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Today’s Talk

Relying on the affiliate-level data of Japanese multinational
firms, we investigate the characteristics of Japanese
affiliates of different regions and determinants of affiliates’
profitability. (“Kaigai Jigyo Katsudo Kihon Chosa” [Basic
Survey on Overseas Business Activities] collected by METI
for the period 1989-2002)

Characteristics of Japanese affiliates in different regions: Do
Japanese affiliates in China differ from those in other
regions?

Which factors determine affiliates’ profit rate in China? Do
these determinants differ from those in other regions?
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Why profitability is important?

Profitability (profit rate) is one of the representative
variables of corporate performance or efficiency.

It would be difficult to find a practical index as an alternative
to profit rate, particularly in international comparison.
(availability of deflators, quality of workers, technological
difference, etc.)

Economic interpretation of profit rate

Theoretically, ROA (return on asset, =profit/assets) is
determined by capital-labor ratio and by total factor
productivity (TFP). <If larger output is realized by less input,
TFP will be higher and therefore, profit rate will be higher.
At the macro-level, increase in TFP will raise the level of
welfare.>

If a firm misread demand and failed in profit maximization,
the profit rate would decline. The improvement in profit rate
is important in order to maximize economic welfare.
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What to do in order to increase
profitability?

Improve management efficiency

Improve productivity (more output with less
input)
- produce high-value product

- efficient procurement of materials, parts and
components

- technology transfer and upgrading
- better personnel management

Improve forecasting of market conditions and
sales performance
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What is Localization?

Many earlier studies have found that Japanese
affiliates are less localized than affiliates from
other countries.

Does localization contribute to efficiency
improvement?

<Localization>

- Sales in local market

- Purchase from suppliers in host country
- Assign local employees as managers
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Share of Expatriate Employees

Foreign Affiliates of Nonbank Parents

Japanese usS

1998 2001 1999
All countries 2.20% 2.30% 0.26%
USA 2.80%0 4.00%0
Canada 0.64%
EU 2.80% 3.30% 0.16%
Latin America 2.20% 1.90%6 0.20%6
China 2.10% 1.80% 0.12%6
Hong Kong 4.30%0 3.70% 0.64%
NIEs3 3.50% 3.20%
Singapore 0.35%
ASEAN4 1.60% 1.60%
Indonesia 0.97%
Thailand 0.10%
Japan 0.29%
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Local Sales Ratio for Foreign Affiliates (%)

Manufacturing Total Japanese UsS
2002 1999 2002

All countries 66.1 58.9 57.2
North America 87.2 — —

Canada n.a. 54.8 57.5
Europe 48.8 58.6 53.5

European Union 50.6 58.5 53.8
Latin America 53.3 65.2 61.3
Asia and Pacific 49.5 58.9 65.1

Japan — 90.2 90.1

China 48.1 63.1 66.1

Hong Kong 31.9 31.8 50.9

NIEs3 57.1 (D) 52.1

ASEAN4 43.6 31.6 (D)
General Machinery

China 29.9 87.2 56.5
Electrical Machinery

China 36.0 43.5 56.5
Transportation Equipment

China 75.9 74.3 (D)
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Question

Do localization efforts have a positive impact
on the profitability of MNEs’ affiliates?

Sakakibara and Yamawaki (2004) indicate:

Experience, local supplier network, local sales, and
macroeconomic conditions all affect the performance of
Japanese subsidiaries in a manner that differed by region.

_____ Affiliate-level data for 1990-96

4 regions: USA, EU, East Asia, and ASEAN (They do not
focus on China.)
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We focus on China...

As of 2005: 913 out of 1,661 firms (58%) listed on
the 1st Section of TSE had affiliates or
subsidiaries in China.

China has been the most popular destination for
outbound FDI by Japanese firms since 1995.
(JBIC survey)

The JBIC survey shows that in the 1990s,
Japanese firms were much less satisfied with
their business performance in China than other
regions. (Figure 1)

Other studies show that Japanese firms have not

been successful in increasing their market share
in China.
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Evaluation of overseas business performance by
Japanese MNEs (JBIC survey)

Evaluation criteria (against initial performance goal): 1.
Unsatisfactory 2. Somewhat unsatisfactory 3. Cannot say
either way 4. Somewhat satisfactory 5. Satisfactory.

The business performance in a host country is scored by
each firm and the above figures show the average score for
each region.

