiedekunta




1.1 BACKGROUND ...uutiiiiiiieeeeieeieeereeiteteeeieeeteeeeeee et e teeeeeeeseseeeaeaeee s e et treeearsararearstsssrarsssensssessreseeens 2
L2 PURPOSE ..ottt ettt ettt ettt ee e et e e e et et e e e e e e e e e e e e te e e e e st i e e ta et a bbb asbs b b srebesneaeaeesees 3
1.3 STRUCTURE OF THE THESIS ... oiiotrerereiesieicrtretiessestsssasessssiseressessssssnssesssssssseressssssssssssessssnss 4

2. INTERNATIONAL BUSINESS ..o ritiirretrtressnstresssssnnaesssssssnssssssssensasesssssssessssasssessasssssss 6
2.1 WHAT IS INTERNATIONAL BUSINESS? iiiiiteriiiierireieintirereieeeeeeseeseessssesssssensessssssesessenessssnnnes 6
2.2 THE OUTWARD EXPORT AND IMPORT OPERATIONS......cuvurrerirriieeeeeeesieisssreseereesessssrsssereessons 8
2.3 MOTIVATIONS TO GO ABROAD .....uctvtiieeiiiiiierriieeeeeiiosirraerresestssesseseessomimtiesensessesnsmsnsesenns 18
2.3.1 Proactive MOLIVALIONS ..........veviieieiisiisine e eeeeeee ettt e es et ettt ee e ee e e eeea s e 18
2.3.2 ReACLIVE MOLIVALIONS........c.cocvvviiiieeeiseeeeieieee e oottt e et e e sttt et s e e ban s 19
2.3.3 Strategic effects of going international ................c.coovveceieieeiiniceiieeneeene e 20
2.3.4 Restrictions and promotions of import And eXPOFt............cccceevveevieerorieiveesieerireanees 21

2.4 INTEGRATION ...ouuuiuiiiiriieirereeeesiierirtireresesiesinteertrsssseseseasssssssssssaesesssssiessssssssensesssssssaressees 26
2.5 INTERNATIONALIZATION AS A PROCESS ....vvieieiiiiieiietreieeseeinrereeeeressereessissseeeessnsseessessseeenes 31
2.5.1 Concept of InternationQlization.................ccocuiveioiirieeiieiiesies i 31
2.5.2 Dimensions of Internationalization ..................cc.ccooueeeniurieesinicoiseiie e 32
2.5.3 Patterns of Internationalization .................ccccoccvieioiiienisiiiiicne i 33

3. MALAYSIAN WATER INDUSTRY ...cccitrerreereirrnneerecssssnsnssessssenssresssssssessassanassossssnsessanss 35
3.1 ACHIEVEMENTS AND QUTLOOK ......cueiiieiiteeeeeinreeesiinreeeesiainnreeeeeesssaeeeesssseeessssssssesssssseenns 35
3.2 QUALITY OF WATER AND PIPES.....cccocirtiiiieiieniieniterenie et seecteste st sunesreseesnne s esneenaenee 36
3.3 POLITICAL PLANNING .....covoviieririneeietierisieiiierireeesersseseseressesstessseseessseiessssassesaeesoniasrsnsessns 37
3.4 RURAL WATER SUPPLY ..cooeociiiiieiiiirreeeinitreeeeeitreeeeistsresessesesssessesessssessssnssseessesssesssssssesane 38
3.5 LEGISLATIONS RELATED TO WATER......ccoiiittiirieiiriiiineririerereeseesesiiseinnieresesesssssssresesesonnes 39
3.6 STRUCTURE OF WATER NETWORK DISTRIBUTION SYSTEM ......ccovirieeiirieeirieeireeeneeeeivnnans 42
3.7 LOCAL INSTANCES.....uutitiiieiiiiieeeceteeeeettreeeeebreeeeessraeeeaeaasnsaesseeesssasesassseeeeaaseeeeenseneennns 43
3.7.1 Structure of Water treatment plant OPeration ..............c.ccuoveveimieiinieainine e 43
3.7.2 Non-Government Bodies Related to Water SUppIy.........c..ccocccoiviriniiicninicninen. 44

