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ABSTRACT

One of the largest decisions faced by top managers is the selection of an
appropriate wholly-owned entry mode when entering a new international market.
The decision involves considerable costs and uncertain returns. Yet, it is also
the most frequently used mode, a point illustrated by the fact that over 75
percent of all foreign investments utilize a wholly-owned mode. Despite this

importance, few researchers have examined this selection decision.

This study uses a multi-method approach to examine the reasons why
manufacturing firms select either the acquisition or the build mode when entering
an international market, and the performance implications of such a decision. A
few prior studies, which have examined these issues using secondary data and
inductive approaches, have not been theoretically well deveioped and provide
mixed results. This is the first study that considers the relationship between both
selection and performance simultaneously using firm-specific variables

controllable by managers in a deductive manner.

An eclectic theory model develops two overarching relationships. The first
relates international bounded rationality and international competitive advantage
to the selection of either wholly-owned entry mode. The second then relates the
entry modes to different performance levels using transaction cost theory and
information asymmetry arguments. The theoretical arguments result in a causal
mode! relating various aspects of locational, ownership, and internalization

advantages.

The study uses two methodologies. The first examines a Japanese Foreign
Direct Investment (FDI) data-set describing Japanese investments into North
America. The information is used to test the hypotheses relating international
bounded rationality and entry mode selection, as well as evaluating the entry
mode selected and performance, while controlling for locational competitive

advantages.

ii
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The second methodology uses a survey questionnaire approach to develop
measures for the hypothesized constructs. A Partial Least Squares (PLS) causal
modeling analytical approach examines the interrelationship between the

described hypotheses or relationships.

The results of these tests support the postulations that international competitive
advantage and international bounded rationality influence the selection of
wholly-owned entry modes, and that the build entry mode outperforms the

acquisition mode.
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CHAPTER 1 - INTRODUCTION

During the last two decades, the proliferation of papers written about foreign-
market entry modes demonstrates the importance of this topic in international
business research. Yet, most of this work has either examined entry modes
having different ownership levels, or examined a single entry mode on a non-
comparative basis. Very little research has been completed on wholly-owned
plant entry modes (i.e., the decision to either acquire or build a manufacturing
facility in a new international market' ), and no study has looked at both the
selection and performance of wholly-owned entry modes simultaneously.
Therefore, the objective of this study is to examine the factors that influence the

selection and performance of wholly-owned entry modes.

The overarching framework used to investigate these issues is the eclectic
theory which has evolved considerably at a theoretical level. A number of
empirical studies have already tested the concepts using either macro-level
economic data or qualitative industry methodologies (Dunning, 1993). This
study, however, takes a more rigorous approach to testing eclectic theory at the
firm-level. First, the study develops an eclectic model specifically explaining
wholly-owned entry mode selection and performance. Then it tests the model
using two different methodologies: a secondary data-set and a questionnaire-

survey.

Within this context, this study considers two overarching postulations. First, does
competitive advantage, in particular locational competitive advantage, influence
entry mode selection and performance? Second, does international bounded
rationality influence entry mode selection and performance? In this study

international bounded rationality is defined as the lack of knowledge possessed

TA variety of names have been used in prior literature to describe the build mode, including
greenfield, organic, and new venture. Build was used most frequently in this study because the
responding executives understood the plant build mode more readily than the other terms,
particularly if English was their second language.
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by a firm’'s top managers regarding the fundamental functional and market-based
competitive advantages and skills that are relevant for it to compete successful

in any new international market. This concept is defined more fully in Chapter 4.

IMPORTANCE OF TOPIC

The wholly-owned entry mode is important for a variety of reasons. First,
managers are confronted with the wholly-owned entry decision much more often
than with other entry mode decisions. In fact, the wholly-owned mode represents
the majority of all modes used internationally by firms. Studies have shown that
the wholly-owned modes represent in excess of three-quarters of ali foreign
modes employed (Agarwal & Ramaswami, 1992; Gatignon & Anderson, 1988;
Stopford & Wells, 1972). Other studies have indicated that wholly-owned entry
modes are the ultimate goal of most firms that enter new international markets.
Stopford and Wells (1972, pg. 107-124) found this drive for eventual control
present in the majority of companies they studied. Similarly, incremental
internationalization theory itlustrates that firms tend to move through the various
non-wholly-owned modes, and that they eventually adopt the wholly-owned
mode when they have developed sufficient knowledge and competitive
capabilities. Luostarinen, the architect of incremental internationalization theory,
suggests that the wholly-owned subsidiary is the final step in this incrementai
process (Luostarinen, 1970; Luostarinen & Welch, 1990). In conclusion, the
wholly-owned entry mode decision appears to be made much more frequently

than other types of entry-mode decisions.

Second, the capital, and therefore, resources expended on the wholty-owned
modes are enormous. Between 1968 and 1988, the annual investment by U.S.
companies for acquisitions grew from $43.6 billion to $246.9 billion, and this
1988 investment represented approximately 40 percent of ail U.S. corporations’

capital expenditures during that year® (Weiner, 1989; Weston & Chung, 1990).

“ These figures include both foreign and domestic acquisitions.
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Between the years 1979 and 1982 no less than 77 percent of all investments by
foreign direct investors into the U.S. were for acquisitions (Belli, 1983).
Furthermore, relative to other types of entry modes the wholly-owned mode
represents a far greater commitment of resources by the company. Theretore,
the fact that managers facing this decision are leveraging a greater portion of
their firm’'s resources relative to other entry mode decisions makes the
magnitude of the wholly-owned entry decision very large relative to these other

decisions.

Finally, despite the overwhelming importance of this decision, little empirical
research has compared the two wholly-owned entry modes and none has
simultaneously examined both the seiection and performance issues. Therefore,
empirically-based practical advice for managers making this decision is limited
or nonexistent. Many articles have been written prescriptively about either
entering a new foreign market or acquiring a new company or advising
managers implementing build growth strategies. However, there is very little
advice for the manager contemplating the selection decision of wholly-owned
entry modes when the firm is entering a new foreign market. Furthermore,
research specific to the acquisition mode of entry has broadly concluded that
acquirers, in general, do not benefit financially from acquisitions. Yet despite the
poor financial returns, acquisitions continue to be one of the most frequently
utilized modes for international diversification and growth. The question then
becomes: How does the financial performance of the build mode compare to that
of the acquisition mode? Clearly, managers, owners and other stakeholders
would benefit from research that explores the broad range of factors affecting

mode selection and performance.

THE TOPIC OF RESEARCH
The topic under investigation, the acquisition versus the build decision, is more
graphically illustrated in Figure 1.1 as the shaded area (see page 4). This figure

illustrates the economically rational decision-making process that managers
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contemplate when entering a foreign market. In theoretical terms this process
has been discussed relatively widely as the internationalization stages approach
to international investment and the wholly-owned selection process is the final

stage in this incremental process (Luostarinen, 1970; Luostarinen & Welch,

1990).
FIGURE 1.1
PROPOSED THEORETICAL REGION OF INVESTIGATION
The Foreign The The Wholly-
Direct Ownership Owned Mode
Investment Decision Decision
Decision
No Direct
Non-Wholly-
Foreign Investment Owned
Market Investment
Entry Direct
Investment Wholly-
Owned
Investment

The question investigated in this study is as follows:

Why do firms select either of the wholly-owned entry mode (i.e., buy versus
build) when entering a new international market on a manufacturing plant basis,

and what are the performance implications?

This question examines two relationships. First, it examines the relationship
between environmental and organizational factors and the entry mode selected:
and second, it examines the relationship between the entry mode selected and

performance. These relationships are illustrated in Figure 1.2.
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FIGURE 1.2

THE RELATIONSHIPS IN THE STUDY

The Influences
on the Selection
Decision

!

CEntry
Mode
Selected
Entry Mode
Performance

Several prior studies have examined these relationships, but none has looked at
both relationships simultaneously. Conceptually, this creates a variety of
problems. The first relationship between the influences and the mode selected
does not consider mode performance, but it assumes that performance has been
maximized by the managers. The second relationship between entry mode
selected and performance neglects to investigate the conditions under which
such the selection took place. Thus, neither relationship, when examined
individually, provides academics or managers with a complete representation of

what is occurring in this decision making process.

This study attempts to rectify this oversight by examining these relationships
simultaneously so that these contingent relationships can be defined and
managers can be guided appropriately with respect to selecting the higher

performing entry mode given their firm's situation.
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SUMMARY OF PROPOSED THEORY AND METHODOLOGY

This study focuses on two theoretical notions to explain wholly-owned entry
mode selection. First, bounded rationality influences the mode selected by a
manager and, ultimately, the performance of the mode. Second, a firm's
locational competitive advantage influences its selection of an entry mode, which

in turn influences the performance.

These notions are theoretically developed in several ways. The overarching
theoretical concept used is Dunning’s eclectic theory (Dunning, 1993). Several
other micro-level theories (i.e., at the firm-level and below) are used to
characterize causality within the eclectic theory model. The three primary micro-
level theories are Porter's (1980) theory of national competitive advantage,
Simon’s (1957) theory of bounded rationality, and Williamson's (1870, 1990)

transaction cost theory.

This study tests the developed theoretical model in two ways. A secondary data-
set test using Japanese wholly-owned investments into North America initially
tests the relationship between ownership and internalization advantage while
controlling for locational advantage. Then a gquestionnaire-survey methodoiogy
looks at the causal relationships between both locational and ownership
advantages and internalization advantage. This latter method improves on many
of the internal validity and reliability concerns that are present in the initial test.
In addition, the multi-method approach improves the overall validity and

generalizability of the results.
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OUTLINE OF STUDY

The research program carried out in this study is described in the subsequent

nine chapters. Outlines of these chapters are as follows:

Chapter 2:

Chapter 3:

Chapter 4:

Chapter 5:

Chapter 6:

This chapter reviews studies that previously examined the
theoretical relationships considered in the research question: the
influences on wholly-owned entry mode selection, and the
relationship between the entry mode selected and performance.

This chapter reviews several general theories of the international
firm. It concludes by selecting the eclectic theory as the
overarching framework in which to study the wholly-owned entry
mode.

This chapter develops hypotheses specific to the individual
theoretical relationships in the eclectic theoretical framework.
Several sub-theories develop theoretical arguments within the
eciectic theoretical framework and provide arguments supporting
the general postulations that competitive advantage and
international bounded rationality influence entry mode selection
and performance.

This chapter describes the first of the two methodologies used in
this study. A Japanese Foreign Direct investment data-set tests
the generalized postulations that international bounded rationality
influences entry mode selection and that entry mode selection
influences performance.

This chapter examines the results from the first methodelogy
which considers two initial postulations and uses the Japanese
Foreign Direct Investment data-set.
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Chapter 7. This chapter describes the second methodology, a questionnaire-
survey approach which considers all of the hypothesized
relationships using multi-item measurement technigues.

Chapter 8. This chapter examines the results from the second methodology
by looking at all of the hypothesized relationships in an empirically
derived causal model.

Chapter 9:  This chapter discusses the results of both methodologies as they
relate to the theoretical model developed in Chapters 3 and 4.

Chapter 10:  This chapter considers the theoretical and practical implications of

this study and outlines possible future research that could evolve
from this stream of research.
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CHAPTER 2 - LITERATURE REVIEW

Prior wholly-owned entry mode research can be broken into two streams. The
first and most important is the comparative wholly-owned entry mode research
stream because it allows the reader to compare two different entry modes and
evaluate which is the more appropriate given a specific situation. The second
research stream simply examines an entry mode independently from all other
entry modes. Clearly, this second stream is not as valuable as a comparative
guide, but it does provide some insight into the success and nature entry modes
on an individual basis. This chapter will initially took at the comparative research
stream, and then it will attempt to summarize the vast amount of pertinent

research in the non-comparative research stream.

COMPARATIVE WHOLLY-OWNED ENTRY MODE RESEARCH

There is a distinct paucity of comparative wholly-owned entry mode research,
particularly in refation to the extensive amount of research on international entry
modes in general. The few studies that do exist fall into two categories which
relate to the two previously-defined relationships in wholly-owned research:
those that consider influences on entry mode seiection and those that consider
entry mode performance. The author is aware of no research study, prior to this

one, that has simultaneously investigated both of these relationships.

The Relationship Between the Influences on Entry Mode Selection and
Mode Selected

The two contexts under which the relationships have been studied are the
international and the domestic. The international context will be considered first
because it is more relevant to this internaticnally-based study. Then research
using the domestic context will be examined to determine if the inferences made

in the international context are supported in the domestic context.
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International Research
Four studies, three published empirical studies and one unpublished thesis,

10

have considered the question of international wholly-owned entry mode

selection. A fifth study,

included

in this section,

implicitly compares the

acquisition mode to the build mode. These studies are summarized in Table 2.1.

TABLE 2.1

INTERNATIONAL MODE SELECTION RESEARCH ON WHOLLY-OWNED

MODES:

Medes
Arucle Investigated Methodology Cancepts Investigated A 10 Jv Nates
Qejan (1940) <farege - empineal using Znvircament 1 arguec on tne tas:s of
markel entry econcmic Jaia 1 Eccn seveglcoment (GMPicap host,(2) -3 -3 na nsk
by Sweaisn from 1888 1o 2 Ecor size {GOP hosyy ag np na 2 arguec or e 5ass of
MNES ita 30 1678 3 Year of entry jeafly 1s loweni1) Rt B na avaiamity
countnes .77 parent fums Ingustry 3 twec mogeis were
- moces A g 8 250 entries 1 ingustry growth (hest-country) 3 "3 na scecihec Fist year of eriy
[la] Firm was let out ang inausiry
1 Muitinational expenence - na growsh was sigmfizant
2 Parent diversification strategy .o . na However when year ct entry
2 Entry diversification - na was Incluged neusiry growtn
vecame non-signidicant ana
econ ey became
sigritieant
Kog.t & foregn mit - empinca, latge Environment 1 - usew hotslege's
Singn (1G8E, entry Into the seconsary oata 1 Cuiltural ;istance(1) 2 »773 - measures o gehneate
US by dv A Dase T Uncenainty avoidance(l) 2 Al «*3 cultatai aistance
&0 . 4ata base J18 Ingustry 2 - eventhing 1s refatee 1o
eates g LS 3 Research & Develooment 2 no aci+'! As
from 1GE1Y 10 4 Advertising - ap np 3 wrer Japanese 2ala were
1085 [useztre 5 Ing seciar (manuf vs services; 2 ng ap taken cut these T™we +ar acles
same cata-sel as Firm become nron-signf.cant
below Sut mete < Drwersitication (4] 2 & civersshication s no; gieatty
recenty 7 Country expetience 2 . . defined It appears
-alttypes & & Multinatiorai expenance 2 - - gefired as company past
sizes 0! firms € US assel size 2 +[**] +" strategy
e g service 10 MonU S asse:size 2 <[
marut etc )
Caves & Forean - @mpIncal iatge Ingusty 1 usecipvesimertamt an
Mena  {1986) marke! emtry seconcary data t Avauability of & canaisates % ing ) - na the countny,
by MNEs «lo tase from 1875 2 Miimum geon sze (S; - . na 2 asuzsizianes in gther
the US to 81 2 Industry concentration (S) Lo B na countnes
- modes - galavase sice 4 Industry growtn (inflation agjusted; e bl iad| na 2 bimodai . firm
tested are A {138 entities & 5 R8O expenditures {7} ap np ra soec1ahzation
810 30 were As} & Agverising expenditures (7) ap np na 4 % 'ncrease :n 8 MNEs
» all types and 7 Durable goods (dummy vanable Bt L na 5 emp n subsiC:arylermp in
sizes of tirms Firrm nd
(e g semice 3 Sub size rel to Parent size {10) Eatad e na 6 Bimogal if tap & firms nave
manut } 9 Multinabonal expenence (2} B! N | na >45% of shpmis mace » tre
10 Speciahization strategy of entry (3) - - na market
11 Parent diversification strategy e ok na 7 high growth anga lew
12 Fuest fram industry & country (8} . - na growth favoreq A
13 % from inQustry & Sountry in np np na 8 provizes some rmacatior
us@8?n B R na of learning & country
14 Joint venture ownership for new sub Ll na expeuence

9 Used aifferent mocers ana
sometimes the signihicance
changed (only shgfitty; Dyt
the main moge! recants .
articie are shown

10 Sub employ/parent
emglov
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TABLE 2.1 (continued)

Modes
Article investigated Metheaolagy Concepts Investigated A D JV Notes
‘Noson (S880; Dropensty i ermeinsal Citm 1 consaerd the Jdw ool
An toreign Hanarg MNE * Owersitication strategy .t na na o& undergeselopeq
Invastments caianase (137 2 Country expenence \amount) . 2~ na Pypathesis
Grmshaty 3 aec 200 3 Countn expenence {time spant) B na na 2 these qumny, Lanadies
cecmoared 10 Eoreigr; < Locatior of inyesiment {nation! [ na na WETE COmTeldled o it wilh
157 - farge 4rms 5 Sarer:cation (JK US Jac 8 3et: WD na na vanatte X 38 0 AL D the
- 1987 1o 16T 3 Fym size "3 na na Ger appedred sujn
3 SIZe LANAATE WA urhgt
4 2egice M sge aas
esttmuea Decause SNty b
vaueN weie showr
S alsd compares modes
RavIng QI loreign pacents
Al wester simular in nignateae
DUl e Lapanese whil™ was
witfy ifptent
SuTir (1975) Foreign - Divariate Firm 1othere st disting gk o
market aralysis ol iarge 1 Owverstication strategy -2 -2 control yanabies
irvestment by J S MNEs 2 Eirmosize S22y . D these are segmbicant bo!
US MKEs entering otrer ruptesent athe: Orydu tenlis
countnes {1 23] 3 he noted the resuils
- data 1648 cHange dver e
1967 4 1ootnotes in (Caves &
Mehra 1088 & \hogut &
Sngh YQER,

Notes on Abbreviations:

Entry Modes:

A -ndicates acquisition

I - indicates internal development
JV - indicates joint venture.

