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Guest Editors’ Forward

This special issue is devoted to the topic of globalization, one of the most emo-
tionally charged terms in international business today. While globalization is not
really a new phenomenon, advances in transportation and communications tech-
nology as well as decreasing trade barriers have increased the pace and magni-
tude of cross border interactions, bringing them to the forefront of discussion for
scholars. In such discussions, the term “globalization” is sometimes used in a
broader economic sense for capitalism or the market economy. However, globali-
zation can be more rationally discussed in terms of 3 elements: 1) international
trade, 2) foreign direct investment and 3) capital market flows.

Over the past 10 years, businesses have participated in an increasing level of
international activity. For example, the level of international trade increased in
developed countries from 27% to 39% of GDP and in developing countries from
10% to 17%. According to the World Bank, the share of foreign direct invest-
ment to GDP has also risen in both developed and developing countries and is
now the largest form of private capital inflow to developing countries. These
increases in trade and direct investment are generally seen by business as posi-
tive. However, there is less agreement about the issue of the globalization of
capital flows, which have been more volatile than trade or FDI flows, and are
sometimes blamed for the periodic economic crises that have occurred in the
1990s in Mexico, Thailand, Russia and Brazil. Capital markets and currency va-
lues are now much less under the control of national governments, particularly
those with policies that are out of step with the free market.

One of the great'driving forces behind globalization has always been tech-
nology. In the past, it was transportation technology, with steamships, railroads
and finally air transportation allowing cheaper and faster movement of products
across borders, thus making international trade more profitable. Today it is tele-
communications technology that is making the flow of information, and more
importantly, knowledge, available across great distances at a nominal cost. From
the entrepreneur’s perspective, the driving force behind globalization is market
opportunity. In a way, new technology creates the opportunity for anytime, any-
where markets. From the geo-political perspective, better telecommunications
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technology now makes it harder for governments to control the flow of informa-
tion and knowledge to citizens, and even people in remote areas may have ac-
cess to a great deal of information about the outside world.

There are two issues often associated with globalization that are problematic
to many scholars. The first is the effect of rapid economic growth on the envir-
onment. Once a country is past a certain level of development, environmental
quality improves with economic development. However, for very poor countries
striving to develop, compromises are sometimes made regarding the environment
to satisfy short-term economic gains. The second problem often cited with re-
gard to globalization is that it amplifies inequality within countries. The research
actually reveals that there is no clear relationship between international trade
and income inequality. In general, the more free and open the economy, the
quicker it can adjust to the changes brought about by globalization, thus short-
ening the time frame for any inequalities created. It should be noted that both of
these issues are related to economic development in general, and not to globali-
zation per se.

This special issue began as an effort of the Pacific Asian Consortium for
International Business Education and Research (PACIBER), founded in 1988
to establish linkages and promote international business education, research
and exchange of information among faculty and students of its 29 member
business schools in Asia, North America, and Oceania. With its secretariat at
the crossroads of the Pacific in the University of Hawaii College of Business
Administration Pacific Asian Management Institute, PACIBER strives to widen
the scope of cooperation, facilitate communication and expand consciousness
about international business in the Asia Pacific region. Through a broad solici-
tation of the call for papers, scholars from throughout the globe were invited
to contribute papers, which were then subjected to a rigorous blind review
process. This resulting volume reflects the breadth of issues that international
business scholars may consider when exploring the impact of globalization on
business.

The first three papers deal with organizational and structural issues that firms
face in addressing the challenge of globalization. Doh and Guay focus on the
influence of non-governmental organizations on MNC codes of conduct in a glo-
bal environment, and the specific circumstances that allow NGOs to have more
or less influence on the development and enforcement of these codes. In the next
paper, drawing upon an Asian context, Young, Alstrom, and Bruton discuss the
tensions between corporate governance systems that meet international investors’
expectations versus practices embedded in local institutions and culture, and ad-
vocate a transnational solution to balance the expectations of various stake-
holders. Ambos and Reitsperger move the discussion to the organization and
control of offshore centers of excellence, relating modes of control to the techni-
cal success of these units, drawing on data from German MNCs.
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The next set of papers deal with the issue of managing a global workforce.
Lui, Lau, and Ngo explore the issue of whether there is global convergence in
human resource practices or perhaps even a set of “best practices” that can be
applied across borders. Their data from over 200 firms in Hong Kong find that
full scale convergence of human resource practices is far from a reality. The
issue of the global transfer of management practices and know how is further
explored by Maitland, Nicholas, and Purcell. Their research tested for learning
and the replication of human resource management capabilities in Australian-
and Thai-based Japanese subsidiaries. Rather than explore corporate policies and
practices, Shin explores the convergence and divergence of work values among
workers in China, Indonesia, and Korea. The results provide some bases for both
standardized and differentiated international human resource practices.

The last two papers, while very different in approach, address the impact of
global forces on two countries — one developed and one developing. Stanbury
and Vertinsky explore the effects of globalization on Canada’s economy and on
the political and cultural identities of Canadians. Despite the overwhelming flow
of American cultural products, their data indicate that Canada remained distinct
in the dimensions of culture that matter most. In contrast, Hannafi and Rhee
investigate the wealth effect of foreign investor presence on the Indonesian do-
mestic stock market before and after the announcement of lifting foreign stock
ownership restrictions in Indonesia in 1997. While their study indicated positive
wealth effects, the impact was modest and short-lived because-of the Asian fi-
nancial crisis, which some would blame on the impact of globalization on capital
markets.

The primary conclusions that can be drawn from all of these studies are that
there are many more questions than answers regarding the impact of globaliza-
tion on international business, and that this topic will present a fertile field for
international business research for years to come.

We would like to thank Professor Dr. Dr. h.c. Klaus Macharzina, Editor of
Management International Review, for the opportunity to serve as guest editors
for this issue. We also appreciate the help of dozens of reviewers who partici-
pated in this issue, and welcome the comments of scholars throughout the acad-
emy regarding their insights on the topic of globalization and particularly on the

papers included herein.
SHIRLEY J. DANIEL

WOLF D. REITSPERGER
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Globalization and Corporate Social
Responsibility: How Non-Governmental
Organizations Influence Labor

and Environmental Codes of Conduct

Abstract

® Concerns over the potential negative spillovers from globalization have resulted in in-
creasing demands for multinational corporations (MNCs) to adhere to international
standards and codes of responsibility. Nongovernmental organizations (NGOs) have
been important advocates for development and adoption of these standards and codes.

B In this paper, we provide a brief review of the emergence of NGOs and their influence
on debates about globalization, and a specific assessment of NGO efforts to promote
stronger labor and environmental policies of multinational corporations.

®m We examine the role of NGOs in development and enforcement of twelve international
agreements and codes of conduct addressing labor issues and environmental practices.
We use findings from these cases and insights from international business and other
managerial theory to develop propositions that explain the circumstances under which
NGOs have more or less influence in developing and enforcing international codes.

Key Results

B We suggest NGOs will achieve the greatest impact on codes of conduct when: 1) they
intervene early in the code development process; 2) they forge transnational coalitions
with other organizations, including other NGOs, MNCs, and governments; 3) codes
are devised outside of international organizations; and 4) the structure of the codes or
agreements explicitly provides for involvement by non-business and non-state actors.

Authors

Jonathan P. Doh, assistant professor of management, College of Commerce and Finance, Villanova
University, Villanova, PA, USA.

Terrence R. Guay, assistant professor of international relations and political science, Maxwell
School, Syracuse University, Syracuse, NY, USA.
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Introduction

The emergence of nongovernmental organizations (NGOs) as important institu-
tional actors in the global political economy is a relatively recent phenomenon
(Doh/Teegen 2002). The growing importance of NGOs in major global policy
debates represents both a response to, and an element of, the globalization phe-
nomenon. NGO influence has been felt in a range of major public policy de-
bates, and NGO activism is responsible for major changes in corporate behavior
and policy. Multinational corporations (MNCs) now are increasingly confronted
by a range of international agreements and codes of conduct that attempt to gov-
em their behavior, many of which are driven by NGO pressure. During the past
decade, concerns over the downsides of economic globalization, particularly in
the environmental and labor areas, have contributed to the growth of codes of
conduct (Drezner 2000, Williams 2000, Kearney 1999). Such codes are viewed
by many NGOs as a means to rein in the excesses of globalization. Codes may
take the form of international agreements, or be sponsored by international orga-
nizations, the private sector, or non-profit organizations.

Until very recently, few research efforts have explored the influence NGOs
have on corporate conduct. There have been some preliminary efforts to evalu-
ate how the rise of NGOs may affect business-government relations (Doh 2003,
Keim 2003) and on how codes of conduct affect a specific company or industry
(van Tulder/Kolk 2001). However, these efforts have not sought specifically to
examine the process through which NGOs influence the development and imple-
mentation of corporate codes. Drawing from research in international relations
(IR), and management literature in international business (IB) and social issues
in management (SIM), we construct a framework that classifies NGO influence
on international codes and agreements. We identify four broad types of codes,
classified by their principal sponsoring organizations: (1) international agree-
ments signed by governments; (2) international codes sponsored by intergovern-
mental organizations (IGOs); (3) international codes sponsored by corporate
groups and associations; and (4) international codes sponsored by not-for-profit
NGOs. The main contributions of this paper are: (1) identification and specifica-
tion of the connections between the rising influence and proliferation of NGOs
and the propagation of codes of conduct; and (2) development of propositions,
derived from our study of twelve codes and agreements and insights from inter-
national relations and management theory, to suggest when NGOs are likely to
have greater influence in development, implementation, and monitoring of labor
and environmental codes and agreements.

Our primary focus is on the processes and timing— rather than the outcome
- of NGO involvement in codes and agreements. Through examination of how
and when NGOs mobilize to affect codes, and evaluation of mechanisms pro-
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vided for in agreements to permit NGO access, we believe our insights also have
implications for the long-term viability of these increasingly pervasive mechan-
isms to influence and constrain MNC behavior around the world.

Globalization and the Influence of NGOs in Global Affairs

One of the most interesting phenomena of the post-Cold War era has been the
rise in the number and influence of NGOs (The Economist 2000). The modemn
NGO advocacy movement emerged in mid-1984. Massive protests in South Afri-
ca, combined with escalating international pressure to force substantial capital
flight through the process of “divestment” and the Sullivan Principles, created an
intense challenge to the continuation of white minority rule. Since the mid
1980s, NGOs have had increasing and measurable influences on public policy,
corporate strategy, and business-to-government relations.

NGOs: Definitions and Growth

NGOs can be defined as “self-governing, private, not-for-profit organizations that
are geared to improving the quality of life of disadvantaged people” (Vakil 1997,
p- 2060). Most would agree that common causes undertaken by NGOs include
those related to environmental issues, as well as human rights, labor rights, and
other areas. Another approach to the classification of NGOs is to distinguish
between “operational” and “advocacy” NGOs (Gordenker/Weiss 1996, van Tuijl
1999). Operational NGOs provide social services such as education, health, or
human relief, whereas advocacy NGOs lobby governments, MNCs, and IGOs. In
this paper, we are primarily interested in advocacy NGOs, although we recognize
that operational NGOs may be involved in code implementation, and that a given
NGO may serve in both advocacy and operational roles.

The Internal Revenue Service (IRS) counted 819,008 not-for-profits in 2000
(Wall Street Journal 2001). In 1998 it was estimated that the total size of the
“independent sector” in the United States, which includes the IRS figure as well
as civic leagues, social welfare organizations, and religious congregations,
reached 1.2 million organizations. These organizations employed an estimated
10.9 million individuals with revenues of nearly $680 billion (Independent Sec-
tor 2001). At the international level, a 1995 United Nations (UN) report sug-
gested that there were nearly 29,000 international NGOs (The Economist
2000).

mir vol. 44 - Special Issue - 2004/2 9
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NGOs in Global Affairs

Recognition of NGOs as influential non-state actors is now widely accepted in
the international relations (IR) field (Mathews 1997, Simmons 1998, Smith et al.
1997). Along with MNCs and IGOs, NGOs are the entities most frequently dis-
cussed as significant actors (and threats to the dominance of nation-states) in
global affairs. Using their network of members, NGOs play an important role in
collecting and disseminating information, as well as working with national gov-
ernments, international organizations, and other non-state actors, including
MNCs (Ottaway 2001). Keck and Sikkink (1998) argue that transnational advo-
cacy networks are motivated primarily by principled ideas, and may influence
not only the preferences of their own states, but also the preferences of indivi-
duals and groups elsewhere (including MNCs). However, defining and measuring
NGO participation in international decision-making is an under-developed area
of research (Clark 1995, Price 1998, Walter 2001). This paper contributes to the
nascent literature directed toward defining, measuring, and understanding the
NGO role in globalization.

Globalization, NGOs, and Corporate Social Responsibility:
A Critical Stakeholder Perspective

Two streams of research in social issues in management (SIM) can inform and
frame analysis of the role of NGOs in development of global corporate responsi-
bility, especially in explaining the overall growth in NGO influence, and the in-
creasing receptivity by governments and corporations to their involvement.
Stakeholder theory helps in explaining the roles and influence of various actors,
including NGOs, in development of labor and environment codes and agree-
ments, while research in corporate social responsibility and performance pro-
vides instrumental insights as to the benefits and costs of adoption and
implementation of these codes.

