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Preface

Joint Ventures (JVs) between wesier and easiem partners have mushroomed in recent years.
Not all of them have a chance te become successful. Trial and error is a basic principle of the
western-style market economy. A mixed blessing of success and failure appears (o be the rule,
Given the manifold imponderabilities in eastern countries it is not difficult to predict that
many JVs will fail. A JV is like a marriage: not all of them will run into a happy future,
though at the start hopes ate runniag high.

Highfilying expectations, in a marriage as well as in a JV, are the main cause for failure and
dissatisfaction. In the beginning, partners tend to expect too much from each other, Later on
they compare their present situation not with that of the past bul with their initial expecta-
tions - which were often unrealistically optimistic. Thus, a relatively negative assessment
does not need to be an expression of bad experiences but rather a reaction towards outcomes
remaining behind expectations.

As in a marriage the partners of a JV are not permanently honeymooning. They have to
cope with the worse, too, While a marriage should bave much to do with love and affection, &
JV must be strictly based on economy efficiency to be successful, Furthermore, many western
JV-pariners are polygamous, i.c., they are large multinational holding companies with mani-
fold participations in different countries. To be successful they have to reconcile the diverg-
ing interests of their partner companies. This requires a long-term and comprehensive strat-
egy.

The following paper on the JV between the Volkswagen AG and Skoda Automobilo-
vi a.5.5. describes how close JV partners are tied to each other - and that they have to share
the burden of 2 setback occurring to anyone of them. The trouble with SEAT has clearly
pointed out the importance of well tailored invesiments and led VW to siz¢ down the ambi-
tious investment program initially designed for Skoda. This caused 2 lot of ittitations between
the two partners and, moreover, aroused resentments of the Czech population towards foreign
investment in general. In a first comment the Czech Minister of Industry and Trade, Viadimir
Dlouhy, expressed his deep dissatisfaction: the son-in-law proved to be far less potent than
initiatly expected.

Mostly, however, public perception of such crises in JVs does nol reliably reflect actual
changes in real conditions. As only bad news is good news the media focus on the negative
issues and do their best to keep them at the center of public attention. The paper demonsirates
clearly that the JV between VW and Skoda has developed far betier than it has been realized
by the general public.

The paper was writicn as a contribution to the project No. 92-0123-R of the PHARE-ACE-
program of the EC "Joint Ventures in the Context of Investment Strategies of their Partners”.
An earlier draft was presented at a workshop in Budapest from June 10th to 12th, 1994, The
workshop yielded two other papers dealing with the topic, one adopting a Czech, the other a
Spanish point of view." Copies are available from the authors on request.

Klaus-Dieter Schmidt

Jana Sereghyovd, "Recent Developments and the Perspectives of A.A.S. Skoda, the Joint Venmre
established by the Volkswagen Concern and the Automotive Concern Skoda Miadd Boleslav
CSFR” and Maria Teresa Virgili, Benjamin Bastida, "Development and Perspectives of the
SEAT S.A. after the Acquisition by the Volkswagen Concern”.



Multinational companies are global players on international markets and locational
choice is an important stralegic variable for them: they are present in all countries whose
markets are relevant efther to produce or to sell their producis. Transformation of the
former socialist countries in eastern Europe has opened new playing fields both in terms
of attractive locations for production and in terms of huge unexplored sales markets. In
general, foreign markets can be served by either exporting, licencing or foreign direct in-
vestment (FDI). The transforming economies of eastern and central Europe are mostly
very much interested in receiving the inflow of foreign invesimenis. Key element to
make (hese underiakings profitable is to combine host country pational' resources - ac-
quired by the foreign investor - with resources transferred from his headquarters, namely
capital, production techunology and further intangible assets like management know-how,
corporate ideatity snd cnmﬁmcuxship. Easterners expect foreign investors to substan-
tially contribute to restructure and modernize their couniry's economic potential.

In the long term, interests of national governments and foreign investors are converg-
ing: they both want the investmenis to be profilable as this makes the country benefit,
too, Nevertheless, in the short and medium term there is considerable leeway for dissent
on how this goal can be reached. Employment, wages and investment targels are highly
sensitive issues. Dispuies about them may arise easily and erode the confidence between
governments and investors. This will be especially intricate if the enterprise under con-
sideration is not entirely foreign-owned but if national government bodies themselves
hold part of its equity.

Skeda in the Context of the VW Corporate Strategy

The Volkswagen Group (VW) is one of the biggest multinational global players and its
companies are operating in 19 countries of the world. VW displays high interest in devel-
oping activities in the transforming socialist countries. It has taker considerable commit-
ments there since the beginning of the 90s (Table 1).

Skoda is the world's third oldest car maker and the most traditional one in eastern
Europe. It was founded in 1905 by two Czech engineers, Vactav Laurin and Vaclav Kle-
ment. in 1925 it was taken over by the machine building enterprise Skoda, Pli'lscn, and
adopted its name. In 1945 Skoda was nationalized; in 1950 it was transformed into a
stockholding company,



