SUMMARY Faced with increasing European and global competition and



brief O
N

icy

bruegelpol

* For a theory of the
international organisa-
tion of production see
Pol Antras and Elhanan
Helpman (2004), for
global sourcing strate-
gies of European firms
see Dalia Marin (2006),
for the 'new new theo-
ries' of international
trade, see Elhanan
Helpman, Dalia Marin,
Thierry Verdier (2008).

? For corporate reorgani-
sation of European
firms, see Dalia Marin
and Thierry Verdier
(2008).

THE NEW CORPORATION IN EUROPE

IN THE LAST 15 YEARS global trade
and investment have undergone
dramatic change as a result of
opening markets and increased
global competition. There is much
empirical evidence to show that
international trade is growing
mainly through an increase in
trade in input goods, and in
particular through a rise in intra-
firm trade — international ‘slicing
up’ of the value chain within multi-
national corporations. According
to one estimate, trade in input
goods has accounted for a third of
the increase in global trade since
1970 (Hummels et al, 1998) and
global investment outflows
increased more than fourfold
between 1990 and 2005, from
US$ 202 billion to US$ 916 billion
(World Investment Report 20086,
UNCTAD). Within the EU27, intra-
firm imports currently range from
one quarter to two thirds of total
imports between old and new EU
member states, smaller countries
having a higher volume of intra-
firm trade than larger ones".

A second key change in the way
international corporations are
organised is the trend towards
flatter hierarchies — devolving con-
trol and management down the
corporate chain of command. This
delegation of decision-making
power, from top management in
the parent company to middle
management, is driven to a signifi-
cant extent by a need to attract
and retain high-skill workers in an
environment of tougher global
competition for talent?.

The question that then arises is
whether there is evidence that the
two big changes in corporate con-
figuration described above are
linked; in other words whether

firms confronting increased inter-
national competition and a battle
for talent are renewing themselves
both in terms of physical structure
and chain of command.

Why does it matter how firms are
organised? It matters for several
reasons.  Recent  research
suggests (Bloom and Van Reenen,
2007) that, apart from bringing
the obvious cost savings, organi-
sational factors and competitive
edge are correlated in various
ways. Firms with ‘better’ organisa-
tion tend, for example, to introduce
new information technologies
faster and tend to perform better in
terms of productivity, market
share and profits. The difference in
organisational capital between
United States and European firms
might explain in part why Europe
has been trailing the US recently in
productivity growth.

This Policy Brief examines the rise
of the ‘new corporation’ in Europe.
It uses firm-level data from
Germany and Austria to document
offshoring to eastern Europe and
to illustrate how increases in inter-
national ~ competition  have
triggered a change in the way
businesses are organised. It

explores how firms have switched
to more decentralised, less hierar-
chical decision-making, and have
empowered their high-skill work-
ers in order to retain talent within
the firm. Finally, the Policy Brief
draws conclusions from the find-
ings and examines the challenges
these organisational changes
pose for policymakers, in
particular in the areas of EU neigh-
bourhood and trade policies.

1. THE NEW CORPORATION

With the fall of communism and
the opening of markets to eastern
Europe in 1989 European firms
were able to expand into new mar-
kets as well as to find new sources
of supply of lower-cost labour and
inputs. With the surge in liberalisa-
tion both at the European as well
as at the international level in the
last 15 years, Europe has also con-
siderably increased its openness
(from 42 percent to 61 percent,
see Box). The resulting increase in
competitive pressure both from
eastern Europe and the rest of the
world has been a driving force
behind the search for more effi-
cient modes of organisation.
Furthermore, tougher international
competition has made it more
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stakeholder’ in the firm in order to
prevent talent from leaving.

2. THE INTERNATIONAL
ORGANISATION OF PRODUCTION

But how prevalent is offshoring to
eastern Europe?

