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Abstract

This paper figures out IJV structure and mechanisms such as principal agency problems and hold–up problem in International Joint Ventures. Thereby it is appropriated to examine the relationship between the parental firms, and how they can elaborate the operation of the Board of Directors and the Joint Venture managers. This refers to an organization of activities, which had to be done in a single company, and now has to assimilate of two distinct companies. Specifically, by designing contracts and control mechanisms of BOD and parent firms, IJV is less likely to encounter with agency and hold up problem.   
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1 Introduction

Forming joint ventures become a common way to enter a new foreign market. However, it is not the easiest option to take, because it holds potential problems. The different cultural basis initiates misunderstandings in managing the new company, disagreements in the decision-making process or simply a different comprehension of commercial handling. Usually companies join a venture to expand to new geographical markets and develop

new projects with novel technology. 
Especially authorizations, duties, obligations and penalty clauses should be included in the contracts to set the structure for the prospective collaboration. Otherwise one of the partners could relapse to opportunistic behavior, and jeopardizes the other partner.   For this reason, it is essential to examine weather a contract is complete or incomplete. Furthermore, a contract is characterized by the safeguarding function, which prevents opportunism, and supports the coordination function, while these constructs reduce risks and uncertainties. Precisely because a contract defines the structure of the Joint Venture, the duties and responsibilities of the elected Board of Directors and Joint Venture managers are mentioned as well. Consequently, managers of two firms have to combine their understandings of governing a company, and include the ideas of a parent firm. Agency Theory talks about the behavior of the managers concerning his own and the company’s behalf. 
Thus, the parent firms are already required to use control clauses to guide their managers, and cultural differences might weaken or intensify the collaboration. Opportunistic behavior does not only occur at a single person, it appears at the whole parent firm.     Especially, the hold-up mechanism can arise because of the parent’s opportunistic behaviour. Therefore, this paper includes several aspects, which try to examine the structure and the function of a Joint Venture contracts.
2 International Joint Ventures Organizational Structure

An international joint venture

(IJV) is a business entity which is founded by two or more legally separate companies from different countries. The need of forming an international joint venture is triggered by the objectives of legally separate companies. For example a Chinese local company can take part in an IJV agreement with an American company to obtain the newest technology, know-how etc.   In this context, in an IJV, both sides of the venture bring their complementary resources and skills to achieve a mutual goal of the both sides. To put these diversified skills and resources in an efficient way is the duty of parent firms, IJV managers and Board of Directors. 
An IJV has a more complex, more interacting structure than a single owned company. The distinguishing feature of the joint venture form of organization is that activities that once occurred inside a single firm are now occurring between distinct firms.   Parent companies have direct relation with both of the IJV managers and the IJV’ BOD. Additionally, the BOD has a direct relation with IJV managers. The structure of IJV helps us to understand the challenges that parent firms face in designing the contract.
2.1 Parent firms and IJV managers relation

IJV managers are promoted to the venture by the parent firms in order to represent the parent firm’s culture, goals etc. Therefore, IJV managers are working on behalf of the both parent firm’s objectives in the IJV. In this context, agency theory helps us in understanding the relationship between the IJV managers and parent firms. 
“Agency theory is concerned with resolving two problems that

can occur in agency relationships. The first is the agency problem that arises when (a) the desires or goals of the principal and agent conflict and (b) it is difficult or expensive for the principal to verify what the agent is actually doing.”     
The cause of the agency problem between IJV and parent firm relation is that the parent firm usually lacks of measuring and controlling the behavior of the managers appropriately. That means that information is asymmetric and IJV managers have more information about the ongoing works of the IJV than their parent firms. Therefore, IJV managers generally show the tendency to satisfy their self-interest instead of the parent firm’s interest. In this context, two different kinds of agency problem arise, namely moral hazard and adverse selection. However, in this article I have to focus only moral hazard problem.
“Moral hazard refers to lack of effort on the part of the agent. The argument here is that the agent may simply not put forth the agreed-upon effort.”   Additionally, in an IJV one parent’s agent can misbehave by not showing optimum effort in its complementary role, because his superior interest is to obtain the specific capabilities of the agent of the other parent. 
For example, that could be the case if an American-Chinese IJV is formed in China and all parents have some specific roles. (For example: The Chinese parent may be responsible for the relations of the IJV with Chinese government, and the American parent may be responsible for marketing and management of IJV). But managers of the IJV may show little effort

to increase the credibility of the IJV with the Chinese government. On the contrary, they may mainly aim to learn managerial and marketing skills of the American partner. In this context, IJV managers seek for their own interest and cause moral hazard problems.
2.2 Parent Firm’s Relations