Hypotheses:

+ indicates that as this influence increases in magnitude this factor 1s positively favored or
impacted.

- indicates that as this influence increases in magnitude this factor is negatively favored or
impacted.

np indicates that no prediction was made, either due to lack of information or conflicting hypotheses
A sign (e.g., + or -} indicates that the analysis subsequently delineated this direction

na not applicable because the mede was not involved in this hypothetical analysis

Significance:

* p<010

* p<0.05

** p<0.01

[] indicates that the findings were not in the predicted direction but were significant

The earliest study was Dubin's unpublished thesis {1975) which looked at the
reasons why large U.S. multinational enterprises (MNEs) selected either the
acquisition or build mode when investing in foreign markets. His thesis looked
exclusively at the investment decision and did not consider an investment
context such as the initial market entry versus a secondary market entry.
Therefore, initial entry was not differentiated from ongoing investments.

international research has confirmed the importance of considering the
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investment timing context. In particular, internationalization stages research has
shown the importance of differentiating between the initial entry invoiving
geographic diversification, and subsequent investment decisions involving no

geographic diversification (Luostarinen, 1970; Luostarinen & Welch, 1990).

Dubir's thesis, which used government economic data from 1948 to 1967, found
that a parent firm's product diversification strategy positively influenced, and
organizational size negatively influenced, the selection of the acquisition mode.
Dubin also considered different economic time periods in this study. His analysis
over different time periods indicated that the above relationships were unstable
or dependent upon time-related factors (Dubin, 1875). A major weakiness of this
study was its tack of control variables, a weakness which may partially account

for the instability of the results over time.

Further support for Dubin's findings appears in Wilson's study where he
implicitly compared the acquisition mode to the build mode (Wilson, 1980).
Wilson looked at the propensity of both U.S. and foreign MNEs to acquire in
foreign markets during the 1967 to 1971 period. This analysis, which included
389 cases in the Harvard Multinational Database, assessed only a firm's
propensity to acquire and did not explicitly consider the build mode.
Furthermore, similar to Dubin’s work, this study did not control for the investment

context or geographic diversification.

The results indicated that prior product diversification positively influenced, and
the time spent in the host-country prior to the investment negatively influenced,
the number of acquisitions. In addition, dummy variables controlling for both the
home and host countries were significant, but no logic provided for their
significance or direction of influence. The results aiso found that the degree of
foreign experience measured by the number of foreign subsidiaries a firm had

worldwide was not significant. The lack of comparison to the build mode and the
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missing control variables, however, limit one's ability to explain the mode choice

decision. The study did not consider performance.

Both Wilson's (1980) and Dubin’s works were based on the notion of aggressive
and defensive strategic models. The aggressive model was based on Vernon's
(1S871) product life cycle model which hypothesized that multinationals invest in
order to capitalize on some competitive advantage. The defensive model was
based on Knickerbocker's (1973) follow-the-leader concept and Graham's
(1975) exchange-of-threat model. These last two notions are models applicable
to oligopolistic competitive situations and involve risk reduction behavior due to
information uncertainty. The results of these studies provide some support for
the application of both organizational charactaristics and competitive position

models to acquisition or build mode selection decisions.

The first and most notable study to date on foreign, wholly-owned entry modes
was completed by Caves and Mehra (1986). Their research used U.S. Bureau of
Census data to look at foreign-market entry into the U.S. during the 1875 to
1981 period. A major portion of this study assessed the entry mode selection
decision of 138 foreign firms investing in the U.S. market. In addition to
developing a variety of new hypotheses and conclusions based on relationships
specific to the industry- and firm-level of analysis, they presented results which
supported some prior findings from the above research. The underlying
theoretical model in this study is implicitty a Bain 10 type economic mode! based
on the industry structure-behavior-performance paradigm. However, the specific
hypotheses are extracted from a diverse set of notions, many of which are more

pragmatic in nature, as is described below.

Caves and Mehra divided their research into two separate analyses. The first
analysis considered first order (i.e., direct) effects. In this section, their first
hypothesis suggested that as the size of parent increases the firm has a greater

propensity to select the acquisition mode. Their reasoning was that a large firm
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has the financial resources to acquire another firm, while a smali firm may not
have the required financial resources. In addition, larger firms tend to be more
risk averse relative to smaller entrepreneurial firms, and therefore, these larger
firms have a propensity to reduce the uncertainty by acquiring a firm that has a
known market presence and financial history’. Firm size was measured using

the overall annuai sales of the multinational firm.

Their second hypothesis related low multinational experience to a preference for
the acquisition mode because a firm lacking foreign experience would want to
purchase this experience if possible. Multinational experience was

operationalized as the number of countries the firm had previously entered.

Caves and Mehra developed two other hypotheses relating strategic
diversification to the acquisition mode. The first hypothesis related product
specialization to the build entry mode. The reasoning here was that a
specialized firm would have specialized skills and resources that could not be
found in most other firms. Therefore, such a firm would be forced io build. or
develop its specialized abilities, in a new market. The second hypothesis related
a firm's product diversification to the acquisition mode. The reasoning was
essentially the converse of that provided in the prior hypothesis: that a firm
managing a diversified set of resources would have a broad selection of firms

from which to acquire in a new market.

The measurement proxy for product specialization was a dummy variable set to
one if the entry involved a product diversification or if the firm's production was
limited to a three-digit SIC (Standard Industry Code); otherwise the variable was
set to zero. This operationalization is somewhat ambiguous because it is
suggesting that both past parent product diversification and entry diversification

are the same thing. However, past diversification is a good reasoning for the

?The increased risk of the build mode compared to the acquisition mode has never been
empirically validated, to this authors knowledge.
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present entry mode selection, but diversification at the entry mode stage is not a
good measure for influences that may have affected the selection of the entry
mode. The operationalization of diversification was the number of two-digit
industries within which the firm operated. A variety of researchers have indicated
that the three-digit SIC measurement best approximates a related versus
unrelated product industry differentiation, and that a two-digit SIC measurement
has produced problems (Bettis, 1981; Christensen, de Rocha, & Gertner, 1987,
Christensen & Montgomery, 1981; Grant & Jammine, 1888; Grant, Jammine, &
Thomas, 1988; Rumelt, 1982). It should be noted that the variables and
hypotheses throughout Caves and Mehra's study used two, three, and four digit
SICs without any consistency or explanation. This problem of consistency of
industry definition is present in a number of other operationalized variables in

this study.

Caves and Mehra also developed two home-country oligopolistic game-type
hypotheses. The first hypothesis suggested that the first foreign firm entering
from a specific industry and country would tend to use the acquisition mode. This
argument suggested that the first firm would have an information disadvantage
and therefore would be inclined to acquire information through an acquisition. In
other words, it would attempt to reduce any information uncertainty by using the
acquisition mode. Subsequent investors would prefer the build mode because
they would have greater information available to them due to information
leakage from the first firm. The measurement proxies used for the first firm from
a specific industry were based on the earliest entrant from a four-digit industry,
and the measurement of the number of firms coming from a home-country was

based on the percentage increase in the number of firms in a two-digit industry.

The two researchers also developed a variety of hypotheses relating industry
structure to entry mode. The minimum efficient scale of production size was
positively related to the acquisition mode because oligopolistic game theory

suggests that a build entry will increase production capacity and drive the price
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of goods down. Therefore, an entrant will tend to select the acquisition mode.
This same reasoning was used to relate industry concentration will to the
acquisition mode. They operationalized the minimum efficient scale of
production using subsidiary employee numbers divided by total employees in the
industry, and industry concentration using the percentage of shipments in the
U.S. market controlied by the largest four sellers. The minimum efficient scate of
production operationalization was a poor proxy for the thecretical concept, a
concern admitted by Caves and Mehra. However, a better variabie was

unavailable in the secondary database.

The industry growth rate hypothesis had a nonlinear conceptual prediction. On
the cne hand, the relationship between low industry growth and low acquisition
prices tends to induce acquisitions, whereas a high growth rate may demand a
fast entry strategy requiring a firm to acquire rather than build in a new market.
They made no prediction for a medium growth industry, although they implied by
the nonlinear description of the growth-to-entry relationship that such an industry
would at least not favor the acquisition mode. Industry growth was measured by

the inflation-adjusted growth of industry sales in the U.S.

A final hypothesis, relating to the number of firms in the host-country industry,
predicted that the greater the number of firms in an industry the greater the
probability a firm would acquire. They based their reasoning on the fact that
there would be an increased probability of an acquisition candidate existing if
there were more firms in the industry. The number of firms in an industry was

operationalized using the number of firms in a four-digit industry code.

Finally, they used control variables to define industries having high barriers to
entry: high research and development expenditures, high media advertising
expenditures, and durable goods industries. The two expenditure variables were
operationalized as a percentage of sales, and durable goods industries were

treated as a dummy variable based on industry type.
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The results of this study suggest that a firm will preferentially select the
acquisition mode if it has multinationai experience and prior product
diversification, and if the industry entered is highly concentrated®.®>. Two dummy
variables, one indicating durable goods' industries and the other indicating joint
venture control mode, were associated with the selection of the build mode.
Additionally, extremely high and low industry growth was found to be positively
related to the selection of an acquisition. The remaining hypotheses and control

variables were non-significant.

It is noteworthy that the hypothesis for multinational experience predicted a
negative association between prior international experience and the acquisition
mode, but the results actually contradicted this hypothesis. Caves and Mehra
cited support for the initial hypothesis from Wilson's study (1980), which found
that the amount of time spent internationally was negatively correlated with the
acquisition mode. However, Wilson's study did not explicitly consider build
modes, and his results showed that tha number of international subsidiaries was
unrelated to entry mode. Caves and Mehra explained this contradictory result by
suggesting that a firm having international experience may have routinized
specific skills for searching and making acquisitions in new markets. Therefore,

they tended to prefer the acquisition mode.

Caves and Mehra also assessed whether the size of the initial market share
captured by the firm in the new market was associated with eniry mode. They
hypothesized that the acquisition mode captured a larger market share because
the firm was in fact immediately buying market share. The build made, on the

other hand, would require some time to develop an equivalent market presence.

“ Industry concentration was a bimodal measurement which was 1 (one) if the top four firms in
the industry represented 43 percent or more of the shipments in the industry; otherwise it was 0
Zero).

gAll relationships detailed in this literature review are significant (p< 0.10) unless otherwise
stated.
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The results indicated that the acquisition mode was associated with a higher

initial market share.

A second set of analyses attempted to examine second order (i.e., indirect)
effects on entry mode selection. In this set of analyses the researchers wanted
to see if industry type moderated the influence of any of the previousiy-defined
hypotheses. To assess the moderating effect of industry, they used three
industry variables to classify the industries. These variables were research and
development expenditures, advertising expenditures, and durable versus non-
durable goods. They split the analyses into two mathematical models, those
having high values and those having low values of the industry characteristics® .
They then compared these dichotomous industry models to determine if industry
type moderated the hypotheses developed for entry mode selection and market

presence.

Unfortunately, the statistical results of this second analysis show some
indications of industry influences on entry mode selection, but the analysis
deviates from commonly accepted statistical practices because one can not
assess the statistical significance of one set of relationships to another set of
relationships which have been independently derived. The significance of each
relationship has been developed independently and therefore, can only be
compared in that particular mathematical statistical test. Two independent
statistical tests can not be compared unless it is under very specific

considerations’ .

Despite its theoretical and analytical imperfections, this research is the most

comprehensive to date on this subject. There are a variety of interesting

® These split samples were created based on whether the case's variable in question was above
9r below the sample mean.

Two statistical problems are present in the comparison and analysis provided by Caves and
Mehra (1986). First, there is a difference in statistical powers between the two derived models. In
one of the models the power to find significance may be greater than in the other model,
because none of the compared models had similar sample sizes. Second, the significance of the
relationship is relative to the null hypothesis, not each other as the analysis of the results implies.
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conclusions delineated, as well as some additional inferences made regarding
the relationship between acquisition propensity and industry market structure.
However, in order to the consistency and clarity of the hypotheses under
consideration, future analyses should attempt to use an overarching theoretical
approach to explain the diverse elements of entry mode selection. Furthermore,
the methodology must move beyond a secondary data analysis because it limits
the reliability and validity of the measures of the theoretical concepts being
considered. It is also interesting to note that, although much of their logic and
the variables studied were at the industry-level of analysis due to the availability
of secondary data, the majority of the significant hypotheses were at the

organizational-level of analysis.

Kogut and Singh's study (1988), using the same database as Caves and Mehra
(1986) but over a different time period (i.e., 1981 to 1985), examined many of
the same variables as Caves and Mehra, as well as the influence of national
culture on entry mode selection. They considered three modes. the acquisition,

build, and joint venture modes.

Kogut and Singh's theoretical development does not use an overarching
theoretical paradigm; rather it develops hypotheses from a variety of different
theoretical and non-theoretical arguments. The first hypothesis is a restatement
of a finding in Dubin's (1975), Wilson's (1980), and Caves and Mehra's (1986)
studies. The hypothesis is that diversified firms tend to select the acquisition
mode over the build mode. However, Kogut and Singh provide an interesting
logic for this hypothesis. They suggest that diversified firms select the
acquisition mode over the build mode because these firms are competing on a
basis of superior management and production efficiencies. In other words,
because in a diversified company overarching financial, administrative, and
organizational integrating skills are strong, the firm can compete on economies

of scale and scope. Therefore, it can effectively integrate acquired firms more

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



20

readily into its competitive strategy than can non-diversified firms that rely more

on functional level skills.

They also developed and tested other organizational-level hypotheses relating
to country experience, multinational experience, and parent asset size. Country
experience, although tested, was not hypothetically linked to either the
acquisition or build mode, presumably because no logic could be deductively
advanced for such a relationship. The hypothesis for multinational experience
suggested that it should be correlated with an acquisition mode because of the
firm's ability to bear the risks of an acquisition. However, this reasoning
suggested without providing evidence that acquisitions are more risky than build
developments - a proposition which is contradicted in Wilson’s (1980) theoretical
development. The hypothesis for asset size suggested that it should be
correlated with acquisition because of the financial resources available to the
firm for acquiring a firm in a new market. However, the requirement for resources
may be industry-dependent rather than mode-dependent; for example entering
some industries that have high barriers to entry such as the automouve industry,
using a build entry may be as onerous as selecting an acquisition entry.
Furthermore, there is the implicit assumption that the resources required are
mode-dependent. This relationship would appear to be also influenced by type
of resources required and the industry and market being entered as well as by a

variety of other considerations.

Industry-level hypotheses include tests for industries having high research and
development expenditures, and high advertising expenditures. However, Kogut
and Singh tested these relationships inductively, because no deductive logic
was provided. In addition, they used a dummy variable to both test and control
for the influences of the manufacturing and service sectors; again, they did not

offer any predictions.
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They presented country-level hypotheses for cultural distance and uncertainty
avoidance. These hypotheses did not predict a direction. but they discussed

discussions of information availability and risk to justify a possible relationship.

The results indicate that cuitural distance, cultural uncertainty avoidance, and
non-U.S. asset size are all associated with the selection of the build entry mode,
while U.S. subsidiary asset size is associated with the acquisition mode. This
latter conclusion supports Caves and Mehra's (1986) findings. It is interesting to

note that both asset-size hypotheses were significant, yet opposite.

Variables that were not significantly related to selection included the amount of
advertising, amount of research and development, prior diversification, country
experience, multinational experience, and a dummy variabie differentiating

service from manufacturing firms (Kogut & Singh, 1988).

This research program used the same methodological approach to that of
Caves and Mehra, and therefore was constrained in many of the same ways. A
particular concern for the researchers was their use of proxy variables for
theoretical concepts and they particularly expressed concerns with the cultural
variables. They stated that the results should be interpreted with care because
abstracting values from a data-set that has conveniently and obtusely
operationalized those values for other purposes clearly creates reliability and
validity concerns (Kogut & Singh, 1988).

More recently, Zejan (1990) repeated parts of Caves and Mehra's (1986)
research, but looked at Swedish firms entering foreign markets. Zejan's
theoretical approach was 10 economic in nature, stressing information and risk
avoidance. However, individual hypotheses and theoretical arguments were only

cursorily developed based on these notions.

Zejan was concerned with the generalizability of Caves and Mehra's research,

particularly as it applies to other nationalities. In addition, Zejan was interested
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in two macro-economic variables and country-level variables: the country's
economic size, and the country’s stage of economic development. The results of
this study indicate that economic development and entry mode timing, as well as
prior diversification, are positively associated with the selection of the acquisition
mode; whereas industry growth is positively associated with the selection of the
build mode. Non-significant hypotheses included the influence of economic size
and multinational experience. Methodologically, this research was constrained

by the same economic, secondary data base approach taken by prior studies.

The above research studies examined a variety of hypotheses, some of which
were tested and received support in more than one study. The relationships
receiving such support associated parent size and diversification strategy to
mode selection. It is interesting to note that, although these studies used
secondary data-sets having more country- and industry-level variables than
organizational- and management-level variables, the hypothetical relationships
showing the strongest support were frorn the organizational- and managerial-

level of analysis.