Table 1 - VW Production Siies in Socialist and Former Socialist Countries 1993
L - . : ujty Share of
Company(a) Date of Beginning Country/City Total Equity(y) | Equity Share of VW Group ﬁnhzr Osrners
Shanghai-Volkswagen October 1984 China/Shanghai 1,200 mill. CNY /[ 50 pe. VWAG . 25 pe. Shanghai Automotive
Automotive Company . i - Industry Comp.
L 15 p.c. Baok of China
10 p.c. China National Aaio.
' . motive Ind. Corp.
Sichsische Automobilbau [ December 1990 Germany (Saxonia)/ 10 mill. DM 100 pec. VWAG -
GmbH Masel ' ;
FAW-Volkswagen Auto- | Febroary 1991 China/Changun 1,680 milt. CNY 40 pc. VWAG 80 p.c. First Antomotive
maotive Company Lid. ' . Works -
SKODA automobilové April 1991 Czech Republic/ 9,642 mill. CZK 31 pec. VWAG 69 pc. Funds of National
a.s. : Mlads Boleslav . Property
Volkswagen Bratislava May 1991 Slovak Republic/ 1,055 mill. SKK | 80. pc. VWAG 20 p.c. Brtislavské Automo-
spol. s.reo. Brarislava bilove Zavody a.s.
Motorenwerke Chemniez | Tune 1991 Germany {Saxonia)/ 5 mill. DM 100 pc. VW Sachsen -
GmbH Chemnitz GmbH
Volkswagen Sachsen September 1991 Germany (Saxonia)/ 10 mill. DM 100 pec. VWAG -
GmbH Mosel :
Volkswagen Pozodn November 1992 Poland/Poznin 40,2 mill. DM 254 pc. VWAQ 74.6 p.c. FSR Polmo
Sp. zo. 0. - . :
Audi Hungaria Motor Kft. | February 1993 Hungary/Gyér 2 mill. DM 100 pc.  Awdi AG -
(a) Name and legat form. - (b) National currency. '

Source: Volkswagen AG (1993).




The Czech car industry was the most advanced in the former COMECON. It did not only
produce the largest volume of cars but was also one of the most successful casiern ex-
porters. 35 percent of Czech passenger cars were sold abroad and more than two thirds of
all exports went to western European countries. The largest buyer was Cireat Britain ab-
sorbing nearly one third of Czech cars sofd to western Europe. The early orientation to-
wards western markets and the probably best equipped car plant in castern Europe made
Skoda an attractive pariner to western car producers. The mote so as it offers low labour
costs, well qualified staff and is placed at a favourable location. ;

. The Skoda - VW joiml venture was established in April 1991, It comprises several indi-

vidual corporations: the production site Skoda Automobitova (Skoda a.a.s.) in Mlad4 Bo-
leslav and three selling companies, one in each France (Paris), Italy (Verona) and Germa-
ny (Weiterstadt). Skoda a.a.s. in Mlad4 Boleslav is one out of the 15 most important pro-
duction sites in 12 countries which are run vnder the roof of the VW group. It comprises
the main plant in Miad4 Boleslav itself and two nearby plants in Vrchiabi and Kvasiny.
The three Skoda selling companies are part of the 14 major selling companies in eight
countries which belong to the VW group. This set of firms is complemented by SkoFIN
s.I.0., Prague, one out of the gronp's nine larger financial companies. At the end of 1993
total employment within the VW group was abowt 253 000 persons, of which Skoda em-
ployed about 17 000 persons (6.7 p.c.). Over the past two years, Skoda was one of the
most successfully developing group members. Tt was not only able to consolidate but also
to noticeably expand its role with the group (Table 2).

Table 2 - Development of Skoda within the VW Group (a) 1992-1993

(a} Percentage share of group tolal.

1992 i 1993
Production 57 - 73
Sales to retailers 58 1.7
| Tutnover 1.7 23
Purchasing volume 22 3.4
Investment volume 7.0 3.9
Employment 6.3 6.7

Souice: Volkswagen AG (1993).

Skoda a.a.s. is VW's largest commitraent in eastern Burope and virtually the Targest of all
western corporate commitments in the former Soviet bloc, Skoda represents an important
part of the Czech economy as it accounts for 3.5 percent of totat employment and 5 per-
cent of total exports. As one of the most traditional Czech enterprises it forms part of the
rational "family silver" and is considered to be highly important for national economic
self-esteem. Therefore, VW's activities in Mlad Boleslav are highly exposed io public



interest. In its entreprencurial decisions VW has to take proper account-of this. Political
inserference in running the company is o be expecied as ihe Czech Fund of National Pro-
pexty still holds 69 peroent of the equity. The tekwre of interwoven property rights has
been reinforced as in April 1994 two high ranking Czech officials took seat on Sko-
da a.a.5.'s supervisory board. The minister of finance became board member and the mi-
aister of trade and industry was even appointed vice chairman of the board.

Entering the joint venturs, Skoda a.a.s. bas been integrated into the VW multinational
group and its globat retworks of supply, production and sales. The individual companics
of large muitinationals tike the VW group are linked with each other first, by the amount
and.the quality of internaticnally mobile resources the group dispases of and second, by
ihe extent io which individuel companies may be disposing of paraliel capacities, i.e. ca-

- pacities which are - {0 a certain extenl - substitutional to eacli other as they are usable to
setve overlapping or neighbouring market segments. A common pool of resources and
substitutional capacities are tying the group of formerly individual, independent compa-
nies up to form a larger unit which has 4o operate under common constrainis, With re-
spect to resources the group will be constrained by the extent to which it disposes of in-
ternationally mabile resources, namely capital - or creditworthiness -, advanced produc-
tion kmow-how and management know-how. Richness in common resources tends io
miake the group prosper while scascity imposes a burden which - however distrib-
uted - has to be shared.

