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Abstr act

Recent events affecting nany Asian econom es denonstrate the
potential turbul ence to which national econom es are subject in
the present world econom c environnent. How do firns position
thenselves in a particul ar product nmarket, industry, financial
configuration etc., to respond to changing economc realities and
simul taneously maintain the conpetencies required for long term
success? Inportantly while existing capabilities affect strategic
deci sions involving positioning within a firms environnment the
reverse is equally true. Afirms positioning along a set of
vari abl e continua (such as exchange rate exposure) gives rise to
its capability sets. Strategic decisions are framed in terns of
current capabilities but then inplicitly affect the trajectory of
future strategic capabilities as well. Firnms in energing
econom es are at particular risk of turbulent environnents

eroding their core conpetencies.



I nt roducti on

Recent events causing the collapse of the currency val ue of
several Asian econoni es denonstrate the potential turbul ence to
whi ch econom es are subject in the present world econom c
environnent. This is true particularly regarding the high degree
of exchange rates volatility. How do firnms position thenselves in
a particular product market, industry, financial configuration
etc., to respond to changing economc realities and
simul taneously maintain the conpetencies required for long term
success?

Thi s paper exam nes the inpact of exchange rate turbul ence
on the nmai ntenance of existing core conpetencies and the
devel opnent of new ones. Wiile capabilities affect strategic
deci sions involving positioning within a firmis environnent the
reverse is equally true.

Afirms positioning along a set of variable continua (such
as exchange rate exposure) gives rise to its capability sets.
Strategic decisions are franed in terns of current capabilities
but inplicitly affect the trajectory of future strategic
capabilities such as the managenent of exchange rate volatility
as well. In order to be successful in the long run future
strategic capabilities nust be planned for and then sustai ned
regardless of difficult inmediate circunstances.

Firms in energing economes are at particular risk of



turbul ent environnents (including volatile exchange rates, high
inflation, and high interest rates) eroding their core
conpetencies. Conpared with firnms in devel oped econom es those in
energi ng economes are obliged to nmaintain a high |evel of
flexibility to cope successfully with their environnment.

For individuals in energing econom es who are innovative in
efficiently creating flexibility the return to entrepreneurship
shoul d be higher than that in devel oped economi es. Not only m ght
flexibility be a conpetency | eading to sustai nable conpetitive
advantage, it may also be a conpetency leading to survival in
ener gi ng econom es.

CORE COVPETENCI ES

Fi rm performance has been the subject of exam nation for as
| ong as busi ness has been studi ed. Recently core conpetencies
have been a central thenme of strategy research. This inward
| ooking field stands in juxtaposition to the old structure,
conduct, performance (SCP) paradi gm which held that industry
menber shi p and behavior within that industry were the primry
determ nates of success. This shift in thinking has occurred as
busi ness environnents have becone nore volatile and dynam c
representations of strategy have becone better explanations of
real world performance than older nore static representations of
st abl er busi ness environnments (Wnter, 1999). Core conpetency

nodel s therefore have particular salience to firns in nore



vol atil e enmergi ng econom es.

The managenent of core conpetencies is one of the npst
i nportant strategic challenges facing a firmgiven their crucial
relationship to superior profitability. Once created, core
conpet enci es cannot be sinply stockpiled for use when needed.

Rat her, these core conpetencies require constant use to nmaintain
corporate fitness (Teece, 1990). Thus firns wherever situated and
i n what ever circunstances nust view their managenent as a
strategic issue.

The mai nt enance of corporate fitness not only requires
i nvestnment in existing conpetencies but also the acquisition and
devel opnent of new ones. Consequently, one of a firms key issues
i n mai ntaining corporate conpetitive advantage involves striking
t he proper bal ance between the devel opment of new conpetencies
and the inprovenent of existing ones (Penrose, 1959; Rubin, 1973;
Wernerfelt, 1984). Exanples of this tradeoff abound in firns
whi ch conduct a high | evel of R&D.

Highly intensive R& firns nust carefully consider what
percentage of sales to plow back into research. Merck, a firm in
the ethical pharmaceutical industry, routinely puts el even
percent of sales into R& (Mahoney and Wnter, 1996).