Stakeholder Theory

Since publication of Edward Freeman’s Strategic Management: A Stakeholder
Approach (1984), stakeholder management, stakeholder theory, and other var-
iants of stakeholder analysis have occupied a great deal of managerial research.
Freeman argued that business relationships should include all those who may
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“affect or be affected by” a corporation (Clarkson 1995, Freeman 1984, Free-
man/Reed 1983). Much of the research in stakeholder theory has sought to sys-
tematically address the question of which stakeholders deserve or require
management attention (Mitchell/Agle/Wood 1997). Approaches to this question
have focused on relationships between organizations and stakeholders based on
exchange transactions, power dependencies, legitimacy claims, or other claims
(Cummings/Doh 2000, Donaldson/Preston 1995, Mitchell/Agle/Wood 1997). Re-
searchers have attempted to integrate stakeholder theory with other managerial
perspectives, particularly theories of governance and agency (Hill/Jones 1992,
Jones 1995).

Stakeholder theory is useful as both an instrumental and normative frame for
assessing the role of NGOs in the development and adoption of labor and envir-
onmental standards. Mitchell, Agle, and Wood’s (1997) effort to develop a typol-
ogy for classifying stakeholders is especially instructive. They proposed a theory
of stakeholder identification and salience based on managerial assessments of
stakeholders’ possession of one or more of three relationship attributes: power,
legitimacy, and urgency. When stakeholders possess all three of the stakeholder
characteristics, managers should respond to their claims (Mitchell/Agle/Wood
1997, p. 878). Stakeholder management provides a natural theoretical base for
understanding the general rationale for NGO involvement in codes, and the role
of NGOs in defining, or at least influencing, development of international labor
and environmental standards. Further, the role of NGOs may depend on their
relative salience as stakeholders at a given point in time, and such a role may
evolve as the relative salience of different stakeholders shifts and conditions
change.

Corporate Social Responsibility and Performance

An additional variant of research related to the role of the corporation in modern
society are those efforts designed to develop and test models of corporate social
performance (CSP), corporate social responsibility (CSR1), and corporate social
responsiveness (CSR2) (Carroll 1994, Carroll 1979, Wartick/Cochran 1985). Em-
pirical studies and reviews of these efforts suggest a link between corporate so-
cial responsibility/performance and the economic performance of the corporation
(Cochran/Wood 1984, Griffin/Mahon 1997, Preston/O’Bannon 1997, Preston/Sa-
pienza 1990, Windsor/Preston 1988, Wood 1991). Such relationships suggest that
incorporating NGOs into the strategy-making process may generate social bene-
fits that yield higher financial returns. Prakash et al. (1996) suggest MNCs are
not always opposed to environmental regulations. If the costs of implementing
environmental agreements are diffuse, and the benefits concentrated, they will
support such agreements. This insight suggests that when NGOs are successful
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in urging the widespread adoption of standards, corporations may support agree-
ments if they are able to share the costs while preserving individual benefits.
Nehrt (1998) contends that MNCs that conform to environmental regulations
promulgated in one jurisdiction gain global first mover competitive advantages
when other countries later adopt such standards. Hence, MNCs may willingly
adopt international labor or environmental codes if they believe that such codes
will eventually become standard in their industry.

In reviewing the emergent role of NGOs in developing international labor
and environmental standards, research on CSP, CSR1, and CSR2 would suggest
that firms experience benefits from improving their social and environmental
performance. These benefits can result from competitive advantages that emanate
from improved efficiency and performance, and also from reputation and good-
will that result from positive perceptions of the corporation. Further, returns may
increase for those firms that adopt such standards because they receive protec-
tion or insulation from criticisms. Negative images and reputation will fall on
those firms that do not subscribe to codes or agreements. In addition, as some
firms adopt environmental management practices, others may follow, generating
a dynamic, reflexive process (Deutsch 1998). Hence, we see motivation for busi-
ness firms to seek collaborations and partnerships with NGOs under certain con-
ditions. But what about the strategies of NGOs in influencing codes, and how do
these strategies interact with participation by other actors, and the structure of
the codes themselves? In the next section, we review these questions through
construction of an organizing framework for classifying different types of codes,
and specification of the roles of NGOs in code and agreement development, im-
plementation, and monitoring.

NGOs and the Development of International Labor
and Environmental Standards: An Organizing Framework

In this section, we propose a simple typology to classify NGO involvement in
international labor and environmental standards. We identify four broad types of
codes, classified by their principal sponsoring organizations: (1) international
agreements signed by governments; (2) international codes sponsored by IGOs;
(3) international codes sponsored by corporate groups; and (4) international
codes sponsored by not-for-profit NGOs. We suggest that NGO participation
may involve some combination of proposing, monitoring, and enforcing codes.
The role of NGOs frequently evolves as these agreements and codes progress,
often in the direction of increasing involvement and engagement. Table | sum-
marizes the framework and findings.
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Table 1. International Agreements and Codes of Conduct Governing Corporate Labor and Envir-
onmental Policies: Examples and NGO Role in Agreement Formulation and Compliance

International International Codes International International Codes
Government- Sponsored by IGOs  Codes Sponsored Sponsored by Not-for-
Government by Industrial and profit NGOs
Agreements Corporate Asso-

ciations

Examples  North American  UN Global Compact, World Business  Social Accountability
Free Trade Agree- ILO Declaration of  Council for Sus-  International SA8000,
ment, World Principles concerning tainable Develop- Rugmark, Forest
Trade Organiza-  Multinational Enter- ment (WBCSD),  Stewardship Council
tion, Free Trade  prises and Social Pol- Global Environ-  (FSC)

Agreement of the icy, OECD Guidelines mental Manage-

Americas for MNEs ment Institute
(GEMI), ISO
14000
Represen-  Environmental Labor (Trade Union  National chambers Labor (The Interna-
tative List  (Sierra Club, Advisory Committee  of commerce, na- tional Textile, Garment

of NGOs  World Wildlife to the OECD, Interna- tional technical ~ and Leather Workers’
Involved  Fund/Worldwide tional Confederation  standards groups Federation, Union Net-

Fund for Nature — of Free Trade Un- (American Na- work Intl.), Develop-
WWEF), Labor ions), Environmental tional Standards  ment (Save the Chil-
(AFL-CIO, (WWF, World Re- Institute), national dren), Human Rights
UAW), Corporate  sources Institute, industry associa-  (Amnesty Internatio-

(US Chamber of IUCN - the World tions, International nal), Environmental
Commerce, Na-  Conservation Union), Standards Organi- (National Resources

tional Association Human Rights (Am-  zation Defense Council,
of Manufacturers) nesty, Human Rights National Wildlife
Watch) Federation, WWF)

NGO Role Low Low High High

in Agree-

ment For-

mulation

NGO Role Moderate Low/Moderate Moderate High

in Agree-

ment Com-

pliance

Many NGOs participate in the above codes on an ad hoc or informal basis.

International Government-to-Government Codes

Although “civil society” groups have been vocal on issues related to interna-
tional labor and the environment for some time, NGO activism in the environ-
mental arena, especially regarding concerns over the relationship between trade
liberalization and environmental protection, accelerated in the early 1990s.
Although a number of international agreements have opened up to receive NGO
input and contributions directly, the primary mechanism for NGOs to influence
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is through the national governments that constitute the main participants to the
agreements.

Pressure for inclusion of environment and labor issues in international gov-
ernment-to-government agreements received a strong push from the North Amer-
ican Free Trade Agreement (NAFTA). These efforts were a response to
environmental NGOs and trade unions that expressed concerns over the agree-
ment’s potential to result in the lowering of standards, US loss of sovereignty
over environmental and labor laws, and the perceived absence of public partici-
pation in environmental policies in Mexico. The Supplemental Agreement on
Environmental Cooperation became a condition for US ratification of NAFTA,
and allowed a country or NGO to file a dispute settlement case if a party exhib-
ited a “persistent pattern of non-enforcement” of domestic environmental law
(NAFTA 1993). The agreement also created a series of cooperative programs
and established an administrative mechanism to oversee its operation. This me-
chanism includes a joint trilateral advisory committee made up mostly of mem-
bers of environmental NGOs from all three countries (NAFTA 1993). Although
NGOs did not participate directly in the drafting of the labor and environmental
agreement, they did provide the catalyst for its negotiation, and their roles be-
came codified as a result of the establishment of a formal place for NGOs in the
proceedings of the administrative arms of the agreement (Johnson/Beaulieu
1996, Menz 1995).

At the conclusion of the Uruguay Round of multilateral trade negotiations
under the auspices of the General Agreement on Tariffs and Trade (now the
World Trade Organization or WTO), the WTO signatories agreed to create the
Committee on Trade and Environment to study and oversee WTO-related work
in the area of trade and the environment in order to promote sustainable devel-
opment, and make recommendations on whether the WTO should be modified
or revised to fulfill this objective (WTO 1995). In addition, The Uruguay Round
agreements explicitly made provisions for cooperation and consultation with
NGOs (Deslauriers et al. 2002, WTO 1996). One area in which NGOs expressed
a great deal of interest was in the dispute settlement mechanism. After several
cases and petitions the WTO established a mechanism for submission of NGO
briefs, in which submitting parties must make clear their objectives, affiliation
and financing (WTO 1996). NGOs must also provide a summary of their contri-
bution to the issue at hand, and an explanation of why their material does not
repeat material already received by the Body from countries, a channel that is
still open to NGOs and remains the primary mechanism for WTO decision-mak-
ing (Deslauriers et al. 2002, Charnovitz 2000, WTO 2001). In this case, as with
NAFTA, NGOs were catalysts to the WTO’s responses, and served primarily as
outside advocates rather than internal champions.

The Free Trade Area of the Americas (FTAA) process is an ongoing negotia-
tion designed to eliminate barriers to trade and investment among thirty-four
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countries, and is an example of an arena in which space is being created for the
presentation of NGO views (FTAA 1998). In preparation for launching the nego-
tiations, FTAA ministers acknowledged that a range of views existed regarding
this initiative within their own countries. The first Open Invitation to Civil So-
ciety, issued in 1998, received 66 responses from civil society actors in 16 FTAA
countries. Submissions included calls for the FTAA negotiators to consider labor
standards or environmental protection (Deslauriers et al. 2002). A second Open
Invitation was issued on April 10, 2000, and received 82 responses. The Com-
mittee on Civil Society will continue to receive input from civil society groups,
and disseminate these views both to the FTAA negotiating groups and to the
public. The Committee’s mandate has also been strengthened and it has been
instructed to consider mechanisms to “foster a process of increasing and sus-
tained communication with civil society” (FTAA 2001). Through the FTAA/OAS
(Organization of American States) consultative processes, NGOs are taking an
increasingly active role in development of environmental and labor provisions
linked to trade and investment agreements.

In general, the NGO role in the formulation of international codes sponsored
by government can be characterized as relatively minimal (low), while their role
in agreement compliance is moderate (Table 1). It should be clear, however, that
as these government-to-government agreements increasingly institutionalize the
role of civil society, and by extension, NGOs, the role of non-state non-firm
actors in shaping agreements will undoubtedly grow.

International Codes Sponsored by Intergovernmental Organizations

Intergovernmental organizations (IGOs) are entities created by, and serving the
interests of, their member states. The construction of IGOs requires member
states to relinquish or pool some amount of national sovereignty to achieve cer-
tain objectives, including cooperation across policy areas, or establishing interna-
tional rules and norms that guide and govern specific activities (such as trade). It
is estimated that there were 6,115 IGOs in 1997 (Cusimano 2000, p. 218). IGOs
have become increasingly relevant international actors during the second half of
the twentieth century, and some have developed their own codes of conduct.

The International Labor Organization (ILO) addresses the conditions of
workers. ILO labor standards come in the form of conventions (international
treaties), non-binding recommendations, and, less formally, codes of conduct, re-
solutions, and declarations, of which the 1977 Tripartite Declaration of Princi-
ples concerning Multinational Enterprises and Social Policy (revised in 2000) is
the best known (ILO 1977, ILO 2002). This declaration provides voluntary
guidelines for MNCs, workers’ and employers’ organizations, and governments
in such areas as development policy, rights at work, employment, training, con-
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ditions of work and life, and industrial relations. While neither MNCs nor gov-
ernments are bound by this declaration to provide specific labor standards, there
exists a procedure for disputes over the meaning and application of this declar-
ation’s provisions to be interpreted by the ILO. The ILO’s institutional structure
grants a formal role to trade unions and business organizations (along with mem-
ber states) to set labor standards. NGOs that are not actual trade unions are lim-
ited to an indirect role of trying to influence the positions that these three groups
bring to ILO negotiations. With this limited NGO role, the Declaration of Princi-
ples suffers from a lack of innovation and failure to address contemporary global
labor concermns.

The principal Organization for Economic Cooperation and Development
(OECD) code of conduct is the 1976 Guidelines for Multinational Enterprises
(OECD 1976). The Guidelines are non-binding recommendations for MNCs op-
erating in or from adhering countries. The Guidelines provide voluntary princi-
ples and standards for business conduct in such wide-ranging areas as
employment and industrial relations, human rights, environment, information dis-
closure, competition, taxation, and science and technology. The Guidelines were
revised in 2000, and now extend consultations to NGOs (OECD 2000). NGOs
may request consultations with national governments on issues related to the
Guidelines, and may participate in promotional activities organized by govern-
ments or the OECD. The 2000 Review also tried to address the perception that
the 1976 Guidelines were toothless. While NGOs were closely consulted on the
drafting of the 2000 Review, and an international coalition of 75 NGOs called it
“a first step in the right direction of achieving true corporate accountability,”
many NGOs feel that, without binding international rules, the code is still too
weak (de Jonquieres 2000).