In spite of the above described duplications, there are many inconsistent resuits
across these studies. In fact, for every hypothetical relationship that was
duplicated, there was at least one result that challenged it by either a contrary or
non-significant outcome. These inconsistencies are probably due to

methodological reliability and validity problems.

For example, the parent's prior diversification strategy is supported in all but one
study, Kogut and Singh's (1988). The influence of firm size is significantly
supported in all studies except that of Wilson (1980). However, Wilson's
research is constrained by a sample that includes only very large MNEs. Caves
and Mehra (1986) found multinational experience was significant and
substantive, yet Kogut and Singh (1988) and Zejan (1990) discovered this

variable was non-significant. Wilson (1980) determined multinational experience
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was significant but opposite in direction to the outcome of Caves and Mehra.
Finally, Zejan (1990) found that the timing of entry relative to that of competitors
and a firm's home-country environment was supported and significant; but
Caves and Mehra (1986) and Kogut and Singh (1988) found these two variables

were non-significant. Thus, there is considerable ambiguity amongst these
studies.

The major constraint of this research stream, to date, has been its reliance on a
mosaic of theoretical notions, and its use of methodologies employing secondary
data. The diverse theoretical notions taken by all of these studies both between
and within them is unproductive. The ultimate goal of research is to develop a
consistent and parsimonious logical model to explain a phenomena's - none of
these studies have taken such an approach. From this perspective these studies
are more inductive than deductive in nature which is consistent with their
inceptive nature. Clearly, future research must attempt to develop a more

overarching approach.

The historical methodologies are also limiting because they consistently use
secondary data, an approach referred to herein as an economic approach. Such
an economic approach has several implications. First, hypothetical or theoretical
developments are explored at a high level of aggregation compared to the
organizational and intra-organizational perspectives taken by strategic research.
As a result, the amount of nomological or causal validity is often limited.
Causality is much easier to confirm if the variables are not just related through
individual hypotheses that associate pairs of variables, but are also causally
related in an overarching model (Cook & Campbell, 1978). An example would be
the influence of host nationality on the mode selection preference, which is the
relationship that Wilson used (Wilson, 1980). Thus, all of the above research
has ignored potentially significant explanatory variables at the organizational-
and managerial-level. Clearly, more complex models that include managerial-

and organizational-level variables wouid be helpful in explaining causality more
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thoroughly, and would provide managers with greater insight as to how they

could manage the business decision.

A secondary consideration that evolves from the economic theory approach is
the methodology used in the above research. Consistent use of economic
methodologies tends to produce research low on internal validity because of the
correlative analyses taken, the non-causal theoretical models developed, and
the use of proxy variables. Although all of these problems relate to the above
studies, the two most detrimental to internal validity are the lack of causal

deductivness and the use of the single measure proxy measures.

Economic studies use secondarily-sourced data collection because it provides
the only way of collecting often difficult to obtain information, and it represents a
non-biased source of information which improves the measurement reliability.
The reasoning for reliability improvement is that the researcher, who is
completely divorced from the data collection, can not bias the information
collected. However, this approach creates other internally-related reliability and
validity problems. Reliability concerns arise simply because the researcher is
unaware of collection problems and cannot control for known sampling problems
(Cook & Campbell, 1979). The most severe validity problem is related to
construct validity, which is impaired because the researcher has no control over
the operationalization of the variable. Therefore, the researcher often uses an
operationalized variable that does not clearly and fully characterize the
theoretical concept being studied. An example of this weakness occurred when
Caves and Mehra used the operationalized variable of subsidiary employment
divided by total industry employment as a substitute for the minimum economic
plant size (Caves & Mehra, 1986). Another example is the absence of
performance as a dependent variable in all of these selection decision studies.
Performance has been omitted in the above research because it was not
available in the secondary databases. Thus, many of the abave resuits could

differ simply because of their operationalized definitions.
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A final observation about the above research studies is that they have not used

an overarching paradigmatic approach, but rather have at times developed the

causal relationships in a selective manner.

Clearly, it would be beneficial from both a theoretical and a methodological
perspective if the researcher adopted an overarching theoretical model that
included organizaticnal- and managerial-level hypotheses and variables,
Theoretically, this would improve the ability of the model to provide greater
explanatory powers; and methodologically, it would improve the reliability and
validity of the research. A final concern with this literature is the implicit
assumption that profitability is the motive for strategy selection; yet none of the

studies explicitly used performance indicators as a dependent variable.

Domestic Research
Domestic, wholly-owned entry mode research has taken a similar approach to

that of international, wholly-owned entry mode research, although the domestic
research has employed more organizational-level theory constructs to elucidate
organizational- and managerial-level relationships. The studies on domestic

wholly-owned entry mode selection are summarized in Tabile 2.2.

TABLE 2.2

DOMESTIC MODE SELECTION RESEARCH ON WHOLLY-OWNED MODES:

Modes
Article Investigated Methodoiogy Concepts investigated A 1D Jv Notes
Chatterjee sefection of A - @mMpIncat using Ingustry 1 This s an interachan teem
(1990; versys IC 47 rangsmiy * Concentravon rato Rl na consisting of the tist tevy
selected Fonune | T Sales growin (2 A na vanatles (Note saws grasar
500 companies 3 Rano af concent 1o saies growtn(1) np-** nps"T na ~as not sign §
petween 1561 Firm 2 Predicted 1Mt romn
and 1966 4 Leverage A ny would nOt havm a Lednng Gr
-used data bases | S Relaton 16 industry current ratio - o selection (results = net
S Relaleness . na signticant
7 Stock Price . na 3 The treory pregicies that
OtREC (NILFICLONS wWGUlY D
present (lesautces ang
JrerraihCation; but Yhey seste
not present
Amit Lveal, & cheice cf A + eMDIncal using Firm 1 this apposte nynotres:s 3
Zatewin versus IC Compustal gata 1 Parent diversification strategy . Bidd} na Nnot Stated. Dut 1< the teverse
(1989 trom Q77 1o 2 Manager controlied . . na 2 teverse of tne pna!
1684 & owner controlled -2 .2 na hypothesis
- selected the 3 Manageral expetience 2 3 na 3 gepends ugion
targest 40C hrms {past predominate invest mode otedorinate mode
which comainea Dasea on assets & capdal exp } 4 this study canlrasts 5
enough cata neories
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Modes
Arucle Investigated Methodology Concepts investigated A 1D Jv Notes
5 (TOED) market eniry - empincal PiMs Envrormean? 1 s DAPe” 1aKes a darr.ers
oy A oD oata pase from 1 Acquisizion year (N 8 of iming) - to entry thearetical agpgr0asn
1872 1c 1978 (5¢ Industry 2 competing hypothases
entranis inte 24 2 Markel growth rate Bl - 3 s was ar average of 3
markels; 3 Concentration (scale narnery(2) a0 ap aspects ot cQmME (e g
-large firms ot all [ 4 [nvestment intensity {scale narnerj ~[™ -1+ qualty functional area
tynes S Agverusing intensity (scale barnery(2} ap no effectiveness prang name
6 Incumpent parent size {parner; -t elc |
Fiem 4 momvatens Incluaec ~
7 Fums size np ng Droftanility mxi 3rowin
8 Parent diversification strategy bl B share costs oHerse
9 Entry ewversification - . gefense access o suaslers
10 Entry sharec achvities & customers - 3ccess to cutlels Counte
11 Competitive position (3} - .t cychcal generale sast and
12 Motvaton for entry {(4) 5 18 use cash
5 motive for growir was
sian ang eve for [
Pty (1977a; considereg A a qualitative Conclusions 3 Tms paperis anemen=3 10
& 1D modes study of 17 large. 1 Founa trat these tems clearly nad a show trat there are twe very
{1 profitable & PIopensity to either aversity tnrough the separate hisioncal strateg.2s
gdiversifieg firms, use of ID or & There were no firms that being followed by cifferen:
existec i the 40 to B0 % range of sales firms regarging their mode of
diversification which nad accurted ny A drversificaton
Pis {1977b; consigerec A a guattative Caonclusians 1 tms pager ¢S not test tor
& 1D mnaws stugy of 21 targe 1 Foung tnatthere was a bimodai the imtial NYpothes)s wren
(1} diversihied tiims aistrivution of diversified irms one was tnat diferent org
having lots of technical (1 e R&D; structures leng o be
corporate staff and the other bawing very associaled with aret & o il
nnle, wath no tirms existing detween the diversdication moges
wo modalities
Pifts *1976) consiierea A a Gualtative Fiem 1 this paper draws uacn
& iD modes stuay of § {1) 1 Size of carporate stat! (3 2 several afferent gualratee
with tespactio | laige diversified 2 Management transfers between v {23 ] stugees Invotang trom Sz 17
stathing s 3 Dw manage: perdaim measurement tems
A) Top man discretionary influence -{2) 0 2 stabistcar signihicance «
8) Org pertarmance related t¢ impessible [C Saicuiate
company or awsicn largely {4) 4 3 inthe case of !0 frms tney
have setuz pokcies &
prograrms for sucs wnien
divsicna; fransfars for
lea:ning
4 i 1D perdormance 1s
relatec 1o totsorate groun B
GrisOn while & 15 ysual'y
_Just refated 19 Sivis O%
Puts (1675, considaerec A 2 quaitalive Fiem 1 this actually measdreg
8 10 moges study of 2 large 1 Corporate functionai statt - {2} - (2} na divisiona; general managers
wilh respect o | disersitiec firms 2 Corporate nen-tunciionai staff ~{ -2 na only
stathing 2 Total corporale staff levels - (2} -2 na 2 staustcal signihcance s
£ Management transfers detween dwv (1) 2 - (2 na IMoOSSIBIe 1 saltuiale
§ Management tenufe In Jvisions (1) {3 -id) na
& Managers replaced by outsider {1) i) (D na
7 Suvective pert measurement {1) - (2} » (2} na
Notes on Abbreviations:
Entry Modes:
A -indicates acquisition.
ID - indicates internal development.
JV -indicates joint venture.
Hypotheses;:
+ indicates that as this influence increases in magnitude this factor is pesitively favored or
impacted.
- indicates that as this influence increases in magnitude this factor is negatively favored or
impacted.
np indicates that no prediction was made either due to the lack of information or conflicting
hypotheses. A sign (e.g., + or -) indicates that the analysis subsequently delineated this direction
na not appiscable because the mode was not involved in this hypothetical analysis.
Significance:
* p<010 ** p<005 ™t op<00

(1 indicates that the findings were not in the predicted direction, but were significant.
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During the 1970s, Pitts completed a series of qualitative studies that assessed a
firm's preference for either the buy or build mode (Pitts, 1975; 1976; 1977a;
1977b). These studies of large multi-product firms concluded that firms which
had a propensity to select an acquisition were organizationally different than
those that selected a build mode. The studies discovered that acquisition-
oriented firms tend to have small non-functionally oriented corporate staff,
divisional general managers having long tenure, and objective performance and
evaluation systems. In addition, they found that divisional general managers
tended to be replaced by insiders. Corporations which were build-oriented had

the opposite organizational characteristics.

The ahove set of studies is notable because it is the first comparative wholly-
owned mode research to take an intra-organizational theoretical and
methodological approach. Unfortunately, Pitts' qualitative approach had some
concerns regarding methodological validity and reliability. All of the studies
employed very low sample sizes, and all of the cases tended to represent ideal
cases of the two dichotomous organizational/strategic types under study®.
Although this approach is acceptable for an initial exploratory analysis.
consistent use of favorable theoretical sampling techniques in a research stream

clearly constrains both the reliability and validity of the studies.

Yip (1982) provided the most comprehensive domestic study on wholly-owned
entry mode choice. This study used the PIMS data base to analyze 59 entrants
into 31 product markets over a period from 1972 to 1978. Yip was particularly
interested in the effects of barriers to entry and managerial motivations on entry
choice. He postulated that barriers to entry would provide some companies with
an information asymmetry advantage. The study reasoned that entry over such

barriers would produce an asymmetric information situation because in the case

® The sample sizes ranged from two to nine cases.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



28

of the build mode the firm does not have the appropriate knowledge, while in the
acquisition mode the firm is purchasing the appropriate knowledge. He aiso
argued that managerial career motives were influenced by the perceived career

risk and return, and thus, the selection of the mode of entry.

The resuits of this study provide mixed support for a barrier to entry argument.
Several barrier to entry variables were positively associated with the acquisition
mode choice. These were invesiment intensity, incumbent parent size, and
parent diversification. However, several other barriers to entry ..uch as
advertising intensity and market concentration were not supported. Furthermore,
the results did not logically support the information 'asymmetry hypothesis in its

direct link to entry mode diversification.

Factors which negatively influenced the selection of the acquisition mode were
market segment growth, managerial motivation for growth, and competitive
position. Unrelated hypotheses involved the association of diversification timing,
industry concentration, advertising intensity, firm size, entry diversification, the
number of shared activities, the number of customers, and managerial motives to
entry mode selection. The managerial motives were related to market
profitability, access to suppliers, access to outlets, counter cyclical strategy, a
cash generating strategy, a cash utilizing strategy, an offensive diversification

strategy, a defensive diversification strategy, and sharing of costs strategy.

Yip's study represents the first study which used both an economic and
organizational theory approach to explain entry mode selection. Although his
theoretical reasoning is not fully supported by his results, they provide some of

the more interesting empirical findings in this stream to date.

Amit, Livnat, and Zarowin (1989), used the Compustat data base to study

managerial aspects of mode selection. This study revealed that management
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experience influences the diversification mode selected®. It also looked at the
influence of owner and management control by taking a Berle and Means (1832)
agency theory approach suggesting that when managers control the firm they
favor the acquisition mode and when owners control the firm they tend to favor
the build mode. Although these hypothesized relationships were in the

appropriate direction, they but were not significant.

Chatterjee (1990) combined resource theory and transaction cost theary to
examine wholly-owned entry mode selection. The ensuing analysis did not fully
support their developed logic. However, some support for a resource theory
perspective was provided. The analysis indicated that concentrated markets and
high stock prices do tend to lead to acquisitions, whereas the availability of
internal funds or funds from low-risk debt tended to favor the build mode. The
analysis illustrated that the rate of market growth was not a significant influence
on entry mode, that as Yip demonstrated, the diversification relatedness of entry

was not significantly related to entry mode.

Chatterjee argued that the relationship between market concentration and the
acquisition mode was related to oligopolistic game theory. The theoretical
reasoning was that firms entering mature concentrated markets are concerned
primarily with competitive retaliation, and tend to acquire firms in the market

which have a known oligopolistic competitive position.

Chatterjee’s study provides support for most of the previous work that has been
completed in comparative wholly-owned entry mode research and the model is
better integrated than most previous models. This integration provides evidence
of oligopolistic game-playing tactics during entry mode selection. The study,

however, is limited by the secondary data-set research methodology which did

° Managerial experience was operationalized by assessing the amount of capital used for either
of the two diversification modes historically.
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not include more detailed behavioral- and organizational-level causal

relationships.

The above four domestically-bzsed research studies provide support for many of
the relationships simultaneously developed in the international wholly-owned
entry mode research stream previously described. This is not surprising given
that all but one of them used the same economic and structurai methodological
approach. However, because of the similarity in theoretical and methodological
origins, these domestic-based studies incur the same constraints that were
present in the international entry mode studies. Therefore, future research must
focus on integrating the managerial- and organizational-levels of analysis into

these structural and economic models.

The Relationship Between Mode Selected and Performance
Two studies have examined the second relationship delineated in the research

question: What is the relationship between entry mode selected and
performance? The first examines this issue in an international context and the

second in a domestic context. These two studies are summarized in Table 2.3.

TABLE 2.3

MODE PERFORMANCE RESEARCH ON WHOLLY-OWNED MODES:

Modes
Arucle Investigated Methodology < pts Investigated A 10 JV Notes

L & consigered A a quantiative Firm 1 The performance measure

Guisinger & 1D modes study using 3 1 Entry Mode 10 performance {1} ey | o2 proxy was bankruptcy

{1991) with respect to Dept of 2 The JV performance was
performance Commerce aata not significantly diftergnt trom
- this s an either of the two other
internationat modes aktnough it was in ine
study of middie
entries nto
the U S
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TABLE 2.3 (continued)

Modes
Article Investigated Methogalagy Concepts Investigat d A D JV Notes
Simmanss . the - tne Compustat 7 Relates & ROE [ A na ROE=returr on equity
11985 srotrapmity of catapase 2 Reiatea & ROA B A na ROA=return 00 assets
A versus ID sonsistea of 3 Relatec & ROIC 8 A na ROIT=eturn on investen
and hirms that wete 4 Relates & CSG B A na capaat
dwersdication Forune 500 from | 5 Unrelated & ROE [ S na CSS=compaund sales
tyte 1675 tmiough 3 Unraiatec & ROA Cc 8 na yIown
1884 anc 7 Unrelateo & ROIC c 38 na Azrugnes! petormance
mairiaineg (e 8 Unrelatec & CS5G c B "y eapecteg
same B=average perormance
diversification Sapeciea
strategy over s C2lowast perfaetmance
bme trpeciea
- 73 cases Resuits of Non . parametnc
iookeg at n lests
sampte 1) Only the reidten a0a
unrelated i the RAS wete
sigmiticantly aiferent
2) Spiit sample based or
economIc penads had
different results
Notes on Abbreviations:
Entry Modes:
A - indicates acquisition.
IC - indicates internal development.
JV -indicates joint venture.
Hypotheses:
+ indicates that as this infiuence increases in magnitude this factor is positively faveored or
impacted.
- indicates that as this influence increases in magnitude this factor is negatively favored or
impacted.
np indicates that no prediction was made either due to lack of infarmation or conflicting hypotheses
A sign (e.g., + or -) indicates that the analysis subsequently delineated this direction
na not applicable because the mode was not involved in this hypothetical analysis
Significance:
* p<010
* p<005
™ p<0.01

[] indicates that the findings were not in the predicted direction, but were significant

Li and Guisinger (1991), examined the relationship between international wholly-
owned entry modes into the U.S. and their performance. This relatively
uncomplicated study used secondary data to compare the success of

international wholly-owned entry modes in the U.S. market. They calculated the

" The sample was spiit inta 1975-79 and 1980-84 periods based on the different economic influences. During the 1975-79
period, related had significantly (p<0.01} higher ROA than unrelated, and external had significantly {p<C 10) higher CSG than
internal modes. CSG during this time was highest for unrelated-external, second highest for related-external, third highest for
refated-intemnal. and fourth highest for unrelated-internal. This last resuft was significant (p<0.10). During the 1980-84 period.
refated had significantly higher ROA than unrelated, and internal had significantly (p<0.05) higher ROA than external. An
assessment of ail four types and modes indicates that related-internal had the highest, unrelated-external had the lowest, and
unretated-internal and related-external were average in ROAs at a significant tevel (p<C.05).