What ever this bal ance between the devel opnent of new
conpetenci es and the inprovenent of existing ones investnent in

future capabilities nust always continue. This is true even in



4
ti mes of econom c duress now bei ng experienced by sone econom es

in econoni c duress.

STATI C AND DYNAM C PERSPECTI VES ON MANAG NG CORE COWVPETENCI ES

Conpetition and non-industry environnental factors (such as
exchange rates, inflation, interest rates, etc.) contribute to
the dynamic nature of a firms environment and hence to the val ue
of dynam c representations of core conpetencies.

In this paper we exam ne how vol atil e exchange rates
incentivize firnms to | ook away fromthe nanagenent of core
conpetencies to deal with the current crises and why this nust
not happen.

Firms nmust adapt to changes in their environnment (including
extrenme exchange rate changes) in a tinely manner. They nust be
proactive in building those capabilities which will be required
for the future in the face of exchange rate volatility.

Due to environnental changes, core conpetencies in one
context or historical era may not remain so in another. This may
be true of sone ASEAN economies as required skills for their
future success have changed as a direct function of their
previ ous success and subsequent integration in the gl obal
econony. | ndonesia, Ml aysia, and Thail and have been successful
in attracting foreign investnent. This investnent has raised the

standard of living in these countries but has also left their



currency values vulnerable to the presence or absence of these
i nvestment inflows.

Now exposed to global capital flows, these econom es nust
experience the downside as well as the advantages of this gl obal
exposure and their relatively small place init.

Specul ators and hedge funds can easily drive down the val ue
of thinly traded currencies such as exists with these snall
econom es in the absence of offsetting investnent inflows. The
probl em faci ng many conpani es in |Indonesia, Mlaysia, and
Thail and is having assets denominated in |ocal currencies while
having liabilities denomnated in foreign hard currencies. It is
this msmatch of assets of liabilities which contributes to
probl ens arising fromthe extrene deval uati on of these | ocal
currenci es.

Uni que historical conditions, as well as causal anbiguity
and social conplexity, contribute to changing firm strategies
(Li ppman and Runelt, 1982; Reed and DeFillippi, 1990; Mahoney and
Wnter, 1996). Due to their flexibility, intangible resources and
capabilities are nost likely to have adaptive characteristics in
turbul ent environnents. The know edge and savvy of nmanagers in
devel opi ng countries are inportant exanples of these intangible
resour ces.

Static perspectives of core conpetencies are applicable in

extrenely demandi ng environnents, for exanple a firmfacing a



turbul ent foreign exchange market may need to focus entirely on
managenent of that situation in order to survive in the short

run. They may be obliged to raise hard currencies under distress
conditions in order to satisfy their creditors. However, firns
must survive in the long run as well. A firms conpetitive
position must not erode any nore than necessary as their
currencies depreciate. Protection of their strategic position is
best acconplished with constant attention to their underlying
core conpetencies and devel opnent of new ones. By enploying a
dynam c perspective in their strategic positioning firnms both
respond to new conditions and create the foundation for |long-term
success. Managenent of foreign exchange exposure for conpanies in
| ndonesi a, Ml aysia, and Thailand through their treasury function
is a new conpetency which nust be nastered.

The appropriate application of dynam c perspectives of core
conpet enci es depend on conditions facing the firm. The bal ance
bet ween ‘present and future’ is reflected in the firnms |evel of
organi zational flexibility (Penrose, 1959; Wrnerfelt, 1984).

TURBULENT FOREI GN EXCHANGE MARKETS

In the present gl obal econom c order international trade is
increasingly inportant in fueling the economc growh of firns,
countries, and entire geopolitical spheres. This is particularly
true for devel opi ng econom es dependent on the existing narkets

of the industrialized worl d.



