Exam preparation
Understanding the Global Firm

How can the concept of ownership advantage be associated with barriers to entry and concentrated industry structures? How did analysis of aspects of oligopoly behaviour relate aspects of MNE strategy to industry concentration?

This essay will be broken down into 2 sections, each of which will be broken down into a number of parts:

1. How can the concept of ownership advantage be associated with barriers to entry and concentrated industry structures?
· Definition of ownership advantage (Hymer, 1960 and Dunning, 1977)

· Definition of barriers to entry
· OAs and barriers to entry
· OAs and barriers to entry in concentrated industry structures

2. How did analysis of aspects of oligopoly behaviour relate aspects of MNE strategy to industry concentration?

· Analyses of oligopolies, MNE and industry concentration by Knickerbocker (1973), Flowers (1976) 

· Conclusions and Graham’s analysis (1978)
Part 1

The first part of this essay asks how can the concept of ownership advantage be associated with barriers to entry and concentrated industry structures. This suggests that you need to show that you know what ownership advantages, barriers to entry and concentrated industry structures are, and how they are related.

Definition of ownership advantage.

Hymer touched upon this subject in his microlevel theory of the multinational enterprise (MNE), which stated that firms offset the disadvantages of being foreign with a firm-specific capability, an ownership advantage. This had been created and developed for firms to differentiate themselves above and beyond their competitors. Dunning focused on ownership advantages in his eclectic framework, where they could be either tangible or intangible and were split into two types of advantage: assets (Oa) and transaction-specific assets (Ot). Transaction-specific assets were important for competitiveness, due to their intangibility, associated tacit learning, and their necessity for an asset to be unique to a firm. 
Definition of barriers to entry

Barriers to entry to a market refers to the difficulty for a new firm to enter the market with its particular product. Ownership advantages can be associated with barriers to entry when discussing the MNE.
OAs and barriers to entry

According to Pearce (2005), MNEs can only exist in imperfect competition, meaning that OAs are essential for their survival to fight off rivals. As aforementioned, a foreign firm entering a domestic market will experience an immediate barrier to entry by the very fact that it is foreign, as it is unlikely, for example, to be as locally responsive as the indigenous firms.
OAs and barriers to entry in concentrated industries

Barriers to entry can also be highly raised in concentrated industry structures, which early theorists, such as Hymer, argued to be a residing place for MNEs. In Pearce’s Model B (2005), he summarises a situation where a small number of firms dominate the market and they have spent the vast amounts of money required to build up an OA. It would thus be very difficult for a new firm to enter such a market as they would be unlikely to be able to afford such costs. The existing firms would also display oligopolistic behaviour by using their OAs defensively, either collaborating with one another to keep barriers to entry raised, or to closely monitor one another so that OAs were unable to be developed. For example, if a firm in an oligopoly chose to lower its prices, which could help redirect its OA towards a low-cost strategy, the other firms would lower their prices in response, meaning that all firms would just lose profit.
Thus OAs in oligopolistic firms would be used to keep barriers to entry highly raised, but would not be developed sufficiently to compete with potentially formidable competition.
Part 2

This part of the question asks how did analysis of aspects of oligopoly behaviour relate aspects of MNE strategy to industry concentration. The key word is “did”, as it implies that you need to specifically to refer to past analyses made by other people, not make an analysis made by you right now. Notice also that the question mentions “aspects” twice, suggesting that you are to analyse certain elements, not just oligopoly behaviour and MNE strategy in general, and the aspects from each have to be compared.
Analyses of oligopolies, MNE and industry concentration

With regards to how analysis of aspects of oligopoly behaviour related MNE strategy to industry concentration, Knickerbocker (1973), Flowers (1976) and Graham’s (1978) studies will be examined. MNE strategy is to spread to other countries to expand and improve business. Knickerbocker (1973) and Flowers (1976) studied oligopolies and their expansion abroad, where the close monitoring of each other resulted in firms quickly following each other in clusters into foreign markets. The reason for this was because a firm in a concentrated industry was perceived to be taking advantage of being a first mover, able to exploit its OA in another country. If this happened, then it would gain more profit and could threaten the relatively stable oligopoly industry structure at home by potentially gaining more of the market share. Knickerbocker and Flowers’ hypotheses were tested and the movements of 16 firms were shown over a 10 year period. In years three to five, half of the 16 firms shifted abroad, suggesting that oligopoly behaviour can relate MNE behaviours of moving abroad to industry concentration, as the Knickerbocker and Flowers found a positive correlation between the strength of response to the first mover abroad and industry concentration.
Explanation?

However, they also discovered that after a certain point, the industry level became very concentrated and movements became collaborative, rather than competitive, in order to remove risk from the environment. Thus these firms create foreign oligopolies by shifting overseas and dividing the market between them, rather than fighting each other for it.
The problem with this theory is that there is no mention of the motives for the first move into a foreign market. If the aim of an oligopoly is to reduce risk and keep barriers raised using OAs, then why change the status quo if the current situation is healthy for firms?