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



32

proxy for performance, failure rate, using information delineating entities that
“filed for bankruptcy protection, were involuntarily liquidated, or ceased
operations mainly due to poor financial performance during the 1978 to 1988
period” in the U.S."° The results of this study indicated that the build mode

significantly outperformed the acquisition mode.

In another recent study, Simmonds (1990) investigated the relationships
between diversification, profitability, and selection of wholly-owned modes in the
domestic context. This research is unique because it is the first and only wholly-
owned entry mode study that specifically considered financial performance.
Methodologically, Simmonds investigated only firms that used either entry mode
(i.e., either the acquisition or build mode) exclusively during the sample period
from 1975 to 1984. The study, which also examined product diversification,
predicted that the related and build mode would have the highest performance,

while the unrelated and acquisition mode would have the lowest performance.

The resuits of this study provide only partial support of the hypotheses. All
analyses used non-parametric approaches since several of the cell categories
had small numbers. Furthermore, the performance measures were for the total
firm rather than just the entry mode or subsidiary. Using four performance
measures - return on assets, return on equity, return on invested capital, and
compound sales growth - Simmonds discovered that unrelated and related
product diversification were significantly different and that the build and
acquisition entry modes were in the right direction but not significantly different
in performance. When he divided the period of analysis into two periods, 1975-
79 and 1980-84, which reflected two different economic periods, he discovered
further significant results. For both the 1975-79 and 1980-84 periods, related
diversification had a higher return on assets than unrelated diversification. For
the 1975-79 period, acquisition had a higher compounded sates growth than

build: compounded sales growth was highest for unrelated-acquisition, second

% Li and Guisinger, 1991, pg. 209.
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highest for related-acquisition, third highest for related-build, and fourth highest
for unrelated-build. For the 1980-84 pericd, the build mode had higher return on
assets than the acquisition mode. A comparison of all four diversification-entry
modes for the 1980-84 period showed that related-build had the highest,

unrelated-acquisition had the lowest, and unrelated-build and related-acquisition

were in the middle based on return on assets.

These two studies are important because they are the only comparative wholly-
owned entry mode studies which explicitly test the performance relationship.
Combined, the studies provide some support for the hypothesis that the build
mode outperforms the acquisition mode. However, neither study controlled for
many of the variables defined in previous studies that might influence entry
mode selection, and therefore performance. Again, because both studies used a

secondary data-set, these ancillary variables were not available.

NON-COMPARATIVE ENTRY MODE RESEARCH

Non-comparative entry mode research examines oniy one entry mode. Although
it does not explicitly compare the different entry modes, it does provide some
insights into relationships that may be pertinent to comparative research.
Therefore, the following section reviews and summarizes some of the more

important streams of non-comparative entry mode research.

It should also be noted that there are very few studies that have examined the
build mode in a non-comparative manner, but most are little more than
descriptive or prescriptive essays. Acquisition entry mode research, on the other
hand, represents a very strong research stream having considerable empirical
breadth. Therefore, this section will examine only the acquisition entry mode

research stream.
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Acquisition Entry Mode Research

Non-comparative research that focuses exclusively on the acquisition mode is
prolific, particularly when measured against the comparative entry mode
research streams. There are two broad theoretical perspectives taken in the
acquisition research. The first suggests that acquisitions are carried out based
on the owner's desire for increased profit, while the second suggests that
acquisitions are not motivated by profits, but by other managerial preferences. In
fact, the management preference reasoning implies that acguisitions are not
carried out for profits, but for management-specific motivations such as more
power or higher pay. Aithough these two arguments are not mutuaily exclusive,
they tend to be contrasted against one another, and it is the failure of the profit
motivation Jogic that has led to the management preference argument. This
section will first review the research surrounding the profit motive argument, and

then review the less prolific management preference research stream.

The Profit Maximization Theoretical Perspective

Most acquisition research has focused on excess rents or profits to the firm as
an explanation for why managers take part in acquisitions. The theoretical logic
for excess rents in acquisitions is related to the potential synergies that are
created when two firms merge. Theoretically, synergy has been related to
operational, financial, administrative, or collusive synergies which have been
defined in the economic literature as economies of scale, economies of scope,
and economies of market power (Chatterjee, 1986; Lubatkin, 1983; Seth, 1990).

Collusive synergy has been found to exist only in vertically-integrated
acquisitions specific to certain industries {e.g., the resource industry). Thus, this
motive occurs in a very special acquisition situation, and it does not explain the
general variance in performance seen in most acquisitions, particularly
international acquisitions which tend to be horizontal in nature (Jensen, 1984;
Walter & Barney, 1990).
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An abundance of research has studied the creation of economies of scale and
scope. In particular, it has focused on contingency relationships between
synergy and the type of diversification, related versus unrelated. The results of
these studies have been mixed. Some have concluded that related
diversification provides the best performance, others have concluded that
unrelated or conglomerate diversification provides the highest performance, but
a preponderance have concluded that diversification strategies using the
acquisition mode negatively influence future performance levels (Caves, 1989;
Seth, 1990). '

The results of the above studies, aiso, seem to be dependent upon the choice of
methodology. Two types of methodologies have been used to study the
acquisition performance question. The first and mostly widely used is the
financial approach, called the ex-ante assessment or event study approach
which examines the stock market's reaction to an announced event (in this case
it is the acquisition announcement). The technique assumes that stock markets
are completely efficient, and thus, any new information as well as its future

consequences are fully and immediately reflected in the stock price.

These ex-ante studies provide the most positive performance scenarios for
acquisitions, and although conclusions have been highly variable, many studies
have indicated that acquisitions are beneficial because, on average, the
stockholders’ reactions are generally positive to acquisition announcements
(Bradley, Desai, & Kim, 1988; Jensen & Ruback, 1983). However, more recent
work on the ex-ante technique has indicated that most of these excess returns
accrue to the seliers not to the buyers. The buyers, at best, break even (Caves,
1989).

The second approach, called ex-post analysis, considers the profitability of the
acquisition or merger using data up to 10 years after the event. Ex-post

researchers argue that the ex-ante assumption of stock market efficiency is
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incorrect and that stock prices do not immediately reflect the future performance
of the business acquisition decision. Thus, they have investigated long-term
financial performance using stock market performance, bankruptcy or failure
rates, and financially reported accounting figures. This research is not as prolific
as the ex-ante research, although the most recent acquisition and merger

studies are now using this technique.

Ex-post research first suggested that acquisitions were not as profitable as had
been initially thought when conglomerates began to divest their acquisitions
made during the 1960s’ acquisition period. Moreover, a variety of studies have
since concluded that acquisitions are poor performers (Trautwgin, 1980). The
initial ex-post studies were questioned because of the controversial operational
definitions used for the dependent variable performance. For example, Porter
(1987) used divestiture as a sign of poor performance in acquisitions when he
was studying large U.S. companies, many of which were conglomerzates. This
operationalization was not justified either theoretically or empirically. Other
studies have used internal company transfer-pricing accounting data. This
controversial measurement technigue is often affected by transfer pricing and
internal accounting practices specific to the firm, which may differ widely

depending upon the financial and tax advantages present to the firm.

Recently, ex-post studies have become more rigorous and abundant and they
now consider the long-term performance trends of companies before and after
acquisitions. These ex-post results have provided strong evidence that
acquisitions are not particularly effective business decisions because they tend
to lower the purchasing firm's profitability (Caves, 1989; Ravenscraft & Scherer,
1987, Ravenscraft & Scherer, 1989).

The synergy and diversification argument has also been tested in the
international environment. Two studies have looked at the relationship between

related and unrelated diversifying acquisitions and their associated performance
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(Eddy & Seifert, 1984; Harris & Nicholls, 1988). The findings in both cases were
that there was no significant difference in performance between related and
unrelated acquisitions. The greatest methodological concern with these studies
is that control variables which might provide alternative explanations were not

used.

A more recent line of reasoning proposes that organizational factors are critical
to the effective achievement of synergies in an acquisition. In particular,
organizational control and integration are deemed essential for the achievement
of such synergies. This organizational theory-based perspective has not been
well developed. However, a large body of qualitative descriptive and prescriptive
research has noted this phenomenon. In addition, several articles have
theoretically delineated models relevant to this perspective (Hunt, 1990; Jamison
& Sitkin, 1986). Recently, Datta (1991) empirically observed a positive
relationship between firms that merge having managers with similar traits and a
favorable acquisition performance. This relationship was present in situations of
both high and low integration. The conclusions of other researchers, that firms
with prior acquisition experience have a better performance record than those
that don’t suggest that the former group has developed the appropriate
organizational mechanisms to manage the newly-acquired entity (Amit, et al.,
1989; Kusewitt, 1985).

In conclusion, research has not supported the profit motive for acquisitions. In
fact, there appears to be more contrary evidence suggesting that the acquisition

decision is not a wise decision for a firm if its primary motivation is profitability.

The Managerial Preference Theoretical Perspective

The iack of empirical support for the profit maximization perspective has forced
researchers to look for alternative explanations. One of the more popular,
alternative theoretical perspectives is the managerial preference theory which
suggests that managers are either acting non-rationally, or acting rationally but

with self-interest. Preferences are considered to be motivated by self-interest
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and may include such concerns as acquiring a larger power base, more
recognition, more income, or pursuing other personal agendas that may not

benefit the firm.

Several arguments have been put forth supporting this new perspective. Yet
empirically, a test of the various non-profit maximizing arguments or hypotheses
based on managerial preferences is difficult because all of these concepts are
difficult to measure and managers are reluctant to admit motives based on self
interest. The most universally-adopted argument is that the profit maximization
theoretical viewpoint has not been supported; therefore, the null hypothesis
which is the non-profit or the management preference theory perspective should
be embraced. However, this reasoning is not entirely logical because the
acceptance of the null hypothesis is not the same as proof for the non-profit
perspective because many intervening and untested factors could improve the
results of the profit maximization logic. Thus, the only conclusion is that the profit

maximization logic has not been supported in prior empirical research.

The most prevalent non-profit-based argument has been agency theory which
argues that managers tend to act on their self interests rather than the concerns
of the owners. In contrast, the owners attempt to control this self-interest through
various means, such as offering incentives or monitoring managers behaviors.
However, because control mechanisms are costly to employ and are imperfect at
best, managers sometimes act according to their own interests when they think

the owners will not be able to detect such opportunistic behavior.

Empirical evidence does not support the non-profit or managerial preference line
of reasoning. For example, Walter and Barney (1990) studied the motives
behind acquisitions decisions. They sampled 20 investment bankers who
provided the ‘real” managerial motives behind acquisitions. The research
approach inquired as to both the profit and the non-profit or managerial

preference motivations. The results only supported the profit motivations and
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none of the managerial preference motives were supported. In addition, when
Amit, Livnat, and Zarowin (1989) empirically tested whether agency theory
predicted managers' selection of acquisition or build modes, they concluded that

the agency theory relationship was not significant.

The managerial preference theory has unfortunately been contrasted to the
profit motive theory. However, these two perspectives are not necessarily
mutually exclusive. For example, management preferences and experiences
may lead to certain decisions being made in an emergent strategic manner
rather than a deliberate or implicit strategic manner (Mintzberg & Waters, 1985).
In addition, contingent organizational and strategic situations may limit the
selection of entry mode selection while being some what independent of
performance. Either of these explanations could account for the selection of the
acquisition entry mode even though it does not appear to correlate with positive
performance outcomes. In this regard, the management preference theory may
benefit from a re-conceptualization as an emergent or contingent strategy based

on organizational capacities and capabilities.

SYNOPSIS OF PAST RESEARCH.

A review of international wholly-owned entry literature indicates that a primary
theoretical concern relates to the limited use of an overarching theoretical
paradigm. Research streams, as they evolve, should seek to develop a
paradigmatic core, as this method ferces researchers to determine a logical link
for their hypotheses and thus, to advance the scope of existing theory. Scientific
discovery must take a developmental approach that either argues for, or
falsifies, existing theoretical principles (Kuhn, 1962). The exploratory and
methodologically convenient research which has prevailed in the international
wholly-owned entry research can be justified considering the prior lack of
knowledge. However, as the research stream matures, investigators must strive
to develop an integrative core paradigm. The tangential research on the

acquisition mode or in the domestic context provides some potential theories for
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building such an integrative core. In addition, international researchers have
advanced other well-developed “theories of the firm" which may be appropriate

to this research stream.

Internationat wholly-owned entry mode research has also tended to use diverse
economic arguments, usualily at the country- and industry-levels of analysis. Yet,
the greatest empirical explanatory support appears to have come from variables
at the organizationai-level of analysis. This suggests that researchers should re-
focus their theoretical inquiry to a lower level of analysis. This may not only
improve the sirength of the explanations, but it also re-focuses the discussion
around variables and relationships that managers can actually control.
Managers have limited ability to control country- and industry-level variables, but
they have considerable leeway in controlling variables at the organizational-level

and below,

The international entry mode inquiry must not only mature theoretically, but also
methodologically. Prior work has been constrained by both reliability and validity
concerns resulting from the economic, secondary data-set methodology. A more
causally deductive and methodologically valid approach will aid in the evolution
of this research stream as it moves beyord the inceptive stages. Such a
methodological approach will also enhance the researcher's ability to detect
causal relationships rather than just correlative relationships. Yip (1982), for
example, found that barriers to entry were associated with the acquisition mode,
yet he could not definitively link this discovery to a concept because he did not
measure firm performance. Caves and Mehra (1986) postulated in their
conclusion about the link between various industry- and firm-specific variables.
Their research provided inconclusive support for these links, possibly because
of the iack of organizational-level control variables. Thus, a more causally
deductive approach and a methodology stressing internal validity will relate

industry, firm and organizational specific attributes, and allow for better
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operationalization of the variables to improve reliability and validity of the

results.

A final concern with wholly-owned research literature is iis neglect of the
dependent variable, firm performance. The normative debate surrounding
acquisition research has centered on the performance issue. The long-term goal
of a firm is to increase its financiai performance in most situations. Therefore,
research on wholly-owned entry mode should consider firm performance as the

dependent variable.

In summary, three theoretical and methodological considerations appear to have

been inadequately addressed. The following changes are recommended:

1) International, wholly-owned mode research should be studied in 2 more
deductive manner using overarching theoretical models or paradigms
rather than an agglomeration of conveniently delineated hypotheses.
Entry mode research provides two sets of competing theories, and
international literature provides a variety of applicable theoretical models
and sub-theories,

i) International wholly-owned mode research should move away from the
abstract and high-level structural methodological approach that has
dominated the literature to & more organizationally relevant approach
using an appropriate quantitative or qualitative methodology. Specifically,
managerial- and organizational-level variables and hypotheses should be
considered.

iii) Performance should be included as a dependent variable in order to

improve the causal reasoning and the relevance to managers.

In addition, the above literature suggests a variety of relationships that must be

considered in a wholly-owned entry mode. These are the following:
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i) Organizational variables, specifically organizational size and product
diversity, appear to influence the selection of wholly-owned entry modes.
These very strong relationships may be associated with issues of
information asymmetry, bounded rationality, or other transactional specific
impediments that limit the choice of entry mode.

i) Firm- and industry-specific competitive advantage considerations may
influence wholly-owned entry mode selection.

tii} Country-specific competitive advantage characteristics appear to be
related to wholly-owned entry mode selection.

iv) The build mode appears to outperform the acquisition mode.

This study will focus on developing and testing a theoretical model that relates
these sets of issues to wholly-owned entry selection and performance. In
conclusion, the two broad notions on which the subsequent chapters will
concentrate are the manner in which bounded rationality and competitive
advantage influence entry mode selection and performance. The logic of these

relationships will be developed more fully in Chapter 4.
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CHAPTER 3 - THE OVERARCHING ECLECTIC THEORY

The overarching theoretical paradigm used in this study is the eclectic theory,
whicjl was selected because it is one of the few theoretical models allowing for
the integration of country-, industry-, and organizational-fevel theoretical
relationships. The ensuing chapter discusses the eclectic theory in general,

including some of its problems which are specific to this research question.