International Joint Ventures are formed by different parent companies which are originally from different countries. Therefore, different cultural characteristics of different nations have to be considered to understand the parent firm’s relations. There has been a variety of researches about the characteristics of the culture. In his research Hofstede depicted that national cultures can be shown by five dimensions.   These dimensions are classified as individualism versus collectivism, achievement versus nurturing orientation, uncertainty avoidance, long-term versus short-term orientation. According to the Hofstede’s research, different countries have different cultural dimensions. Furthermore, one may think that organizational culture of parent firms operating only in their domestic markets shows similarities with their countries cultural characteristics. In addition, “the presence of dissimilarities between parent firms’ national cultures may be more likely to lead to differences in parent firms’ objectives for an IJV, as well as their approaches to coordination, operating methods and strategy implementation.” . So, domestic parents from different countries may encounter more managerial challenges than domestic parents from similar cultures.
Cultural difference is not the only aspect

that parent firm managers have to think about when they structure an IJV. In addition, they should consider another interpartner conflict. In their relations, IJV parents may tend to behave opportunisticly. Therefore, when one of the parents makes a specific investment which is only valuable in case the IJV operates, then this parent firm puts itself at a risk. Consequently, unless the other parent appropriates the value of the investment, the investing parent firm loses its initial investment. The opportunist behavior of the parent firms can cause hold-up problem. “Hold-up problem arises when one party makes a sunk, relationship-specific investment and then engages in bargaining with an economic trading partner.”   For example, a Chinese company and an American company may decide to launch a factory in China and the Chinese parent may have to buy joint venture specific technological equipment. After the Chinese parent purchases the equipment, the American parent can become much stronger in their relation. The American parent could ask for a greater share of benefit than they already agreed upon. This situation that the American company can have more bargaining power is known as the hold-up problem in economic analysis.
3 Rights and Functions of BOD, Parent Firms, IJV Managers

Structural contingency theory and agency theory can be used to clarify the responsibilites and obligations of BOD, parent firms and international JV managers. According to agency theory, when agency problems occur, a principal tries to “discover the agent’s behavior by investing in information

systems such as budgeting systems, reporting procedures, board of directors, and additional layers of management.”   Therefore, “agency theory highlights an important consideration in designing control systems is to achieve correspondence between the objectives of the agent with those of the principal.” 
Contingency theory states that there is no best management practice applicable to every situation. On the contrary, best actions depend on the contingency of situation. Thus, the best management practice is always alterable with respect to the changing environment (new information about competitors; legal, politic, economical factors etc). Therefore, in order to adapt its structure to the contingent environment, “a critical objective in organizational design is to achieve an efficient match between the information-processing requirements of strategic contingencies and the information-processing capabilities of organizational coordination and control mechanisms.”   Therefore, parent firms should take into consideration the information-processing capabilities of IJV when they want to form the IJV. 
Contracts can be useful to avoid agency problems, hold up problem and to provide information to a company to make it able to operate in a contingent environment. Because, as wee can see in complete contracts, contracts generally try provide all possible clauses such as performance clauses to set the IJV structure. Contractual completeness reflects “the extent to which all relevant terms and clauses are specified, and the extent to which the contract accounts for unanticipated contingencies

and delineates relevant guidelines for handling these contingencies.”   However, because of the bounded rationality of the parent firms and uncertainty about future incidents, conracts may not generally be defined as entirely complete and always leave a room for opportunistic behaviour.     
In addition, it is proposed by Mellewigt and Eckhard (2005) that “inter-firm contracts serve three different functions, namely safeguarding of the parties’ investments, coordination of the exchange process, and contingency adaptability to cope with future disturbances.”   By the safeguarding function, contracts prevent partner firms from opportunistic behaviours and by the coordination function contracts structure the duties of parent firms, IJV managers and BOD. Therefore, contracts are trying to prevent occurrence agency problems and moral hazard.
3.1 Parent Firm’s Rights and Functions   