Satisfaction with the sales performance refers to sales
other than those to the parent company. Satisfaction with
profitability refers to returns on investment. Furthermore,
the evaluation is based on head offices' satisfaction with
the business performance in each country.
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Figure 1a. Evaluation of overseas business
performance by Japanese MNEs

(a) Evaluation of satisfaction with profitability
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Figure 1b. Evaluation of overseas business
performance by Japanese MNEs

(b) Evaluation of satisfaction with sales
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An Overview of Japanese MNES’
Overseas Mfg. Activities (Table 1)

1989
No. of affiliates ~ Sales amount (mil. yen) No. of workers
World Total 2,518  (100) 21,105,740 (100) 868,236 (100)
China 71 (3) 47,004 (0) 14,206 (2)
USA 594 (24) 11,729,540 (56) 268,178 (31)
EU15 324 (13) 2,908,151 (14) 81,906 9)
NIEs4 667 (26) 3,262,725 (15) 189,093 (22)
ASEAN4 567 23 1,754,341 8 189,937 22
2001
No. of affiliates ~ Sales amount (mil. yen) No. of workers
World Total 5,885  (100) 60,134,401 (100)  2.513.239 (100)
China 1,105 (19) 3,297,286 (5) 485,733 (19)
USA 1,055 (18) 26,058,120 (43) 453,051 (18)
EU15 689 (12) 9,464,855 (16) 234,247 9)
NIEs4 1,065 (18) 7,355,176 (12) 282,602 (11)
ASEAN4 1,469 (25) 8,465,804 (14) 829,682 (33)
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Table 2b. Inward FDI in China, by home country:
Cumulative No. and amount of investment

(b) Cumulative number and amount of mvestment of inward FDI projects (Unit: US$100 million)
No. of projects Amount of investments fulfilled
up t0 2003 up to 2004 up to0 2003 up to 2004

World Total 465,277  (100.0) 508,941  (100.0) 5,015 (100.0) 5,612 (100.0)
Hong Kong 224509 (48.3) 239228  (47.0) 22260 (444 2416 (43.0)
Japan 28400 (6.1) 31855 (6.3 44 (83) 468 (8.3)
Taiwan 60,180  (12.9) 64188  (12.6) 365 (73) 39  (1.1)
Macau 8407 (1.§) 9122 (18§) 52 (10) ST (L0)
Korea 21128 (5.8) 32753 (64) 197 (3.9 259 (4.6)
= [USA 41,340 (89) 45265  (8.9) 41 (88) 480 (8.6)
Canada 0941 (L5  793% (Lo 39 (08 45 (0.8
Europe 16,158 (3.5) 183581  (3.7) 319 (7.9) a1 (1.9
ASEAN-S 2,158 (45) 23314 (46) R0 (64) 350 (6.2)
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Figure 2. Return on Sales: Manufacturing
industry
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Table 3. Summary statistics, by region: Mean
values : All manufacturing industries for 2001

China USA EU15 NIEs4 ASEAN4
No. of observations 535 553 285 556 778
Profit on sales (ROS) 0.030 -0.005 0.010 0.039 0.053
Profit on assets (ROA) T 0.042 0.012 0.022 0.053 0.071
Sales amount (mil. yen) 3,058 22,597 10,526 6,174 5,057
Years in operation 7.0 14.4 14.1 171 12.3
Local procurement ratio 0.59 0.66 0.50 0.54 0.57
Local sales ratio 0.58 0.89 0.67 0.65 0.57
Japanese ownership ratio 0.73 0.92 0.92 0.78 0.75
Established by JV ¥ 0.66 0.24 0.20 0.43 0.60
Est. as a 100% owned ¥ 0.24 0.58 0.50 0.41 0.31
Established by acquisition ¥ 0.01 0.14 0.20 0.04 0.02
Est. (an equity stake) 0.08 0.04 0.11 0.12 0.07
CEO is a local 0.22 0.21 0.32 0.32 0.18
Sales manager is a local 0.56 0.62 0.73 0.59 0.38
Proc. manager is a local bs oonr 077 0.67 0.56

0.6 _0.74
M



Does the degree of localization determine
the profitability of overseas affiliates?

On average, Japanese affiliates in Asia tend to be
more profitable than those in the USA and the EU15.

Profitability and many of affiliate-specific
characteristics vary across regions and over time.

What are key determinants of profitability in each
region?

Maison franco-japonaise, May 25, 2007 18



Factors which may affect affiliates’
profitability (Regression analysis)

Estimate an equation:
Profit rate of affiliate (ordinary profit / sales)

= a*(Affiliate-specific characteristics)
+b*(industry-specific fixed effects)
+c*(year dummy)
+d*(country-specific fixed effects)
+ (constant term) + (error term)
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Affiliate-specific characteristics (1)
<Local procurement>

<Higher local procurement ratio> (+/-)

- Local backward linkages “are associated with
frequent information flows, which allow for quality
improvements, reduced delivery times, and fast
upgrading of designs in response to changing

demand conditions of final products.” (Belderbos,
et al. 2001)

- A greater local procurement ratio as a result of
local content requirements, may have a negative
impact on profitability.
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Affiliate-specific characteristics (2)
<Local sales>

<Higher local sales ratio> (+/-)

-> Greater sales in local market should result in
higher profits in market-seeking affiliates, when
MNEs have a competitive advantage over local firms.

- In vertical-FDI type affiliates, which are intended
as low-cost production and export bases to third
countries, the lower local sales ratio may be
associated with higher profits.
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Affiliate-specific characteristics (3)
<Assignment of local statt> (+)

- Local managers are better at negotiating with
local governments and firms than expatriates
from parent firms.