With respect o capacity the group witl be constrained as il has to ensure a fairly even
utilization of the potentially substilutional capacities it may have at different places. It
cannot allow for idle capacities at one place - threalened by closing down - and release
bottlenecks at other places by means of expanding facilities there. The group faces an in-
herent conflict between the concern of full or at least even employment of all existing
capacities - especially local labous - and the concern to shift production to those places
where productivity is highest. This conflict remains under cover as long as market devel-
opments are favourable but it comes iato the open if markets are declining and parts of
total capacity are becoming redundant. By capacily links market fluctuations sre usually
spread more evenly among group members than amoang independent enterprises. Fur-
thermore, group members are Iess vulnerable to market fluctuations as group member-
ship gives them easier access to inlernational markets and thus opens up larger sales po-
tentials. On the whole and in the tong ierm both resource links and capacity links can be
agsumed to reduce market risks and to contribute to a more slable development of the
multi-company enterprise. '



»  In order 10 ensure that the strategic plans are properly implemented VW Wolfsburg dele-
gates managers from the headquarters, so-called expatriates, 1o each group company.
Managerial manpower at present times is urgently needed at many places due fo pressing
general and regional probles. In recent years the car industry has suffered from reces-
sion and in 1993 VW's mos! important sales markets, the western European markets,
contracled by about 14 perceni. In this setting VW is highly exposed to fierce interna-
tional -competition and - being a high cosl producer compared with other global play-
ers - it is forced to realize subsiantial cost cuts in order to regain competitiveness. As a
specific problem, staggering Seat burdens the group with huge losses. This tightens fi-
nancial restraints all aver the group. Skoda, too, appears to be tangibly struck as invest-
ment volumes have been cut substantially.

»  The management know-how by which the group and its members are directed material-
izes both in the design of strategic devices and in the man power occupied with imple-
menting the strategy. The VW group sirategy is designed in the Woifsburg headquarters.
1t outlines a feders] organizational structure and lays down common basic reles within
which each member company operates independently, namely develops and keeps iis
own braad label and tends its own market. This shall make sure that proup members are
not entering into competition with each other on the same markets but rather that the
group as 4 whole is successful in reaching a larger share of the world's car markets.

*  Skoda is 0 be fully integrated inlo the group's efforts jo improve productivity and prod-
uct quality, In order to become more competitive VW itself felt the need for comprehen-
sive restructuring, It substantially revised its strategic orientstion and production con-
cepts. In this respect, VW had learned a lot from its Japanese co-operation pariners. Ever
since it became involved in its projects with Nissan for producing the Saniana in Japan,
and with Toyota for producing pick-up trucks in Germany, VW has been Jearning and
adopting advanced Japanese techniques.! The core element of improvement is to effi-
ciently manage the flow of materials through the plants. This is achieved mainly by Just-
In-Time (JIT) deliveries which require both to adapt internal structures and to establish
close partaership with suppliers which on their paxt, too, have to commit to pew concepts
of production and co-cperation.

! Hartley (1992).



*  Introducing JIT deliveries is embedded in a comprehensive approach of “lean produc-
*tion". New plant structures? have to be implemenied (intertinked production systems,
employee-oriented wotk procedures, JTT-suited logistics) as well as new lean managerial
structures. As fnnovatios processes are developing dynamics of their own VW has la-
-belled them CIP, Contiauous Improvement Process, later even CIP?, Confinuous Im-
provement Process squared, in order to express ouistanding commitment and fortified ef-
fort. The CIP2-concept comprises all the elements elsewhere known as TQM, fotal qual-
ity management. :

_-- Stérting out from production processes by CIP? its principles are also applied to improve
ali further stages of the value creation process, including model range, R&D and eo-ope-
ration with external suppliers. The model ange policy follows a new approach which in-
tends to reduce the number of platforms used throughout the group. Henceforth within
each category of cars all model lines shall be built on the same platform (floor, engine,

* gear, axles) and then will get their individual body shell. The "lean approach” to R&D is
based on the principlies of SE, simultancous enpincering. Henceforth, ail departments in-
volved in product planning, product development and market operations are allowed to
work jointly and parallelly in time - i.¢. simuHlaneously rather than seqdenlially as in the
‘past - on launching a new car.

+  Throughout all departments, staff people are involved in the CIP processes. Building up
team orientation is considered o be crucially important. CTP workshops - of which more
than 1 000 were hold in 1993 - are generating a "snowball effect” by which improve-
Eents are put info practice at considerable speed. These efforts are extended in order io
integrate external suppliers as equal partners into the value creation process. The overall
target of CIP is to establish an integrated systcm- of production and procurement through-
out the whole group while at ihe same time preserving its "federal” structure, namely the
individual brands which shall retain their distinctive identity.

*+  There are some striking similarities between the Czech and the Spanish car industry and
the role VW plays in each enviccnment.3 Both by production and by sales VW is one of
the major players in either country. Furthermore, both Skoda and Seat produce small,
cheap cars and serve neighbouring market segments. In this setting Czechs feel some ri-
vairy with their Spanish sister company and suspect o come off badly - or even to be

2 Famous example for the "factory of the future” already at work has heen VW's Hall 54 at Wolfs-
burg. The next generation of modern production facilities has been put jnto operation in Matorell,
Spain, and in Mosel near Zwickae in Germany.