3.8 WATER RESOURCGES ....oeiiiiiiciiiitviiteeiie e veiesnrrereeeseseensessssbessessasessesessvasinsrsssessessesontneseesons 46
3.8.1 Water Resources and SUPPLY ..........cccocovviiiiiiiiiiiieiie et 46
3.8.2 PreSent Water USE........uuuuueiiieeeeiieeeeet et e s e e e e e e e e e e e e e e e e e e aeeaaae e e e e n e 47
383 Water Demaud...........cocooeeeeeeeeee e 48
3.8.4 Water Resources Planning and Development ...............c.cccccovveivceiiieninicnienienicnnns 48

4 CORPORATE INTRODUCTION AND XPIPE IN MALAYSIA.....iincctinvnneniscenn 49
4.1 INTRODUCTION ..uuvrvreeieeresiierersissinrrnssesereseesierssssestsessessasasssstsesssssssessosessiosssnssssresesiesinsesesons 49
4.1.1 Building and CORSIFUCLION ............ccooucvecuiniiiiiiiiiiice et 50
4.1.2 ENergy diSIFIDULION ..........coeeeeieieece ettt enee e nes 51
G.1.3 PUDIIC INfFQ........cooiiiiiiiei et et 52

G 1.d PPOJECES .ottt ettt et be e 53

4.2 TEKLA XPIPE ~ WHAT IS IT? ... itieieiecieie ettt e eeeite e e e ettae e e e eiaraeeeseatbteeeesaaaeeesensseeeeareaans 54
4.2 SURVEY STUDY FOR TEKLA XPIPE IN MALAYSIA ..ocoooiiuieeiiiiiirieeeeeeireeeceinnee s eenveseennreeeas 61
4.3 DEVELOPMENT .uuuuutttttrrteeriesieetersimsintrersereessisiosssesesssestesssmmissssessesesssessesinmarsssseesesssnisasessons 66
4.4 RECOMMENDATIONS FOR XPIPE MARKET ENTRY ....vivvvetururrrrernnasssessesiesesesesssasssssnssnsssnees 77

5. CONCLUSION ...ciiiiincnnnrincerssnstsreessssreressssnsesesssnsasssssssssssesssnssssessssssnssesssssasssssssssssssssnssessonss 81
REFERENCES .......c oo rrrteetrricrcrneriecssnmersessssssersssssssessssassesssssssssasessssssnsasssssansssssssnssssssssasessanes 84

APPENDICES . ...coiiiiiiriiiinnnnnisniisnisissisiieisissiosisiieessseesseisstsmssseisssissesssesssassasssssessasens 90



1. Introduction

1.1 Background

International business operations are important for companies in Finland. Since the
country’'s own markets are relatively small, the companies have to seek growth
potential often abroad. The reason for writing about international business and a
company’s internationalization is that the thesis tries to find out different methods for

companies to establish its foreign operation.

In this thesis the writer had two possible approaches to follow when researching
Malaysian water industry. These were qualitative and quantitative approaches.
Quantitative approach would have included studying the survey and analyzing its
results. In qualitative approach, which is used here, the information is collected more
practically by interviewing the people working in the industry. The idea of using
qualitative method is to get closer relation between the material and the topic the
writer is surveying. The qualitative method used is so called constructive survey,
which is typically based on case studies and therefore material is narrow. The
constructive survey is a normative survey and it gives recommendations for a certain

topic.

The writer lived four months in Malaysia, Kuala Lumpur, to study Malaysian water
industry and collect information related to this field. Malaysia is rapidly moving
towards industrialization and therefore they need to further strengthen and streamline
the water industry to serve the needs of both industrial and individual users. Several
measures have been taken under political planning. Malaysia has emphasis on
improving the efficiency as well as the water quality of the existing water supply
systems through the rehabilitation and upgrading of treatment plants and distribution

systems.

The research was done in Finland and Malaysia. The writer worked in a Finnish
company, which has offices in both countries. The company is trying to have market

entry to Malaysian water markets with one of its products. The people in the



company gave valuable information to the writer and helped him to organize
meetings with local instances. The thesis gives also some proposals for the company

to succeed in Malaysian water markets.