To the degree to which foreign exchange rates are constant,
change slowy, or predictably, difficulties due to fluctuations
in currency exchange are mnimzed. Difficulties are encountered
however when the these markets are mani pul ated or ot herw se
unduly chaotic and interfere with legitinmte economc
devel opnent, trade, and growth. Such mani pul ati on can occur
easily in the thinly traded currencies of small energing
econom es by large investnent firnms |located in hard currency
countries. This is what happened to the currencies of |ndonesi a,
Mal aysi a, and Thailand. Wiat is a firmto do in these

ci rcunst ances?

THE | MPACT OF FOREI GN EXCHANGE EXPOSURE ON FI RM S OPERATI ONS

Traditional foreign exchange analysis has primarily focused
an static terns of trade variables. For exanple, the nerchandi se
trade deficit between country A and country B. Differences in
factor endowrents, |abor rates, degree of capital intensity, etc.

G ven the present liquidity of foreign exchange markets the
desire to rapidly change the conposition of foreign denom nated
assets portfolios may cause nassive changes in the demand for
currencies unrelated to long-term econom c fundanentals. This may
occur when demand for a particular currency plumrets not due to
under |l yi ng econom ¢ fundanentals but rather to portfolio

decisions made in far off |ands. These decisions may bear no



relationship to anything other than these asset allocation
deci sions. This set of events hel ped create the downturn of sone
currencies in Southeast Asia. Foreign investnents in Indonesia,
Mal aysi a, and Thail and sl owed, starting the weakness in these
currencies

Firnms vary trenmendously in the inpact of currency exchange
rates fluctuations on their present and potential profitability.
At one extreme firms with both assets and liabilities denom nated
in the sane currency have little risk®. Qur focus is on firns
that are nore at risk. These firns tend towards the other
extrenme. They have assets and liabilities which are nostly
denom nated in different (hard) currencies than their own. Figure
1 lists sonme factors which affect the currency operating exposure

of individual firns.

! Although it may be impossible to avoid the effects of the macroeconomic upheaval in nations strongly
affected by these volatile exchange rate fluctuations. Furthermore the draconian measures sometimes
imposed by transnational organizations unnecessarily reducing domestic demand can have a deleterious
effect on even otherwise sound firms and indeed entire economies.



Fact or Operati ng Exposure

1 Vol une of Sales in D fferent Markets

2 Proportion of Sales in Different Markets

3 Mar ket Structure in which Conpetition Cccurs

4 Do Real Exchange Rates affect Qperating Profits

5 Sources of Raw Materials and Labor

6 Location of Production Facilities

7 Labor and Capital Intensity of Production Processes

8 Channel s of Distribution Enployed

9 Countries Capital Structure and Debt Level

10 Taxes, Subsidies, and other Policies of Governnments in
Production and Sal es | ocati ons

Table 1
To anal yze the effect of volatile exchange rates on an
i ndividual firnms performance strategi c managers nust realize that
there are many internal factors which are inportant(such as in
Table 1). Wile firns cannot affect foreign exchange narkets

t hensel ves they may be able to mtigate the influence of those
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markets on firmprofitability and viability.

An inportant beginning to this process is for the firmto
explicitly realize the inportance of an ability to nmanage foreign
exchange risk as a strategic priority. G obalization of markets
and high rates of technol ogi cal devel opnent have created a higher
degree of nmacroeconomc volatility reflected in exchange rates.
This volatility has an effect on the formati on and nai nt enance of
core conpetencies, tending to take attention away fromthemin
the short run.

Treasury functions of corporations nust do nore than sinply
manage direct currency risk, they nmust also devolve their
expertise to the operating unit |level as capabilities to deal
with currency volatility nust beconme firmwide. Simlarly,
informati on nmust ascend fromoperating units to treasury to
coordinate firmw de currency exposure and flexibility. This
coordination will assist a conpany in tinmes where currency
val uations are volatile. The applicability of having a treasury
function which operated in this way would be for firnms in
devel opi ng countries whether indigenous or subsidiaries of firns
from devel oped econom es.

The mai nt enance and devel opnent of core conpetencies still
remains crucial in the present environnent. Wrld technol ogi cal
trajectories remain unaffected by | ocalized currency volatility

in the developing world. Firns | ocated and doi ng busi ness in
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unaf fected nations progress unabated. It sinply is not a |ong
termoption for firns located in affected Asian economes to
abandon devel opnent of core conpetencies. To do so woul d cede a
per petual conpetitive advantage to firnms | ocated el sewhere.