INTERNATIONAL THEORIES

international theory has historically used three overarching micro- or
organizational-level economic models to describe why international expansion
occurs. The two most prevalent are transaction cost theory, and eclectic theory
(Dunning, 1980; Singh & Kogut, 1989). The third, internalization theory, is used
less frequently, despite the fact that it provides the premise upon which the other
two theories are partially rooted (Casscon, 1982; Casson, 1986). The conceptual

evolution of these micro theories is illustrated in Figure 3.1.

One of the first micro-based theories of the firm was Coase's internalization
theory (Coase, 1937). Williamson (1991) details in the introductory chapter of
his most recent book how Coase provided the fundamental notions for
transaction costs by describing the economic system both internal and external
to the firm as being coordinated by the price mechanism. Williamson then
refined this transactional cost approach into a more organizationally-based
concept, and delineated the causes and effects resulting from this theoretical
approach. Parallel to this micro-theory development, macro-economic theory
was being widely studied in the form of classical locational theory which seems
to have been the first research stream in international business. The firstly noted
theorists in this area were Ricardo, Heckscher, Ohlin, and Samuelson, who

studied country-specific comparative advantage (Bano, 1991).

The eclectic theory attempts to bridge the various aspects of international theory:

by integrating the micro- and macro-theoretical notions as illustrated in Figure

43
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3.1. This study uses the eclectic theory on account of its integrative nature and
broad scope, characteristics which allow simultaneous examination of theoretical

relationships at the country-, industry-, and organizational-levels.

FIGURE 3.1

THE RELATIONSHIPS AMONG INTERNATIONAL ECONOMIC THEORIES
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THE ECLECTIC THEORY

The eclectic theory, which has evolved from the Reading Terminal Axis research
work on internalization theory'', integrates are international locational,
ownership, and internalization theories (Dunning, 1980). The theory, although
criticized in several ways, provides several important attributes that are relevant
for international entry mode theory development. First, because eclectic theory
is an aggregation of several widely used international theories, it provides an
appropriate multidimensional foundation for the inclusion of other theoretical

concepts (Casson, 1992). Second, repeated empirical tests of the sub-theories

" The Reading Terminal Axis refers to IO economists who are centered in Reading, England,
and who have developed the international economic theory at the 10 level. The principal
theoretician behind this theory has been J. Dunning at the University of Reading.
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have demonstrated their importance in explaining international business
decisions. Finally, this theory considers both a structural and transactional
perspective allowing a more complete investigation of the organizational- and

managerial-levels of analysis, as specified earlier.
The three sub-theories are briefly discussed below.

The Sub-Theories

Locational Advantage
Locational theory has developed out of the classical economic theory originalty

postulated by Adam Smith, David Ricardo, and John Stuart Smith. More recently,
Heckscher, Ohlin, and Samuelson (HOS theory), and a variety of other
international trade theorists have developed it into a multi-faceted and complex
theory that explains country-specific investments (Bano, 1991). The theory
hypothesizes that certain advantages pertinent to a country, such as labor costs
or other resource endowments, are fundamental to the economics and trade

between that region and other regions.

Most international researchers consider locational advantage theory to be a
fundamental, yet only partially explanation of the behavior of international firms.
Dunning (1988b) considers it the "where” of international business research. A
broader description of these iocationai-specific advantages includes: any type of
government intervention which affects the costs or revenues of a product; spatial
distribution of natural resource endowments and markets; input prices, supplier
quality and productivity, international transportation and communication costs;

psychic distance; and economies of centralization {(Dunning, 1993; 1988b).

Ownership Advantage
Ownership-specific advantage theory has evolved from industrial organization

research detailing how firms gain competitive advantages in an industry.
Ownership advantage is described by Dunning (1988b) as the “why" and “how"
of a company’s international competitive approach. Recently, Dunning and

Rugman divided ownership-specific advantage into two distinct, but clearly
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related, concepts (Dunning, 1988b; Dunning & Rugman, 1985). The first,
structural ownership advantage, is the property right or intangible asset
advantage that a company has over its competition. The second, transactional
ownership advantage, is the common governance advantage which allows
companies to reduce their overall transaction costs relative to their

competitions’.

It should be noted that ownership advantages are conceived as both industry-
and firm-specific advantages. Therefore, barriers to entry and industry-specific
attributes are also considered ownership advantages that produce firm-level

competitive advantages.

Internalization Advantage
Calvet (1981) initially described internalization advantage theory as the “how” of

international production. A variety of researchers have applied this theoretical
notion to various forms of foreign direct investment, inciuding Beamish and

Banks (1987) who applied it to international joint venture selection.

Internalization theory suggests that efficiencies are created when a firm
internalizes a transaction. In general, the basis for internalization theory is
predicated on the assumption that, given a certain set of circumstances, an
external market may become uneconomic and will ultimately fail. In this situation,
managers tend to weigh the tradeoff arguments of contractual risk against
potential economic returns for internalizing the market. An internalized market
means that a firm has contractually transferred a market from outside its
boundaries and control to within its boundaries and control. Some of the
internalization-incentive advantages delineated by Dunning include the
following: avoidance of search and negotiating costs, avoidance of property right

enforcement costs, mitigation of buyer and seller uncertainty, exploitation of
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market control and government invention, and cross subsidization practices'”.
These internalization advantages represent the motivations behind the decision

to internalize intermediate goods and service markets into an international firm.

Theoretical Problems and Concerns with Eclectic Theory

The eclectic theory integrates these three sub-theories in a manner largely
consistent with their prior independent contributions; the only arguable exception
is internalization theory (Calvet, 1981, Dunning, 1980; 1988a; 1988b). Such an
assimilation has evolved into what is essentially a categorical model which relies

on definitional differentiation rather than causal relationships.
FIGURE 3.2

DUNNING'S DESCRIPTION OF THE ECLECTIC THEORY MODEL
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2 This list of internalization advantages is taken from Dunning (1988b; 1993). This list is not
comprehensive, but provides some of the more frequently considered internalization
advantages.
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Dunning (1981; 1983; 1988a) who delineated the various notions of the eclectic
theory in the complex conceptual manner shown in Figure 3.2 has described its
three dimensions by using examples and by illustrating sub-dimensions that are

suitable to the three sub-theories.

Rugman and Verbeke (1993) have attempted to define these three concepts.

Their definitions are as follows:

The, ownership (firm-specific) advantages include both proprietary know-how
(unique assets) and transactional advantages. The latter reflect the MNE's
capabilities of economizing on transaction costs as a result of the multinational
coordination and control of assets. In this context, recent research efforts have
focused on corporate capabilities to develop optimal internal coordination and

controf mechanisms, taking into account their costs and benefits.

Locational (country-specific) advantages,... state that some benefits are
associated with locating certain activities in particular countries. These benefits
may arise from (a) structural market imperfections such as government
regulation and (b) the potential to economize on transaction costs by reducing

nsks and to benefit from local opportunities.

Internalization advantages... refer to the refative benefits associated with
different entry modes (e.qg., exports, licensing, joint ventures, FDI and other
forms of investment) when serving foreign markets. Here, market failure is the
crucial reason for internalization. It can be related to both natural market
imperfections (e.g., the public goods nature of knowledge) and government-
imposed market imperfections.™

These definitions do not provide much more than a categorical delineation of the
theory. Theoretical definitions must also state how the various concepts are

inter-related, and since these definitions fail to do so, they provide little

"> Rugman & Verbeke, 1993, pg.'762.
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additional information. On the other hand. Dunning's examples provide
considerably more information on the relationships among the various
dimensions in this theory, yet, because these examples are often situation-

specific, they do not provide us with a generalizable ruie for causality in all

situations,

This lack of clarity regarding the relationships in eclectic theory has created
some problems. The principal problem that has been argued in the literature ts
the repetition of theoretical notions among and between the three sub-theories.
The problem of duplication is a concern because the three sub-theories were,
during their inception, meant to be independent and generalized theories of
international business. These redundancies have been detailed by a variety of
researchers (Buckley & Casson, 1985; Buckley, 1988; Casson, 1986; 1990,
itaki, 1991)"* . Dunning has attempted to re-conceptualize the eclectic theory to
differentiate effectively among the three sub-theory notions: however, the
abstract nature of the relationships as defined to date has continued to produce
redundancy difficulties (Dunning, 1993, 1988a; 1988Db).

Examples of redundancies have been documented in several papers, including
Dunning’'s empirical work (1980) in which he operationally defines the same
variable in more than one sub-theory context because that variable captures the
notions of more than one sub-theory. Another example is recent work by Hill,
Hwang, and Kim (1990) in which they developed a variation of the eclectic
theory model to explain entry mode selection; yet, when they subsequently
tested the model, they redefined the variables in a manner not congruent with

the original theoretical concepts (Hill, et al., 1990; Kim & Hwang, 1992).

"“The primary argument for redundancies is that locational, ownership, and internalization
advantages often describe the same theoretical notions. This is particularly true for the abstract
internalization advantage which can apply to any business decision which ultimately involves a
balance between risk and return across a firm boundary. This notion applies to most business

decisions made. More detailed discussions of these redundancies can be found in the associated
references.
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Another pragmatic example is encapsulated in the following illustration. Prior to
a company's investing in a foreign country, the location has a strong raw
material supply advantage which at this point eclectic theory considers a
locational advantage. However, when a company has actually invested in this
country and internalizes the advantage, it becomes an ownership advantage.
The dilemma becomes: How does one differentiate between advantages when
temporal changes redefine the conceptual basis for the fundamental theoretical
advantage definition? This example graphically illustrates the redundancy
dilemma within the eclectic theory and its sub-theories, a dilemma that may have
limited the number of empirical studies which have explicitly taken the eclectic

theory approach’™.

Itaki (1991) has concluded that these theoretical dilemmas are caused by the
lack of a causality in the eclectic theory model. This study attempts to eliminate
this redundancy problem by developing and applying the theory to a specific
situation where relationships can be more clearly defined. In addition, the
specific sub-theoretical notions wiil be defined more specifically as they apply to
the whoily-owned entry mode business decision. This constraint minimizes the
complexity of the theory as it applies to the practical business decision (i.e., the

wholly-owned entry mode selection decision).

The Eclectic Theory Causal Model

The eclectic theory causal model used in this study is, in fact, a simplification of
Dunning's original conception as illustrated in Figure 3.2. To simplify the
theoretical model one must consider the origins of the three sub-theories,
because not only are they logically independent, but also they appear to have
developed from different schools of economic thought. Internalization and

transaction cost theories originated from the Chicago school of economic

* There are relatively few empirical studies that have specifically taken the eclectic theory
approach. One of these was done by Dunning and the other used an eclectic approach to
theoretical development, but the empirical resuits were conceptualized outside of eclectic theory
(see Hill, Hwang, & Kim, 1990 and Kim & Hwang. 1992).
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thought, which is based on the free market approach. However, ownership
structural advantages, however, were developed from the Harvard school of
economic thought, which argued that the free market contexts are not entirely
efficient. Such arguments include Bain's barriers to entry theory, which suggests
that industries and firms may develop competitive advantages that give them an
unfair advantage in certain free market situations. Finally, there is locational
advantage, having its roots in the neoclassical school of economic thought.
which is logically related to the Harvard structural school of thought.
Unfortunately, these [atter two philosophies are somewhat contradictory
(Conner, 1991). Yet these contradictions, as Dunning has delineated, can be

used to broaden the applicability of the theories when they are combined.

In constructing causality within these contradictions, one can assume that the
free market mechanism may attempt to function efficiently within a set of
contextual constraints. In this case the contextual constraints are delineated by
locational and ownership advantages. This provides us with an initial causal
model which suggests that the structural advantages (i.e., location and
ownership advantage) produce a context in which free market advantages (i.e.,

internalization advantage) attempt to operate.

Therefore, locational and ownership advantages now causally describe the
context in which internalization advantages are created for the multinational
enterprise. It must also be admitted that ownership structural and transactional
advantages are so interwoven logically that it is very difficult to conceptually
separate them. Conceptually, an example of this connected logic is Williamson's
(1990) statement suggesting that a unique asset will influence the transactional

nature of a business deal. This reasoning immutably links the structure which is
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the asset to the transactional efficiency. For this reason, this study does not

differentiate between ownership structural and transactional advantages™.

Finally, a causal feedback from the internalization decision to the locational and
ownership advantages must be delineated. This feedback loop accounts far the
criticism of redundancies leveled by Itaki (1991), who suggested that
redundancies among theories occur over time as one advantage evolves into the
other. Clearly, internalization decisions influence the ownership and locational-

specific advantages after the decision has been taken'’ .

The modified eclectic theory is shown in Figure 3.3. However, this study will not
specifically study these feedback loops, but rather will concentrate on the
forward-flowing causal relationship that influences entry mode selection and
performance. The implicit assumption is that these feedback loops have altered
locational and ownership advantages, but when one business decision is being
investigated in a static manner the feedback loops can be neglected because
they will influence the succeeding decision. Thus, the model can be fooked at in
a static manner and the dotted feedback lines can be neglected in this particular

study.

it is important to note that in this model a firm or country can only benefit from a
locational advantage by internalizing it or associating it with an ownership
advantage. Otherwise it is an unproductive advantage that creates no efficiency

for the specific country because it is not being utilized. Porter (1990) makes this

*® This argument does not discount Dunning and Rugman’s argument that ownership transaction
and structural advantages are theoretically different. The argument made in this study is that the
two issues are so interinked in reality that it makes them very difficult to study independently.
Therefore. the study acknowledges the differences, but then goes on to integrate them for
gractical and methodological considerations (Dunning, 1988a).

" 1t should be noted that internalization advantage represents cumulatively the most efficient
transaction accruing to both the firm (i.e., internal efficiencies) and society (i.e., external
efficiencies). This study will and can neglect external efficiencies because it is consistent with the
theory that the most internally efficient solution is always taken by a firm in a free market
situation.
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argument quite vociferousty in his recent book describing national competitive

advantages.
FIGURE 3.3
THE ECLECTIC THEORY CAUSAL MODEL
Locational Ownership
Y 4
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internalization
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An application of this model to the wholly-owned entry mode decision resuits in
the model delineated in Figure 3.4. This model embodies the two relationships
initially described in the introductory section delineating the wholly-owned entry
mode question examined in this study. The relationship between influencing
factors and entry mode selection is illustrated by the relationships that link the
concepts of locational advantage and ownership advantage to internalization
advantage. The relationship between entry mode selected and performance is
delineated within the internalization advantage concept. These two

internalization notions are, in fact, the internalization decision and outcomes

respectively.
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FIGURE 3.4

WHOLLY-OWNED ENTRY MODE ECLECTIC MODEL
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CHAPTER 4 - THE RESEARCH MODEL

This chapter defines the sub-tneory inter-relationships that were only alluded to
in the overarching eclectic model outlined in the previous chapter (see Figure
3.4). The definitional task has two roles: first, it will consider specific sub-
theories appropriate to the overarching model, and second, it will develop

arguments that connect these sub-theories in a logical and causal manner.

The development of these various theoretical concepts and inter-relationships
will be developed in the context of the general relationships depicted in the

overarching model. These relationships are the following:

A) Locational advantage to internalization advantage.

B) Ownership advantage to internalization advantage.

C) Internalization advantages of entry mode to performance.

The first two of these relationships address the first research question: How
various factors influence entry mode selection? The third relationship addresses

the second part of the research question: Why certain entry modes outperform

others?

In the first two relationships, two principal notions are developed. They are the
entrant's perceived competitive advantage in the new market, and the
international bounded rationality that separates the decision-maker(s) from the
information required to make an entry mode decision. It is argued, herein, that
these two notions influence both the selection of the entry mode and the
performance. The notion of competitive advantage is developed in the locational
advantage section, while the notion of international bounded rationality is

developed in the ownership advantage section.

The third relationship linking entry mode selection to mode performance

combines an asymmetric information argument with Williamson's transaction

55
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cost approach. These two notions are developed in the internalization

advantage section beiow.

LOCATIONAL ADVANTAGE
The specific sub-theories and relationships studied in this section are illustrated

in Figure 4.1 below.

FIGURE 4.1
THE RELATIONSHIP OF LOCATIONAL ADVANTAGE TO INTERNALIZATION
ADVANTAGE
T T T TN oo .
( | |
Locational foo-- K Ownership
| Advantage Advantage
“\ )
\‘\ —_ e — / \\‘ ------------------ ‘/
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Py i |
Mode Performance '
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Locational advantage has been studied widely within a neoclassical economic
context. The classical approach to studying differences in international trade and
investment has been the theory of competitive advantage. Adam Smith’s initial
development of the notion of absoiute advantage was later modified to
comparative advantage by David Ricardo (Bano, 1991). Comparative advantage

has been further developed by a variety of other researchers, including
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Heckscher, Ohlin, and Samuelson, who broadened the concept into different
factors (e.qg., factors of production, capital, etc.). Other international explanations
have included the product life cycle model, the demand similarity model, the
technical gap model, the human capital theory model, and tariff barrier modeis
(Bano, 1991).

Porter (1990) developed a more recent view of locational advantage by
attempting to integrate many of these disparate approaches into a unifying
model. In doing so, he suggested that locational advantages are valueiess to a
firm uniess they have been internalized to some degree. He further argued that
most of these advantages come from the home-country location simply because

that is where the firm’s greatest ability to internalize such advantages exists.