1.2 Purpose

The theoretical aim of this thesis is to outline and analyze the various operation
methods from which companies may choose to conduct business abroad. The
purpose is to help companies to find right alternatives to internationalize their
business operations by introducing different operation methods. In section two
different operation methods are described for companies planning to expand abroad

and what motivates them to do so.

To date actual patterns of usage have been relatively consistent for manufacturers: in
the main, operations begin via exporting, with perhaps a later shift to some form of
foreign investment. For service companies it tends to be more difficult to offer the
service without a direct on-the-spot presence, so that an earlier move to the
investment mode is more likely. When decisions about foreign operations are made,

it is uncommon for the full range of operation forms to be considered.

Such an attitude appears to prevail at a time when the international business
environment is experiencing considerable change, creating both opportunities and
pressures for more diverse forms of operation. It is increasingly difficult for
companies to follow only one preferred mode of operation in foreign markets through
time. Not only are external environmental factors likely to induce changes, but the

internal capacity of a company to perform in different ways.

The empirical purpose of this thesis is to find out information about the Malaysian
water industry in general and how a company can make use of this information for
marketing and development purposes. The marketing strategy for a product is
introduced, as are recommendations for market entry in Malaysia and a brief

introduction about the businesses in which the company is involved.



The survey of the Malaysian water market situation was conducted in various models
such as visiting the different water bodies, collecting the information from the
available sources, interviewing the consultants from water industry as well as internal

discussions with Tekla people involved in Xpipe.
1.3 Structure of the thesis

The thesis deals with the wide variety of operation forms used in international
business operations. The International Business-section gives an overall impression
what is international business all about from the company’s point of view, which is
planning to go international. The section has five sub-categories. In sub-categories
the meaning of international business is explained. Also the outward export and
import operations are explained and how company can use the different operation

forms to go internationai.

The third sub-category deals with the issues like what motivations lead company to
go abroad and also what kinds of restrictions there are related to international
business. In fourth sub-category it is told how countries try to protect their domestic
market in different ways and it is important for the company that they know what

needs to be done that restriction will not harm their business operations.

In this category also the economic integration is discussed in general to give an idea
how countries globally have integrated and built blocs. Because of the growing
importance of the integration it is necessary to explain how and why different regional
groupings based on economics are created. Understanding of integration helps
company to create marketing strategy and to think whether establish own

subsidiaries to the countries that belongs to the certain integration bloc.

Final sub-category discusses with the internationalization as a process and the
concept “internationalization” is explained. Dimensions related to internationalization;
organizational method, personnel capabilities and organizational structure as well as

patterns in target country and company level are also explained.



Third main section deals with the topics related to Malaysian water industry. The
general overview about the market situation is introduced with some legislation
issues and how the distribution system is networked. The local instances and their
purpose in the field are mentioned as well as the water usage and demand in the

country.

It will be noticed that there is not a simple connection of the eight sub-categories. The
idea is to give general information about the Malaysian water industry. In contrast,
the purpose of the thesis is to give an idea how the company can go international,
while use Tekla as an example company who is trying to entry for Malaysian

challenging water market.

Fourth main section introduces Tekla and its company products. Tekla Corporation is
the leading supplier of model-based software in the world and it has categorized its
main operations to four different business areas: public infra, building & construction,
energy distribution and projects. The company has operations in more than 50

countries worldwide and they are heavily investing to Asia at a moment.

The section four also explains how the survey has been done and which approaches
have been used. Based on the approaches used, the development section explains
about the product differentiation, competition, customer service and security. The
recommendations for Xpipe market entry in the final sub section, stresses the actions
Tekla should do in order to get their product into the Malaysian market and how
Tekla should precede with different instances for example government bodies and

authorities.

The final main section, conclusion, summarize the overall thesis and concepts that
have been discussed in the thesis. From the Appendices, the reader can find the
charts referred from text. By looking the charts reader gets more detailed statistical
information about the dams, lengths of the pipes, water staff employed and water

consumption in Malaysia.



2. International business

2.1 What is international business?

According to Czinkota, Ronkainen & Moffet (1999, 4) international business consists
of transactions that are devised and carried out across national borders to satisfy the
objectives of individuals and organizations. These transactions take various forms,
which are often interrelated. Primary types of international business are export-import
trade and direct foreign investment. The latter is carried out in varied forms, including
wholly owned subsidiaries and joint ventures. Additional types of international

business are licensing, franchising and management contracts.