3 For a detailed analysis of VW's Spanish subsidiary Seat see Virgili, Bastida (1994).
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exploited in favour of Seat - when financial funds are (re)allocated. From an outsider's
perspective it may appear to be merely coincidence that Seat experienced huge losses
while Skoda was able to pass the break-even point and even succeeded to return a profit.
Some Czech observers, though, anxious about Skoda's development are sure to perceive a
causal relationship between the actual increase of funds allocaied to Seat and the recently
curtailed investment programs for Skoda. Evidently, both companies draw on the group's
financial resources - although to a considerably different degree, While Seat fell into
acute crisis and virtually called for a rescue operation, Skoda is a basically healthy com-
pany in need of restructuring in order to become internationally competitive. As a rule, if
funds are to yield highest returns they have to be allocated to where they are most ur-
gently needed. And as a matter of fact, at a certain point of time the urgency to refloat
Seat was evidently exceeding the needs of restructuring Skoda. 1t is of no surprise that in
this setting the group's overall allocation scheme has been modified such that Seat re-
ceived a grealer weight and more funds than otherwise. A similar shift of resources to-
wards Seat occurred wilh respect 1o management know-how, Detlev Schmidt, for in-
stance, said to be VW's top sales manager, first was in charge of selling Skoda cars and
rcalized a remarkable success for the Czech company. Then he went to Spain helping
troubled Seat 1o recover. Reportedly, he reached outstanding results thete, too.

Negotiations and Acquisition Agreements

Already as early as 1987 VW established first contacts with Skoda. This was done on an
informal basis by exchanging fetters of understanding and intended to provide operation-
al support. The activities of VW in Mladd Boleslav are inspired by strategic considera-
tions: VW intends to preempt its competitors by developing the potential Skoda offers
with respect to the eastern European markets. This holds in terms of production capacity
and in terms of relatively cheap, qualified labour as well as in terms of sales opporiuni-
ties on easiern markets. In addition, certain segments of westemn markets shall be served
from VW's Czech production base,

In'1991 VW won the public tender - organized by Price Waterhouse, an international in-
vestment house - by which Skoda was privatized. The main reason why VW had gained
an cdge on Renault, its strongest competitor in the bidding process, was that VW other
than Renanlt promised to continue the operalion of Skoda as an independent brand. This
feature of the privétization process was important for political and psychological reasons
as the Czechs give high priority to continning their engineering tradition. Evidently, it
fits well into the VW corporate sirategy where each brand is supposed lo cultivale its
own image and to serve its own market.



. In equity arrangements VW usually goes for majority participations of at least 50.5 per-
cent. In the case of Skoda though, political and psychological considerations were imped-
ing this and VW accepted to acquire a minority stake of only 31 percent {620 mill. DM)
in the company's equity. Nevertheless, VW has full say in running the company. In addi-
tion, the acquisition contract included ap option to raise VW's share up to 50.5 percent in
1994 and up to 70 percent in 1995, This would require further capital injections of
580 mifl. DM and turn the Czech company from a joint venture invo a fully fledged VW
subsidiary. However, ihe option to raise VW's equity share up to 70 percent temporarily
appeared to be endangered as the Czech government suspected that with revising the
Skoda investment program the once defined development targets would have been re-
nounced, too.

The acquisition agreement included a two-year tax holiday which expired at the end of
1993, Since then Skoda has been subject to corporate tax at a rate of about 45 percent.
The effective tax rate, though, is expected 1o be only minimal, thanks to depreciation al-
lowances on capital expenditures and a five-year tax loss camry forward ("Verlustvor-
trag") allowed under the new Czech tax code. Furthermore, the government released
Skoda from around 5.5 bill. CZX of old debts and took responsibility for cleaning up en-
vironmental pollution. The Czech government also granted trade protection to Sko-
da a.a.8.: first, components needed for production were allowed 5o be imported duty-free
as long as the volume of imported components would not exceed the volume of those
which were exported. Second, the Czech government agreed to levy an impori duty of
19 percent ad valorem on newly produced foreign cars. The rate shall be reduced over
time and the tariff is scheduled to expire in 2001, Tariffs which are levied on imported

- second-hand cars are varying according to the car's age. Thus, on the domestic marke!
Skoda enjoys a ceriain, though decreasing degree of trade protection. On export markeis
basically GATT rules are applied.

The mainstays for Skoda's fulure development have been an integral part of the negotia-
tion process but only became an informal part of the acquisition agreement. VW commit-
ted itself 1o effect an 8.2 bill, DM investment program for Skoda over the next 10 years
including the modernization of existing facilities, building 2 new car plant, doubling pro-
duetion capacity up to around 400 000 cars a year by the end of the decade, developing
new models to extend the Skoda model range and expanding the Skoda dealer network
throughout Eurcpe. Apeart from VW's 1.4 bill. DM initial injection of new capital - in-
cluding its payment for shares - the Skoda investment program was scheduled to be fi-
nanced by Skeda's own cash flow and by bank barrowings on behalf of Skoda. Borrow-
ings were negotiated with the European Bank for Reconstruction and Development, the
International Finance Corporation and some private banks,



I The Joint Venture Set-up and Its Development

Mode! Range Policy

* In its joint veature with Skoda VW intends to develop Skoda into a fully fledged fourth
nameplate next to the established VW, Andi and Seat trademarks. Skoda:shall represent
the Central European counterpart to the Mediterranean characier of Seat. While Seat is
considered to embody “southern vitality and joy of life” and te cultivate an emotional
image, Skoda is supposed to represent "rationality”, namely to offer an "intclligent, ma-
ture technology" at an attractive relation of price and quality.® Since 1991 Skoda has
been producing three models: the Favorit, a hatchback model, the Favorit pick-up and the
Forean, a five-door combi variant of the Favorit. This model range is assurned to be
marketable on both sational and international markets. It shall be enlarged by 2 new
mode! in the lower middle range until 1995.

