Cha
hapter 15 .\Iu!nrmlmnni Organizations 705
Case 15-2

Falcon, Ine.

It was January 2005. 4 d
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Tracey (Controller):

B}1t fairness was perhaps the most important con-
sideration when | designed the PES back in 1993.
We hold each subsidiary manager, domestic and
foreign, responsible for budgeted U.S. dollars profit,
which allows us to achieve the corporate profitabil-
ity goals.

Takada’s contention is that his unit’s value added
‘comes from its low-cost production. He feels that be-
cause he sells mostly to discounters and builder
channels in the U.S., the price competition is severe,
and profit margins are rather low.

at’s true. But it’s a huge market, and Takada has
lusive rights from Falcon to cater to that market

ge [manager of Danish subsidiary] was
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ates not just the profitability
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foreign exchange risk?

Morgan (CEQ): Yes, T guess. We've alw
subsidiary managers nce
effects of the exchange-rate
strategic and tactical decisions.

B Tracey (Controller): Moreover, most of our stockholders are based in the
& e i U.S. Maximizing dollar returns to them should be

our top priority!

But Takada was complaining that the strengthening

yen hurts hig margins.

Tracey (Controller): That's nonsense! W h

ays maintained that foreign
d to deal with the economic
te changes in making

That’s been his alibi every vear. Ever since he as-
_sumed the responsibility of Japanese operations in
11999, Takada has been clamoring for higher bonuses,
_despite his unit’s unsatisfactory performance.

t why should exchange-rate changes matter that
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xchange-rate movements.
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Global Appliance Industry*
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Faleon and Its Subsidiaries in Mexico,

Denmark. and Japan

a pehliciy held US. company, 1s a glohal player i the home apphance

?ahn, ot ry with 2 wide range of products. including reingerators, Kitchen applis

and lsundry machines (washers and dryers’. Frloons 2004 sales were

s ;ﬁ‘ 1 hillion Falcon's overall strategy was o participate in all three dow-price,

. id-price. and high-price) segments of the apphiance dustry:

MMMMW&;@@W one each in

% and Japen The exact nature of each subsidiary's aperations
, overall stratesy is described below.

percent interest in a Mexico-based producer of vefing-
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in Denmark were small local companies, producing and selling their productsin
Denmark only. ; o5 ke

The Japanese subsidiary was established in 1999 a8 d production unit, _I he
Japanese engineers were excellent in component design as well as high
quality, low-cost manufacture. The subsidiary produced low-cost la'undry
machines (washers and dryers) and had exclusive rights to sell them in the
U.S. to the discounters and builder channels under “store” brands that catered
to the low end of the market. Manufacture of laundry machines in Japan was
largely in the hands of several medium and large domestic manufacturers
that produced energy-efficient and compact machines for sale in Japan. Other
“private label” suppliers of laundry machines to discounters and builder
channels in the U.S. consisted of local (U.S.) companies known for producing
domestically using lean manufacturing techniques.

Budgeted and Actual Profitability of Falcon’s
Foreign Subsidiaries

In consultation with the subsidiary officers, and taking into account the ex-
pected changes in market conditions, Falcon’s headquarters set budgets for
subsidiaries at year-end. For the foreign subsidiaries, budgets were communi-
cated in local currency (LC) as well as U.S. dollars, using the exchange rate at
the end of the previous year. The 2004 budgets for the three subsidiaries are
indicated below.

Subsidiary Budgets—2004

Mexico Denmark Japan

Budgeted no. of units* 200,000 50,000 250,000
US$ Budgets:
Sales 74,550,000 41,400,0

_ 350, /400,000 102,000,000
ggsfﬁs 59,640,000 33,117,360 81,579,175

| 14,910,000 8,282,640 20,420,825

Local Currency (LC) Budgets:
Sales

Sales 799,176,000 284,832 000 12,219,600,000
Sons. fggrm.soo 227,847,437 9,773.185,165
/835,200 56,984,563  2,446,414,835

—
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Mexico Denmark
5% investment
U2 mvestment 149 100,000 20,706,600
LU Investment 1,598 352 000 142 461,408

"‘-v“Uu;mw’.,”ml: 709

Japan

510,520,625
61,160,370,875

I'he actual number of units

sold in each country, and the product mix, re-
mained virtually

the same (199.600 units, 50,700 units, and 249000 unite
respec o \ \ N . ' '
\111 ctively in Mexico. Denmark, and Japan). The actual inflation in the home
apphance imdustr Y TEe ) )
ppiance mdustry in each country was almost identical to Faleon’s expecta-
bons reflected in the budeet

: above. The actual performance of the three sub-
sidiaries for 2004

was as ftollows:

Subsidiary Performance—2004

Mexico Denmark Japan

USS Performance:

Sales 74,563,850 42,109,552 11,515,435,972
Costs 59,626,129 32,417,764  9,521,015,957
Profits 14,937,721 9,691,788 1,994,420,015
Local Currency (LC) Performance:

Sales 819,083,888 272,448,801 103,000,322
Costs 654,993,022 209,742,930 85,161,145

Profits 164,090,866 62,705,871 17,839,177

In tracking the budgets, Falcon used the average-of-the-year exchange
rates, since sales and costs typically oceurred uniformly over the vear, The ex-
change rates were as follows:

Exchange Rates

Mexico Denmark Japan

Exchange Rate (LC per 1 USS$)
2003 End 10.720 6.88 119.8
Average for 2004 10.985 6.47 111.8

The average economy-wide inflation in 2004 was 5.00 percent in Mexico,
4.30 percent in Denmark, 2.25 percent i_n .lnp;.m\ and ‘2:3(] percent in the U.S.
The specific inflation in the home appliance industry in each country paral-
leled the ¢conomy-wide inflation in 2004.

Requirements

1. Under the current performance-evaluation system IPEH‘i at Falcon, hukw
would you assess the financial performance of the division managers ;‘n
Mexico, Denmark, and Japan? Which manager should be as r-arded the high-
est bonus, and which should be awarded the lowest bonus? .

2. Using the approach outlined in Appendix A, calculate the nomma!‘m:c;(l)‘::;l
changes in the exchange rates for Mexico, Dmp]mrk and Japan dur ;\n‘;, . "
In light of your calculations, what revisions, if any, would ym? ma L ‘1‘11‘ 1}12
2004 dollar budgets at the time of tracking them? How would vou assess the



ppendix A

Short Note on the Relationship between Exchange
ates and Inflation Rates

where e; is the dollar value of one unit of fansio

AR S , 2 ponRIng o
the period, and &, 1s the dollar valpe of S el

of the period
To illustrate, if the US. and Argenting have annual inflation rates of 4 per-
cent and 14 wtf!ll TESpECy :\’i-;_\‘, and {j}c =pot rate today is one :\TQZ{'Z‘.';:??{ Pose

{ARS) equals US§0 .33, then the value of the ARS in one vear would be

e; = (0.33X1.04/1 145 = 0.3m