One of the newest IGO-sponsored codes, the Global Compact, originated in
an address by UN Secretary-General Kofi Annan to world business leaders at the
1999 World Economic Forum in Davos (UN 2000). The Compact encourages
business self-regulation rather than legally binding regulations as the means to
support nine core principles covering human rights, labor rights, and the environ-
ment. The Compact describes itself not as a regulatory instrument or code of
conduct, but as a value-based platform designed to promote institutional learn-
ing. The response of NGOs to the Compact are mixed (Alden 2000, Cortese
2002). One view is that the initiative will require companies to post a yearly
update on their progress on the Compact’s principles, which will be subject to
criticism. Yet the nonbinding nature of the Compact makes most NGOs skeptical
of its likelihood of changing MNC behavior. The Compact’s expectation that
NGOs will monitor corporate performance and compliance assumes that NGOs
have the resources to undertake a very wide-ranging function. NGOs have thus
found it more productive to pressure MNCs directly rather than through the UN
system.
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It appears that NGOs have a very difficult time influencing codes sponsored by
IGOs. IGOs are, by definition, formed by countries for purposes deemed relevant
by their members. As such, there are fewer opportunities for non-state entities to
influence the actions of IGOs than is the case for other codes. While we see signs
that NGOs are being taken more seriously by IGOs, particularly the UN, IGOs will
continue to serve the interests of their members, and take NGO views on codes into
consideration only when the most influential countries agree that it is necessary
and in their interests. Lobbying member countries prior to the establishment of
IGO-sponsored codes appears to be a more promising avenue for NGO influence.

International Codes Sponsored by Industrial
and Corporate Associations

A number of international codes and agreements have been developed under the
auspices of industry associations, chambers of commerce, and other groups of com-
panies and industrial sectors. In some instances, these agreements constitute efforts
by industry groups to demonstrate to stakeholders that they are committed to global
environmental responsibility thereby precluding pressure from NGOs or other
groups. In others, they are full-fledged partnerships among corporations and NGOs.

The World Business Council for Sustainable Development (WBCSD) is a
coalition of 150 international companies from more than 30 countries and 20
industrial sectors, united by a shared commitment to sustainable development
(WBCSD 2002). The mission of the WBCSD is to provide business leadership
as a catalyst for sustainable development, and to promote eco-efficiency, innova-
tion, and corporate social responsibility. Although the WBCSD is itself orga-
nized as an NGO, the role of environmental NGOs in its development appears
minimal.

The International Organization for Standardization (ISO) comprises a world-
wide federation of national standards bodies from 100 countries. The organiza-
tion seeks to facilitate the exchange of goods and services by establishing
international standards and reconciling regulatory differences between countries
(ISO 2002). The ISO 14000 series is a voluntary set of standards intended to
encourage organizations to systematically address the environmental impacts of
their activities. Stakeholder involvement is nominally supported by the ISO stan-
dards, but the influence of environmental NGOs in the standards-setting and im-
plementation process varies by firm. The standard requires that firms must
develop a process for dealing with external communication; however, the level
of stakeholder involvement is discretionary. A business must have a plan for
public disclosure, which could include active stakeholder participation.

The Global Environmental Management Initiative (GEMI) is a group of com-
panies established to provide strategies for businesses to achieve Environmental
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Health and Safety (EHS) excellence, economic success, and corporate citizenship
(GEMI 1998). GEMI assists businesses in improving EHS performance, increasing
shareholder value, and fostering corporate citizenship. GEMI’s goals include iden-
tifying emerging issues vital to achieving a sustainable world while maintaining
business growth, and developing options and approaches to solving the problems
presented by these issues. GEMI seeks to foster an effective dialogue with stake-
holders to help businesses understand concerns, share with those stakeholders the
practices and results achieved by leadership companies, and create effective part-
nerships with other national and international groups (GEMI 2002). GEMI has ta-
ken a particularly active role in developing cooperative relationships with
educational institutions and NGOs engaged in education activities.

The role of NGOs in the formulation of codes and agreements sponsored by
corporate and industry associations is difficult to generalize. If we consider these
associations themselves as NGOs, then the role is high. If we consider only non-
corporate NGOs, the role is probably moderate. In either case, the NGO role in
agreement compliance is, in many cases, moderate-to-high, since the role of ad-
vocacy NGOs is to serve as an oversight check on corporations’ compliance with
their own publicly-touted standards and commitments.

International Codes Sponsored by Not-for-profit NGOs

Finally, NGOs may be sponsors of corporate codes of conduct, either individu-
ally or collectively. Some NGOs focus on codes of conduct in specific industries,
such as the Clean Clothes Campaign, while other codes are formed when NGOs
combine with business groups to form a new NGO, such as the Forest Steward-
ship Council. It is significant that, in all of these instances, NGOs are sometimes
regarded as replacing or supplanting the role of government, or modifying the
way in which governments and business have traditionally interacted.

Social Accountability International (SAI), a human rights organization, es-
tablished SA8000 in 1997 and revised it in 2001 (SAI 2001). SA8000 focuses
on labor issues, and its principles are based on ILO conventions, the Universal
Declaration of Human Rights, and the UN Convention on the Rights of the
Child. The code addresses child labor, forced labor, health and safety, compensa-
tion and working hours, discrimination, discipline, free association, and collec-
tive bargaining. Certification of compliance with SA8000 means that a facility
has been examined in accordance with SAI auditing procedures and found to be
in conformance with the standard (SAI 2002). SAI has developed auditor train-
ing courses and a guidance document, and certifiers are required to consult with
local NGOs and trade unions prior to each audit. Third parties, typically NGOs,
trade unions, or workers, serve as independent auditors who verify whether com-
panies meet SA8000 standards. NGOs have had a significant impact on the de-
velopment of SA8000 and this code’s implementation.
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Rugmark is a non-profit organization seeking to end child labor in the carpet
industries of India, Pakistan, and Nepal (Rugmark 2002). A partnership among de-
velopment and human rights NGOs, companies exporting carpets from India, the
Indo-German Export Promotion Council, and UNICEF-India set up a project to de-
vise and regulate a special label for hand-knotted carpets made without the use of
child labor. The Rugmark process includes loom and factory monitoring, consumer
labeling, and running schools for former child workers. By agreeing to adhere to
Rugmark’s “no child labor” guidelines, and by permitting random inspections of
carpet looms, manufacturers receive the right to put the Rugmark label on their car-
pets, which provides assurance that a carpet was not produced by children. As an
NGO, Rugmark almost single-handedly developed and implemented this code.

One of the most significant agreements between NGOs and industry is in the
area of forest products, where the Forest Stewardship Council (FSC) monitors for-
estry practices, and develops a global program combining public awareness, busi-
ness collaboration, and green marketing (Carlton 2000, Domask 2003). In the early
1990s, the World Wide Fund for Nature and several other major NGOs began explor-
ing the possibility of setting up a voluntary global certification and accreditation
system that could be used to verify whether or not wood products were harvested in
a socially and environmentally sound manner. Proponents of forest certification
sought to show that forests can be managed in a manner that is viable economically
without compromising conservation (FSC 2001). Through these means, the FSC
convinced Home Depot, Wicke’s, Lowe’s, and Ikea to sell FSC-certified products.
The FSC approach is somewhat unique because it relies on institutionalized coop-
eration between NGOs and businesses, but environmentally-oriented NGOs were
pivotal in persuading retailers to apply pressure upstream on forestry companies.

It should be clear from this analysis that NGOs have more influence on
NGO-sponsored codes than any other class of codes. While this may not, at first
glance, appear surprising, it is significant that NGO-sponsored codes have been
widely perceived to be successful, particularly those focused on specific indus-
tries (like carpet-making and forestry). Furthermore, NGO-sponsored codes have
sought to form partnerships with industry, and this is perhaps the key to their
acceptance by such a range of state and non-state actors.

NGOs, Codes of Conduct, and International Agreements:
General Implications and Research Propositions

Our case analyses suggest a number of implications for evaluating the impact of
NGOs on codes and agreements. In this section, we draw some conclusions from
the case review, and link these conclusions to several related theoretical streams
in international business, international relations, and social issues in manage-
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ment. We use this integration of empirical and theoretical insights to underpin
several overarching propositions that form the basis of a theoretical framework
to evaluate and predict NGO influence on corporate codes of conduct. While we
do not claim that our observations will be universally applicable, we contend
that the case analyses and insights from management theory provide solid
grounding for our propositions. Further refinement based on additional empirical
evidence is necessary to fully validate these assertions.

Implications from Cases Analyses

Brown et al. (2000) contend that NGOs are indeed helping to formulate and im-
plement many international decisions and policies, and do so in seven ways.
They include: identifying global problems that are not raised or resolved by ex-
isting international arrangements; helping to construct international values and
norms that can guide future policies and practices; formulating and enforcing
global public policies; reforming international institutions to respond to unmet
needs; creating and disseminating social innovations that affect international gov-
ernance processes; serving as catalysts or mediators for resolving conflicts at na-
tional and international levels; and mobilizing people and resources for
international action on public problems.

In a recent paper, Christmann and Taylor (2002) analyze NGO impact on
voluntary environmental initiatives (VEIs, similar to the codes of conduct dis-
cussed in this article), and conclude that NGOs put international pressure on
business by monitoring corporate activities, publicly targeting firms, and influen-
cing the behavior of customers in the marketplace by articulating environmental
concerns and framing alternatives. The evidence from these 12 cases suggests
that the role of NGOs on codes of conduct is mixed in terms of influence and
outcomes, but that each of the activities described above is present in at least
some of the codes. Although our sample is limited as a result of the relatively
small number of cases reviewed, these representative examples do allow for
some generalizations. Overall NGO influence appears to be greatest in codes
sponsored by NGOs and weakest in codes sponsored by IGOs. Industry-spon-
sored codes and government-to-government agreements fall somewhere in be-
tween. It is logical that NGO-sponsored codes allow for the greatest degree of
NGO involvement in formation and monitoring, but the relative success of these
codes is nonetheless impressive.

It is somewhat surprising, however, that NGOs have been least effective
penetrating the formative period of IGO-sponsored codes. One explanation may
be that since the members of IGOs are nation-states, IGO-sponsored codes
seek to reflect members’ interests. This seems true of the OECD Guidelines
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and, to a lesser extent, the [LO Declaration. NGOs played a key role in push-
ing the UN to enlist MNC support in tackling labor, environmental, and human
rights issues, and the Global Compact does allow for an NGO role in monitor-
ing. However, a more influential role for NGOs is limited by a consensus
among UN members to avoid a binding agreement covering these issues. In
the case of industry-sponsored codes, NGOs actually play a more influential
role than one would expect. This is due to the fact that industry-sponsored
codes are often developed as a response to the need “to do something” to
show private sector interest in labor or environmental issues. Industry-spon-
sored codes gain legitimacy by carving out some form of oversight or monitor-
ing role for NGOs.

In terms of government-to-government agreements, the opportunity for
NGOs to influence participating governments, and the potential for NGOs to
pressure the collective of governments during the actual negotiations, presents a
dual avenue for influence. Regarding the former, NGO influence depends heavily
on the democratic and institutional arrangements within a given society that al-
low for NGOs to participate in the policy-making process. In the United States,
Canada, and many European countries, governments have established formal me-
chanisms for NGO input. In the case of direct influence on the agreements, this
process is still at an early stage, and the FTAA negotiations will be an interest-
ing test case. One likely outcome is that, through the information sharing be-
tween and among NGOs that occurs in conjunction with government-to-
government negotiations, countries that had not provided access for NGOs to
influence policy within their national systems are likely to open up due to the
combination of national, regional, and global pressure. This is particularly evi-
dent as NGOs themselves globalize through informal coalitions, more established
alliances, or outright mergers.

The Dynamic Evolution of Codes and NGO Roles: The Example of GRI

The typology of codes of conduct presented here does not capture fully the dy-
namism of this phenomenon. In particular, there is an increasing incidence of
multi-stakeholder agreements, such as the Global Reporting Initiative (GRI), that
reflect significant participation by all of the major groups discussed here. The
GRI was established in 1997 to develop globally applicable guidelines for re-
porting on the economic, environmental, and social performance, initially for
corporations and eventually for any business, governmental, or non-governmental
organization. Convened by the Coalition for Environmentally Responsible
Economies (CERES) in partnership with the UN Environment Program, the GRI
includes participation of corporations, NGOs, accountancy organizations, busi-
ness associations, and other stakeholders from around the world (GRI 2002).
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The GRI's 1999 draft Sustainability Reporting Guidelines represents the first
global framework for comprehensive sustainability reporting, encompassing the
“triple bottom line” of economic, environmental, and social issues.

In 2002, the GRI went a step further when it was established as a permanent,
independent, international body with a multi-stakeholder governance structure.
Its core mission will be maintenance, enhancement, and dissemination of the
Guidelines through a process of ongoing consultation and stakeholder engage-
ment (GRI 2002). The GRI is governed by a steering committee drawn from a
diverse mix of stakeholders, including MNCs and NGOs. The GRI appears to
represents a hybrid of the four types of codes we have described. The evolution
of the GRI shows how codes may transition and progress in both obligations and
participation.

Research Propositions

The case review above suggests a number of broad generalizations regarding the
conditions that lead to greater NGO influence on codes and agreements. In addi-
tion, complementary theoretical insights provide additional support for the re-
search propositions presented below.

Proposition 1. When NGOs are involved in initial development of codes and
agreements, they will have more influence on both the initial
shape and continuing evolution of agreements.