The definition indicates that satisfaction is a key tenet of international business. The
fact that the transactions are across national borders highlights the difference
between domestic and international business. The international executive is subject
to a new set of macro environmental factors, to different constraints, and to quite
frequent conflicts resulting from different laws, cultures and societies. The basic
principles of business still apply, but their application, complexity and intensity may

vary substantially. (Jones 1996)

The definition also focuses on international transactions. The use of this term
recognizes that doing business internationally is an activity. Subject to constant
change, international business is as much an art as a science. Yet success in the art
of business depends on a firm grounding in its scientific aspects. Individual
consumers, policymakers and business executives with an understanding of both
aspects will be able to incorporate international business considerations into their
thinking and planning. (Fram & Ajami 1994, 17-23)

Ever since the first national borders were formed, nations and individuals have
conducted international business. In many instances, international business itself has
been a major force in shaping borders and changing world history. (Krugman 1993,
23-26)



Krugman (1993, 23-26) claims that international business had forged a network of
global linkages around the world that binds us all much closer than ever before.
These linkages tie together trade, financial markets, technology and living standards
in an unprecedented way. They were widely recognized during the worldwide oil
shock of the 1970’s and have been apparent since then. A freeze in Brazil and its
effect on coffee production are felt around the world. The sudden decline in the
Mexican peso affected financial markets in the United States and reverberated
throughout Poland, Hungary and the Czech Republic. The economic turmoil in Asia

affected stock markets, investments and trade flows in all corners of the earth.

According to Czinkota et. al. (1999, 8) these linkages have also become more
intense on an individual level. Communication has built new international bridges, be
it through music or the watching of international news programs. New products have
attained international appeal and encouraged similar activities around the world.

People wear blue jeans, dance the same dances and eat hamburgers and pizzas.

International business has also brought a global reorientation in production
strategies. Earlier it was thought impossible to produce car parts for a car in more
than one country, assemble it in another and sell it in yet other countries around the
world. However, such global strategies, coupled with production and distribution
sharing, are common today. Firms are also linked to each other through global
supply agreements and joint undertakings in research and development. (Porter
1990)

The level of international investment is at an unprecedented high. Multinational
corporations conducting such investments have become corporate giants, which in
terms of sales, can be bigger than entire nations. Ford's sales are greater than Saudi
Arabia’s and Norway’'s economies. Philip Morris’s annual sales exceed New
Zealand’'s gross domestic product. Global investment strategies have had major
effects on the patterns of trade. For example, many export and import flows are the
result of multinational corporations shipping products to or from their subsidiaries.
Such global investment also forces companies to recognize and play by new rules in

areas such as business practices, legal requirements and ethics. (Naisbitt 1994)



2.2 The outward export and import operations

The following sub-categories will explain different ways for company to
internationalize their operations. For manufacturers exporting is still the most
common way of doing business abroad, especially in the early stages of
internationalization. This is why export operations are best known and mastered in

most companies.

The sub-categories contain partial similarities and might be seen to differ very little or
not at all. However, the writer saw it necessary to bring out different methods and
customs in order to give the reader as wide a picture of different internationalization

methods as possible.
2.2.1 Indirect exporting and importing

Firms can be involved in exporting and importing in an indirect and direct way.
Indirect involvement means that the firm participates in international business
through an intermediary and does not deal with foreign customers or firms. Direct
involvement means that the firm works with foreign customers or markets with
opportunity to develop a relationship. The end result of exporting and importing is
similar whether the activities are direct or indirect. In both cases, goods and services
either go abroad or come to the domestic market from abroad and goods may have

to be adapted to suit the targeted market. (Luostarinen 1970, 28-32)

Many firms are indirect exporters and importers, sometimes even without their
knowledge. For example, merchandise can be sold to a domestic firm that in turn
sells it abroad. This is most frequently the case when smaller suppliers deliver
products to large multinational corporations, which use them as input to their foreign
sales. Foreign buyers may also purchase products locally and then send them
immediately to their home country. While indirect exports may be the result of
unwitting participation, some firms also choose this method of international entry as a
strategic alternative that conserves effort and resources while still taking advantage

of foreign opportunities. (Luostarinen 1990, 20-24)