One way to answer this question is
to look at intra-firm trade — inter-
national trade that takes place
within multinational corporations
with subsidiaries in eastern
Europe. Table 1 shows estimates
of the share of intra-firm imports in
total imports from eastern Europe
between 1997 and 2000 for the
corporations sampled. Intra-firm
trade with eastern Europe is a
dominant  phenomenon  in
Austria’s trade: 68.5 percent of
Austria’s imports from eastern
Europe are made up of goods from
Austrian  subsidiaries.  For
Germany, intra-firm trade repre-
sents a sizeable 21.6 percent of
imports from eastern Europe.
Indeed, goods from German sub-
sidiaries in Slovakia and Hungary
account, respectively, for a hefty
65 percent and 40 percent of
German imports from these
countries. In sum, the pattern of
intra-firm trade that has emerged
between some of the older EU
member states and eastern
Europe clearly suggests that off-
shoring has become a significant
phenomenon for European firms.
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Perhaps the most dramatic
change observed in the last 15 05
70 years — and corroborated by the —
60 | data in this survey — is that the Q
- ‘ s fhat Ih 3
5 nature of the corporation itself is —
E changing. Human capital has -g’
S 40 become the ‘new stakeholder’ in 9
g 0 the f|rm.. The enterprise of the 'past -6'
g was defined by the ownership of o,
g 2 physical assets. Ownership of e
10 physical capital was the primary (@)
0 source of power in the enterprise. b}
Less than 2 years 2-8years More than 9 years In contrast, in many enterprises E
Age of organisation today human capital and talent o)

rather than plant and machinery
are the critical assets. Innovative
and customised solutions are the
key source of profits. Thus, the
enterprise’'s  workforce  has
become an important source of
value to the firm. At the same time,
however, due to increased open-
ness human capital and talent
have more opportunities than
before for professional mobility.
Thus, a key focus of corporate gov-
ernance today is how firms can
woo and keep talent.

Evidence for this trend is to be
found in Figure 6, overleaf, which

competition becomes very tough,
it seems from the evidence that
firms ‘play safe’ and re-centralise
power>,

Figure 5 illustrates the above rela-
tionship between the number of
foreign competitors and the level
of decision-making in corporations
in Austria and Germany. Firms are
ranked by their level of decentrali-
sation of decision-making for 16
corporate decisions, where 1 rep-
resents a decision taken by the
CEQ at the top of the organisation
(centralised firm) and 5 a decision
taken at the divisional level
(decentralised firm).
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shows that more skill-intensive
corporations in Germany — COrpo-
rations with a larger share of work-
ers with a university education —
tend to have more decentralised
corporate hierarchies with power
delegated to the divisional level.

4. CONCLUSIONS AND POLICY
CHALLENGE

We may draw two general conclu-
sions from the evidence and
analysis in this Policy Brief:

The integration of the newer mem-
ber states of the EU into the
European economy is contributing
to keeping firms — and thus added
value — in Europe at a time of
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ABOUT BRUEGEL

Bruegel is a European think tank devoted to international economics. It started operations in Brussels in 2005
as a Belgian non-profit international organisation supported by European governments and leading corpora-
tions. Bruegel seeks to contribute to the quality of economic policymaking in Europe through open, facts-
based and policy-relevant research, analysis and discussion.

Bruegel issues a range of publications. Bruegel Policy Briefs provide concise, topical analysis targeted at an
audience of executives and policy decision-makers, with an emphasis on concrete policy orientation. The
Bruegel Blueprint Series provides comprehensive analysis and policy recommendations on central questions
of the moment. Bruegel Policy Contributions are responses to requests by policymakers or public bodies,
including testimonies at hearings or responses to public consultation. Bruegel and its researchers also pub-
lish working papers, op-eds, collaborative papers with other organisations, and essays. ‘The new corporation
in Europe’ is the seventh Bruegel Policy Brief to be published in 2008.

Bruegel's research is independent and does not represent the views of its board or members. For a full picture
of Bruegel activities and publications, visit the website at www.bruegel.org.

BRUEGEL BLUEPRINTS

The Bruegel Blueprint Series consists of longer reports, going beyond economic analysis to
make detailed recommendations to policymakers. Five Bruegel Blueprints have been
published:

1 Energy: choices for Europe (March 2007)
Can Europe's nations go alone in their quest for a secure, competitive and environmentally-
sustainable energy future? Or will this lead to a dispersion of effort, even to mutually undercut-
ting national policies?

2 The global accounting experiment (April 2007)
Accounting standard-setting is a frontier experiment in international governance, where private initiative can
succeed in solving a collective problem that nation-states could not tackle effectively.

3 The happy few: the internationalisation of European firms (November 2007)
The 2007 report from the research network European Firms and International Markets (EFIM) is the first

Visit ,\‘.,\\7\39‘8" «& forinformation on Bruegel's activities and publications.
Bruegel - Rue de la Charité 33, B-1210 Brussels - phone (+32) 2 227 4210 {,t @8 8
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