Graham (1978) observed US and European firms, where US firms entered European oligopolies, unbalancing the status quo. The European firms, which had become complacent until then, retaliated by moving, again in clusters, to the market from which the US firms had originating. The theory was that the US firms had an OA over European firms, leading to the potential conclusion that European firms could enter the equivalent US market and succeed. This explains to an extent why firms in a concentrated industry suddenly become MNEs, but it still does not explain why the US firms, assuming they were also from oligopolies, made the initial move to Europe. 
Explain how changes in the global economy over the past 40 years may have increased and/or decreased the explanatory power of Vernon’s original product cycle?
This essay can be split into two main sections, each of which can be again split into a number of parts:

1. The Product Cycle Model (PCM)

a. An overview

b. The PCM in detail – three stages

c. Comparisons with other models (Hesher-Ohlin and Leontiff Paradox)

2. Relevance over time in the global economy

a. At the time (post-war period)

b. Changes – faster move of production facilities to low-wage countries
c. Changes – growing economies of other countries
d. Still valid in some places
Part 1
The first part of the question requires you to demonstrate your knowledge of the PCM theory. Try not to spend all of the answer describing the model, as it is an analytical essay, needing you to apply the model to what you know of the global economy. I’ve written too much here.

An overview
Vernon’s Product Cycle Model (PCM) aptly explained his perception of the global economy in 1966. It attempts to explain how, when and why firms become MNEs, originating from his study of US firms in the post-war period, from 1945-65. The theory is based on the bounded rationality of firms, which make decisions based on their limited knowledge of markets and are risk averse. Vernon observed that firms became progressively global in three stages: (1) product development (innovation) stage; (2) mature product stage; (3) standardised product stage.
In detail
The first stage is defined by a firm producing and selling its product at home, the explanation for which is that it is easier for a firm to develop a product if it can respond quickly to customer responses. It does not move its production facilities abroad at this stage, as Vernon argues that requirements for the product, and thus production processes, are not yet stable enough to establish a foreign plant. It can also charge a premium, being that the product is price inelastic of demand, as it is in theory the only one of its kind on the market.
The second stage is when the firm starts exporting to capital rich foreign markets (similar to its own), following a strong domestic base, leading to the firm establishing plants in countries to which they are marketing their product. This is done either or both to compete with local firms and reduce costs, such as tariffs and transport. The fact that a firm is competing with indigenous firms means that the issue of price is becoming more important, providing an extra reason for companies to shift production plants to reduce costs.
The third stage is when the product is being mass-produced and sold in many more markets, from developed to less developed economies. As the technology for making the product is widely available, the strategy becomes price-competitive in response to the price inelasticity of demand, which is when firms take further cost-reducing steps, such as locating production facilities in low-wage countries.
Comparisons
The PCM combines the Hesher-Ohlin model and the Leontiff Paradox into a time-based framework, where in the earlier stages of the mature product stage, the former theory prevails, as the capital-intensive economy of the US exports capital-intensive products. In the later stages of maturity and into the standardised product stage, the latter theory correctly predicts that the US will prefer to import the same capital-intensive good which it once exported (due to its being produced in a low-wage country).


The main points of the PCM argument is that it assumes that information is not free and one of the costs of limited knowledge is not taking advantage of overseas production sooner in the cycle, due to not wanting to undertake costs of setting up a plant in an unknown market.
Part 2

This part of the essay requires you to understand the context in which the framework wads created and how its relevance has changed over time until today.

At the time

In the post-war period, the US had the strongest economy and so it was natural to make such deductions about the product lifecycle, as firms could sell their product to other economies which were behind the US. 
Changes – faster move of production facilities to low-wage countries
Vernon (1979) himself noticed that increased knowledge of foreign markets meant that over the next few decades companies felt able to “skip” over industrialised countries and move their production facilities to Asia and Africa much earlier in the product cycle.

He observed that the 23% of US firms which had once first shifted to Canada or the UK in 1945 had declined to 13% in 1975 and moved to Asian countries. 

Changes – growing economies of other countries
Vernon also observed the decreasing economic gap between the US and other industrialised, which has now been completely closed. This meant that demand for the product occurred much earlier overseas and also pointed to the redundancy of the strategy of making a product and waiting for other markets to demand it. Firms needed to take a more pro-active approach by marketing their innovations to many countries at the same time. 
It also meant that firms in the US faced competition, first from Europe and then from Japan, who developed their own products and sold them to the US. All industrialised countries have their own product lifecycles, all reaching maturity and spreading throughout the world at competing rates, meaning that consumers’ tastes become more sophisticated and product cycles have shortened, while operating cycles in some cases, such as automobiles, have increased (Fox et al., 2000). This is enhanced by the greater the number and importance of subsidies whose input on local needs play a part in the speeding up of the PCM, increasing customer response time and production processes.

Still valid in some places

However, Vernon realises that the PCM is still valid in other parts of the world, such as in emerging economies of China, Brazil and India, which have created innovations but have begun by tailoring them to their own markets and then have entered the global market. He also reports that even in developing countries there are firms which have developed products and are now selling them to likewise countries. This suggests that although industrialised countries have caught up with the US, making the PCM redundant in this case, the continuing North-South divide means that the PCM can be used to assess and predict the movements of firms in emerging and developing economies.