Production and Sales

+  Skoda's production and sales straiegy is based on the assumption that there will be de-
mand for around 3 mill. cars in central and eastern Europe - excluding the former Soviet
Union - in the second batf of the 1990s. The aim is to sell one third of production jointly
to the Czech Republic and Slovakia, one third to other ceniral Buropean couniries, and
one third to wester Europe. These goals appear o be quite ambitious, especially as re-
cession is hitting all target markels. In 1991, Skoda's sales fell by 8 percent from
187 000 cars in 199C to 172 090 cars, though they recovered in 1992, rising by 16 per-
cent to 200 000 cars. This was achieved despite declining Czechoslovakian industriat
production of 30 percent and 10 percent in 1991 and 1992 respectively. Sales in 1993
grew by about 10 percent against previous year while industrial production is the Czech
Republic was stagnating. These results are remarkable, especially if contrasted to group
performance: in 1993 world-wide sales of the VW group diminished by around 11 per-
cent zgainst the previous year with sales of Volkswagen, Audi and Seat declining by
10 percent, 25 percent and 15 percent rcspcétively.

*  In 1990, two thirds of Skoda's production was sold on its home market. In 1991, domes-
tic sales fell sharply as the government opened the market to foreign imports by the re-

4 The image of VW cars has ever since been coined by confidence and reliability and was supposed
10 appeal to consumers of all social sirata. Cars of the Audi braad are targeting the upper segments
of the market. They are made o satisfy demanding consumers, offering advanced technology and
specific design.
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moval of a 15-20 percent impori tax. A flood of privately imported second-hand cars and
the illegal export of Skoxla cars initially distributed to local were cutting domestic sales
by around 27 000 cass. But 4 high volume of exports to Yugoslavia and Poland compen-
sated for declining domestic sales. In 1992, the war in Yugoslavia and Poland's imposi-
tion of tariffs on car imports (35 percent ad valorem) hit exports badly. This drawback,
though, could be overcompensated by successfully entering new markets in Turkey and
Israel. Tn 1993, the year of political divorce, sales to the Czech Republic and to Slovakia
stightly exceéded the volume of 1992, Sales to Germany decreased considerably by
70 percent, reflecting mainly that the unification driven demand boosy was exhausted.

~ The performance on other western markets (maialy in France, Norway, Greece, Poringal

and the Nclhcrlands) improved markedly while - due to trade barriers (Tabie 3), tack of
purchas:ng power and the war in former Yugoslavia - sales to central and eastern Euro-

" pean countries were below the level of 1992, Again, this decrease could be compensated

by entering new markets, that year in Asia (South Korea e.g.).

Table 3 - Tiade Barviers to Imports from the Czech Republic in Selected Eastern Enrgpean

Countrics 1994
Import Tariffs Basic Rate Prefereatiai Rate Daie of
Country (Percent ad valorem) | (Percent ad valorem) Expiration
Poland 35(a)+6 (b) 35(@) +6 (b) 1988
Hungary 18 18 1988
13 (¢} 13 (¢)
Slovak Republic 19 0 C -
Romania 50 : 30 -
Slovenia 25 23 1988
C1s ] 20-80 - -
Bulgaria 15 Y -
(a) Tariff rate applied to car imports. - (b) General import duty. - (¢} For cars equipped with
catalyst,

Source: Volkswagen AG, compiled from official sources.

.

Skoda's sales operations have been completely restructured and now rely largely on a
network of exclusive Skoda sales organizations created on all the company's relevant
markets. In France, Italy and Germany they have been newly established for this purpose.
Skoda Automobile Deuntschland GmbH, ¢.g., was founded in September 1991 and han-
dies imporis and sales of Skoda cars in Germany. Two thirds of its equity are held by
$koda 8.2.5., the rest is held by Georg Urban GmbH, Kiel, whose owner was formerly in

- charge of distributing Yugoslavian cars. Until the end of 1991, Skoda Automobile

" Deutschland GmbH co-operated with the old Skoda dealer, Sanex Metall und Maschinen

GmbH who was a subsidiary of Motokov, the former Czechoslovakian state exporier,
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Since 1992 Skoda Automobile Deutschiand GmbH has been the exclusive imporner and
dealer of Skada cars ta the German market. Tis main task is to establish a dealer network
covering the whole German market (Table 4). The target has boen 1o establish a network
of around 600 dealers in 1993 and 1o enlarge it up to 1 000 in the following years.
Skoda's new dealers are mainly recruited out of its traditional distributors, partly out of
qualified independent workshops. Additionaily, some VW-dealers are ready to set up
sales rooms and workshops exclusive to handle Skoda cars. Ip 1992 Skoda sold around
26 009 cars in Germany and had a share of 0.6 percent in the German market, rising up
o 1.0percent in 1992, With Urban as the pariner of Skoda Automobile Deutsch-
land GmbH, Skoda won an agent knowing how to sell eastern cars on western markets,
Urban teckons that Skoda's restructuring will proceed quickly and tangibly, probably
even faster than that of Seat when it was taken over by VW some 10 years ago.

Table 4 - The Slc_gda Sales Network

1992 | 1993
Numbger of dealers 1800 2250
of which
in the Czech and Slovak Republies 250 280
in western Europe 1300 1650
of which
in Germany 410 600

Source: Frankfurter Allgemeine Zeitung (1991); Volkswagen AG (1992, 1993); Borsenzei-

tung (1993).