NGOs have more impact on codes when they intervene early in the code devel-
opment process. Building on Vernon’s conceptualization of an evolutionary pro-
duct life cycle (Vernon 1966), more recent research has suggested that there are
life cycles in which social issues emerge, evolve, and recede. Issues may follow
a predictable evolutionary trajectory from policy to learning to commitment (Ack-
erman 1975). Mahon and Waddock (1992) identify four “zones” of classification
for issues according to the position of pressure groups, public policy groups, and
corporate groups with regard to their degree of rejection, indifference, or accep-
tance of the issues as relevant to their affairs. Their model suggests a linear pro-
gression in which public and pressure groups “lead” corporations in their earlier
acceptance and action related to specific issues, and that such leading activity has
the effect of shaping the impact on corporate adoptions of the issues in question. In
addition, literature on “pioneering advantage” and order of entry suggests that
early entrants have opportunities to shape market responses before the business en-
vironment has congealed (Lieberman/Montgomery 1988). Hence, where NGOs are
involved in the initial development of codes and agreements, they will have the
most influence on both the early shape and continuing evolution of agreements.
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NGOs’ influence, however, is neither static nor linear: NGO influence may ebb
and flow as the relative salience of different stakeholders shift as issues considered
by codes evolve (Mitchell/Agle/Wood 1997).

Proposition 2. When NGOs align with other organizations ~ public, private, and
not-for-profit — they will have more influence on both the initial
shape and continuing evolution of agreements.

NGOs are more successful in shaping codes of conduct when they have formed
coalitions of numerous like-minded groups. In some cases, international NGOs
have allied with national and local partners (a “top-down” approach), while in
other “bottom-up” cases national NGO and social movements have built coali-
tions with international allies to influence national and international policy-
makers (Brown et al. 2000). Research in network strategies and collaborative
strategy in international business has identified the many benefits of alliances
and joint ventures (Buckley/Casson 1996, Contractor/Lorange 1988). Black and
Boal (1994) argued that resources gained through alliances include “system-
wide” resources generated by a complex network of firms. Dyer and Singh
(1998) have identified four potential sources of interorganizational competitive
advantage from alliances: relation-specific assets, knowledge-sharing routines,
complementary resources and capabilities, and effective governance.

As our case analyses demonstrate, government-to-government agreements pro-
vide a dual avenue for NGO influence, as national NGOs are presented with oppor-
tunities to influence their home government directly, and multinational NGOs or
networks of national NGOs can advocate to administrative and institutional entities
that emerge from such organizations. This creates a dynamic and multi-level pro-
cess for NGO involvement, especially as NGOs themselves take advantage of the
Internet and other technologies to extend their global networks and influence.

Proposition 3. When IGOs are the principal architects of codes and agreements,
NGOs will have less influence than when NGOs themselves or
corporate associations are the sponsors or drivers.

NGOs have limited success influencing codes sponsored by IGOs and interna-
tional government-to-government agreements. This is partly because IGOs look
to their constituent governments as legitimate representatives of societal stake-
holders, obviating the perceived need for NGOs (either local or international) as
intermediaries between civil society and governmental representatives. Moreover,
IGOs appear to view NGOs as a complicating force in what is already a difficult
and complex set of negotiations and interactions.

Realism (or more specifically, neorealism), the dominant paradigm of the
international relations literature, places nation-states as the central and most
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powerful actors in global affairs (Keohane 1986, Waltz 1979). Most realists ac-
cept that there are circumstances under which states choose to create interna-
tional organizations or regimes, but contend that such structures are designed to
serve the interests of the state (Grieco 1990, Keohane 1984, Krasner 1983). Not-
withstanding the observations presented earlier in our discussion that emphasized
the increasing influence of NGOs in international affairs, non-state actors still
have difficulty penetrating the decision-making structure of IGOs and interstate
negotiations. This proposition is supported by our study of IGO-sponsored
codes.

Proposition 4. When the agreement or code expressly provides for input from
non-state, non-business actors, for example, when industry- or
government-sponsored codes provide for NGO involvement,
NGOs will have greater influence.

NGOs will have greater influence when the structure of the negotiations requires
input from non-state and non-business actors. So, for example, where industry
associations are the principal architects of codes, NGOs can have a substantial
influence because such corporate associations must secure NGO support in order
to demonstrate the legitimacy of their commitment to the principles of the codes.
Such commitments by corporate and NGO stakeholders may allow for a coop-
erative evolution of the codes, and potentially, forestall direct government inter-
vention. In such situations, both business and NGOs “win” — the business or
industry in question avoids regulation by the state and the participating NGOs
can claim influence over corporate actions in the labor and/or environmental
realm. In addition, some international agreements (WTO, FTAA) increasingly
provide explicit access for NGOs, a development that is supported by the critical
stakeholder perspective presented above. NGO stakeholders are increasingly de-
monstrating power, legitimacy, and urgency, and as such, government and corpo-
rate code sponsors “have a clear and immediate mandate to attend to and give
priority to that stakeholder’s claim” (Mitchell/Agle/Wood 1997, p. 878).

Conclusion: Implications for Policy, Practice, and Research

There are a number of potential implications of NGO involvement in codes of
conduct and international labor and environmental agreements. While we have
not expressly examined the “success” of the agreements — we leave that to fu-
ture research — we have detailed some interesting and potentially important im-
plications of efforts by NGOs to gain access to the process by which these
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agreements are developed and implemented. First, there may be risks of “priva-
tizing” public policies that deal with environmental, labor, and social issues,
which leads to a loss in democratic accountability (Gereffi et al. 2001, Hender-
son 2001, Kapstein 2001). A related concern is that voluntary (rather than regu-
latory-based) approaches permit non-participating companies to shirk
responsibilities, allowing only firms with resources and commitment to bear in-
itial compliance costs. As noted above, however, there may be benefits to being
“first movers” in adhering to new standards that later become pervasive (Nehrt
1998).

In addition, NGOs are not equipped to be comprehensive code monitors
(Mayne 1999). Hence, codes in which NGOs constitute the only oversight may
lack rigor and enforcement. In one critic’s view, codes and other agreements
promoting corporate social responsibility are “the product of an undemocratic
collaboration between multinationals and campaigning organizations, the former
buying peace and acceptability by succumbing to the demands of the latter”
(Tomkins 2001). In a similar vein Haufler (2001, p. 122) argues, “International
industry self-regulation [including codes of conduct] has the potential to encou-
rage significant improvements but only in concert with traditional political pro-
cesses.”

From the perspective of multinational corporations, and their response to glo-
balization pressures, the emergence of NGOs as important actors presents both
challenges and opportunities. A number of individual corporations and represen-
tative associations have embraced NGOs as partners in forging a new alliance
that meets both economic objectives, and goals of social and environmental de-
velopment. The GRI described above is a clear example of the potential dual
benefits from these partnerships. At the same time, however, the insertion of
NGOs into a set of exchanges that had previously been the exclusive domain of
governments and business places MNCs in a confusing and sometimes contra-
dictory situation in which they must meet government requirements and obliga-
tions, as well as respond to NGO pressures and demands (Doh/Teegen 2002).
This situation presents MNCs with a potential double jeopardy in which re-
sponding to government regulation may sour relations with NGOs and vice ver-
sa. On the other hand, it may also offer the possibility of satisfying
governmental requirements through demonstration of responsiveness to NGOs, a
potentially productive development for the future of business-government-NGO
deliberations over globalization (Doh 2003).

The role of NGOs in development and implementation of international envir-
onmental and labor codes is evolving rapidly. Once viewed as “outsiders” who
serve to frustrate or interfere with the operation of governments and corporations
internationally, NGOs are becoming more integral to the process and outcome of
global discussions over important social and environmental issues. Governments
and corporations must respond to the increasing interest of NGOs and the broad-
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er civil society groups they represent. The initial insights presented in this paper
provide an ample agenda for future research directions, especially consideration
of the timing of NGO intervention, and the evolutionary nature of NGO involve-
ment in these codes and agreements. Careful consideration by all relevant stake-
holders of how best to include NGOs in the policymaking process will have a
substantial influence not only on the evolution of multilateral approaches to en-
vironmental and labor codes, but also on the very nature of global governance
and the future role of multinational enterprise in the global economy.
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Abstract

m Corporate governance is one of the primary mechanisms by which an organization interfaces
with its environment. As globalization proceeds, firms must effectively manage corporate
governance practices to reap the promised benefits of the new integrated global economy.

m In East Asia, firms face increasing pressure to provide governance systems that meet interna-
tional investors’ expectations. Yet this creates tension as corporate governance practices are
embedded in local institutions and culture. As a result, firms are frequently torn between
providing what global investors expect and what the local culture will support.

m Rather than focusing on an “either/or” solution to this dilemma, we draw on the multina-
tional business metaphor (Bartlett/Ghoshal 1989) to advocate a “transnational solution” that
balances the expectations of global investors against those of local stakeholders. We inter-
view several corporate governance experts and participants in East Asia to further develop
this position.

Key Results

® We essentially find that change is coming slowly to East Asian corporate governance prac-
tices. Firms are indeed adopting corporate governance practices that balance demands from
the global and the local environments. The pressure for global convergence is greatest where
there is interface with the global economy (e.g., investor relations, financial reporting, etc.)
while pressures for uniqueness is greatest in those areas that are more embedded in a local
institutional context (e.g., TMT compensation and incentive systems, board structures, etc.).

Authors

Michael N. Young, Assistant Professor of Management, Faculty of Business Administration, The
Chinese University of Hong Kong, Hong Kong.

David Ahlstrom, Associate Professor of Management, Faculty of Business Administration, The
Chinese University of Hong Kong, Hong Kong.

Garry D. Bruton, Associate Professor of Management, M.J. Neely School of Business, Texas Chris-
tian University, Fort Worth, TX, USA.

mir vol. 44 - Special Issue - 2004/2 31



Michael N. Young/David Ahlstrom/Garry D. Bruton

Introduction

In recent years East Asia! has evolved from a commodity agriculture-based
economy to a world-class competitive economy in several sophisticated indus-
tries (Rohwer 2001). While many business practices have changed and
adapted to global standards during this economic transformation, the region
has failed to adequately reform corporate governance practices in line with
what many consider to be global standards (Faccio/Lang/Young 2001). Pro-
blems with corporate governance practices could ultimately prove to be an
obstacle for the smooth globalization of firms in the region (Brancato 1999).
As the recognition of corporate governance problems has grown, a general
agreement has formed that reform is needed (Johnson et al. 2000, Serapio/
Shenkar 1999). However, there is continuing disagreement as to the direction
that those potential reforms should take. Two primary positions dominate the
debate on corporate reform in East Asia. One argues that East Asian firms
should adopt global standards of corporate governance based largely on the
Anglo-American model (Allen 2000, Rubach/Sebora 1998). The second posi-
tion advocates that East Asian firms develop systems that are unique to their
particular institutional environment (Guillen 2000, Choi et al. 1999).

However, both of these positions fail to capture the full complexity of
corporate governance in the often rough and tumble business world of East
Asia’s emerging economies. In response, we seek to strike a balance between
these two positions, with the underlying belief that each position contains
some validity in its arguments. We argue that, over the foreseeable future, it
is likely that East Asian corporate governance practices will come to resem-
ble global practices in certain ways — particularly those that are critical for
interfacing with the global economy (e.g., factors such as investor relations
and financial reporting). At the same time, it is likely that East Asian firms
will retain or further develop unique corporate governance practices in other
areas — especially those areas that are more embedded in a local institutional
context (e.g., factors such as TMT compensation, incentive systems & board
structures).

To examine this position and build support for the analysis, we explore the
theoretical underpinnings of corporate governance in the East Asian region
using the transnational strategy metaphor from international business (Bartlett/
Ghoshal 1989) to describe the global/local paradox inherent in corporate gov-
ernance reform. We build these insights through interviews with managers and
corporate governance experts in the region to further ground the understanding
of current corporate governance practice and the inherent tensions created by
globalization.
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Corporate Governance and Globalization

Corporate governance is “the relationship among various participants in deter-
mining the direction and performance of corporations” (Monks/Minow 2001,
p. 1). Given its position as the strategic rudder of the corporate ship, corporate
governance plays a pivotal role as the interface between an organization and its
environment (Bluedorn et al. 1994, Boyd/Carroll/Howard 1996). In particular,
corporate governance processes and mechanisms are a means by which an orga-
nization interfaces with outside investors and stakeholders. From an economy-
wide perspective, if organizations are governed effectively, then capital will flow
to those sectors of the economy where the rewards are highest (Wurgler 2000).
From an organizational perspective, those organizations that effectively align
with their environments are more likely to obtain a competitive advantage (Po-
well 1992). This suggests that unless firms in East Asia effectively reform cor-
porate governance, they may lose out on the benefits promised by globalization
(Backman 1999, Young et al. 2001).

If corporate governance in East Asia is to change, what should be the direc-
tion of change? It is known that there are differences in corporate governance
practices across various countries in the world (Sundaram et al. 2000), and there
is disagreement as to the extent to which these practices are converging (Guillen
2000). One argument contends that there will ultimately be convergence with the
global standards, which are dominated by the Anglo-American model (Rubach/
Sebora 1998) while another argument is that different geographic and cultural
regions should emphasize corporate governance practices unique to their cultural
heritage (Guillen 2000). That is, any changes should be those that are consistent
with the area’s culture. We review each of these opposing positions to show con-
trasts and similarities before building the case for “transnational corporate gov-
ernance.”

The Case for Convergence of Corporate Governance Practices

The belief that corporate governance practices around the world will converge
toward similar standards (Cadbury 1999, Rubach/Sebora 1998) originated with
classical economic growth theory. From this perspective every nation goes
through similar “stages of growth” as it moves from a traditional society to a
modern, mass consumption society (Rostow 1960). The process involves sev-
eral preconditions: a stable government, improved education, a group of inno-
vators and businessmen to utilize the savings and expanded trade. Eventually
the country will reach the “take off” stage (Rostow 1960) after which econom-
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ic progress will dominate and the process would be self-sustaining (Fusfeld
1994).

