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Please read the following article and answer guestions,

I Please discuss the concepts of “small-number conditions” (15%)
and “'information asymmetry.”(15%)

Supposed there is a Taiwan firm plan 1o invest in Mainland
China, what would you suggest for its backward integration?
(20%)

"The article is cited from Hennart, Jean-Francois, 1990, “The
Transaction Cost Theory of the Multinational Enterprise,” in
Christos N. Pitelis and Roger Sugden (eds.), The Nature of the
Transnational Firm, New York, Routledge, pp. 89-92.
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Vertical invesimenrs

Backward integration

One carly and persistent type of FD] has been that undenaken by firms

based in developed countries 10 obtain minerals and apriculiural products
necessary for their downstream activities. The investments of integraged
oil companies into the extraction of crude oil, those of steel firms in iron
ore, and those of rubber manufaciurars into natral rubber plantations are
but a few examples (Wilking, 1970, 1974). Transaction cost theory suggests
that such "backward integration’ will be chossn whenever markets for raw
materials and intermediate inputs are characterized by high transaction costs.
These costs anise when (1) the number of parties to the exchange is small
(small-number conditions) or (2) when parues differ wn the amount of
information they have on the transaction (information asymuneiry).

small-number conditions. Small-number conditions resull from
ecanomics of scale, from high transport ¢osts, and from the presence of
physical assel specificity. Asset specificity arises when one or both parties
10 the transaction invest in equipment specially designed o carry oul the
transaction, and which has lower value in other uses (Williamson, 19835).
When thesc conditions are present, spot mdrkets are likely o fail, because
a party making transaction-specific investments, and for whom the costs
of switching pariners are consequently high, will fear that the more Tiexible
party will opportunistically renegotiate the terms of trade, One possible way
for parties (o protect themselves is 10 write a contract fixing the lerms and
conditions of the trade over a period of time corresponding to the life of
the plant. However this approach gensrally fails when the environment is
uncertain, for reasons developed below (pp. 101-2). Vertical integration
will then be desirable, because it transforms one of the parlies into &n
employee of the other. As an employee the erstwhile rader is no longer
rewarded for his opportunism but instead for obeying the directives of his
bass. Vertical integration makes it possible to reduce opportunism by align-
ing the incentives of both parnties (Williamson, 1979).
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This theoretical framework provides a convincing explanation of the
pantern of vertical integration found in many domestic industries, for example
that between coal mines and cleciric power plants (Joskow, 1985), between
automaobile assemblers and paris manufacturers (Monteverde and Teece,
1982, Walker and Weber, 1984), betwesn aerospace fimms and their
component suppliers (Masten, 1984), and between wood processing and
umber growing (Globerman and Schwindt, 1986), The same logic can be
applied 1o loreign backward investments, since they are vertical investments
that cross borders,

The aluminium industry provides an interesting example. There are three
stages in the production of aluminium: bauxite is mined, then shipped 10
alurmina plants, where it is refined into alumina, and alumina is then smelied
into aluminium in smelters. About %0 per cent of the 1otal volume of bauxite
shipments in the free world consists of intra-firm transfers. The

reason is that most buyers of bauxite find themselves facing a small aumber
of potential sellers, and vice versa, a result of high economies of scale and
barriers to entry at both the mining and the refining stages, and of high
assel specificity in bauxite refining. The high degree of assel specificity
derives from cost savings thal can be obtained when refinerics are built
to process a single type of bauxite. Since bauxites are hetcrogeneous, each
refinery must obtain its bauxite from one or a small number of mines, and
swiiching costs are high. To organize such a bilateral relationship through
spat markets would be hazardous, because, afier investments have been
made, the owner of the mine could exploit the owner of the alumina plant
{or vice versa) by unilaterally changing the price of bauxite. Using con-
tracts also entails serious risks, for reasons that are discussed atpp. 101-2.
Vertical imegration is thus the preferred solution (Stuckey, 1983).