Many firms that perceive themselves as buying domestically may in reality buy
imported products. They may have long-standing relations with a domestic supplier
who, because of cost and competitive pressures, has begun to source products from
abroad rather than to produce them domestically. In this case, the buyer firm has

become an indirect importer. (Luostarinen 1990, 20-24)

2.2.2 Direct exporting and importing

Firms that opt to export or import directly have more opportunities ahead of them.
They learn more quickly the competitive advantages of their products and can
therefore expand more rapidly. They also have the ability to control their international
activities better and can forge relationships with their trading partners, which can lead

to further international growth. (Hakanson 1979)

The firms also are faced with obstacles. These hurdles include identifying and
targeting foreign suppliers and customers and finding retail space, processes that
can be very costly and time-consuming. Some firms are overcoming such barriers
through the use of mail-order catalogs or video brochures (Luostarinen 1990, 25-29).
In Japan, for example, “high-cost rents, crowded shelves and an intricate distribution
system have made launching new products via conventional methods an increasingly
difficult and expensive proposition. Direct marketing via catalog short-circuits the
distribution train and eliminates the need for high-priced shop space.” (New
‘Storeless’ Market Gateways 1989, 3)

2.2.3 Own export operations

Own exporting applies when there is no domestic or foreign middleman between the
producer and final customer. If the firm has its own sales unit abroad there is no
foreign middleman, but this case is not included in own exporting because of the
direct investment made and this is regarded as belonging to subsidiary operations.
(Toyne 1989, 35-41)
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Because of the lack of intermediaries, own exporting demands continous traveling
and contact with the- markets and final customers. Even if it is the most expensive

mode it can be a most efficient way of exporting. (Toyne 1989, 35-41)

Own exporting is fully performed by the manufacturer. This is why it is a very
demanding way of exporting. In order to be able to utilize the advantages and avoid
its disadvantages the firm should be able to do all that is demanded by direct
exporting, deal directly with the final customer without getting any help from local
distributors and be as efficient and knowledgeable about the final customer as local

competitors and more so than local distributors. (Luostarinen 1990, 27-28)

The advantages of own exporting are rapid contact with the final customer; easier
development of a long-standing relationship, selling and marketing can be built on
this relationship and greater control of the development of the foreign business. On
the other hand problems occur, when for example a buffer stock is demanded by the
buyer to guarantee reliability, continuity and rapidity of supplies or own exporting is
not enough. (Luostarinen 1990, 27-28)

2.2.4 Licensing operations

Under a licensing agreement, one firm permits another to use its intellectual property
for compensation designated as royalty. The recipient firm is the license. The
property licensed might include patents, trademarks, copyrights, technology,
technical know-how or specific business skills. For example, a firm that has
developed a bag-in-the-box packaging process for milk can permit other firms abroad

to use the same process. (Luostarinen 1990, 31-66)

Assessment licensing as an entry strategy, requires neither capital investment nor
detailed involvement with foreign customers. By generating royalty income, licensing
provides an opportunity to exploit research and development already conducted.
After initial costs, the licensor can reap benefits until the end of the license contract
period. Licensing also reduces the risk of expropriation because the licensee is a

local company that can provide leverage against government action. (Welch 1983)
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Licensing may help to avoid host-country regulations applicable to equity ventures.
Licensing also may provide a means by which foreign markets can be tested without
major involvement of capital or management time (Oravainen 1979, 14-20). Similarly,
licensing can be used as strategy to preempt a market before the entry of
competition, especially if the licensor’s resources permit full§sca|e involvement only in
selected markets. (Luostarinen 1990, 31-66)

Disadvantages in licensing are that it is very limited form of foreign market
participation and does not in any way guarantee a basis for future expansion. In
exchange for the royalty, the licensor may create its own competitor not only in the
market for which the agreement was made but for third-country markets as well.
(Luostarinen 1990, 31-66)

2.2.5 Franchising operations

A fourth international entry strategy, franchising, is the granting of the right by a
parent company (the franchisor) to another, independent entity (the franchisee) to do
business in a prescribed manner. The right can take the form of selling the
franchisor’'s products; using its name, production and marketing techniques; or using
its general business approach. (Hackett 1979, 61-81) Usually franchising involves a
combination of many of those elements. The major forms of franchising are
manufacturer-retailer systems (car dealership), manufacturer-wholesaler systems
(soft drink companies) and service firm-retailer systems (fast-food outlets). (Aydin et.
al., 43-53)