The issue is one of nmanaging currency volatility in such a
way that it does not materially interfere with a firm s gl oba
conpetitiveness. This can only be acconplished by maintaining and
devel opi ng core conpetencies in all circunstances, even under
dur ess.

STRATEG C RESPONSES TO THE PRESENT ENVI RONVENT

Firms in nations with a recent history of high exchange rate
volatility may find thenselves in a precarious dilema. Short
term econom ¢ consi derations nmake the efficient use of resources
inperative for survival. A problemw th this my be that it can
result in the gutting of intangible capabilities in favor of the
preservation of nore tangi ble ones. This can also occur in firms
i n devel oped countries where managenent fails to invest in such
t hi ngs as machi nery nai ntenance, training, or information
t echnol ogy.

W say “nmaintain core conpetencies no nmatter what.” In
practice maintaining core conpetencies under duress is
probl ematic but the realization that this is needed shoul d not
be. Cearly the maintenance of core conpetencies which give

advantage in the near termw || take priority over the building
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of new conpetencies. This is done to best mtigate short-term
duress. But this can only last for a short while. As in al
things the long term quickly becones the near term Duress in the
near term should set the stage for a new round of conpetency
bui |l ding based on the firns present experience. These new
conpetencies will formthe basis od future sustainable
conpetitive advant age.

A solution to this seem ng conundrumis partially reached
through the realization that core conpetencies being know edge
based and not only do not interfere with recovery from econom c
set backs, they aid in the process. In this instance reconfiguring
to handl e exchange rate volatility is the devel opnment of a new
set of core conpetencies.

This line of logic is in fact a single application of a
broader thene: core conpetencies cannot be sacrificed to
tenporary econom c set backs. Core conpetencies not only support
future conpetitive advantage they are required for long termfirm
survival. To abdicate the maintenance and devel opnent of core
conpetencies is tantanount to surrender and is appropriate only
i n harvest strategies.

Thi s paper has al ready suggested sone responses to the
vol atil e exchange rate reginmes (see Figure 1). Firns nust
understand their exposure in a sophisticated manner. Know edge

regardi ng the inpact of currency depreciation or appreciation
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must be integral to all |evels of organi zati ons based or doi ng
busi ness in non-reserve currency nations? This is particularly
true for rapidly devel oping econom es subject to the vagaries of
foreign capital investnent.

The role of treasury nust becone strategic and proactive
creating the degree of flexibility which allows a firmto nanage
vol atil e exchange rate fluctuations. W are referring to firnms in
devel opi ng countries with di spersed geographi cal operations.
Questions such as the |ocation of production facilities and the
ability to rapidly shift focus anong markets becone paranount.
| ssues involving | abor rates, labor intensity, inflation, and
cost of capital under different scenarios nust be exam ned,
proj ected, and whenever possible pl anned.

Di stribution channels and market structure may be affected

in these circunstances. Firns nust imgine and plan for these

2 Firms based in hard currency nations are not immune to the vagaries of currency fluctuations. This is
particularly true if they have important markets in nations subject to these extreme volatility. Nonetheless
hard currency fluctuations are generally less extreme and occur over a longer time period, thus being less
problematical.
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effects. An awareness of what drives |ocal markets and the effect
of external forces is inportant.

Recent high real estate appreciation in many ASEAN nations
reflected portfolio decisions nmade by investors in Anmerica and
Europe rather than |ocal econom c considerations. Local
currencies were artificially high because of foreign demand for
assets denom nated in them Although the policies of national
governnments may have contributed to the problem when demand for
new assets abruptly fell off the result were preordai ned.

Managers nust attenpt to evaluate the reasons behind the
demand for currencies. |Is a currency rising because that country
has a merchandi se account surplus or because of strong demand for
i nvestnments denom nated in that currency? A manager can easily
see that in situations with high currency appreciation and no
current account surplus that this appreciation is due to
i nvest nent denmand.