With becoming a member of the Volkswagen Group Skoda also took charge of importing
VW, Audi and Seat vehicles imio the Czech Republic and the Slovak Republic. In 1993
Skoda sold.a.total of around 4 800 VW, 380 Audi and 2 700 Seat cars to Czech and Slo-
vak deslers. ' :

Employment and Wages

With VW acquiring pant of Skoda's equity and assuming full management responsibility
Skoda's staff has been completely taken over and has even been raised slightly from
about 16 400 to about 17 000 employees in the main plant and its two subsidiaries.
Finding new workers is not a problem with the average monthly pay of skilled workers
(6 000 CZK plus 36 percent non-wage labour costs) about 20 percent higher than in other
local industries. Low labour costs broaden Skoda's profit margins, particularly compared
with car manufacturers in Germany, one of the world's most expensive places io make
cars, Cost per worker al Miadé Boleslav is about 5 10 7 DM per hour, thus only a tenth of
the costs of a German worker (S0to 55 DM per hour). And Czech workers pul in
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1.5houts for every hour worked by their German colleagues. Skoda's Czech staff is
joined by some 100 expatriates from Germany whose main task is to introduce the VW
corporate identity and to make sure that pew production concepis and technologies are
pfoperly implemented.

Productivity and Product Quality

'While investment policy is hotly debated, projects u.nder way are progressing well: in-

plant logistics have been completely overhauled, a new paint shop has been built and a
new assembly line is under comstruction. Togaher with pumeroos smeller improve-
ments - of which around 700 have been introduced since April 1991 - these investments
contributed o enhance both productivity and product quality. Labour productivity rose
by 7 percent annually during the first two years of ihe joint ventuge's operations and by
further 10 percent in 1993 (measured in terms of daily production per employee). Simi-
larly, product quality began 10 improve, On a scale ranging from 6.0 to 1.0 (best mark)
Skoda started out af the level of 4,8 and meanwhile has reached 4.2, Its medium term tar-
get has been defined at 2.6, while the VW Group standard is acmally set at 1.8. It is note-
worlhy that within the Volkswagen Group it is Skoda who proudly reports the largest
quality improvcmcnis over the past two years.

Research and Development

L]

R&D is an important element in restructuting as Skoda has the chance o take full advan-
tage of employing highly qualified research people al comperatively low wages. The
R&D team has been enfarged and now employs about 900 people. Parallel to enhancing
the team's size, its qualification profile is subject to considerable change. Iis share of
technical draughtsmen is o decrease while its share of highly qualified engineers is to in-
crease. The team is supposed to develop a new Skoda model uatil 1995,

Suppliers

»

- Throughout the whale Volkswagen Group component suppliers are comprehensively in-
- tegrated into the processes of improving product development and production. Thus,

Skoda's traditional suppliers and their restructuring became an integral part of VW's de-

wvelopment plan for Skoda. The new supplier concept aims to integrate suppliers as equal

pariners in working thiough the value creation process and promoting them to become
efficient system suppliers. As improving production processes as well as product devel-
opmenat strongly rely on implementing just-in-time deliveries and on standardizing cer
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components, close co-operation is indispensable. VW's approach of suppliers' 'iﬁicgrated
development is considered to be one of the most advanced concepts of production and or-
ganization in the world's car industry and tends to make VW's commitment to Skoda be-
neficial to the Czech and the Slovak car industry as 2 whole.

Skoda's competitiveness crucially depends on 8 sound purchasing p(‘)li(;y., namely on
cheap supplies. Presently, Skoda purchases around 80 percent of its supplies in the Czech
and in the Slovak Republic; about 70 percent of its suppliers are located there (Table 5).
The purchasing volume of supplies accounts for nearly two thirds of Skoda's turnover on
car sales. Skoda reatises it purchasing policy in close co-operation with its domes-
tic - bath Czech and Slovak - suppliers. They, too, receive VW's assistance in order to re-
structure sitnultaneousty with Skoda for its part and 10 meel Skoda's increasing demands,
especially to keep pace with rising quality standards. Creating an efficient national sup-
plier industry which shall be fully integrated into the Volkswagen Group is meant to se-
cure long-term competitive advantages for Skoda and, above this, o gradually develop
into low-cost high-qualily sources of supply for all members of the Volkswagen Group,
VW, Audi aid Seat have already decided to purchase materials worth 2.3 mill. CZK
from Czech suppliers. ' '

Table 5 - Structure of Skoda's Supply Relations 1993

Number of suppliers l Volume of turnover (bill. CZK)
Czech suppliers 210 14
Slovak suppliers 25 3
Others 105 4
Total 340 21

Source: Volkswagen AG, unpublished dala.

-

The pivotal strategic device for fully inl.egr;ating national supplier companies into the
group networks is to provide them with spots for production at Skoda's newly built fac-
tory. Suppliers will equip these places with their own technical facilities and will thewn sef
out to build car components sccording to Skoda's requirements. By this, transport of
bulky parts end complex components is minimized as they are produced on the spot.
Suppliers only have to be presupplied with simple materials such as steel and tubes. Be-
yond cost reductions for transpart and handling this approach of close logistic interlink-
ing aflows for optimal information flows and a more efficient quality auditing.

To participale in this development is a quite demanding task for Skoda's teaditional
suppliers as il requires the companies' readiness to relocate as well as 0 substantiafly
push up product quality and production efficiency. In order to promote comprehensive
restructuring throughout the entire value creation process and to facilitate efficient pro-
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curement Skoda's suppliers are involved in sophisticated qualification programs which

igf_élude 'trnining, seminars and workshops with westem partners as well as tough quality
aﬁditing (Chart 1). Although the Volkswagen Group's quality targets are very ambitious,
considerable impmvéméms bave aiready been made.