To be successful in international franchising, the firm must be able to offer unique
products or unique selling propositions. If this can be offered, growth can be rapid
and sustained. With its uniqueness, a franchise must offer a high degree of
standardization. (Aydin et. al., 43-53)

The reasons for international expansion of franchise systems are market potential,
financial gain and saturated domestic markets. Global market demand is also very
high for franchises. From a franchisee’s perspective, the franchise is beneficial

because it reduces risk by implementing a proven concept. From a governmental
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perspective, there are also major benefits. The source country does not see a
replacement of exports or an export of jobs. The recipient country sees franchising as
requiring little outflow of foreign exchange, since the bulk of the profits generated

remains within the country. (Aydin et. al., 43-53)

A major problem is foreign government intervention. Government restrictions on
franchising and royalties hindered, lead to a separation between the company and its
franchisee. Selection and training of franchisees represent another problem area.
Many franchise systems have run into difficulty by expanding too quickly and granting
franchises to unqualified entities. Although the local franchisee knows the market
best, the franchisor still needs to understand the market for product adaptation and

operational purposes. (Aydin et al., 43-53)
2.2.6 Management Contract Operations

As a method for developing international operations management contracts appears
to have been increasingly used of late yet there has only been a limited amount of in-
depth research conducted on their extent and use (Gabriel, 1967; Oravainen, 1979;
Sharma, 1983; Brooke, 1985b). It has been estimated that management contracts
may constitute around ten per cent of the global remittances between separate
enterprises as a result of knowledge agreements (Brooke, 1985a, 15). Part of the
reason for the difficulty in providing any indications of the dimensions of management
contract use lies in the lack of official statistics. As well though, the term is used with
different meanings by different organizations and the distinction between it and other
contractual forms, such as licensing, sometimes becomes very blurred.

The management contract has been defined as “an arrangement under which
operational control of an enterprise, which would otherwise be exercised by the
board of directors or managers elected or appointed by its owners is vested by
contract in a separate enterprise which performs the necessary managerial functions
in return for a fee” (Pugh, 1961, 49). This definition is relatively broad, encompassing
a wide range of variants: in each case of course the exact form of the contract is the
outcome of a negotiation process. Nevertheless, the essence is that a company

operates a foreign enterprise for a client organization. In this sense it is distinguished
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from a licensing or franchising arrangement in that the contractor is responsible for
actually fulfilling a technology transfer process whereas with the other contractual
forms, despite various control mechanisms, the transferor relies on the recipient to
efficiently implement the technology and operate the enterprise. The management

contract is therefore a much more arm’s length types of contractual relations.

In its basic form the management contract involves a clear separation of ownership
and management of the client organization. Likewise the management contract is not
linked with any other operation forms. The managerial service is provided for a fixed
period and given fee. The know-how transferred may be in the form of either general
management (management-know-how agreement) or technical management
(technical know-how agreement). The contractee or client firm usually pays the
salaries, social costs and fringe benefits of the managers involved. The target of the
transfers may be either the contractee’s existing organization or a new unit

established for the contractee.

Under this relatively clear-cut arrangement the risks and rewards of the operation lie
with the owner, although the management contractor may exercise a high degree of
control through the terms of the contract owned subsidiary. Whatever effective
control the contractor enjoys it is circumscribed by the lack of ultimate authority and a
dependence on the owner for the provision of key resources, such as adequate

financial support for the operation.

2.2.7 Subcontracting and Contract Manufacturing Operations

Michalet (1980, 39) has defined international sub-contracting as: “ all export sales of
articles which are ordered in advance, and where the giver of the order arranges the
marketing. This would include sales by subsidiaries to their parents in multinational

firms”.