“Control refers to the process by which one entity influences, to varying degrees, the behavior and output of another entity through the use of power, authority and a wide range of bureaucratic, cultural and informational mechanism.”   In an IJV, inter-partner conflicts that lead to failure can be arisen because partners of the IJV may have different goals and priorities. To deal with these conflicts, alliance contracts serve to establish rights and obligations of partner firms when the alliance goes awry.   Furthermore, even with a complete contract, IJV can still face opportunist behaviour of the partners. Therefore, parent firms have the right to control the IJV’s managers and the opportunistic

behaviour of their partners. 
Parent firms can control the IJV through formal and informal controls. Formal control consists of contractual obligations and formal organizational mechanisms for cooperation.   Outcome control and behavior control belong to formal control.   
Outcome control mechanisms specify outcomes to be realized by IJV and it’s partners and monitors the achievement of these performance targets. Rewards structures, goal setting are examples of ex-ante mechanisms of outcome control.   For example, even IJV managers exist, parent firms can participate the planning or budgeting process of the IJV. By jointly goal setting risk of agency problems is reduced and parent firms can control the IJV policy and objectives. 
Furthermore in the IJV contract, reward structures and bonus type of IJV managers can be based on the outcome of the IJV. “Such an outcome-based contract motivates behavior by coalignment of the agent’s preferences with those of the principal, but at the price of transferring risk to the agent.”   Because of the behavioural risk attached to the IJV manager by the employment contract, he prefers to comply with the parent firms preferences. 
Behavior control mechanisms have structural specifications. Behavior control mechanisms specify the planning, programs, standard operating procedures, rules and regulations, dispute resolutions procedures etc.   Parent firms can set ex-ante common rules, regulations and procedures which can prevent the IJV from agency problems. Because IJV procedures, programs are regulated by ex-ante behavior control

mechanism of the parent firms mentioned in contracts. Furthermore, according to structural contingency theory, information processing among the IJV and parent firms is important for collaboration. So, IJV’s report structure can be designed accurately by the parent’s ex-ante behavior controls and that provides sufficient information to the parent firms. 
Other than control mechanism, parent firms can implement different methods to cope with agency problems. For example, parent firms can appoint managers to the IJV’s management positions. To do that, IJV managers may be selected from the parent’s managerial pool or they can be recruited from the external labor market.   By staffing their own managers, parent firms may be more suitable to deal with the agency problem and develop efficient information processing system. Because parent firms may have more informal communication with the IJV manager who probably knows the organizational culture of the old parent firm. Additionally, if needed, parent firms can offer executive training to IJV managers and employ job rotation. In job rotation, IJV managers are rotated from the IJV and the parent firm. “Such rotations create an integrative culture and also create a verbal information network.”   Because of the increased communication and shared culture between the IJV and the parent firm, the IJV is more robust to the contingent situations and IJV managers are less likely to behave opportunist. By the executive training, the parent firm trainees IJV managers to motivate them to pursue its goals, to build the IJV’s organizational culture

and to make them more appropriate for the management position.
3.2 BOD’s Functions in IJV