Chart 1 - Supplier Qualification Program

| Skoda: Assessing actual performance ]

. . ¢
| Skoda & Supplier: Elaborating a program for training and quslity management |

[ 4

Supplier:

Knowledge trensfer Implementation

Management seminars Consulling and coaching -

Foreman training on the spol

(Schools} {Consultants)

}
Skoda:

Studies on
products, Quality evaluation for Interactive training
processes and each individual supplier
systems

Source: Volkswagen AG, unpublished material.

+  Besides locating suppliers under the very roof of the new Skoda factory a further element
inregtructuring supply networks is to invite national suppliers to joint venture enterprises
in which foreign investors provide the Yocal partmer with both capital and know-how -
those very inputs which local companies did not 1¢ceive by means of coupoa privatiza-
tion. Volkswagen's commitment to Skoda has set the scene for many other western inves-

- tors to follow, So far, leading Buropean and American suppliers have set up 26 joint ven-
tures with local companies and have initialed 12 greenfield investments, )

Enviremmental Protection

. Environmental protection is a further element in VW's development plan for Skoda. The
" overall group strategy, beyond the concerns of productivity and competitiveness, attaches
high importance to environmental protection. Against this background and confronted
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with considerable pollution problems at the Czech production site VW and Skoda are,
setting up a system of wastc disposal management al Miadé Boleslav. A concept has been

elaborated which in a first stape specifies all types of waste which are occurring, the :

places where they are lable to be produced, the location of waste collection containers as
well as the necessary in-plant logistics to be implemented in the new paint shop, press
shop and body shell shop which are under construction in Mlad4 Boleslav. In a further
stage the eatire waste infrastructure shall be reviewed. The ullimate goal is to develop a
waste-disposal structure which allows to achieve the optimal recycling rate for each ma-
terial.

Investment Policy

When Skoda and VW were negotiating the establishment of their joint venture, future in. - -

vestments have been an issue of crucial importance, VW presented a 10-year financial
projection totzlling a volwme of 8.2 bill. DM in order to effect product and technology
investments meant l0 underpin Skoda's competitiveness in the long term. The program
included the modernization of existing production facilities as well as the building of a
new car plant, doubling production capacity 1o 400 000 cars a year by the end of the dec-
ade, developing a new Skoda model and expanding the Skoda dealer network throughout
Europe.

Apart from VW's 1.4 bill. DM initial injection of new capital - including its payment for
shares -, the Skoda investment program was to be financed by bank borrowings on behalf
of Skoda and from Skoda's own cash flow. Bank borrowings were negotiated with the
International Finance Corporation (IFC), a World Bank subsidiary, the European Bank
for Reconstruction and Development (ERBD) and a group of private banks. These deals
had been nearly completed when VW announced that Skoda's investments would be cur-
tailed to such an extent that the already negotiated credits were not needed. This astound-
ing announcement caused a fot of rumour in the general public and sericus imitations be-
tween the Czech and German parteers. VW argued that the initially agreed taegeis of re-
structuring, capacity growth and technology development could be realized with a sub-
stantially smailer volume of funds.

Revising the invesiment program comprised both a major reduction of its financial vol-
wme and a minor reduction with respect 10 the envisaged projects. According to VW, re-
ducing the financial volume became possible, first, as Skoda made good progress in im-
proving its productivity - mainly by rationalizing throughont the whole enterprise, by
adopting a platform strategy of production and by benefiting from being incorporated in
the group supply networks, second, as the close integration of Skoda suppliers into the
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_ prﬁduzctiou process led to an utmost lean structure of the supply system and, third, be-

' cause, due to recession, capital goods could be purchased at a 20-30 percent discount.
Against this background the financial vofume of investments had to be downsized in or-
der to ensure an efficient use of funds so as to realize restructuring targeis in a lean and
profitable way. .

»  With respect to envisaged projecis only plans conceming engine construciion at Miadé
Boleslav will not be realized (o the extent that has been initially intended. As future de-
mand for engines is expected to decrease and as capacilies at Genman production sites are
under-utilised, engine construction in the Czech Republic will be established with a
lower degree of vertical integration than previously outlined. Still, Czech suppliers arc
supposed to produce the largesi part of the engines’ components. These compenents will
then be assembled automatically in German plants while final-assembly, which cannot be
fully sutomized bul needs a lot of handiwork, will be carried out at the Skoda plant. All
in all the decision to cartail the ambitious program seems both to reflect the concern of
investment efficiency as such and o cotreet an expansionary development course which
is mot - or no Jonger - in accordance with expected market developments. Apparently, this

“decision has been taken in the very last moment. But presumably it will save Skoda the
costly experience of getling oversized.

Restructuring Record

+ Over the past-'ihree years joint restructuring efforts of Skoda and VW have definitely
yielded positive resulis for the Czech car manufacturer (Table 6). All key indicators re-
veal a considerable extent of improvement and prove that Skoda is on its way to manag-
ing the erucial turnaround. Production increased by around 10 percent last year and pro-

. duction per day rose by more than 8 percent each year, Similarly, turnover and sales

~ grew by 18 and 15 percent last year. Employment grew slightly over the past two years
and the break-even point bas been passed already in the second year of the joint venture's
operations, Although not all initial plans have been realized at full degree it is evident
that such results as Skoda i able to report are the excaption rather than the rule in enter-
prise restructuring - itrespectively if the task is o restruciure an ailing westetn enterprise
or if it is to restructure a former socialist enteeprise.
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Table 6 - Development of Skoda 1991-1993

1991a) | 1992 1993

Employment {persons) (b) 16 360 17110 17050
Investment (mill. DM) 6l 198 252
Production (units) , .