Contemporary versions of the corporate governance convergence argument
rely less on the inexorable “stages of growth” argument, and more on the view
that globalization will initiate a “survival-of-the-fittest” process by which firms
will be forced to adopt best practices in use (Rubach/Sebora 1998). These best
practices are arguably exemplified by the corporate governance practices of the
United States (US) and the United Kingdom (UK). This model has already
spread to other countries, particularly those that employ a common law frame-
work (La Porta/Lopez-de-Salines 1998).

Proponents of the convergence view of corporate governance point out that
pressure from international investors and other stakeholders, all of whom have a
stake in promoting transparent corporate governance, are encouraging the expan-
sion of the Anglo-American model. They note that investors are willing to pay a
premium for stock in firms with transparent governance practices. The result is
that firms that adhere to the Anglo-American model of corporate governance
should obtain a cost of capital advantage that, in the long run, will give them an
advantage over firms that do not conform to international norms (Rubach/Sebora
1998, Wurgler 2000). For example, the California Public Employees’ Retirement
System (CALPERS) recently developed a list of emerging market economies,
including many East Asian countries, in which they would not invest in because
of factors such as financial transparency, market liquidity, poor and unenforced
regulation, and favorative legal regimes (CALPERS 2002, Ahlstrom et al. 2003).
Therefore, there are powerful incentives for the convergence of East Asian cor-
porate governance practices and global standards.

There is evidence to support the increasing convergence of certain corporate
governance practices around the world. For example, in many countries, propo-
nents of reform agree on the centrality of certain principles and practices (Allen
2000). These global standards are based largely on Anglo-American concepts of
corporate governance, reflecting both the strength of the US economy, and the
leadership of the US and the UK in developing and refining standards of corpo-
rate governance and regulation (e.g., see the UK’s Cadbury Report on corporate
governance guidelines).

These standards include factors such as enhancing shareholders value; the
need for independent nonexecutive directors; institutional investors and financial
intermediaries to act as a check against management and a lever for enhancing
board independence; the importance of higher levels of financial disclosure and
transparency, and improved auditing practices and enforcement of regulations
(Allen 2000). Most reformers would agree that, although not perfect, the above
standards form the groundwork for the most robust and workable system of cor-
porate governance yet available and that it is a worthwhile goal toward which
transitional economies should strive (World Bank 1997).
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The Case for Uniqueness of Corporate Governance Practices

Not all observers agree with the convergence hypothesis, instead maintaining
that corporate governance systems would best remain unique, corresponding to
the institutional environment in which they are embedded (Guillen 2000). This
view draws from the belief that firms perform best when they match their strate-
gic actions to their environmental setting (Dess/Origer 1987). In this view, suc-
cessful firms will be those that understand the local environment and create
corporate governance mechanisms that match that environment with their corpo-
rate governance (Choi et al. 1999). Thus, changes in corporate governance would
require a better understanding of the culture and institutions of East Asia and
the creation of systems that better reflect the existing culture and institutions, as
opposed to adopting corporate governance systems developed in places with very
different cultures and institutional systems, such as the US and the UK.

As part of this argument against convergence and for uniqueness in corporate
governance, researchers argue further that it is futile to attempt to identify best
corporate governance practices or model in the abstract for a worldwide setting
because the firms of different countries are socially and institutionally equipped
to follow different competitive strategies (Porter 1990). For example, Monks and
Minow (2001, p. 296) ask: “What chance is there for convergence [in govern-
ance] among markets that are wildly different?” Guillen (2000, pp. 198-199)
adds that “The three arguments against convergence in corporate governance —
legal, institutional, and political — provide enough reason to cast serious doubt
on the idea that there is convergence in corporate governance” and that scholars
have “found very little evidence suggesting convergence.”

In total, these various factors lead researchers to believe each institutional
environment will likely encourage different systems of corporate governance that
will, in turn, facilitate different types of competitive strategies and temporal con-
siderations (Guillen 2000, Porter 1990). This leads Faccio, Lang, and Young
(2001) to imply that rather than converging, East Asian corporate governance
systems may actually be diverging. The implication of which is market forces
that reward performance are rewarding those firms that best match their corpo-
rate governance to their environments.

“Transnational” Corporate Governance

As can be seen above, both the arguments for convergence and uniqueness can
be compelling. Both positions appear to have valid points; the result is that
rather than a dichotomous perspective on corporate governance a combination of
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the two views may be most appropriate (Lewis 2000). The competing objectives
in corporate governance reform in the face of globalization can be viewed as
analogous to the dilemma faced by multinational firms (Bartlett/Ghoshal 1989,
Ghoshal 1987). Ghoshal (1987) noted that multinational firms face a dilemma
balancing the need for standardizationfor sharing of resources and economies of
scaleagainst the need for local responsiveness to local tastes and requirements.
According to Ghoshal, a multidomestic strategy is one that maximizes local re-
sponsiveness, while a global strategy is one that maximizes standardization.
Bartlett and Ghoshal (1989) use the term transnational strategy to describe the
situation whereby a multinational firm balances both standardization and local
responsiveness, and contend that this is superior to either of the other strategies
alone.

As East Asian firms face continuing globalization, they encounter a similar
set of circumstances with regard to corporate governance. They must standardize
corporate governance to pacify global investors, while at the same time maintain
traditional elements to satisfy local stakeholders. Thus firms are caught between
internal alignment and external alignment (Huff/Huff/Thomas 1992). There is
little doubt that continuing globalization is pressuring organizations to present
corporate governance structures that are understandable to global investors. How-
ever, firms have to balance this pressure against the need to have control struc-
tures that are compatible with the local culture. If firms fail to push reforms they
will lose opportunities from global investors, but if they change existing govern-
ance structures too dramatically, they will alienate employees, suppliers and
other local stakeholders, which can negatively impact firm performance.

Just as it is difficult for firms to implement transnational corporate strategy
because of inherent paradox, it is difficult for firms to implement transnational
corporate governance for similar reasons. Policy makers and organizations need
to identify those practices where convergence is necessary to facilitate a smooth
interface with the global economy, while also identifying those aspects of corpo-
rate governance that are best tailored to the local environment. For example, it is
going to be critical for firms to improve transparency and disclosure to make
financial statements and corporate structures understandable to global investors
(Allen 2000, Iskander et al. 1999). However, a firm’s incentive systems for top
executives should also be constructed so that they are in line with local norms
and systems of suppliers based on relationships (Chen 2001, Khanna/Palepu
2000, Xin/Pearce 1996).

Of course, balancing these objectives will be difficult, yet many East Asian
firms, which are dominated by the Overseas Chinese Diaspora, should be able to
achieve this task even better than some other regions of the world. While Wes-
tern thinking conventionally views the world as consisting of exclusive opposites,
Chinese thinking is more likely to foster reconciliation of apparent polarities in
what Chen (2002) refers to as paradoxical integration. For East Asian organiza-
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tions, balancing the external demands from the global economy with the internal
demands of the local culture in a unified system of corporate governance can be
an example of the Chinese “middle way” of transcending paradox (Chen 2001,
2002).

Corporate Governance in East Asia

When analyzing East Asian corporate governance, it needs to be recognized that
firms in the region tend to be controlled by the Overseas Chinese Diaspora
(Backman 1999), and are dominated by the Chinese family structure (Chen
2001). These factors, in turn, impact the corporate governance process (Young et
al. 2001). For example, although nearly all publicly listed Asian corporations
have shareholders, boards of directors, and “professional” managers like their
counterparts in North American and Europe, these similarities in reality are often
more in form than in substance. In practice, informal constraints, such as rela-
tional ties, family connections, and government contacts, play a greater role in
shaping corporate governance in East Asia, leading to outcomes often at odds
with what is expected in the West (Peng 2000, Low 2002). For example, of the
three primary functions performed by boards of directors — service, control and
resource dependence (Johnson/Daily/Ellstrand 1996) — the service and control
functions are less pronounced while the resource dependence role is more pro-
nounced in East Asia (Young et al. 2001). Put simply, while firms in East Asian
countries may have adopted the formal corporate governance frameworks of de-
veloped economies, the outcomes often are different.

The reason for the similarity in appearance but not in practice can partly be
attributed to the institutional environment faced by firms in East Asia. The regu-
latory framework for East Asian equity markets is less developed than that of
the West. This lack of development increases transaction costs, slows informa-
tion flow, and encourages commercial transactions to be with related firms or
well-established business partners (Boisot/Child 1996). East Asian corporations
are also more likely to be family controlled and owned (Carney 1998, Chen
2001). The controlling family provides the management with no separation of
ownership from control (Backman 1999). Thus, rather than a misalignment of
interests between shareholders and managers as the major concern of corporate
governance, the misalignment of interests with minority shareholders and major-
ity shareholders is more prevalent in East Asian corporate governance (Young et
al. 2002). It is also likely that a firm is associated with a particular “business
group” and this allows for distortion in how governance is conducted in East
Asia (Keister 2000). For example, “related transactions* or asset swapping may
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take place between business group members in an attempt to fleece minority
shareholders (Backman 1999, Claessens et al. 2000, Faccio/Lang/Young 2001).
These factors formed the backdrop for our qualitative examination of corporate
governance practices in East Asia, to which we turn next.

Methodology

To examine the issues discussed above, a qualitative research design was em-
ployed. It has been argued that when initially investigating a domain, qualitative
investigations are needed to ensure the right questions are asked in order to
ground later quantitative investigations (Daft/Lewin 1990). Therefore, to build a
solid grounding of actual corporate governance practice in East Asia, and to help
predict future changes, we conducted in-depth semi structured interviews with
individuals actively engaged in corporate governance in East Asia.

We did this by first examining the extant literature on corporate governance,
family business and Asian business practices. This revealed five basic dimen-
sions around which we based our investigation: (1) transparency and disclosure
(Allen 2000); (2) board of director oversight (Young et al. 2001); (3) institutional
structures for minority shareholders’ voice (Faccio/Lang/Young 2001); (4) finan-
cing issues (Rhee/Chang 1993); and (5) ethnic networks (Backman 1999, Chen
2001, Kao 1993, Xin/Pearce 1996). We then interviewed a senior venture capi-
talist from the region to structure the initial interview questions. This individual
was chosen based on his or her familiarity with global corporate governance
practices as well as the practices specific to East Asia. Additionally, that indivi-
dual had participated in funding a variety of firms and served on several boards
of directors. These firms represented both family firms — where the venture ca-
pitalist was a minority shareholder, and new ventures — where the venture capi-
talist was a dominant shareholder. Venture capitalists provided information on
the current situation and the general state of corporate governance in East Asian
firms. From this initial interview and the extant corporate governance literature,
the basic questions to be investigated and asked of participants were determined.

From the initial interview, it became clear that Hong Kong and Singapore
essentially set the agenda for corporate governance issues in East Asia. These
two areas have a legal environment that is more fully developed and thus
others in the region often look to Hong Kong and Singapore in determining
their corporate governance practices and regulations. Many venture capitalists
and consultants may live in these cities, but have business interests across the
region. Therefore, the focus of the remaining interviews came from these two
areas.
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With the aid of the Asian Corporate Governance Association in Hong Kong
and other venture capitalists, we next identified four individuals who sat on cor-
porate boards and were familiar with corporate governance in East Asia. We
followed a purposive sampling approach to the sample selection and subsequent
follow up (Lincoln/Guba 1985). Purposive sampling calls for selecting partici-
pants with specific characteristics, such as those cases displaying certain unusual
patterns (Lincoln/Guba 1985).

After four initial interviews, changes in the interview protocol were
made and the sample was then further extended to 21 more individuals in
Hong Kong and Singapore with extensive experience in corporate governance.
In total, 25 individuals closely involved in corporate governance in East
Asia were interviewed. These included six top managers of East Asian
firms, ten outside board members (seven of whom were venture capitalists,
and three of whom were private equity and developmental capital specia-
lists), four consultants based in Hong Kong and Singapore who advise on
corporate governance issues, two government officials from Hong Kong and
Singapore, one banker based in the region and active in turnaround, and
two officials from nonprofit corporate governance associations based in Hong
Kong. These individuals were selected for their knowledge of the function
and governance of firms in East Asia. Additionally, the sample was selected
to gain insight into two types of firms in East Asia that many knowledge-
able observers feel may be increasingly employing different types of govern-
ance approaches, consistent with theoretical contrast sampling (Lincoln/Guba
1985, Yin 1994).

Everyone in the sample was asked the same base set of questions, modifying
them necessarily for the different reference point in the case of the firm foun-
ders. In addition, as we learned more from the interviews, we asked subsequent
subjects to respond to the tentative conclusions drawn from the early groups of
interviews and our review of the relevant literature. This approach is broadly
consistent with a replication logic approach to data gathering and analysis, and
is particularly effective in studying variations of a model especially in a new
research site or area (Eisenhardt 1989, Yin 1994).

The result is that multiple subjects involved in corporate governance, from
both the insider (firm founders) and outsider (outside board members) points
of view, were interviewed. In addition, we interviewed several outside obser-
vers such as consultants and individuals in nonprofit corporate governance as-
sociations (Asian Corporate Governance Association and Hong Kong
Association of Company Secretaries). Interviewing both insiders and outsiders
allows for a fuller understanding of the key issues involved (Headland/Pike/
Harris 1990). In addition to our interview data, we supplement the findings
with examples from periodicals and popular books written on corporate gov-
ernance in East Asia.
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Findings

As is often recounted in the extant governance literature (Low 2002), East Asian
corporate governance still has relatively less transparency, information flow, out-
side board members, and rights for minority shareholders compared with that of
most Western firms. Yet we also found that firms in East Asia are indeed being
pressured to adopt practices consistent with global standards from global inves-
tors and global institutions as well as from a new, reform-minded generation of
young managers. The results are presented below along the five dimensions pre-
viously identified. The discussion identifies both the current status of corporate
governance in the region and changes that are occurring.