A board of directors is a type of committee that is responsible for reviewing the major policy and strategy decisions proposed by top management.   Managers of the BOD are chosen by parent firms within their organization or from the external labor market. In the Agency Theory, formation of BOD is one way to handle the agency problems, because, it represents different partners objectives and controls JV managers actions with respect to the parents firms requirements. In addition, board members initiate mutual effective relation between different parent firms by providing efficient information between the IJV and the parent firms. 
In JV literatures, roles of BOD can be classified into two groups as internal roles and external roles.   “The internal role involves monitoring and evaluating the organization’s executives, and approving and coordinating the JV’s strategic plans and actions with the objectives of the parents. The external role involves activities to manage linkage between the JV and its external environment.”   
One internal role of the BOD in IJV is to evaluate IJV managers and control the performance of them and the IJV. That duty can be defined by ex-post mechanisms of outcome control.   By monitoring and rewarding the managers, the BOD is able to increase the performance. For example, an IJV manager can increase his performance to benefit from salary increase reward or to avoid from punishment.
In addition, BOD implements ex-post behavior control mechanisms. BOD

monitors whether actual behaviors of the IJV and IJV managers comply with prespecified behavior.   For example, by “reporting and checking devices”, “cost control” and “quality control”, BOD is able to control if the IJV behaviors comply with the parent firms requirements.   
Furthermore, in an IJV, the BOD has to handle problems that arise while working in a different external environment, which consists of legal, political and economical structure. Finally, because IJV’s managers may come from different cultures, these differences can trigger some challenges for the BOD. On the other hand, organizations which employ culturally different managers can overperform than the organizations that have an unmixed culture. In this context, BOD in an IJV has a responsibility of keeping different cultures in harmony.
3.3 IJV Manager’s Duties 

Responsibilities of IJV managers can be explained with the help of three basic managerial roles namely interpersonal, informational and decisional. Managers are more likely responsible for sustaining the organizational culture and explaining it to the employees. However, IJV’s organizational culture is more tailored by its parent’s culture; this new culture should be understood clearly by all employees to operate the IJV successfully. In this context, managers may use their interpersonal roles to convince, motivate employees to adapt the new IJV’s culture. Therefore, the IJV managers can act like a figurehead, being an example for the employers, to deal with cultural conflicts between culturally diverse employers and maintain the IJV’s new

culture.
“Informational roles are closely associated with the tasks necessary to obtain and transmit information.”   According to agency theory, one can claim that IJV managers are the agents between the IJV’s operation and parent firms. In addition, IJVs manager’s role in a contingent business environment is pointed out in contingency theory. According to these two approaches and ex-ante behavior control mechanisms, IJV managers have to construct a transparent management and information structure. In complete contracts, report structure and information flow structure can clearly be defined to avoid agency costs and conflicts.
Finally, the last role which is worth to mention of IJV managers is the decisional role. “Decisional roles are closely associated with the methods managers use to plan strategy and utilize resources.”   Parent firms generally want IJV managers to make IJV’s plans and strategies in harmony with their objectives. Therefore, contracts determine the decision making process of IJV managers by defining rules, regulations and procedures. After setting the plans, IJV manager’s duty is to implement the plans to achieve the goals of the IJV with the help of the procedure specified in the contract.

4 Conclusion

IJV has a more complex structure than a single owned company. Because IJV contains multiple relations such as parent’s relations, the relations of IJV managers with the Board of Directors and the relation of IJV with external environment etc. That complex structure might cause some problems to arise such as hold-up problem and moral hazard.
To 

avoid these possible problems, parent firms elaborate the obligations and rights of IJV managers, parent firms and Board of Directors with the help of contracts. Contracts can be complete or incomplete.   In the complete contract, parent firms try to put all possible clauses to the contract. For example, parent firms elaborate performance clauses, restrictions on the partners, in the contracts.   However, contracts can not be entirely complete because parents have bounded rationality and all contingencies can not be predicted.
Therefore, parent firms specify ex-ante behavior and ex- ante outcome control mechanisms to control the IJV and its managers. In addition, parent firms form BOD in order to be represented in the IJV’s management. Therefore, BOD serves as an information intermediary between IJV and parent firms. In addition, BOD implements ex-post behavior and outcome control mechanisms to control the IJV. BOD monitors the IJV’s procedures, programs, regulations to check if they are complied with the pre-specified regulations, procedures etc. Furthermore, duties of IJV managers are written down in the IJV contracts. IJV managers are responsible for following the pre-specified rules and procedures by using their decisional, informational and interpersonal roles. 
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