Porter’s logic is illustrated in the following quotes:

The principal economic goal of a nation is to produce a high and nising standard
of living for its citizens. The ability to do so depends not on the amorphous
notion of “competitiveness™ but on the productivity with which a nations
resources (labour and capital) are employed. Productivity is the value of the
output produced by a unit of labour or capital. It depends on both the quality and

features of products and the efficiency with which they are produced. e

Seeking to explain “‘competitiveness” at the national level, then, is to answer the
wrong question. What we must understand instead is the determinants of
productivity and the rate of productivity growth. To find answers, we must focus

not on the whole economy but on specific industries and industry segments. 9

Industry attractiveness and competitive position can both be shaped by a firm.
Successful firms not only respond to their environment but also attempt to

influence it in their favour. %

' Porter, 1990, pg. 6
' Porter, 1990, pg. 9
¥ porter, 1990, pg. 34.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



58

This expianation that locational advantage is manifested at the firm-level
generally conforms to Dunning's (1993) thoughts on locational advantage and its
ultimate manifestation through the firm's internalization of any such advantage.
The examples Dunning (1993) used to define locational advantage suggest that
firms internalize these locational advantages to give them value.’' Some of
these examples include low labor costs, excess to low cost of supplies and
materials, and unique assets such as technology. Rugman and Verbeke's (1993)
definition of locational advantage also suggests that the firm must internalize the
advantage to utilize it.** They suggest that locational advantage can give a firm
the “potential to economize on transaction costs by reducing risks and to benefit

from local opportunities.”*

Porter's second postulation was that a firm's competitive advantage originates
from home-based advantages. This reasoning is illustrated in the following

excerpts:

The home base is the nation in which the essential competitive advantages of
the enterprise are created and sustained. It is where a firm's strategy is set and
the core product and process technology (broadly defined) are created and

maintained. %

*' Dunning, 1993, pg. 82.
-~ Rugman & Verbeke, 1993, pg. 762.

® The internalization argument becomes even more powerful if one takes a more modern
perspective of the bounds to the firm. Historically, a legal, hard assets perspective was used to
define the bounds of the firm. More recently a broader perspective has been {aken that includes
sociopsychogical issues such as knowledge, trust, organizational culture, etc. (Casson, 1991). If
this perspective is taken, Porter's (1990) arguments become very powerful because a firm does
not have to have iegally own an advantage for it to be an ownership advantage (i.e., to have
been internalized to some degree). The firm just has to have gained some unique capability to
use it more effectively and efficiently than other international firms. Such capabilities might
include cultural norms and language, etc.. Based on this perspective and assuming a relatively
efficient market as is the case in North America, Porter's perspective is very appropriate and
suggests that there are different degrees and indirect ways of partially internalizing or gaining
ownership advantage (i.e., unique firm-specific advantage) or locationat advantages which
pdrovide the firm with an internatio'nal competitive advantage.

=" Porter, 1990, pg. 18.
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The home base will be the location of many of the most productive jobs, the

core technologies, and the most advanced skills. 2

The home base is where strategy in set core product and process development
takes place, and the essential and propnretary skills reside. The home base is
the platform for a global strategy in the industry in which advantages drawn from
the home nation are supplemented by those from an integrated wordwide

position. %
All of these points indicate that Porter considered a firm's international
competitive advantage to originate primarily from competitive advantages
derived from its home-country. He made even stronger statements in a relatively
long discussion about non-home-based advantages in which he suggested that
they are difficult to access because of the lack of cultural knowledge and

heritage. Thus, non-home-based advantages can only suppiement the home
based advantages.”’

In integrating the diverse international theories, Porter (1990) explained
locational or national competitive advantages by using four dimensions: national
factor conditions; demand conditions; related and supporting industries

conditions; and firm strategy, structure, and rivalry conditions.

National factor conditions represent basic conditions of production. Porter (1990)
generally defined them as human resources, physical resources, knowledge
resources, capital resources, and economic infrastructure. Furthermore, Porter
separated these conditions into a hierarchy of basic and advanced conditions.
The basic conditions include natural resources, climate, location, unskilled labor,
and debt capital. The advanced conditions include modern digital
telecommunications, highly educated and skilled labor, and modern research

and development capabilities. Basic conditions are important for extractive and

* Porter, 1990, pg. 19.
“® porter, 1990, pg. 70.
7 Porter, 1990, pg. 606-607.
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agriculturally based industries, but Porter argued that advanced conditions are
more important for the development of sustainable international competitive

advantage, particularly in developed countries.

This study does not examine national factor conditions because they are
considered to be subordinate or secondary relative to the other three dimensions
in causality and in the minds of managers. It must be noted that by secondary
the author means that these national or country factors will influence industry
and firm factors, which in turn will influence the business decision under study.
This situation creates two problems. First, the causal link to the wholly-owned
entry mode decision may be complex and time-delayed because of the
subordinated or secondary nature of these factors. Second, pretesting revealed
managers’ misunderstanding of the long-term importance of these issues,
possibly because of their shorter-term perspective, made measurement of
national factor conditions extremely difficult. Therefore, an initial test of the
relationships between |ocational advantages and the wholly-owned entry mode

decision omits this locational advantage dimension.

Demand factors, market-based conditions leading to the development of
competitive advantage in national industries (Porter, 1890), include the demand
size, growth patterns, and the sophistication of buyers. These attributes improve
the competitive nature of the firm both directly and indirectly. Direct benefits
include the influence of economies of scale and scope due to large markets,
while indirect benefits include, for example, increasing the competitive rivairy for

fickle yet demanding customers.

Related and supporting industry factors produce competitive advantages at the
industry-tevel by contributing innovative processes, and product development
capabilities relevant to the particular firm and industry (Porter, 1990). In addition,

these factors maximize the effectiveness and efficiency of specific industries in a
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country because the firm or industry is surrounded by an efficient and effective

set of value chains that maximize the overall value to the ultimate buyer.

Strategy, structure and rivalry conditions produce an environment in which firms
within an industry must strive to attain new competitive advantages in an
ongoing and dynamic sense because they are continually attempting to improve
products and processes (Porter, 1990). This activity will translate into
international competitive advantage when the firms attempt to expand into

environments having less dynamism.

As explained earlier, Porter believed that the home-based nature of these
advantages is the critical element of a firm's international competitive position.
Firms that have such advantages will attempt to extend and augment the
advantages into new international markets. This opinion lends to the argument
that firms having such a home-based competitive advantage will tend to use the
build entry mode for a variety of reasons. First, the build mode will allow them to
most effectively extend and develop their firm-specific competitive advantages in
the new market because this mode allows them to plan, configure, and
implement their competitive advantages in a meticulous and comprehensive
manner. Second, they do not have to acquire competitive advantages that might

be redundant or incompatible with their own firm-specific competitive
advantages.

This second point is critical because recent research has indicated that one of
the problems incurred in acquisitions is related to the subsequent
implementation and development of synergies. A variety of empirical studies
have indicated that developing these synergies is an extremely difficuit problem
and that procured firms often provide the acquirer with more redundancies than
synergies (Chatterjee, 1986; Datta, 1991; Shrivastava, 1986; Trautwein, 1990).

Empirical support for the argument that strong home-based competitive

advantages lead to the preferential selection of the build mode appears in
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several previous wholly-owned entry mode studies. Zejan (1990) found that
comparative national economic deveiopment influences entry mode selection.
More specifically, as economic development improves in the host-country, the
acquisition mode is more apt to be selected. This discovery indicates that as
national competitive advantages improve in the host-country relative to the
home-country, the acquisition mode is selected;, while as the national
competitive advantages decline in the host-country relative to the home-country,
the build mode is selected. In other words, the greater the competitive
advantage a firm has when entering a new international competitive
environment, the more likely it is to select the build entry mode over the

acquisition entry mode.

Using Hofstede’s (1880) measures of cultural distance and uncertainty, Kogut
and Singh (1988) conciuded that the greater the cultural gap between two
nations, the more likely a firm will select the build entry mode over the
acquisition entry mode. This result, although not a direct test of the competitive
advantage argument, is counier-intuitive to what one would consider an
appropriate entry mode selection if the firm were attempting to procure culturally
appropriate host-country resources and skills. An alternative explanation is that
these cultural differences are allowing entering firms to use distinct home-
country competitive advantages and they select the build mode because it
allows them to develop their competitive advantages most effectively, as was

tangentially argued by Porter (see footnote 24).

In addition, several researchers have reiated sales growth to the selection of
wholly-owned entry mode (Caves & Mehra, 1986; Singh & Kogut, 1989; Yip,
1882; Zejan, 1990). A variety of different and contrary conjectures regarding
sales growth have been delineated. The first conjecture suggests that firms
entering high growth markets will tend to select a build entry mode, a proposition
supported in research by‘Zejan (1990), by Yip (1982) and partially by Caves and
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Mehra (1986)% . Migh growth markets could be associated with markets that are
not competitively well developed. Thus, the entrant perceives a greater
competitive advantage compared to when the market is more mature and the

firm's competitors have firmly established their position and advantages.

The eclectic theoretical model developed in this section suggests that firms
select an entry mode which tends to maximize the benefits of their perceived
locational advantage relative to the market they are entering. An entering firm
which has a locational, and therefore a competitive advantage, will more likely
select the build mode because it will minimize the costs associated with
installing their competitive advantages and it will maximize the benefits of
implementing its firm-specific advantages in the new market. However, a firm
that does not have a locational, and therefore a competitive advantage, will tend
to select the acquisition mode because it perceives that procuring a firm with a

known competitive position will minimize the risk of entry.
Therefore, the following hypotheses are proposed:

H1a. The higher the home-country strategic rivalry conditions, relative to the

host-country, the greater the probability a firm will select the build over

the acquisition entry mode.

H1b. The higher the home-country demand conditions, relative to the host-
country, the greater the probability a firm will select the build over the

acquisition entry mode.

H1c. The higher the home-country related and supporting industry conditions,
relative to the host-country, the greater the probability a firm will select

the build over the acquisition entry mode.

%8 Caves and Mehra (1986) actuaily found that the relationship to entry mode was non-linear. A
linear relationship was not significant. They then argued that at both very high growth and very
low growth the acquisition mode is used and with medium growth the build mode is the preferred.
These results were not supported by other studies and the convenient non-linear statistical
procedure used is not methodologically valid.
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In addition, Porter's (1990) theory suggested that locational advantage and the
subsequently developed competitive advantage should directly influence the
performance of the firm. Considerable empirical research has provided evidence
for this relationship, including Porter's work (Dunning, 1993; Porter, 1990). An
extension of this theoretical argument relates locational advantage to entry

mode performance directly, thereby providing the following hypotheses:

H2a. The higher the home-country strategic rivalry conditions, relative to the

host-country, the greater the performance of the entry mode.

H2b. The higher the home-country demand conditions, relative to the host-

country, the greater the performance of the entry mode.

H2c. The higher the home-country supponting industry conditions, relative to

the host-country, the greater the performance of the entry mode.

OWNERSHIP ADVANTAGE
The relationship between ownership advantages and internalization advantages

is considered in this section, as is illustrated in Figure 4.2.

Ownership advantages represent the tangible and intangible industry and firm
capabilities that allow a firm to extract economic rents or profits. This discussion
will initially focus on firm-specific advantages. Then industry advantage control

variables will be considered.
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FIGURE 4.2

THE RELATIONSHIP OF OWNERSHIP ADVANTAGE TO INTERNALIZATION
ADVANTAGE
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Firm-specific ownership advantages improve a firm's ability to plan and
implement more efficient and effective decisions. This study, with its particutar
interest in the efficiency and effectiveness of foreign entry mode selection,

relates the decision process to the concept of bounded rationality.

Simon (1957) developed the theory of bounded rationality as a notion
suggesting that people were not completely economically rational, but rather
they are forced to make decisions under a number of external and psychological
constraints inherent in all individuals and these constraints can be exacerbated
by a variety of external conditions. For example, sometimes decision-makers
may not have all of the information pertinent to a particular situation and are

unaware of all of the possible solutions. Therefore, they make a less than
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economically maximizing decision. Even if the necessary information is
availabie, they may not be cognitively capable of processing it to determine the

“best” or most economically efficient solution.

Therefore, Simon proposed that individuals make decisions that are “satisficing”
rather than maximizing. By “satisficing” Simon meant that the solutions were
optimal given the individual’'s information and decision-making capabilities. In
this regard, 1t 'as a satisfactory decision because he or she did not know of a
better solutivri. inis is in contrast to the rational maximizing decision which in
economics is conceived as the best overall decision given all possible solutions

that exist.

Simon initially developed the notion of bounded rationaiity as an individual trait
(Simon, 1957). More recently, a variety of theoreticians have used this concept
in an organizational sense. Their logic for such a connotation is based on the
fact that organizations are made up of individuals, and accordingly,
organizations can manifest bounded rationality if such a phenomena prevails
within all individuals or decision makers in the organization. In such a situation
the common trait of bounded rationality in all of the decision makers in the
organization leads to a satisficing decision in an organizational sense (Decanio,
1893). Based on this argument, organizational bounded rationality has become

a relatively widely used concept in the literature (Morgan, 1986).

This study uses the notion of bounded rationality in an organizational sense.
More specifically, the bounded rationality concept is used to indicate when top
managers in a firm (i.e., as group of individuals) have a bounded rationality
problem specific to the wholly-owned entry mode decision. Therefore, this study
does not contradict the notion of bounded rationality at the individual level, but
considers bounded rationality to exist in all individuals involved with and making

the wholly-owned entry mode decision.
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The theoretical notion that groups of individuals have bounded rationality in a
firm is important because the organizational context may influence the nature of
the bounded rationality. Simon (1957) described such an organizational context
when he stated that bounded rationality, or the limits on human rationality, are
institutionalized in the structure and modes of the functioning of our
organizations. And Scott (1987) suggested similarly that it is the various contexts
that produce differences in bounded rationality, and that academics should be
focusing on the differences in contexts rather than the notion of bounded
rationality. Clearly, a manager in an organization that supplies him or her with
more, or better, or well-synthesized information will have different bounded
rationality constraints than a manager who receives poor information. Another
example is the comparative difference between the information processing
capabilities of a personnel manager and a production manager. Their different
perspectives and capabilities will often allow them to interpret the information
differently and therefore, respond in a different decisional manner. In other
words, these managers’ bounds of rationality are better suited to soiving
different business decisions. In this regard, the context of the decision-maker
influences the decision maker's bounded rationality constraints. Similarly, the
organizational context could influence the bounded rationality constraints of all

of its top managers when the concept is considered from an organizational
perspective.

The context, and its influences on bounded rationality, are important because
the scope and focus of the bounded rationality constraint that is imposed on a
manager may influence whether the decision is satisficing or economic
maximizing. Honkapohja {(1993) made this point when he suggested that a
manager who has received all the pertinent education and experience
surrounding an issue may be able to select a more economic maximizing
decision because it was completed within the bounds of his or her rationality
limits. Therefore, one must differentiate between two situations: where contexts

tend to decrease the likelihood that the bounds of rationality for an individual
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include the necessary information and capabilities to make the economic
maximizing decision; and where contexts tend to increase the likelihood that the
bounds of rationality for an individual include the necessary information and

capabilities to make the economic maximizing decision®.

The organizational contexts that tend to improve the likelihood of an individual
making a decision within his or her bounded rationality constraints, and thus,
producing @& more economic maximizing decision, are: where that individual is
intuitively and explicitly familiar with the decision under consideration; and
contexts where the appropriate information is available to that person on a timely
basis. Therefore, the individual must have considerable training and experience
in the functional and operational aspects of the decision he or she is facing.
Furthermore, any additional and pertinent information must be supplied to the
decision-maker in the appropriate fashion and time frame. Organizational
contexts that tend to improve the decision-making bounded rationality relative to

the economic maximizing decision include the following:

o A relatively focused strategy within a firm allowing the managers to build up

considerable experience in the possible decision solutions and cutcomes.

» A concentration and consolidation of pertinent knowledge which is availabie
to the decision-maker. Therefore, the organizational structure, size, and
strategy must be such that the decision-maker would concentrate repetitively

on the same types of decisions.

s A good information flow amongst all of the members so that the information
and capabilities to make decisions are dispersed to the decision-maker in the

organization.

%1t must be noted that although it is stated that one context leads to the economic maximizing
solution and the other does not, in reality the first context may only lead to a better satisficing
solution than the second context.
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This study will look at some of the contexts that influence the probability of an
organization making a decision within its bounded rationality constraints, and
thus, a more economic maximizing decision. To differentiate between these two
situations, this thesis renames bounded rationality to reflect when the constraints
have a high probability of not including the economic maXimizing solution. This
situation will be referred to as the bounded rationality problem because, clearly,
the organization has a problem in respect to trying to find and apply the

economic maximizing solution.

This study applies this notion of the organizational bounded rationality problem
to the international wholly-owned entry mode decision when the firm is entering

a new international market.

The notion of an organizational bounded rationality problem as it applies to the
wholly-owned entry mode is developed in Figure 4.3, which illustrates the
facilities and operations duplicated in the international markets by a firm using
the wholly-owned entry mode. In general, it is the operational or line activities
such as production, sales, logistics, etc. that are duplicated in a new
international manufacturing subsidiary. Porter (1990) calis these activities the

‘primary activities in the value chain’®

. The staff functions or supporting
functions are often not duplicated to the same degree when a firm establishes a
manufacturing presence in a new international market because the subsidiary
can rely on the parent company for these functional needs. Particularly, for

functions such as finance and research and development.

*® This assumes that the firm has developed some prior marketing strength in the foreign market
- a rejatively safe assumption as this study is examining wholly-owned entry through the
establishment of a manufacturing piant. not fundamental market entry. in addition,
internationalization theory would suggest that the firm incrementally invests in a new market untit
it has the appropriate local market knowiedge to make a wholly-owned investment (Luostarinen,
1970; Luostarinen & Weich, 1990).