Transparency and Disclosure

Disclosure requirements in East Asia continue to be less strict and harder to en-
force than those in the US or UK. For example, one banker closely involved in the
turnaround of a firm on which he served on the board of directors commented:

Disclosure, or giving a greater say to minority shareholders in the run-
ning of the business, is usually unheard of for the more traditional firms
run by [Overseas Chinese] people with traditional backgrounds. Auditors
are not there to provide much input; they are stonewalled when possible.

However, things are gradually changing in the area of information disclosure.
A few of the interview subjects noted that although East Asian firms in general
provide less information than would be expected by global standards, some of
them are actually voluntarily increasing the amount of information disclosed as a
result of outside pressure.

Board of Director Independence

In general, boards are less independent of management in East Asia than would
normally be expected in other parts of the world (Young et al. 2002). Previous
research indicates that a typical measure of an effective structure is whether in-
dividual board members are able to make decisions without undue influence
from management (Phan 2000). However, boards of directors in East Asian firms
rarely exercise true independence from management (Phan 1998, Au etal.
2000). Even in cases where a board member owns a large number of firm shares,
they still often are given little say. Stated one Singapore based financier who
had taken large stakes in several Asian firms:
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Usually we get a board seat in exchange for our investment. Sometimes
we have a lot of input [into firm strategy], but in some cases top man-
agement gives us little say in important matters. They tend to be tight-
lipped about their plans and do not seek much input from the board or
anyone outside of their inner circle for that matter. This [input seeking]
does happen sometimes, but we are encouraging firm founders to be
more open so we can help them.

At the same time, some innovative firms see the advantages of having an
independent board and are beginning to change the relationship between boards
of directors and shareholders. While these changes are in part due to the pressure
of capital market regulators, they are also coming from managers who recognize
the value of board independence. Some of the structural changes pursued have
included separating the positions of Chairman and CEO (or Managing Director),
appointing a majority of non-executive directors, encouraging regular CEO eva-
luation by the board and strategic auditing with active board involvement (Phan
1998, McGuinness 1999). Yet, similarities in board structure may be more sym-
bolic than substantive and therefore may not translate to board independence for
East Asian firms (Young et al. 2002). In summary, while East Asian boards are
beginning to make moves toward independence due to outside pressure and in-
ternal advantage, the changes are more in form than in substance.

Minority Shareholder Rights

Closely related to the lack of independence in boards of directors is the domi-
nance of majority shareholders. In East Asia, either the founder or their families
control most locally listed companies (Faccio/Lang/Young 2001). In addition,
the controlling shareholders are often politically well connected with local gov-
ernment officials. In this setting, the personal preferences of large individual
shareholders or the political exigencies of government-linked corporations can
result in minority shareholders being excluded from decision-making. This has
set the stage for what has been called minority shareholder expropriation (Young
et al. 2002), something that was discussed recently in The Economist (2000,
p. 68):

Foreign minority shareholders have often had little rights in East Asia.
Robert Kuok, from Malaysia, initially made money trading oil, flour and
sugar. Mr. Kuok controls the Shangri-La chain of luxury hotels, Hong
Kong’s main English language newspaper and much else. He recently
had to merge the privately held but profitable subsidiary that managed
his hotels into the publicly listed but less profitable arm that owned them
analysts say that he was moved by minority shareholders who disliked
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being fleeced. Pressures such as these are one reason why Mr. Kuok pri-
vately talks of delisting again.

Compared to the improvements in transparency and disclosure pointed out
earlier, the trend of giving minority shareholders a greater voice appears to be
moving more slowly. Despite the best efforts of minority shareholder activists,
the region is slow to change in this regard. As Business Week columnist Mark
Clifford recently pointed out:

Minority shareholders have a long tradition of getting shafted by control-
ling families in Hong Kong - indeed, throughout much of Asia. Over the
years, Hong Kong regulators have tried to stop the worst of the abuses,
but to no avail. It’s still “buyer beware.” That’s the hard lesson just
learned anew by independent shareholders in Hong Kong (BusinessWeek
Online 2002).

In spite of the recognized need for change, institutional norms in East Asia,
even in Hong Kong, which is better than other places, do not support the notion
of minority shareholders’ interests (Gomes 2000, Young et al. 2002).

Financing Issues

Family firms in Asia seek outside equity reluctantly, often using stock market
listings to get cash out of a business or to exit altogether (Chen 2001). For this
reason, it is common for firms in their business portfolios to have profitable
businesses privately held while less profitable firms are publicly traded (Back-
man 1999, Faccio/Lang/Young 2001). Some firms in Asia commonly seek finan-
cing through private equity sources and other outside equity financing. These
investors may learn that corporate governance mechanisms do not automatically
incorporate their voice into management of the firm. However, over time, as the
depth of their relationship with the management and major shareholders in-
creases, investor input also increases. One East Asian venture capitalist based in
Singapore commented:

[We give some] marketing advice ... [and] we certainly give a lot of
input. This is a business that we understand quite a lot, a simple busi-
ness. I think what we brought to the table is the financial language, the
management of the growth of the company and helping the CEO to pick
some of his key executives. The other is really to work with which mar-
kets to explore ... They are usually receptive because they know we can
help them.

Several Asian venture capitalists mentioned that they felt the newer breed of
entrepreneurs in East Asia did value their input and stonewalled less. This al-
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lowed the venture capitalists a more active role from the very beginning of the
relationship. They felt this also gave them the opportunity to provide advice not
only on the financial side but also regarding strategic issues, such as where to
source materials or locate offices internationally. As these firms seek out more
sources of outside funding, the managers in these firms may be forced to share
control and provide more information to venture capitalists and other investors.
This suggests that corporate governance style will move toward globally ac-
cepted best practices.

Ethnic Networks and Affiliates

Traditionally, East Asian businesspeople have dealt with members of their ethnic
network when possible (Fallows 1995, Kao 1993). This is particularly true
among the more traditional businesspeople. Most East Asian business is still
controlled by the Diaspora of Chinese emigrants (Backman 1999, Chen 2001,
Faccio/Lang/Young 2001). Creditors, suppliers and contractors often speak the
same Chinese dialect as the owner-manager, whether they are based in Malaysia,
Indonesia, the Philippines, Thailand, or even Hong Kong and Singapore. Some
still work through the Chiu Chow (Teochiu), Hokkien (Fukkien), Hakka, Canto-
nese, and Shanghainese business associations. Transactions within this network
are traditionally underwritten with handshakes and trust rather than with signa-
tures and contracts. These associations and informal networks enforce behavior
and agreements using sanctions, norms and peer pressure. Commented a former
head of the ASEAN banking association:

In much of East Asia, business is still done in the traditional way. People
still like to work with others from their language or dialect group. Busi-
nesspeople are taught that you buy from “Uncle” even if he doesn’t have
the best price or best terms. Some of that is changing now, partly be-
cause there is standardization on English among businesspeople in this
area or sometimes on Malay in Malaysia and Indonesia. The young peo-
ple are speaking the old dialects less and less these days. And that could
be driving some of the change in business practice here.

Most of the bankers, financiers and executives in our sample admitted that in
spite of the change in East Asia, much of the dealing was still out of view and the
close networks of family and dialect are still there and continue to influence. Simi-
larly, more traditional East Asian firms continue to raise money from within the net-
works and from affiliated banks. In Thailand, for example, several banking families
control much of the local banking industry and regulate access to larger loans and
capital markets, often staying within their friends and family network and dialect
group when possible. Backman (1999, p. 75) provides the following illustration:
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Table 1. Summary of Findings

Aspect of Corpo-
rate Governance

Globally Accepted Best
Practices of Corporate
Governance

“Traditional” East
Asian Corporate Gov-
ernance Practices

Transnational Corporate
Governance in East Asia

Transparency and
Disclosure

Board of Director
Independence

Minority Share-
holders’ Rights

Financing Issues

Ethnic Networks &
Affiliates

More openness in firm
management processes;
Information disclosure is
encouraged; firms are
held to accounting stan-
dards modelled after
GAAP.

Push for board of direc-
tor independence

Minority shareholders
are afforded legal pro-
tection

Organizations often use
outside equity for ex-
pansion, particularly in
new, risky areas
Suppliers and associates

are selected based more
on business terms

Opaque business prac-
tices; “closed door”
meetings between power
brokers; Ceremonial
general shareholders’
meetings; No voluntary
information disclosure;
little regard for account-
ing practices

Boards of directors have
little or no independence

Minority shareholders
have little say and are
subject to expropriation

Organizations rarely use
outside financing

Suppliers and associates
are chosen on political
or family connections

Increased reliance on out-
side equity has made firms
more open in their finan-
cial transparency and dis-
closure. For example, in
order to list on NYSE,
firms must adhere to US
GAAP.

Firms have followed the
Western trend of separat-
ing the Chairman and
CEO function and other
changes to give the ap-
pearance of more board
independence, but old
ways die hard and the de-
gree of real change is
questionable.

There is pressure on many
fronts to protect minority
shareholders, but com-
plaints and expropriation
continue.

Many organizations have
reluctantly sought outside
financing as a result of the
Asian financial crisis.

The information revolution
is decreasing the value of
privileged information and
networks. A new genera-
tion of managers, often
educated in North Ameri-
ca or the UK, are encoura-
ging more openness and
access for outside inves-
tors.

Even so, there may be only so many family members to go round. Not
so long ago, many overseas Chinese firms only recruited managers from
the same Chinese dialect group as the founding family when they had to
go outside the family. Some firms still do this. When Thailand’s enor-
mous Charoen Pokphand Group expanded to Indonesia, the group’s
Chearavanont family entrusted the management of its new Indonesia
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branch only to Teochiu speakers — the same Chinese dialect as them-
selves. However, the vast majority of Indonesia’s Chinese population an-
cestrally are not Teochiu but Hokkien speakers. The Chearavanonts
looked all around Indonesia for Teochius. One of the few significant
pockets of them exists in Pontianak, a city in the Indonesian province of
West Kalimantan on the island of Borneo. This was a rather obscure
place to source senior management, but that is exactly what the Cheara-
vanonts did. Not surprisingly, selecting from such a small pool put a sig-
nificant constraint on the management talent available to the company,
and its fortunes in Indonesia suffered accordingly.

The performance implications of this focus on ethnic networks are becoming
clearer to many firms and investors in the region and the emphasis on ethnic
networks likely will decline — albeit slowly — in the future. Table 1 summarizes
the findings.

Discussion

Several composite points can be derived from the above findings and are sum-
marized in Table 1. First, the generation of overseas Chinese businessmen that
built huge empires is now preparing to hand those empires over to their sons or
daughters, most of whom were educated in Western universities, far away from
Asia’s “bamboo network.” This new generation has spent time overseas, or has
had Western type business training? and thus is more likely to emphasize notions
of shareholder value as opposed to the family’s interests. Observed a Singapore
private equity specialist:
The younger generation seems to be more willing to change. Many of
them have been educated overseas and received a Western business edu-
cation. They are open to new approaches to governance. They will listen
to outsiders and not mistrust their intentions.

Another individual who has director experience both on new economy high
technology firms and on traditional economy firms commented on the topic of
generational attitudes toward outsiders:

I think it is their [Overseas Chinese business owners] feeling that they
have run that construction company or plantation pretty well for 20
years, and who are you coming in now to tell them what to do. The
younger generation seems more willing to give outsiders some say in
their business. They even do not worry about giving us controlling inter-
est in their firms sometimes.
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Second, corporate governance standards are feeling pressure to change from
globalization of capital markets. The Asian financial crisis made big Asian busi-
nesses more reliant on overseas capital. The financial crisis devastated the bal-
ance sheets not only of most Asian companies, but also of their banks. This
means that firms have had to rely in large part on equity injections from western
institutional investors to recapitalize themselves.

Third, the Internet poses a threat to traditional, backroom business practices.
The recent financial crisis has been has forced the change that might occur over
a generation into a time period of a few years. It has forced the business leaders
to reluctantly seek outside help with management and finance. As one of the
interview subjects commented: “[During the Asian boom years] you could run a
large empire with very few people making few decisions. Now you need a large
number of small decisions.” As a result, the East Asian tycoons may not be able
to rely simply on their own extended families to run their businesses, but will
have to recruit outside professionals (Clifford 2002). The global availability of
information, particularly financial information, may prove to be a key change
agent by undermining business models that are based on networks of Chinese
around the world, on privileged information and secret backroom dealing (Back-
man 1999). As such, it lowers barriers to entry, and allows for the rapid rise of
new competitors; as information becomes more abundant, instantaneous and ac-
cessible to all, the value of well-connected intermediaries and networks is re-
duced.

Conclusion

As globalization continues, East Asian firms find themselves torn between em-
bracing the new economy while attempting to maintain traditional practices em-
bedded in their rich and varied cultures. This dilemma is reflected in the
ongoing reform of corporate governance practices in East Asia. Change is com-
ing slowly to East Asian firms, where the dominant Chinese Diaspora still con-
trols most businesses and follow traditional practices. Our research finds support
for the position that, like the search for global efficiency and local responsive-
ness pursued by multinational firms, successful corporate governance practices
embrace aspects of global corporate governance complemented with local prac-
tices.