The key aspect of international subcontracting and international contract
manufacturing is that the giver of the order (contractor) arranges the marketing,
wherever that occurs, and it may apply to goods and services. International

subcontracting exists when the foreign contractee produces only part of the final
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product, and this goes into the contractor’s production process. International contract
manufacturing applies when the foreign contractee produces the final product, which

then goes directly into the contractor’'s marketing process. (Terpstra 1983, 340-345)

The reasons why use the international subcontracting and contract manufacturing
encompass broad environmental developments. At a broad level, some of the factors
contributing to its growing use are: The growth and the expansion of international
operations by multinational companies has created a ready framework for utilization
of local or third country contract-based international manufacturing arrangements.
(Luostarinen 1990, 112-124)

Another factor is that the differences in labor and other manufacturing costs across
countries and when they represent important inputs in the production process,
provide a strong justification for utilizing output from low cost locations. (Luostarinen
1990, 112-124)

The growth of international contract manufacturing has been strongly affected by the
internationalization process of retailing activities. Retailers have been major
instigators of the type of competition faced by manufacturers in the advanced
countries. As experience, skills and contacts in international operations developed,
retailers became adept at exploiting the many opportunities for sourcing in cheaper
foreign production locations. The impact of this trend has been accentuated by the
ability of the retailer to facilitate entry of the contract manufactured item through an
established marketing and distribution network with the addition of the prestige of the

retailer's name as an important element. (Luostarinen 1990, 112-124)
2.2.8 Project Operations

Project operations cover a broad mix of activities involved in the design and
construction of different plants and facilities: such as housing, office buildings,
factories, industrial plants, mining developments, defense establishment and social

infrastructure facilities (Ramirez, 1985, 24).
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Partial Project — project operators may supply on a partial basis, contributing only
some part of the goods and services and know-how needed to assemble the total
package, although perhaps constituting a complete sub-system, for example, the
communications system for a new mine. Typically the project contributor in this will
not have any control over the coordination and integration of the total project. This
type of project is a partial one for the supplying company but part of a turnkey project
from the buyer company’s point of view. However, if the sub-system is being supplied

to an existing plant then it is a partial project for both sides.

Turnkey Projects - The key aspect of the turnkey contract situation is that one party
is responsible for setting up a plant and putting it into operation (U.N., 1983, 6). The
turnkey responsibility generally includes: supply of technology and know-how, basic
design and engineering, supply of complete plant and equipment, design and
construction of civil works, commissioning of the total plant facilities up to the start-up
stage (U.N., 1983, 6).

The supplier of the turnkey project in total will often be a major supplier of the plant
and equipment (Sharma, 1984) or an international engineering and construction
company. For example, a Swedish supplier of turnkey projects in the food processing
industry typically only provides 25 per cent of the contract sum in its own equipment.
“Another 10% is supplied by companies within the same ownership group while
roughly 2/3 is bought from 30-40 external suppliers. Some 10 suppliers account for
80% of this externally supplied volume”(Mattson, 1980, 15). With large projects it is
unusual for the principal to be able to supply all or even most of the elements itself,

so that many opportunities exist for project suppliers as subcontractors.

The turnkey installation is completed up to the point of being an operational facility,
and is then handed over to the buyer. For example, a communication sub-system
may be complete and function on its own, but if is only a contributor to a larger

production unit it would be considered a turnkey project itself.

In world market, with a growing number of competitors, project operations have
become a far more demanding form of international business in the 1990’s.

Nevertheless, by effective use of the project form as part of a long-term penetration
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process, many companies have been able to generate continuing, substantial returns
beyond the project itself. To achieve such benefits, project operations need to be
combined with management contracts, licensing and other elements into a larger and

extended package.
2.2.9 Subsidiary operations

Subsidiary operations tend to be used by companies after other operation modes in
the process of internationalization. For manufacturing firms exporting normally
precedes subsidiary establishment. As a result the nature of and reasons for such a
move are bound to be affected by the type of experience generated by preceding
operations. Likewise there is a learning process in establishing and maintaining
foreign subsidiaries. The experience of the Australian company Brambles in Europe
is illustrative of this point: “...when Brambles first went overseas 14 years ago into
the British pallet business, it went into joint venture partnership with Guest Keen &
Nettlefolds. Brambles was then a small company and wanted to spread its financial
risks. It moved on to joint venture with GKN in Europe, and to the Cleanway/GKN
joint venture in Britain...” They are very successful operations and GKN is a good
partner, but we don’'t want our main overseas growth to be diluted through joint

ventures. So we've expanded overseas in our own right™ (Thomas, 29/7/88, 127).