Care nust be taken in situations where foreign portfolio
deci sions drive asset and currency val ues. Predictably, once
foreign investors have arrived at their preferred exposure |evels
then demand for the local currency wll fall off. This is a
particular problemfor relatively small economes as they are
nore vul nerable to smaller scale disturbances. It is inportant to
note that portfolio disinvestnent is not required for currencies

to tunble, sinply a significant drop in new i nvestnent.
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VWhile we prefer stability we should not viewit as an end in
and of itself. There are nunerous exanples of econom es which
have rel atively stabl e exchange rates and are goi ng nowhere with
little international investnent interest. Sonetinmes the fact that
nothing is changi ng nmeans nothing i s happening and vice versa.

Many devel opi ng econom es have used Japan as their nodel
wWth its export driven orientation. The problemw th this lies in
the fact that even if successful one’'s economc fate is tied to
t he behavior of others. This also true when one inports great
anmounts of investnent capital. In the first case one relies on
demand for goods and services generated by others, in the second
one depends on the portfolio decisions of external actors?3.

Clearly, sonme novenent towards a nore bal anced econony based
on donestic demand m ght be hel pful in danpening foreign exchange
fluctuations. Firns can influence this collectively by adopting a
strategy which increases donestic demand through such things as
the extension of credit and the nmanufacture of products suited to

the I ocal market. This should not be done at the expense of

3 Although one should be gratified by the confidence expressed by such investments, however volatile.
This is not the worst problem to have.
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foreign markets but as an adjunct to it. A greater proportion of
output is donestically absorbed and does not involve the foreign
exchange markets. Governnent policy should support such a
restructuring.

Hi gh donestic savings rates offer no relief fromcurrency
fluctuations and nay actually be counterproductive in periods of
high capital inflows fromoutside the country. It is certainly
true that contractionary fiscal and/or nonetary policy is not an
appropriate response in this situation. It nerely aggravates the
probl em si nce excess donestic demand was never the issue in the
first place. In fact there is every reason to believe that
stimul ating the econonmy woul d be of greater val ue*.

In any event, strategi c managers nust understand the manner
in which these dynam cs play out. National governnents and
transnati onal organi zati ons nake deci sions affecting the business
environnent and firns nust be prepared to deal with these
decisions, illconceived or not.

CONCLUSI ON

* Measures to convert savings into demand are appropriate.
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The recent buffeting of economes in Asia has presented
| ocal managers® with sonme difficult strategic decisions. This
paper has indicated that the continued mai nt enance and
devel opnent of core conpetencies remains essential. The
devel opnent of a nodel by which to approach exchange rate
volatility is also called for. Figure 1 presents a sophisticated
starting point for this type of analysis.

Exposure to fluctuating exchange rates is specific to each
firmand nust be dealt with uniquely. Awareness of this strategic
i ssue nust perneate the firmat all |evels. Managi ng currency
risk is not the exclusive responsibility of treasury. It nust be
shared with operations as well.

Hi storically, developnent of inportant new capabilities has
arisen fromnecessity nmuch nore often than foresight. Toyota
devel oped fl exible manufacturing and the just in time (JIT)

i nventory system because of an inability to imtate Anerican auto
production techni ques. DuPont originated the multi-divisional
structure because of econom c duress. Wal Mart invented its own

di stribution channels when traditional channels woul dn’t

accommpdate it.

® And governments.
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In all these cases the skills devel oped to adapt to adverse
situations later allowed these firns to conpete advantageously
with older skill sets they could not originally acquire or
imtate.

It wll be interesting to see how firns in countries
adversely affected by recent exchange rate volatility fare.
Undoubt ably sonme wll fail, but others wll prosper and those
skills devel oped in response to the present environnment nmay
portend conpetitive advantage in the future. Firnms should as a
matter of philosophy plan to cone out the present situation

better than ever, not sinply plan to survive®,

® The present chicken little prospects offered by pundits regarding the ASEAN block should
be taken with a healthy dose scepticism. For those with a long term perspective now may be a
uniquely favorable time to invest in some of these economies.
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