East Asian firms still have a strong sense of family and hierarchical organi-
zational structures. Yet it was not so long ago that other parts of the world, in-
cluding Europe and North America, experienced. a family business period before
corporate forms and governance practices with which are familiar today emerged
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(Chandler 1990, The Economist 2003). Some of today’s industrial icons, such as
Ford, started as family businesses and have become, over time, modem, transpar-
ent, shareholder-friendly companies with rule of law and contracts becoming
more important. East Asia may follow a similar, but not identical, path. It is
likely that certain aspects of corporate governance and control will retain a dis-
tinctly Asian flavor. This can be felt in corporate boardrooms and other mechan-
isms across the region where change is occurring, albeit slowly and with
resistance. Nonetheless there is genuine change. Exhibit 1 describes the case of
a new breed of Asian corporate governance that maintains a balance between the
local and the global.

Exhibit 1. The New Asian Corporate Governance — VTech Holdings.

As the old network passes, so will the world that bred East Asia’s patriarchs — whether they
run huge empires or smaller corporate fiefdoms. This may condemn some of today’s tycoons
to further substantiating the Chinese proverb that wealth is made and lost within three genera-
tions. A more likely evolution is that the heirs of Asia’s tycoons will gradually become modern
managers alongside other entrepreneurs. They would no longer be “tycoons” in the old sense
but managers running world-class corporations that happen to be based in East Asia. Today,
VTech is one of the more prominent examples. VTech is a market leader in educational toys
and other handheld consumer electronics such as cordless telephones. From the beginning the
chairman and founder of Vtech, Allan Wong, has tried to build his company differently from
many other firms in East Asia, paying particular attention to corporate governance. He aims to
increase shareholder value; he discloses more than is required by law; VTech avoids arbitrary
placement of family members in high positions while seeking research and development talent
all around the world (Wingrove 1996). VTech takes pains to point out that it is not a family
company. Its performance during the Asian financial crisis was exemplary as the stock price
actually rose during the downturn (Tanzer 1998). VTech continues to win praise from analysts
for its focused corporate strategy in of its core businesses and transparent corporate govern-
ance.

Much of the pressure to raise standards of governance is coming from inter-
national institutions such as the World Bank and the Organization for Economic
Cooperation and Development, which have issued guidelines for government ac-
tion. But changing the system of shareholder control, and the tradition of mini-
mum disclosure, is likely to prove harder than simply introducing some outside
business school graduates into the group, warn critics of the traditional pyramid
system. The lack of transparency afforded to shareholders still makes it difficult
to end such practices. It is likely that the immediate future will bring a period of
change, but not a governance revolution. Over the next decade, the region’s
economies will likely retain many of the structural features that have allowed
traditional family firms to flourish. Yet, the rise of the Internet, increased (and
speedy) financial information, and the disintermediation of traditional middlemen
will mean that those companies that adjust to new markets are most likely to
prosper in the long term (Evans/Wurster 2000).
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Many East Asian firms are attempting to figure out ways of meeting de-
mands imposed by the new global economy and outside investors while staying
consistent with the demands of local stakeholders and their institutional environ-
ment. In the process of doing this, they are developing alternative corporate gov-
ernance structures that are in some ways similar to those of firms in other parts
of the world yet at the same time unique in other ways. The transnational cor-
porate governance solution, while difficult and at times paradoxical, is likely the
best alternative course for the foreseeable future.

Endnotes

1 By East Asia, we are referring to the countries in which the Chinese Diaspora play a prominent
role in the business community, including regions such as Hong Kong and Taiwan as well as the
Southeast Asian countries of Indonesia, Malaysia, the Philippines, Singapore and Thailand
(Backman 1999, Rohwer 2001).

2 Virtually all of the major universities in East Asia have a curriculum and teaching materials
similar to those in the West. Asian universities have started seeking accreditation from the Amer-
ican Association of Schools of Business (AACSB).
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Introduction

Ever since organizations started to disperse their value creating activities, re-
search has tried to answer the question of how to organize and coordinate these
activities (Pugh et al. 1968, Macharzina 1993). Numerous publications have ad-
dressed this issue (Stopford/Wells 1972, Egelhoff 1982, Franko 1973, Daniels et
al. 1984) and perhaps Bartlett and Ghoshal (1989) have made the most promi-
nent attempt in this respect. In their book the authors conclude that MNCs are
increasingly faced with complex environments. Specialized, often network-based
structures are the answers to deal effectively with these increasingly complex
environments and the challenges they present for MNCs’ coordinating and con-
trol activities. The authors suggest that in these networks subsidiaries fulfill
clearly defined, albeit differing, roles and that headquarters need to adjust coor-
dination and control activities to reflect these differentiated roles. In particular,
Bartlett and Ghoshal (1989) propose that using social control should coordinate
units holding a strategically important mandate. The argument rests in part on
the assumption that for these units other more traditional control instruments fail
to function. This notion has been repeatedly treated in the literature (Macharzina
1992, Wolf 1994, Evans et al. 1989, Baliga/Jaeger 1984).

While these notions seem to be commonly accepted in the literature, empiri-
cal research fails to support them. Gupta and Govindarajan (1994), studying con-
trol in MNCs for example, fall short of finding support for their hypothesis that
globally innovating subsidiaries were exposed to high social control. Similarly,
Asakawa (1996), in a study of Japanese R&D units in Europe, discovered that,
contrary to common belief, these companies did abstain from the use of sociali-
zation as coordinating and control mechanisms. While the explanations of the
authors vary, they culminate in a common suggestion: socialization as the sine
qua non instrument to control strategic lead units in complex environments may
not be a viable tool to achieve desired results. Hence, our current thinking on
social control may be ill-suited to guide MNCs’ coordination and control deci-
sions by preventing subsidiaries in foreign countries from acquiring or creating
the desired technologies and know-how commensurate with the strategic needs
of the MNC. This paper attempts to shed light on this issue by building on the
existing literature to develop a theoretical argument for low socialization be-
tween centers of excellence. Subsequently, propositions developed from these ar-
guments are empirically tested using a sample of German R&D centers in
foreign countries.

Presenting our arguments and ideas we will proceed as follows: first, we
briefly review the literature focusing on different subsidiary roles and the use of
social control by MNCs. Subsequently we develop propositions concentrating on
differentiated subsidiary roles, which may fit high or low social control patterns.
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Second, a methodology guiding the research will be presented. The third section
is concerned with statistical analysis, which is followed by a discussion of the
results of the empirical tests. The final section discusses the findings and their
implications for theory and practice.

Theoretical Background

Subsidiary Roles and Centers of Excellence

There have been various attempts to conceptualize the roles of foreign subsidi-
aries (see Schmid et al. 1998 for an overview). Various writers (e.g., Ghoshal/
Bartlett 1990, Martinez/Jarillo 1991, Ghoshal/Nohria 1989, Nohria/Ghoshal
1994, Gupta/Govindarajan 1991, Forsgren/Pedersen 1997, 1998, White/Poynter
1984, Taggert 1997, Birkinshaw/Morrison 1995) acknowledge that MNCs assign
different missions and roles to their subsidiaries abroad. The theoretical founda-
tions, which are the bases of their arguments, vary as much as the derived impli-
cations. This is partly a result of the different criteria used by the authors to
build their respective typologies, which are developed to capture and define a
variety of different subsidiary roles. While some authors use market-based criter-
ia, others use company criteria related to subsidiary competence, autonomy or
the inflow and outflow of knowledge. This paper concentrates on one particular
MNC subsidiary type: The Center of Excellence (CoE). Other terms specifying
the same phenomenon are strategic leader, competence center, global innovator,
capability center or simply strategic center.

Defining CoE is apparently more difficult than it first seems (Paterson/Brock
2002, Schmid 1999). While a formal definition on how we operationalize the
construct will follow in the methods section, we briefly summarize commonly
shared assumptions about them. One characteristic shared by most studies is the
CoE’s strategic position or mandate inside the firms’ networks (Bartlett/Ghoshal
1986, Gupta/Govindarajan 1994, Moore/Birkinshaw 1998, Andersson/Forsgren
2000, Schmid 1999). Thus, CoEs are usually defined as corporate leaders man-
dated to create or augment firm capabilities in order to secure its survival (Bar-
tlett/Ghoshal 1986, Gupta/Govindarajan 1991, Hedlund/Ridderstrale 1997,
Kuemmerle 1997, 1999, Kuemmerle/Roosenbloom 1999, Chiesa 1996). As part
of their mandate, CoEs usually acquire the sole responsibility for an area of ex-
cellence (Hood/Young 1982, Pearce 1989, White/Poynter 1984, Brockhoff 1998).
Other factors commonly mentioned are the CoEs’ responsibility for a larger geo-
graphical area (White/Poynter 1984, D’Cruz 1986, Bartlett/Ghoshal 1989, Gupta/
Govindarajan 1991) and a high degree of local embeddedness (Andersson/For-
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sgren 1996, 2000, Kuemmerle 1999, Asakawa 1996). The latter particularly
characterizes technology-oriented CoEs, since knowledge creation usually takes
place in localized knowledge clusters (Porter 1990, Chiesa 1996, Frost et al.
2002).

Social Control

Van Maanen and Schein (1979) define socialization as the process by which an
individual learns which behaviors and perspectives are acceptable inside an orga-
nization. In this respect, social control provides the power associated with impli-
cit norms to guide the behavior of organizational members. In this way MNCs
ascertain that the behavior of subsidiary managers is in the company’s best inter-
est, without requiring any direct intervention on the part of headquarters. Mainly
for this reason, social control has such an overwhelming appeal by providing the
means of control, without the obvious and negative connotations associated with
autocracy or the creativity stifling consequences of bureaucracy.

Companies eager to achieve social control emphasize the creation of shared
norms and values. The mechanisms used to reach this goal are multiple and vary
by MNCs’ national origin. Japanese firms, for example, send managers overseas
to establish control by acting as agents promoting headquarter culture. Unilever,
a UK firm, uses a different approach to socialization by grouping top managers
in international training camps in order to homogenize corporate culture through-
out its subsidiaries (Bartlett/Ghoshal 1989).

Social control in foreign subsidiaries is not an undisputed matter (Welch/
Welch 1997). One simple albeit strong argument against social control is put
forward by Egelhoff (1999). In an attempt to contrast traditional models of
MNCs to new, e.g., network structures, Egelhoff criticizes the use of social con-
trol by imposing a “company centric” culture on all subsidiaries. He argues that
a company centric culture will hamper integration and assimilation into the local
community. In the case of CoEs whose aim is to engage in the creation and
acquisition of new knowledge, a company centric culture may inhibit their suc-
cess rather than enhance it. Research shows that integration into the local re-
search community is of utmost importance in helping to acquire and process
newfound knowledge, which will benefit the MNC (Porter 1990, Kuemmerle
1999, Frost et al. 2002). As a consequence, MNCs may be inclined to give CoEs
some leeway, or to try to establish control by less invasive means than socializa-
tion.

A second stream of research leads to a similar insight. Building on social
network theory (e.g., Nelson 1989, Podolny/Baron 1997), Hansen (1999) exam-
ines conditions facilitating or inhibiting the search vis a vis the transfer of
knowledge in organizations. His research leads to the conclusion that in cases
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where the search of new knowledge is prevalent, weak interunit ties are advanta-
geous. This argument rests on the observation that weak ties between units re-
duce the risk of acquiring redundant knowledge (Granovetter 1973, Burt 1992).
We expect that social control, which demands a strong normative integration of
values and perspectives throughout the network, would require strong rather than
weak ties. Thus, strong social control would negatively impact the acquisition of
new knowledge by fostering the likelihood of acquiring redundant knowledge. In
reference to Weick (1976), Hansen (1999) puts forward yet another argument for
the benefits of weak interunit ties in knowledge search. As argued by Weick
(1976), organizational entities that are loosely bound into the corporate network
are more adaptive, simply because they are less constrained by the organization
of which they are a part. Relating this to our particular case of CoEs, we deduce
that these units, when endowed with a clear mandate to search for new knowl-
edge and to augment the MNCs existing capabilities, will be better able to fulfill
their missions when the ties between units are weak, or stated differently, when
social control is low. Based on the discussion above, we propose two hypoth-
eses:

Hypothesis 1. MNCs will refrain from imposing strong social control on their
Offshore Centers of Excellence.

Hypothesis 2. Imposing strong social control on Offshore Centers of Excellence
will negatively affect subsidiary performance.

Methodology

Sample

To test these propositions, we used primary data from 134 foreign R&D units of
German MNCs. Data were collected via a standardized questionnaire mailed to
all firms listed in the German top 500, of which 106 are known to operate over-
seas R&D facilities. Forty-nine firms agreed to participate, leading to an overall
response rate of 46%. We limited our study to subsidiaries of German firms,
since prior research showed that national origin might influence the use of coor-
dination instruments (Bartlett/Ghoshal 1989, Harzing 1999, Cantwell/Janne
1999). The responding firms spend 66% of all privately funded R&D in Ger-
many, and provide a representative picture of German technological activities.
Targeting vice presidents of R&D at the headquarter level as respondents, we
faced both theoretical and practical challenges. While it would have been advan-
tageous to obtain some of our measures at the subsidiary level, we felt that our
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key measures, “subsidiary mandate” and “unit performance”, might be biased
when taken at the subsidiary level. We therefore decided to follow the suggestion
of Ghoshal and Nohria (1989) and Roth et al. (1991) obtaining data from head-
quarters only, because subsidiary managers might be partial when providing an
assessment of their own CoE’s performance (Roth et al. 1991).