Research indicates that companies frequently do not consider the range of
alternative modes on offer, nor of the many different forms of subsidiary operations,
or locational possibilities (Larimo 1987; Buckley & Matthew, 1980). This is often
because the stimulus to foreign investment is highly specific in character for example,

the offer to sell a company in a particular country.

Subsidiary operations may be defined from two major points of view: as long term
foreign investment flows form home country to a host country (macro approach) or as

a way for a firm to enter and to penetrate into foreign markets (micro approach).

Long-term foreign investments are divided into direct and portfolio investments.
Foreign direct investments are in an already existing company or in a company to be

established abroad, in whose management and control the investor is participating



17

on the basis of the investment made. Foreign portfolio investments are investments
in foreign securities (stocks, bonds) for the sake of dividends/interest without control
for managerial purposes. Sometimes portfolio investment is used as a scanning

device to evaluate whether the target firm would be suitable for acquisition.

As a micro term subsidiary operations abroad are established by a mother company
thorough buying an existing company (acquisition strategy) or through building a unit
from scratch (greenfield strategy), under a certain legal form and degree of
ownership. The mother firm may be an industrial firm or a non-industrial firm, service

firm.

The term “joint venture” is very commonly used in today’s international business
vocabulary. It has two major meanings: Joint contractual venture and joint equity
venture. (Luostarinen 1990, 158-164)

A joint contractual venture comprises any form of association, which implies
collaboration for a certain purpose between partners for a stipulated period of time,
without sharing equity of the cooperating firms. Both partners are at the same level
without having a buyer-seller relationship. In the following the term “joint venture” is

used to denote equity joint venture. (Luostarinen 1990, 158-164)

A joint equity venture involves always sharing equity and risks and also participating
in management between partners forming a continuing, profit-seeking relationship.
An international joint equity venture indicates that one or more of the partners are
foreign nationality. A mixed venture exists if one or more of the partners participating
in the management of the venture and sharing the equity and risks are involved

owned by a home, host or third country government. (Luostarinen 1990, 158-164)

The two meanings should be understood, otherwise confusion may occur. One
partner may be considering a joint equity venture and the other different contractual
joint venture alternatives, as was the case between a Finnish and a Chinese firm.
Both partners lost time and money in two negotiation rounds. The Chinese partner
had been considering a looser type of cooperation through a product development

and production know-how exchange agreement and the Finnish partner had been
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pondering whether it would be possible to get a majority or at least 50% in the joint
venture to be established. A minority position was not acceptable because of the
transfer of crucial technological know how included in that venture. For both partners
the content of the term “joint venture” was absolutely clear yet fully different from

each other.

2.3 Motivations to go abroad

Normally, management will consider international activities only when stimulated to
do so. A variety of motivations can push and pull individuals and firms along the
international path. Proactive motivations represent stimuli for firm-initiated strategic
change. Reactive motivations describe stimuli that result in a firm’s response and
adaptation to changes imposed by the outside environment. In other words, firms
with proactive motivations go abroad because they want to and reactive motivations
have to go international. (Czinkota et. al. 1999, 368-320)

2.3.1 Proactive motivations

Profits are the major proactive motivation for international business. Management
may perceive international sales as a potential source of higher profit margins or of
more added-on profits. The profitability perceived when planning to go international is
often quite different from the profitability actually obtained. Particularly in international
start-up operations, initial profitability may be quite low. (Kotabe & Czinkota 1999,
637-658)

Unique products or a technological advantage can be another major stimulus. A firm
may produce goods or services that are not widely available from international
competitors. Many firms believe that they offer unique products or services, even
though this may not be the case occasionally. If products or technologies are unique,
they certainly can provide a competitive edge. What needs to be considered is how

long such an advantage will last. (Czinkota et. al. 1999, 368-390)

Special knowledge about foreign customers or market situations may be another

proactive stimulus. Such knowledge may result from particular insights by a firm,



19

special contact an individual may have, in-depth research or simply from being in the
right place at the right time. (Czinkota et. al. 1999, 368-390)

Another motivation reflects the desire, drive and enthusiasm of manag