- pet year 109 690 200060 219610

- per day 756 812 889

Sales to dealers (units) 110 800 (2) 198 660 229 450

172200 (c) ' C

Tutnover (mill. DM) 800 1680 1980
Profits (mill. DM) -40 233 () 246 (d)
70 (e) G

{a) For short business year since April 16th, 1991, - (b) End of the year. - {¢) Whole year. -
(d) According to Czech accounting rules. - (£) According to group consolidated accounts.

Source: Volkswagen AG (1992, 1993); Borsenzeimang (1993); Handelsblati (1994).

IV Summary and Conclusions

Companies which establish a joint venture are becoming bound up with each other and
ate entering 8 joint future which offers new perspectives to each of them. On the one
hand, partner companies can benefit from each other by combining their strengths - this
is why joint ventures are set up. On the other hand - which is a potential burden -, they
are glso tied fogether when a setback may occur to anyone of them. And what is even
more, bepefiis and burdens are not only to be shared by the partners directly involved in
the respective joint venture but also by further enterprises which may be asscciated to
anyone of thern, Furthermore, even enterprises which are linked io associated companies
by means of the value creation process, namely suppliers and distributors, are concerned
by the joint venture set-up. In the case of Skoda and VW it has ‘even been explicitly
stated that both supply relations and sales opéraiions are 1o be fully integrated into the
Skoda development plan. ‘

Establishing 2 joint venture draws up a new framework within which the partner compa-
gies have 10 take their entreprencurial decisions. Decision making is effected on several
levels: strategic orientation, resource sllocstion and capacity utilization, in¢luding market
penetration. On the levei of strategic considerations, pariners have to agres upon their
long-term targets - in particular which markets to serve - and to attune their decisions. In
the case of Skoda and VW the basic sirategic device is 10 keep four fully fledged inde-
pendent nameplates and to build up a federal organizational structure. In this setting
Volkswagen as the mother company seis oul the targets and principles - similar o consti-
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tutional rules - according to which the group is operated while each group member is
largely independent in his day-to-day operations.

On the level of resource endowment, paniners have to operate under a joint resource con-
steaint, This constraint is defined by the extent to which the group as a whole disposes of
internationally mobile resources, namely financial funds and advanced know-how of
production, management and marketing, In a joint venture the major partoer is usually
expected both to provide invesiment capital and to delegate some {op executives while
the minor partner is supposed to contribute in terms of specific, lacally based advantages.
In the case of Skoda, VW takes the role of the major partner acquiring part of Skoda's
equity and drawing up a comprehensive investment program in order 1o promote Skoda's |
restructuring. Skoda on its part affers VW to be developed into an attractive high-qualiey
low-cost production siie. Since the joint venture was established in 1991, the group's fi-
nancial restraints have tighiened considerably due to an overall decline on the world's car
market on the one hand and due to the severe troubles of the Spanish group member on
the other hand, Increased importance of investment ¢fficiency led to a major reduction of
the financial vofume of Skoda's investment program.

On the level of capacity utilization the group will have to make sure that - as far as paral-
lel capacilies are concerned, i, capacities which ate substitutional to each other - the
rate of utilization tends 1o be fairly even at the individual places throughout the group.
Enlargement of capacity at one place will not be promoted as long as there are idle paral-
let capacities at another place. In the case of Skoda such considerations led to only
slightly revised investment plans. With respect to market penetration group membership
facilitates Skoda's access (o international markets while Skoda on”its parl acts as the
group's bridgehead to the eastern European markets. :

So far, Skoda has shown a remarkable performance in the partnership with VW, even
under difficult market condilions. On the whole, the Skoda-VW joint venture substan-
tially pushes restructuring of the Czech car industry and considerably confribuies 10
transforming the Czech economy, Within the joint venture national resources are used
more efficiently shan before due to their incorporation into a world-wide corporate net-
work. Fot Skoda and the Czech economy the combination of cheap, well qualified na-
tional labour with advanced kmow-how and fresh capital opens new perspectives for
growth and development. For VW the commitment to and co-operation with Skoda al-
lows 10 strengthen its position on the world's car markets,



19

. "~ List of References

BORSENZEITUNG, "Skoda vor Produkiivititsspriingen”, Frankfort am Main, 27. Mirz
1993, '

FRANKFURTER ALLGEMEINE ZEITUNG, "Der Vertriecb von Skoda wird neu organi-
siert". Frankfurt am Main, 23, September 1991.

HANDELSBLATT, "VW: Keine Unklarheiten iiber Skoda-Gcscthtse:gebnis". Diisseldorf,
20, April 1994.

HARTLEY, Joha, "Vehicle Manufscturing Technology. A Worldwide Review of Trends for
the Future". The Economist Intefligence Unit, Special Report No. 304. London 1992,

SEREGHYOVA, Jana, "Recent Developments and the Perspectives of A.AS. Skoda, the
Joint Ventre established by the Volkswagen Coocern and the Automotive Concern
Skoda Mladi Boleslav CSFR*. Paper prepared for the ACE-Workshop "Joint Ventures in
Transformation Countries in the Context of Overall Investment Strateglw of Their Part-
ners”, held at Budapest, 10th - 12th June, 1994,

VIRGIL], Msria Teiesa, Benjamin BASTIDA, "Development and Perspectives of the
SBAT S.A. after the acquisition by the Volkswagen Concem”. ln: Joint Ventures in
Transformation Couniries in the Context of Overall Investment Stiategies of Their Part-
ners, GKI Bconomic Research Co, Budapest 1994, ' '

VOLKSWAGEN AG, "Annual Report 1992", Wolfsburg 1992.

+=, "Annual Report 1993". Wolfsburg 1993.