Data and Measures

Data were obtained on the strategic mission of the subsidiary, its external em-
beddedness and market scope, as well as on the degree of social control applied
to the unit under investigation. In addition we collected data on unit success.
(For a detailed description of the measures see appendix.)

To isolate Centers of Excellence from other overseas R&D investments, we
decided to use a traditional approach. Qualifying units would have a clear man-
date to augment the firm’s capabilities, and would need to be sufficiently
equipped with resources to be able to do so. The questionnaire items used to
assess these two dimensions are provided in the appendix. As in prior studies,
our technological mandate variable appeared to be bi-modal (Kuemmerle 1999),
and was subsequently split at the 50% mark, resulting in two distinct categories:
one being “augmenting” (creating) firm capabilities and the other “exploiting”
existing capabilities. Using our second measure, “task interdependence”, which
we dichotomized by using a median split, we obtained a total of four strategic
mandates: Local adaptors, Integrated Research Units, Global Development Units
and Centers of Excellence. Only those units which had low task-related interde-
pendencies (i.e., were in the possession of all critical resources), and had a clear
focus on enhancing (augmenting) the firms’ capabilities were classified as CoE
(see Exhibit 1).

We also obtained some data on the external embeddedness of the unit and its
market scope to validate our CoE measure. External embeddedness was assessed
following von Boehmer’s (1995) approach, using a graphical presentation of the
subsidiary and all possible cooperation partners. Managers were asked to indi-
cate partners, and in a second step rate the importance of the existing coopera-
tion. (For a detailed description see appendix). According to our arguments
above, we expected CoEs to be highly embedded into the local research commu-
nity. A second measure asked managers to indicate the market scope of the sub-
sidiary by categorizing it as local, regional or global. In relation to all other
subsidiaries we expected CoEs to be globally oriented.

The other central variable, socialization, was assessed by using a three-item
scale similar to the one used by Harzing (1999) and Martinez and Jarillo (1991).
Managers were to indicate the degree to which values are shared, the use of
expatriates as a means of control, and the frequency of R&D personnel exchange
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Figure 1. Identifying Centers of Excellence
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between units. The items were measured on a five-point scale originally used by
Martinez and Jarillo (1991) which was slightly modified to suit the specific pur-
pose of our study. Cronbach’s alpha for our scale was 0.67.

Measuring subsidiary success in an international setting is an unresolved is-
sue in international business research (Venkatraman/Ramanujam 1986, Brockhoff
1998). R&D success was measured directly, and in relation to predefined goals.
The performance scale was adapted from Schmaul (1995) and encompassed two
categories: meeting predefined technical goals (technical success), and meeting
time as well as budgetary goals (economic success). The same approach was
used in several studies and is considered a valid instrument (Hauschildt 1991,
Brockhoff 1998, Schmaul 1995). In addition we collected profitability and return
on sales data.

Results

Preliminary tests were used to determine the validity of the study. First, using
cross-tabulation we examined the market scope and compared it to the sample as
a whole. Ninety-five percent of our CoEs were global in focus, as compared to
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Table 1. One way ANOVA - Network Partner and Mission of the R&D Unit

Strategic Mission®
Mean scores

Network partners 1 2 3 4 F-Value
(n=47) (n=19) (n=46) (n=20)

external partners:

Competitors 0,44 0,24 0,25 0,18 0,131
Suppliers 1,71 1,82 0,80 1,16 3,755%
Customers 2,33 1,94 1,40 1,83 3,656*
Other Firms 0,49 0,88 0,35 0,67 1,345
Private Research Institutions 0,60 0,88 1,25 0,40 3,491*
Universities 0,97 1,47 1,30 0,65 2,917*
Governmental Agencies 0,51 0,71 0,45 0,44 0,440
internal partners:

Central R&D 1,82 141 2,55 2,45 6,101**
other (internal) R&D Unit 1,36 124 1,85 1,86 2,199*
local Production/Marketing 2,24 1,64 0,95 1,88 4314*
other (internal) Production/Marketing 1,09 0,94 0,65 1,00 0,771

? (1) Local Adaptors, (2) Center of Excellence, (3) Integrated Research Unit, (4) Global Develop-
ment Unit

*p<0,01.

**p < 0,001.

54% for the sample as a whole. The remaining CoEs had at least a regional
scope, providing support for our measure. Second, we were interested if, as sta-
ted, these centers were integrated into the local research community. To that end
we conducted a one-way ANOVA. Results are reported in Table 1. The first col-
umn identifies the cooperation partner, the following columns reflect the mean-
scores, while the last reports the F-value. In case of significantly higher coopera-
tion intensity, our findings are highlighted in bold. Significantly lower coopera-
tion intensities we marked with a dash. The results show that CoEs are heavily
embedded in the local research community, particularly private research institu-
tions, universities, and government. Interestingly, CoEs not only possess strong
ties to the respective research communities, but also to suppliers and customers.
This may be an indication that CoEs are not only striving to obtain technology
driven innovations but also to seek market driven innovations.

As a second step a one-way ANOVA was used to compare socialization in-
tensity in CoEs with the whole population. The results are presented in Table 2.
The exhibit shows that social control is lower in CoEs than in all other units. By
utilizing a Sheffé test, we subsequently tested for significant differences among
the individual groups. The results confirm that CoEs are subject to significantly
less socialization than two of the three other types (global development units
and integrated research units). With respect to the local adaptor role, no signifi-
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Table 2. One way ANOVA - Use of Socialization as a Means of Control in CoE

Strategic Mission®

1 2 3 4 F-Value
(n=47) (n=19) (n=46) (n=20)
Use of Social Control 2,61 2,14 337 3,04 8,49%

(1) Local Adaptors, (2) Center of Excellence, (3) Integrated Research Unit, (4) Global Develop-
ment Unit
*p < 0,001.

cant relationship was observed and socialization was relatively low. The issue
will be discussed in greater depth later on. Overall, the results confirm our argu-
ment. As predicted, the degree of social control in CoEs is much lower as com-
pared to other units. This is support for Hypothesis 1.

In a final step we correlated the success measures with the social control
variable. First, we conducted a factor analysis using varimax rotation obtaining
two factors, economical and technical success, with all variables loading on one
of them. Using the regression scores of these two factors, we subsequently per-
formed a correlation analysis. The results of this analysis are reported in Table
3. Negative correlation would provide support for our second hypothesis, since a
higher degree of social control should result in less success of a CoE.

The results of the statistical analysis provide partial support for Hypothesis
2, since only the correlations with technical success are significant, as well as
negative. Our economic indicators, time goals and budgetary goals, were not
found to be related to the degree of social control. Neither was it found that
higher socialization would lead to significantly lower profits or returns on sale.
We will return to this issue, as well as to other results in the concluding section.

Finally, in the spirit of exploratory research, we applied the same analysis to
the remaining three subsidiary types. Although we did not set out to develop a
theoretical framework for dealing with these units, we felt that investigating the
relationship between socialization and performance for these units would enrich
the presentation of results and lead to further research. The results reveal an
interesting pattern. While no significant relationships with respect to technical
success were found, both integrated research units and local adaptors show sig-

Table 3. Social Control and Success in German CoE

Technical Success Economic Success ~ Profit 1999  Return on Sales
Social Control ~ -0.624 0.356 -0.284 -0.211
Sig. level 0.072 0.347 0.347 0.534
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nificant positive correlations with respect to our economic success criterion
(r=0,822, p=0,004 and r=0,535; p=0,001 respectively). These results seem
to indicate that in subsidiaries that are not self-sufficient units or subsidiaries
that are mandated to locally exploit firms’ capabilities, high degrees of social
control may enhance efficiency.

Discussion and Conclusion

In this paper we advanced an argument challenging the appropriateness of high
social control in offshore centers of excellence. Social control has been advo-
cated by various authors as the superior means of control for strategic lead units.
Prior studies often failed, however, to confirm this notion. Building on social
network theory, and recognizing the CoE as a highly embedded unit with the
mandate to innovate, we expected a negative link between high social control
and CoE performance. The MNCs in our study refrain from imposing strong
social control on their CoE. If they do, we find that strong social control is ne-
gatively related to technical performance. These results are well in support of
Hansen (1999), who argues that social control, or strong ties among CoEs, may
inhibit effective search processes by impeding effective knowledge acquisition.
Our empirical findings also support Egelhoff’s (1999) suggestion that social con-
trol tends to counteract the integration of the CoE into the local research com-
munity, thereby inhibiting the acquisition and creation of new knowledge and as
a consequence technical performance.

While we found a negative impact of social control on technical perform-
ance, the results do not allow similar conclusions for economic performance.
This may be primarily due to noise in the economic performance data. One re-
viewer suggested that technical success is probably the area where the limita-
tions caused by corporate socialization would be most noticeable, since
economic success will most probably reflect a large number of confounding fac-
tors. Statistically significant results with respect to economic success and sociali-
zation for two of the other roles lead us to speculate in yet another direction. In
granting the CoE some leeway to pursue technical goals, the MNC may allow
the CoE to trade technical for short-term economic success. This is plausible for
two reasons. First, researchers and scientists have a natural inclination to disre-
gard the constraints of economic imperatives, and tend to regard creative free-
dom as a basic right in the pursuit of technical and scientific advances. Second,
the MNC may willingly trade economic success recognizing synergistic benefits
at the systems level or down the road. Significant and positive correlations be-
tween socialization and economic performance for local adaptors seem to lend
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support to this argument, since in units aiming to implement existing knowledge,
strong ties or high degrees of socialization have positive performance effects.

Extending this line of reasoning, we foresee an interesting research agenda:
In this paper the theoretical argument developed focused on the creation and
augmentation of corporate capabilities abroad. Yet, dissemination, or dispersion
of the gain associated with them, seems to be just as important for CoEs (Frost
et al. 2002, Paterson/Brock 2002). Unfortunately, this issue could not be ad-
dressed with our research design, since it would have required measuring per-
formance as a function of transmitted knowledge. Yet, as argued, evidence from
our local adaptors tells us that knowledge dissemination might be facilitated
through high degrees of socialization. In this sense organizations might ulti-
mately be faced with a paradox: On one hand, headquarters may be well advised
to retain low socialization to enhance CoE capability to innovate, on the other
hand sharing innovations and newfound know-how may increase pressures to es-
tablish high levels of socialization. Asakawa (2001), studying Japanese R&D in-
vestments abroad, noticed a breakdown of social control. His research showed
that subsidiaries’ roles evolved over time, and suggested that headquarters should
adapt control accordingly (Asakawa 2001). This is an indication that the right
dose of socialization may be a matter of timing as well as the nature of the tasks
performed.

As a note of caution, our sample contains only Centers of Excellence of Ger-
man national origin and the results may vary by MNC national origin. Secondly,
our research design assumes a dyadic headquarter subsidiary relationship. While
our own field research revealed that this assumption holds in R&D, this may not
be the case in other areas. Finally, the design of the study does not allow inter-
pretations concerning cause-effect relationships. Perhaps qualitative research
could enrich the presented results.

Appendix

Measurement of Variables
Socialization

Based on Martinez/Jarillo (1991) and Harzing (1999) we measured socialization
on a three-item Likert type scale (ranging from 1 “used rarely” to 5 “used very
frequently”) that asked respondents to indicate the extent to which the headquar-
ters used (i) transfer of managers, (ii) transfer of R&D personnel, and (iii) the
degree to which the local managers share the common values of the headquarter

mir vol. 44 - Special Issue - 2004/2 61



Bjoérn Ambos/Wolf D. Reitsperger

managers (ranging from 1 “no common values” to 5 “identical values”), to coor-
dinate and control the respective subsidiary. Cronbach’s alpha for our scale was
0.67.

Technological Mandate

Based on Kuemmerle (1997, 1999) the technological mandate was assessed as a
constant sum scale. Managers were asked to indicate the percentage of personnel
in the laboratory working on capability augmenting as compared to capability
exploiting projects. Definitions of the constructs were provided in the question-
naire. The resulting variable was strongly bi-modal, and was subsequently split
at the 50% mark for subsequent analysis.

Task-related Interdependence

Following Harzing (1999) and Conger (1992), task-related interdependence was
operationalized on a six point scale, asking for the percentage of work that was
received from other units versus the percentage of work that was passed forward
to other units respectively. Our final measure was a composite index of these
two aspects.

R&D Laboratory Success

Following Brockhoff (1990, 1998) and Schmaul (1995) performance was mea-
sured directly at the R&D function by asking respondents to indicate the degree
to which the focal R&D unit achieved or failed to adhere to pre-specified techni-
cal, time and budget goals. Sample items included: “What is the average time
overrun?” and “Indicate the average share of projects completed successfully?”

Market Scope

This construct was measured as a categorical variable. Respondents were asked
to indicate whether the unit predominantly focused on local, regional, or global
markets.

External Embeddedness

Based on von Boehmer (1995) we used a graphical scale to obtain information
on a total of seven external, as well as four internal cooperation partners. For the
exact wording see below:
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The chart below shows the local R&D lab and a number of organizational units
internal and external to the company.

Example:
- Please lden”fy . us C:OOperathn Local Govermment o b stz Headquarien R&D OrberRED ity
partners by drawing a line. o8 e s 3 e
— Indicate the intensity of the coop- Unees Locu e s
eration by assigning them a num- P R @ N
ber from 1 (low) to 3 (high) e /2 e Company
Cusomers Suppliers Compeutary

l=low 2=medium 3 =high

Local Government or other Institution Headquarters R&D Other R&D Facility
(e.g. European Community) of the Company
Universities Local Manufacturing/Sales

Private Research
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