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



70

In this practical example, the parent firm has made two wholly-owned
investments in countries A and B. The two investments include only primary

activities. The support activities in the value chain remain in the home-country.
FIGURE 4.3

THE NOTION OF ENTRY MODE BOUNDED RATIONALITY
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When a firm decides to enter an international market on a 'vholly-owned basis,
the top managers making the investment decision may or may not have
adequate information to know how to duplicate and exploit these primary activity
advantages. Knowledgeable managers who think and fee! they have the
appropriate primary activity competitive advantages will want to use the build
mode so that they can develop these advantages in the most appropriate
manner and maximize any exploitable advantage. Therefore, when a firm

decides to enter using a build entry mode, the top managers must be cognizant
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of the specific competitive advantages that their firm has at the operational level.
Furthermore, these managers must be well versed in how these competitive
advantages are developed and created over time and on an integrated basis in a
new market. Otherwise, the top managers may not be terribly comfortable about
entering the market using a build approach that relies so heavily on their

competitive advantage at the operational or primary level.

If the top managers do not understand how to develop and exploit their firm's
primary activities advantages in the new market, they would preferentially select
the acquisition mode. This entry strategy circumvents the need for in-depth
knowledge about the primary activities and operational level competitive
advantages, and how they should be developed to suit the new competitive
environment. By using the acquisition strategy, top managers are procuring
advantages that have produced a known competitive position in a host market

with both a history and a trend.

In addition, when top managers become disassociated from the primary
activities, they not only lose their knowledge of operational level competitive
advantages, but they also become more familiar with support activities such as
financial and administrative skills and capabilities. These skills are more suited
to the acquisition strategy, and top managers may prefer this mode because of
their familiarity as well as their ability to actively manage the "big” financial and

administrative issues inherent in the implementation of an acquisition strategy.

An example of this bounded rationality is illustrated in a recent survey conducted
by Booz Allen and Hamilton (Henkoff, 1894). The survey was attempting to
discern why large firms were not successful when implementing organizational
change and, in particular, why they were not getting closer to the customer, or
improving quality and product technology. The results indicated that although
Chief Executive Officers (CEOs) talk about technoiogy, quality, and customer

satisfaction, they see their priority as cost control, a financial skill. In addition,
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the CEOs do not want information on critical operational level functionat
measures and ratios. They are principally interested in obtaining traditional profit
and stock market performance reports. Yet, these same CEOs do want to get
involved in operational level tactical decisions such as pricing and packaging
changes. This example illustrates the potential bounded rationality or information

problem that is confronting top management decision makers.

Song (1982) found empirical evidence of such a bounded rationality problem or
disassociation from the operational level functions by top management. His
research showed that top managers who had production and marketing
experience were much more inclined to select the buitd entry mode, while top
managers who sefected the acquisition mode tended to come from accounting,

finance, and law backgrounds.

The notion of a bounded rationality problem is largely associated with an
organizational knowledge dislocation problem. A decision is being made in one
part of the organization while the critical knowledge resides in another (Simon,
1957; 1960). The notion introduces the idea that the decision-maker has
cognitive limits, and therefore makes decisions within external and psychological
constraints (Cherrington, 1989). One of the external constraints may be the lack
of knowledge about what or where the information specific to the operational
level competitive advantages exists in the organization. The decision-maker then
is faced with two choices: making a non-optimal decision; or searching for more
information, while possibly gaining no useful additional information and incurring
more searching costs. The tradeoff between further searching and decision-
making is based upon each individual's risk aversion as well as the specific
characteristics of the decision. However, a top manager who does not know
implicitly and explicitly the nature of the firm’'s operational level competitive
advantages will incur costs associated with finding, integrating and

understanding the new information. The point at which a manager decides he or
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she has a satisfactory or good enough solution is cailed a satisficing decision
(Simon, 1984).

A manager who lacks the knowledge or who is uncertain about how to build and
develop the company's home-based competitive advantages in a new foreign
manufacturing operation may feel more certain about acquiring a firm with a
known competitive position than risking an uncertain build entry strategy having
no associated competitive position. Furthermore, a manager with a strong
financial and/or admiﬁistrative background may feel that the acquired firm’'s
competitive advantages will synergisticaliy help the whole firm even though the
manager is not intimately familiar with any of the specific primary or operational

competitive advantages™ .

Previous research on wholly-owned entry modes provides some tangential
evidence that a bounded rationality problem influences entry mode selection.
The most consistent indicator of entry mode selection, in prior studies, has been
parent product diversification strategy (Caves & Mehra, 1986; Dubin, 1975,
Kogut & Singh, 1988; Wilson, 1980; Yip, 1982). These studies, because of their
consistent support for this relationship, provide strong evidence that
diversification is positively associated with the acquisition mode, and moreover,
that the diversification strategy has been related to bounded rationality

problems®.

Several other relationships also provide evidence of bounded rationality
problems and its influence on entry mode selection. Organizational size, a
concept that has also been theoretically related to bounded rationality, has been

found to consistently relate to the acquisition mode (Caves & Mehra, 1986,

*' Walter and Barney (1990) found that synergies were the most often used reasoning for an
acquisition. However, empirical research indicates that these synergies are usually not present.
Bounded rationality could be an explanation for these two incongruent results.

*2 it should be noted that diversification strategy has been related to bounded rationality by a
variety of studies in both the domestic and international context (Amburgey & Miner, 1992;
Chatterjee, 1990; Montgomery & Singh, 1984; Rumeli, 1974; 1982; Simmonds, 1290).
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Dubin, 1975; Kogut & Singh, 1988). Finally, several of the wholly-owned entry
mode studies have related knowledge to mode selection. Caves and Mehra
(1986) found that muiltinational experience was positively related to the build
mode, and Wilson {1980) concluded that a multinational’s propensity to use the
acquisition mode was negatively related to the amount of experience the firm
had in the host-country. All of these results support the argument that a bounded
rationality problem influences the wholly-owned entry mode selection process.
Therefore, this theoretical and empirical evidence leads to the foliowing

hypothesis:

H3. The greater the organizational bounded rationality problem in the parent
company, the greater the probability that the entry mode selected will be

the acquisition mode.

Bounded rationality problems have ailso been associated with lower performance
in a firm. The most compelling evidence of this relationship is from the product
and strategy diversification stream of research. Rumelt (1974; 1982) and a
variety of other researchers have consistently been able to associate unrefated
product diversity, which is a sign of a bounded rationality problem, to lower firm
performance. Therefore, a second hyoothesis relates bounded rationality directly

to entry mode performance:

H4. The greater the organizational bounded rationality problem in the parent

company, the lower the performance of the entry mode.

Causes of Bounded Rationality Problems
A variety of arguments have been put forth as to why bounded rationality

problems exist in a firm. The prior discussion mentioned several, including
strategic diversity, organizational size, and lack of organizational coordination

and integration.

Strategic diversification has been related to both bounded rationality and entry
mode selection by a variety of researchers (Caves & Mehra, 1986; Rumelt,
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1974). Yet, firms appear to continue to select diversification strategies because
of the expected and possible strategic synergies which decision-makers
perceived to exist between the firms (Trautwein, 1990; Walter & Barney, 1990).
Ansoff (1965), who was the originator of the strategic synergy notion. deemed it
to be a necessary strategic advantage for the successful growth of a firm.
However, empirical research has shown quite strongly that the advantage of
synergies is negated by the costs of integrating the very disparate synergies

when the acquisition mode is employed.

Related product diversification appears to augment the firm's performance
through synergies because the benefits of synergy overwhelm the costs of
integrating. However, when unretated product diversification occurs, the costs of
integrating appear to overwhelm the benefits of synergy, and firm performance
declines (Christensen, et al., 1887; Christensen & Montgomery, 1981; Geringer,
Beamish, & daCosta, 1989; Montgomery & Singh, 1984; Ramanujam &
Varadarajan, 1989; Rumelt, 1974, 1982).

Unrelated product diversification performance problems have been related
directly to bounded rationality problems. This managerial problem occurs
because the managers are not able to cogently understand the diverse
strategies of their businesses because of bounded rationality. Therefore,
unrelated diversifiers are unable to benefit from the economies of scope and
scale synergies that they otherwise would because there is little integration,
coordination and overlap in their resource-base (Bettis, 1981; Christensen &
Montgomery, 1981; Palepu, 1985; Rumeit, 1974).

Empirical product diversification research tends to confirm the conjecture
that firms preferentially have adopted related and unrelated product
diversification types in association with the build and acquisition mode

respectively. Both domestic and international research on wholly-owned entry
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mode selection has supported this argument (Amit, et al., 1989; Caves & Mehra,
1986; Yip, 1982; Zejan, 1990). This therefore suggests the following hypothesis:

H5. The greater the product diversification in the parent company, the higher

the organizational bounded rationality problem in the firm.

Organizational size |s one of the few organizational variables that have been
considered recurrently in the wholly-owned entry mode research. Size is
considered an important attribute in industrial organization economics because it
provides evidence of economies of scale, economies of scope, and surpius
resources. All of these factors are important in positively influencing the nature

of the organization’'s ongoing strategic direction.

However, size can negatively impact the firm's performance. Chandler (1962)
noted that as its size increased, the firm had to become more decentralized in its
structure. Research has tended to verify this relationship between the complexity
and size of an organization and its decentralized control mechanisms (Hili.
1988). Furthermore, Williamson (1970) developed a theoretical model of the firm
which postulated that as internal integration and transaction costs increased a
firm would have to move towards a multi-divisional structure, These theoretical
explanations all suggest that the increasing bounded rationality problems as
firms grow are being solved by distributing the decision-making power

throughout the organization.

The above theory appears to be highly effective when operational decisions are
being made. However, when a firm is facing a major decision such as investing
in the first international plant in a new international market, the process becomes
more complex. First, top managers want to be involved with such a large
investment decision. Second, because such an investment requires a diversity of
information from many different parts of the corporation, integration is necessary.
In a large corporation this integration process may be difficult. Therefore, top

managers, after having collected the diverse information, then have to integrate
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it cognitively. This achievement may be difficult when they do not have a strong

operational level of knowledge to integrate the different types and sources of
information.

The above decision-making process may differ greatly from the normal capital
requisition process because, in the majority of firms facing an entry mode
decision, the top managers do not discuss the entry mode selection with other
managers. Furthermore, many of these managers do not rationally compare the
alternative entry modes (Newbould, Buckley, & Thurwell, 1978). Therefore, a
subconscious bounded rationality process seems to influence the entry mode

selection in a non-rational manner.

In addition, organizational size could also be considered a potential influence on
bounded rationality, and thus on entry mode selection. Yip's (1982) initial
hypothesis, based on his asymmetric knowledge theory, was that size would
allow firms to overcome barriers to entry. He provided two competing
hypotheses: one based on anti-trust concerns suggesting that large firms would
be restricted from acquisitions, and the other based on a large company’'s
financial resource surplus predicting that such a firm would favor acquisitions
because of its financial ability. However, he found that parent size was not
significant (Yip, 1982). Caves and Mehra (1986) considered wholly-owned
modes, but predicted that larger firms would favor the acquisition mode because
anti-combines problems would not arise when the firm was entering a foreign
market. Their empirical results supported this view. However, a number of
researchers have found contrary results. Dubin’'s (1975) discovery that smaller
firms acquired in the domestic market more often, supported Yip's second
hypothesis. When Wilson (1980) considered this research question from a
multinational perspective, his evidence supported Dubin's. Kogut and Singh's
(1988) investigation of international companies also supported Dubin's

conclusions. Their explanation was that iarge multinational companies were
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often prevented or discouraged from acquiring local firms because of nationalist

sentiments,

All of the above arguments suggest that, although size is not a direct cause of
entry mode selection, it may cause an organizational bounded rationality
problem that in turn influences entry mode selection. Therefore, the foliowing

hypothesis is presented:

H6. The greater the organizational size of the parent company, the higher the

organizational bounded rationality problem in the firm.

Organizational structure and systems have been related to a wide variety of
strategic decisions {Chandler, 1962). A variety of researchers along many
different dimensions. For example, Williamson's (1970, 1975) provided
economic explanations for the selection of the multidivisional organizational
structure. Williamson (1975) argued that multidivisional firms are characterized
by: a separation of strategic and operating functions which fosters a
“psychological commitment” on the part of top officers to maximize profitability;
functional autonomy of divisions, which impiies that the contribution of each to
profitability is observable and measurable; reallocation of resources generated
by divisions on the basis of relative yields rather than returning them to their
source; the use of corporate incentives to promote profit-seeking behavior; and

employment of a specialized corporate staff to “audit” the affairs of divisions.

Chandler (1962) initially reiated strategy to structure, and his research implicitly
linked diversification strategy to decentralized structural concepts. Berg (1965a;
1965b) formally developed this link between diversification strategy and
decentralization, or congiomerate structure. His theme has since been
theoretically developed and quantitatively researched by several authors
(Galpbraith & Kazanjian, 1986). More recently, Hill (1988) and Hill and Hoskisson
(1987) examined the theory in a manner that allowed the concepts to be

specifically defined and empirically tested. Hill (1988) hypothesized that
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multidivisional organizational structures would perform best under unrelated
diversification strategies. Hill (1988) and Hill and Hoskisson (1987} argued that
the control systems which maximize operational synergies between the two
entities are incompatible with the systems required to realize the benefits from
an internal capital market. Their empirical tests of this hypothesis indicated that
muitidivisional firms performed better when they undertook an unrelated
diversification strategy (Hill & Hoskisson, 1987: Hill, 1988: Hoskisson, 1987).

Selection of wholly-owned modes has consistently been related to prior
diversification strategies. Moreover, the hypothesis surrounding such a
relationship suggests that organizational control synergies and internal capital
market system incompatibilities create problems based on organizational
bounded rationality probiems (Caves & Mehra, 1986). There is supporting
evidence for such a relationship. Berg's (1973) discovery that corporate staffs
tend to be much bigger in internal developers than in acquisitive diversifiers
indicated a centralization of management control and systems. When Pitts
(1876, 1977a; 1977b) studied build versus acquisitive firms, he determined that
firms using the build mode could be described as having substantial inter-
divisional resource sharing, large corporate staffs, extensive inter-divisional
managerial transfers, and subjective performance measures for divisional
managers. On the other hand, acquisitive firms had little inter-divisional resource
sharing, small corporate staffs, few inter-divisional transfers, and objective
performance measures for divisional managers. These studies show that the
organizational characteristics that have been associated with the build mode are
some of the classical techniques for reducing organizational bounded rationality
problems. In general, they are organizational structures and procedures that

improve the firm's ability to make decisions using the appropriate information.

The attributes associated with the centrally-managed firms suggest that they
have the ability to manage information more quickly. The are especially able to

integrate information from the functional levels in the organization, an important
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attribute for the build mode. A muiti-divisional firm, on the other hand, will be
more involved in managing corporate level information. This information bias
means that top managers in a multi-divisional firm will have problems with
organizational bounded rationality and imperfect information when they must
analyze the operational level functional requirements of a build entry. Therefore,
a multi-divisional firm would be more likely to procure the required operational

level information through an acquisition.

Management controi is also an important element in managing a foreign entity.
The literature has described four types of control: market, output, clan, and
bureaucratic control systems (Hill & Jones, 1989). Market control implies that
external markets such as stock markets and other price-related mechanisms will
control the behavior of a business unit. Market control, by definition, has been
forgone when a firm internalizes a market. Output control is based on the firm's
setting output goals and objectives for a business unit and simply measuring the
degree to which these are attained by that unit. Output control is used when
outcome is measurable and when of greater certainty or forecast ability of output
levels is possible (Eisenhardt, 1985). Clan control is based on establishing or
imbuing shared social values and norms into the employees of a business unit.
This type of behavioral control mechanism occurs in situations where social
control is possible, and more desirable or effective (Quchi, 1977). Clan control is
associated with situations in which output levels are difficult to measure, and
social values or norms are easily identified and shared by the various
employees. Bureaucratic control involves, directing behavior by standardized
rules and regulations to control behavior, is a more extreme control technique

used when behavioral norms are not shared, and output is difficult to forecast.

Researchers have not previously rzlated these control mechanisms to entry
mode setection. However, the eclectic theory suggests that clan control wouid be
most suitable to build entry mode. This method of control requires that a

company have a tightly integrated and communicative structure to ensure the

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



81

continuous sharing of values, thereby minimizing organizational bounded
rationality concerns and imperfect information problems. Such firms have access
to the information necessary to successfully complete a build entry and
therefore, would preferentially select such a mode. Quchi (1977) has shown that
entrepreneurial  ventures relate more effectively to clan-type control
mechanisms. However, the three other types of organizational control systems
would tend to create greater organizational bounded rationality problems
because organizational communication is less frequent and more formal.
Therefore, these firms would tend to procure the information that they can not

access in their firm through an acquisition.

In addition, non-clan type control systems are more appropriate when the
organizational entities are stable, and information communication between
entities is low. Acquisitions tend to provide more stable environments to enter
into because they have a known market share and a historic financial record.
Therefore, organizations that do not have clan-type cultures and organizational

control systems would prefer to acquire when entering a new market.