- If we assume that intra-firm technology
transfers have been achieved if local employees
can be found in management positions, affiliates
where more locals are found in positions of
responsibility can be considered to have
absorbed more technology or know-how.

Therefore, these affiliates may achieve better
performance.
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Affiliate-specific characteristics (4)

< Higher equity share owned by parent firms>
(+/-)

- Firms whose source of competitive advantages springs
from knowledge-based intangible assets may be motivated
to maintain tighter control over their foreign affiliates to
achieve better performance. Therefore, a higher equity
share is associated with higher profitability.

-> A greater ownership may result in lower profitability at the
affiliate if parent firms engage in transfer pricing with the
affiliates.

-> Joint ventures with local firms sometimes enjoy
advantages in negotiations with local governments and
with other local clients. In such cases, a higher ownership
ratio may not be always associated with higher profits.
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Affiliate-specific characteristics (5)
<Size and experience> (+)

-> Scale of an affiliate can be used as a proxy for
its market power and efficiency, and affiliates
with longer experience in a host country usually
have better location-specific skills and know-how

than new foreign entrants.

Therefore, the profitability of an affiliate should be
positively associated with its size and
experience.
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Table 6. Results of pooled OLS regression

China | USA | EUIS | NIEsd [ASEAN4

Size (Sales) + + + +
Age T + + +
Local procurement ratio + - - _
Local sales ratio - + + +
Japanese ownership ratio - — =
Local CEQ +

Local sales manager

I l\l\nl “I‘l\l\““l\ml\“‘ "AA NTA NIMNrFN 1L
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The results of OLS regressions

Size & experience 2 higher profitability
Japanese ownership ratio 2> lower profitability

The Effect of localization on profitability in China
differs from that in other regions.

In China:

(1) Local procurement ratio - positive

(2) Local sales ratio 2> negative

(3) Local CEO and procurement manager - positive

Which factors contribute to the different effects of
localization? Regulation, wage levels, industry
agglomeration, market size, purchasing power,

EtC? ? Maison franco-japonaise, May 25, 2007 26



Table 10. Determinants of affiliates' profitability:— with

WTO dummy , GDP, GDP per capita controlled

China | World

Local procurement ratio + -
(Local procurement ratio)*(Local wage levels) -

Local procurement)*(local industry agglomeration +
(Local procurement)*(WTO member)
Local sales ratio - +
(Local sales ratio)*(local purchasing power) +
(Local sales ratio)*(local market size) -

Local sales ratio)*(WTO member + +
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Estimation Results — with WTO dummy, GDP,
GDP per capita controlled

Local sales contribute to higher profitability in China
after the accession to WTO.

Countries where per-capita GDP is high:
local procurement-> -tive (high wage cost?)
local sales—> +tive (high purchasing power?)
Countries where GDP is large:
local procurement-> +tive (industry agglomeration?)
local sales—> -tive (market competition?)
China: low-wage labor & industrial infrastructure

=» Promoting local procurement & sales is an
important strategy to improve profitability in China.

Maison franco-japonaise, May 25, 2007 28



How local sales-oriented affiliates differ
from non-local sales-oriented affiliates?

Comparison of various characteristics between
local-sales oriented affiliates and not local sales-
oriented affiliates in China (Table 9).

(We calculate mean value of each variable and
compare the mean value between the two types of
affiliates.)

Local sales-oriented affiliates show a higher sales
growth rate on average.

-2 Local sales-oriented affiliates
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Table 9. Comparison of profitability and affiliates’

characteristics between local sales-oriented and not

local sales-oriented affiliates (2001)

No. of observations 113 113
Return on Sales 0.04 0.03
Return on Assets 0.04 0.05
Sales growth 0.03 0.01 ***
Age 6.83 7.65 **
Local procurement 0.71 0.52 ***
Local sales 0.94 0.22 cwx*
Jpn Ownership 0.69 0.79 ***
Local CEO 0.22 0.13 *
Local sales manager 0.56 0.53
Local proc manager 0.65 0.65
Joint-venture 0.76 0.58 H**
Wholly-owned 0.14 0.29 ***
Acquisition 0.00 0.03 *
Brnitc N 10 N 10
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Conclusion

Affiliates in China with a higher local sales ratio
tended to be less profitable --- a conspicuous
different pattern from that in other regions.

Affiliates’ profitability in China was positively
associated with their local procurement ratio.

After China’s WTO accession, firms with a higher
local sales ratio were more profitable.

Our interpretation: China’s relatively better industrial
infrastructure and a more abundant labor force result
In the positive impact of local procurement.
Regulations in favor of local firms may have been an
obstacle to improving the profitability of local sales.
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Our results suggest...

Promoting both local procurement and local sales
should have a positive impact on profitability of
affiliates in China as deregulation of foreign-owned
firms’ activities continues to make progress following
the country’s WTQO accession.

Although reluctance by Japanese affiliates to expand
local sales could sometimes be seen, our results
suggest that Japanese affiliates in China should
become more aggressive in penetrating the Chinese
local market and local industries.
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Thank you!

Keiko ITO
keiko-1@isc.senshu-u.ac.jp
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