By contrast, in the case of alluvial tin, co-ordination between stages is
efficiently performed by spot markets. There is no asset specificity in the
smelting of alluvial tin ores, since these ores are very homogenous (they
are nearly pure tin), Tin ores are also of high value, so their transport costs
are low relative to their value, and they can be transporied long distances,
The result is an efficient market for tin ores, eliminating the need for verical
integration between mining and smeliing.® Tin ores obiained from lode
mining, however, tend to carry vanous impurities, and the smeliers handling
these ores must be specifically designed to treat those impurities, Conse-
quently, the lode sector of the tin industry is characterized by greater vertical
integration (Hennart, 1986a, 1988a).

The considerations outlined above explain the need of MNEs (o own
suppliers of other inlermediate inputs, such as parts or sub-assemblies. In
most cases MNEs will own their foreign suppliers when the components
they manufacture are specific 1o the purchaser, while independent suppliers
will be used for standard pars, which are sold in a relatively broad
market,?

Informarion asymmetry. Another reason for vertical backward invest-
ments is quality conirol. Quality control problems arise in situations of
informmation asymmetry. If a buyer cannot distinguish ex anie between good
and bad quality, he will tend to reduce his offer price 1o reflect this risk.
A seller of high-quality products may not be able w persuade 2 buyer that
the goods he offers are of high quality, and will therefore avoid the market.
Markets will fail in the sense that they will be used 1o sell goods of increas-

ingly lower qualirty (Akeriof, 1970). Hence sellers and buyers have incentives
1o integraie.
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The banana industry offers an inleresiing cxample of this motive for
verucal integration. Bananas are cemainly an unsophisticated product, so
il is surprising that vertically integrated MNEs dominate their international

trade'? But bananas are highly perishable, as they spoil twenty-one days
afier cutting. Their quality also depends on careful handling and proper
ripening conditions. Careless handling and ripening are difficult 1o detect
ex anie: damage incurred at the cutting and shipping stages will be revealed
only when the banana reaches the supermarket. Hence it is difficult 1o
achieve consistent high quality if grower, shipper and distributor are separaie
concemns (Read, |986; Lirvak and Maule, 1977). Consistent quality is bener
assured by verncal inlegration bscause it reduces the incentive to cheat at
each stape (Casson, 1982).
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The Wall Street Journal Print versus Electrome Publishing Industry

With an editorial staff of over thousands of employees collecting, interpreting. and
dissenimating information around the world, the senior management of The Wall
Street Journal believed that the use of electronic channel—the Internet—oftered new

and exciting ways 1o extend the information franchise both nationally and globally

By vear-end 2001 the ws] com site was averaging nearly 7,000,000 page-views a day

and had remstered over 20 million users, with an average user visit of approximate 37

nuntes  Howewver, the traditional channel for The Wall Street Journal's cusiomers to

access information s through a “print” form, such as newspaper  The Wall Street

Jowrmal has heen a print publishing industry with & long history and customer lovalty
The full integration berwseen print and electronic channel will form a single and
seamless network.  But, does the established company like The Wall Street Journal
face the channel confliet when dpening an additional sales channel on the Internet”
The new management team has 1o decide how much to invest, where to invest, and

hioww T measure the return on these two sales channels—print vs electrome  The

following questions are emerzing

[}

Tau

Please evaluate the print and electromic publishing industries Flow has technolozy
altered the structure of the industry? How are the two likely to change in the
future? { 10%)

What are the core competencies and success factors needed in both environments?
Can The Wall Streer Journal’s core competencies in print publishing be well
translated mito the electrome publishing industry? Do you foreses any specific

problems tor them? (10%)

As the chief executive officer of The Wall Street Journal, how would you evaluate
the potenuial for the electromc journal 1o subsntute or complement the print
edinon” Given this, how would you position, price, and promote the two editions

n the short and long-term i order to maximize returns for bath edinons? (20%)

What else would vou suguest 1o CEQ of The Wall Street JTournal as he moves
lorward? ( 10%4)




