Niessen Apparel

Juan Valencia was upset. As general manager of the Niessen Apparel Peruvian assembly plant, he believed that his performance over the past two years was not being evaluated fairly. He had recently sent a memo to parent company headquarters detailing his complaints and asking for an immediate response. Charles Niessen, president of the company, asked his son Chuck to review the matter and report back to him immediately because he did not want to risk losing Valencia (who had threatened to quit).

Background

Niessen Apparel was a medium-sized U.S. manufacturer of women’s and children’s clothing. Because of rising domestic production costs, Niessen had investigated the possibilities of sewing the garments outside the United States, after which they would be shipped back and sold in the United States. In this manner, Niessen could lower overall production costs and be in a better position to compete with both domestic and imported products. This could be achieved by utilizing cheaper labor in a developing country for the most labor-intensive part of the production process—assembly—and taking advantage of a favorable section of the U.S. tariff code. This section allowed U.S. companies to export components to a foreign operation, then import the finished products, paying duty only on the value added outside the United States rather than on the full value of the product. Thus, a product imported from a Peruvian operation would have a smaller tariff than one imported from a strictly Peruvian company. This, of course, would give a U.S. company an advantage over a foreign company not owned by a U.S. corporation. For example, a product costing $100 imported from Peru might have a tariff of $20 levied against it (20 percent of its value). However, if the product had $50 worth of U.S. components in its value, then under the code the U.S. tariff would be $10 (20 percent of the value added outside the United States). Thus, the full import price would be $110, compared with the $120 import price of the nonqualifying imports.

The Method of Performance Evaluation

To justify the Peruvian sewing plant, Niessen believed that it should be evaluated as a profit center. This would allow the operation’s profitability to be compared to the next best alternative use of funds. Valencia was to be responsible for the profitability of the Peruvian operations and was to be evaluated and rewarded on that basis. In addition, Niessen believed that the subsidiary’s performance should be evaluated in terms of U.S. dollars rather than local Peruvian currency because its value to him and his company was its contribution to U.S. earning power.

Problems with the Operations and Systems

Initially, a transfer pricing system was established on an arm’s-length basis for all intercompany shipments. This was consistent with the profit center concept in that any other method would result in artificial profits. However, over the past two years the transfer prices on components shipped to Peru had been increased, and the transfer prices on finished goods shipped back to the United States had been decreased. These changes were made to take better advantage of the special tariff provisions (i.e., to pay less import duty) by increasing the U.S. content and decreasing the foreign value added to the finished product. This change in strategy was considered desirable by the U.S. marketing people, who wanted to sell more competitively in the United States, and by the treasurer, who wanted to save on import duties. In order to avoid problems with U.S. and Peruvian government agencies, the transfer prices had been adjusted gradually but steadily each month. Helping to conceal this procedure was the continued decline of the Peruvian currency relative to the U.S. dollar. This, in itself, increased Peruvian import (purchasing) costs while lowering U.S. import prices (costs).
Although the effects of the new transfer prices and currency values worked out very well for the U.S. marketing manager (whose profits increased significantly), just the opposite occurred for Valencia. The performance evaluation of the subsidiary’s operations deteriorated to the point where one member of the U.S. staff who was unaware of what had been going on suggested that Valencia be fired or the Peruvian operation be terminated. In addition, Valencia’s annual salary bonus had virtually disappeared because it was based largely on his subsidiary’s profit performance. To make matters worse, slower than anticipated U.S. sales growth had caused a cutback in shipments to and from Peru, idling much of the Peruvian capacity. And because the Peruvian subsidiary sold only to the U.S. parent, it could not use its surplus production capacity, causing its costs to rise further and its profits to decrease further.

Questions

1. What were the strengths and weaknesses of Niessen Apparel’s original method of performance evaluation?
2. What factors should Niessen consider in deciding whether to change the company’s method of performance evaluation?
3. Should the old evaluation method be changed for the Peruvian operation? If so, why and how?