Organizational integration mechanisms may also influence the selection of the
entry mode because they influence the ability to communicate information
throughout the organization. A primary determinant of the information
communication and coordination capabilities in a firm is the firm's integrating
mechanisms (Galbraith, 1973, Galbraith & Nathanson, 1978; Thompson, 1967,
Van de Ven, Delbecq, & Koenig, 1978). Interdependencies required fo create
synergies, based on organizational shared information, are dependent upon the
integration mechanisms that a company utilizes (Galbraith, 1973; Lawrence &
Lorsch, 1967). This relationship between coordination and integrating
mechanisms has proven to be particularly important in the management of

international companies (Bartlett, 1986; Roth, Schweiger, & Morrison, 1991).
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This study postulates that the need for organizational coordination and
integration is associated with entry mode selection. Such a postulation is
supported in some of Pitts’ (1975, 19786, 1977a; 1977b) qualitative research on

entry mode.

The eclectic model suggests that different integrating mechanisms are required
for build and acquisition modes. Build entry requires informal operational level
integration involving the operating organizational ievels of the firm because the
new entity must obtain the appropriate competitive skills and information from
these levels of the firm. An acquisition entry, on the other hand, requires only
higher level skills because generally the operational level skills will be present in
the acquired organization. Furthermore, the firm that uses an acquisition entry
mode is using the financiai markets to acquire an organization that already has
the necessary operational level skills, and it maybe inferred that the acquiring
firm acquires these skills because they are not available or accessible to them

internally.

Therefore, the firm which is more integrated and coordinated is less likely to
have organizational bounded rationality problems and thus it will tend to select

the build entry mode. This observaticn provides the following hypothesis:

H7a. The lower the international vertical organizational integration in the firm.

the higher the organizational bounded rationality problem in the firm.

H7b. The lower the international horizontal organizational coordination in the

firm, the higher the organizational bounded rationality problem in the firm.

Industry-Specific Advantages
Ownership advantages in the form of industry and firm-specific factors also
influence the internalization advantages of entry mode selection and

performance.
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A variety of industry and firm factors have been asscciated with whally-owned
entry mode selection. Prior studies have examined factors relating to barriers to
entry in particular industry groups, including economies of scale, economies of
scope, and industry concentration (Caves & Mehra, 1986; Kogut & Singh, 1988,
Zejan, 1990). However, theoretical arguments for the causality of these forces
on entry mode selection have been varied and weak in empirical support. The
consensus of these studies suggests that the acquisition mode is favored when
the market is concentrated, oligopolistic in nature, and has significant barriers to
entry. The reasoning ié that when a firm is confronted by high entry barriers, it
will take the lower risk option of buying a firm that has already surmounted those
barriers (Gronhaug & Fredriksen, 1988).

Another parailel and competing argument takes a more dynamic perspective.
Oligopolistic game theory submits that when a new firm is entering a
concentrated market, the host firms will probably react in an aggressive manner
towards the new entrant (Aumann & Hart, 1992; Davies & Lyons, 1988:;
Shepherd, 1990; Tirole, 1988). In particular, concentrated markets are
susceptible to considerable negative competilive reaction if excess capacity is
added. Clearly the build mode adds more capacity than a simple acguisition
mode. In the case of the build entry mode, the entering firm must have strong
competlitive advantages to survive and grow in such an antagonistic

environment.

Furthermore, because the host firms in the oligopoly have better knowledge of
the competitive forces in the market, they have an information advantage
regarding the competitive game that might be played when the new firm enters.
Entering firms, on the other hand, are faced with an information disadvantage or
organizational bounded rationality problem because their organizations do not
have the above information. Therefore, entering firms are more likely to use the
acquisition entry mode because this would not disturb the oligopolistic game that

is presently being played, and the entering company would procure the game
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playing knowledge so that it could play the game as proficiently as others in the

future.

Several prior empirical studies have found that barriers to entry were related to
entry mode selection, with one of the most consistent relationships existing
between industry concentration and mode selected. The research of Chatterjee
(1990) and Caves and Mehra (1986) indicated that industry concentration is
related to the selection of the acquisition mode, as the above theoretical
arguments predict. In addition, Yip (1982} detected that investment intensity, a

similar measure to industry concentration, was related to entry mode seiection.

In another analysis, Caves and Mehra (1986) examined the effect of advertising
and research intensity (i.e., both considered barriers to entry in an industry) on
entry mode selection. They discerned some evidence of a relationship between
these variables and entry mode selection. However, their statistical technique
was unreliable (see Chapter 2). Yip (1982), who tested these relationships in a

domestic context, found them to be non-significant, but in the correct direction.
Therefore, the following hypothesis is proposed for ownership structure:

H8. The greater the barriers to entry into a market, the greater the probability

that the entering firm will select an acquisition over a build entry mode.

Barriers to entry have also been directly related to performance from both a
theoretical and empirical perspective (Bain, 1956, Caves & Porter, 1977). These
arguments suggest that a firm which is in an industry having high barriers to
entry will profit because the threat of new competition is minimized, creating a
situation which in turn allows an cligopolistic game to be played in that market

The result tends to maximize all of the firms’ profits in the industry.

This same logic should be applicable to an entry mode. If an industry group has
high barriers to entry, the specific entry should have higher than normal

profitability. Therefore, the following hypothesis is proposed:
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HS.  The greater the barriers to entry into a market, the greater the probability

that the entry mode will have high performance.

INTERNALIZATION ADVANTAGE
Internalization advantages delineate the association between the entry mode
selected and the resultant mode performance. Figure 4.4 illustrates this

relationship.

FIGURE 4.4

THE RELATIONSHIP OF ENTRY MODE SELECTED TO
PERFORMANCE WITHIN INTERNALIZATION ADVANTAGE
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Two arguments supporting the postulation that the build entry mode has lower
costs than the acquisition mode relate to resource and information asymmetry

and the entry mode control cost.
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Performance Implications of Resource Requirements and Information
Asymmetries

The resource-based argument for wholly-owned entry modes is related to the
fact that acquisitions are situations in which the firm is not certain that it has the
appropriate resources to compete in the new market. Therefore. the firm
procures the appropriate resources through an acquisition. On the other hand, |
in the case of a build entry mode, a firm believing it has the appropriate uses
them to build a new piant rather than acquire different resources. In particular,
such firms incur minimal resource-based transaction costs, while those lacking

the required resources must procure them and accept an associated transaction

cost.

A firm using an acquisition entry mode will have several costs associated with
acquiring the necessary resources for market entry, particularly in the inefficient
market situation which an acquisition (a single and unique transaction)
represents. First, the firm incurs the cost of searching for an appropriate
acquisition target. Second, the acquiring firm has a ccst associated with the risk
of paying too much for the target firm, and therefore, the resources being
procured. The cost of this risk is associated with the asymmetric information
problem confronting the acquiring firm due to the firm's inferior knowledge of the
resources being purchased. On the other hand, the firm to be acquired has an
information advantage because of its superior knowledge about its industry, its
internal resources, and the market for these resources. Therefore, the acquiring
firm is at a disadvantage for evaluating the value of the resources being
purchased. The seller may ask a price in excess of the value of the business and

resources, or the acquirer may overbid for them.

An additional problem makes the economic fransaction even more risky for the
acquiring company. the singular nature of the transaction allows the sellers to
cheat an acquirer, and provides the acquirer with little or no recourse to exact

retribution from the sellers. Such a situation puts the seller at a distinct
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advantage. Therefore, acquisitional risk or premium costs are associated with
information asymmetry combined with the singular nature of the acquisition
transaction process. Increasing the initial search costs can reduce these
expenses, but willl in turn, be an added cost that is associated with an

acquisition strategy.

Teece (1982) made a similar argument for a firm that selects the acquisition
mode by suggesting that the build mode firm has excess or slack resources that
can be expended on the creation of a build mode. Utilizing these slack resources
more fully improves the overall effectiveness and efficiency of the firm.
Furthermore, his thesis is applicable to the whole firm, while the theoretical
argument in this paper is focused only on the entry mode itself. Other
researchers have made similar information asymmetry arguments specific to the

acquisition entry mode (Yip, 1982).

A broader development of the information asymmetry argument suggests that
firms making acquisitions have less information, on average, than those selling.
Therefore, the successful buyer generally pays more than what the seller and all
other potential buyers estimate the market value to be for the company. This
concept, which has been developed more rigorously in economics as the
Winner's Curse, is best described as a winning bidder who is cursed by its
overpayment for the acquired company (Keloharji, 1993). The winner is the firm
that has the poorest information, and hence makes the highest bid. This overbid
position is further supported by the fact that all of the other bidders as well as
the seller felt that the bid was in excess of the worth of the company. Thus, if
market forces were allowed to produce a fair value for the firm, the value would

be somewhat less than the winning bid.

The above assessment illustrates that the cost of procuring necessary resources
(i.e., competitive advantages) through an acquisition tends to provide lower

performance, due to overbidding, when compared to the build mode.
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Entry Mode Ccntrol Costs

Acquisitions also incur supplementary control costs. in particular, the resource
deficiency perceptions that constrain a firm to contingently select the acquisition
mode may tend to cause management control problems. The information
asymmetry created by the resource deficiency may limit the firm's abitity to
understand and effectively control newly acquired entities in several ways. First,
organizational culture differences may exacerbate the management control
problem between the two merging entities. In particular, cultural differences may
limit the effectiveness of behavioraily-based control mechanisms that rely upon
trust, value congruence, and respect. This situation may force the acquiring
company to use a restricted set of control mechanisms which, in turri, may
decrease the implementation efficiency of the organizational control process,
and increase the risk of opportunistic action by the acquired company's work
force. Organizational culture differences may also impede organizational
integration, yet executives often erroneousty predict that organizational
integration will produce post-acquisitional synergies. The opportunity costs of

not gaining these synergies immediately may be significant.

Organizational cultural problems of this sort have been reported by a variety of
researchers (Adler & Graham, 1989; Alstom & Gillespie, 1989; Balakrishnan,
1988; Caves & Mehra, 1986; Conn & Connell, 1990; Datta, 1991; Harrison, Hitt,
Hoskisson, & lIreland, 1991, Hopkins, 1987). When Datta (1991} correlated
acquisition performance with the degree of similarity between the management
styles in the entities before acquisition, he learned that similar management
styles, a proxy measure for organizational cultural characteristics, led to better
performance. The costs of controlling for an organizational cultural gap are
incurred both prior to an acquisition, when significant searching costs are
required to differentiate appropriate from inappropriate organizational cultures,
and subsequently, when a variety of management and organizational integration

techniques must be used {0 merge the two cultures.
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Another problem associated with the organizational synergy argument
surrounding the acquisition strategy approach is that many of the synergies are
not reatized. A variety of researchers have investigated the potential for different
types of synergies in acquisitions. However, the vast majority have revealed no
significant relationship between synergies and post-acquisitional performance
(Caves, 1989). Chatterjee (1992) discovered that synergies, in general, do not
create value in acquisitions. The more significant value-creating strategy is
management restructuring, a tactic that could have been impiemented by the
previous management independently of the acquiring firm. Furthermore, for
every syhergy created in an acquisition there are several costly redundancies.
An empirical study by Chatterjee (1990) revealed that, from a resource-based
parspective, acquisitions have the potential to create more resource
redundancies or duplications than synergies. Despite this evidence, mos:
managers continue to suggest that they choose acquisitions for synergistic
reasons (Walter & Barney. 1990). This enigma of managers claiming synergies,
which often are not present, to justify an acquisition is further evidence of
information asymmetries and inappropriate use of management control systems.
Both of these control problems will lead to higher management costs for

acquisitions compared to the build mode.

Table 4.1 summarizes the management control inefficiencies and resource

procurement costs associated with the two entry modes™ .

** It should be noted that Figure 4.1 has delineated the costs associated with the entry modes. It
has neglected to delineate the opportunities. This oversight is intentional and deemed logical for
two reasons. First, 10 the author's knowledge, strategic opportunities have not been preferentially
delineated that would apply to one international entry mode and not the other. Second, resource
based theory might suggest that the acquisition provides firms with new strategic resources and
opportunities. However, many of the strategic resources can be developed internally.
Furthermore, it is presumed that the acquiring firm more than pays full market price for such
resources. Finally, research on strategic synergies has indicated that in general they are not
available to firms, given the management control problems and redundancies inherent in the
acquisition approach (i.e., see prior argument in this chapter on this issue). Therefore, there
appears to be minimal theoretical or empirical support for differentiating strategic opportunities
that may resuit from one mode and not the other.
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TABLE 4.1
THE COSTS ASSOCIATED WITH UTILIZING THZ ENTRY MODES

Costs of
Procuring Ownership and
Additional Managerial Total
Entry Mode Resources Control Costs Costs
New Venture Low Low Low
Acquisition High High High

This reasoning leads to the following hypothesis is derived:

H10. On average the build mode will outperform the acquisition wholly-owned

entry mode.

THE COMPLETE RESEARCH MODEL
The complete research model that has been delineated in the preceding

theoretical discussion is illustrated in figure 4.5.
This model will be tested using two methodologies:

1. The first test will use a secondary data-set to test the relationship of
organizational bounded rationality problems to mode selection, and of
mode selected to performance, while controlling for locational competitive
advantage. This test is methodologically detailed in Chapter 5 and the
analysis of the data is completed in Chapter 6.

2. The second test will use a survey-based approach for a more thorough
assessment of the complete causal model. This test is methodologically
detailed in Chapters 7, and analyzed in Chapter 8.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



91

FIGURE 4.5

THE COMPLETE RESEARCH MODEL
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CHAPTER 5 - STUDY #1 METHODOLOGY

The first test of the eclectic theoretical model used a Japanese Foreign Direct
Investment (FDI) database to assess the influence of organizational bounded
rationality problems on entry mode selection, and the influence of entry mode
selection on the performance of the entry mode. The analysis controls for
locational competitive advantages. Clearly, this is not a comprehensive test of
this research model;, however, it provides an initial evaluation of some of the

main propositions.

DATABASE CHARACTERISTICS

This database is from a survey of all Japanese manufacturing subsidiaries in
North America (i.e., Canada and United States) whose parent companies were
listed on the Tokyo. Osaka, or Nagoya stock exchanges in 1991 (Toyo Keizai.
1992). it under-represents small parent firms and over-represents larger parent
firms because of the public nature of the database source. Although this bias

reduces the generalizability of the study, it helps control for organizational size.

The details were compiled using public information, plus a questionnaire-survey
of the top Japanese manager in each foreign subsidiary during 1991 (Toyo
Keizai, 1992). The effects of locational advantage were controlled for by using
only Japanese entries into the North American market. Industry-specific effects
were partially controlled for by using only entries that involved manufacturing

firms with established manufacturing operations in North America.

The database contained informatiori on the entry mode, the entry objective, the
performance of the entry in 1891, and the ownership structure of the entity, as
well as a variety of other firm-specific characteristics. This study confined itself

to pure build and acquisition modes“, and a total of 242 market entries were

* Prior databases were used to insure that acquisition entry modes were not joint ventures that
had evolved into acquisitions.
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used: 166 new ventures, and 76 acquisitions. This sample size is farge for such

a constrained international theoretical problem.

Although no industry-level variables were used in the analysis, the two modes
appear to include cases having comparable operational scope and scale. The
sample consisted of subsidiaries having average sales of $52 million, average

investment of $22 million, and average employment of 216 peopie.

A T-test for independence analysis of the sales velume, total employment, and
capitalization values of these two modes appears in Table 5.1. The results
indicate that the means for the capital and sales |levels are not independent. This
test is further supported by the results of a Kolmogorov-Smirnov Test™ that
indicated the first two variables were not significantly different from each other.

However, the total employment levels appear to be significantly different.

TABLE 5.1
T-TEST FOR INDEPENDENCE: BY THE VARIABLE MODE
""""" Build  BuildStd. ~  Acquisiton  Acquisiton  p-level
Mean Dev. Mean Std. Dev.
Capital 21.88 115.59 22.20 66.16 p=0.98
Sales 54.88 178.66 47.35 86.42 p=075
Employment  145.81 207.49 361.58 576.85 p=0.01

Figure 5.1 graphically illustrates the distribution differences in employment
between the build and acquisition mode. The middle 50 percent (i.e., 25% to
75%) of the distributions appears to have considerable overlap. However, the

acquisition mode clearly has a much greater upper tail to its distribution, while

* The Kolmogorov-Smirnov Test is particularly heipful in differentiating between two sets of
data because it not only tests for the difference in means but also tests for the difference in
distribution shapes between the groups. '
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the build mode has a much more concentrated distribution with fewer outliers

having high employment numbers.

Based on this graphic illustration and further reasoning the independence of
employment can be explained by the fact that acquisitions can invoive very large
companies while the build mode must grow and develop from a zero employment
state. Therefore, the acquisition mode could involve companies having more
employees compared to the build mode. The final expected sales level may be
similar for both types of modes, but the build mode may require some time to
develop production capacity or market share as sales are initially supplemented

with imports from the home-country.

FIGURE 5.1
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This inconsistency, however, does not indicate a tremendous industry difference
because the evidence is contrary to what one might expect which is that

industries naving high levels of capital and sales per employ would have higher
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entry barriers. One possible explanation for this difference is that the build mode

is using importing to provide sales growth to supplement its interna! production.

A look at the different industries present in the two entry mode samples reveals
that the content of the two samples is not very different. Figure 5.2 illustrates the
frequencies of industries, by Standard Industrial Code (SIC), in the two mode
samples. The shapes of the distributions are quite similar to each other; the only
exception occurs in the transportation equipment, electrical equipment, industrial
machinery, and instrument product manufacturing industries, where the build
mode has more entries. There does not appear to be a strong industry structural
difference or logic between the two samples, and possibly the best expianation
Is that firms and industries having superior competitive strengths are favoring the

build mode.

FIGURE 5.2
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This analysis tends to confirm that radically different industries (e g., capital
intensive versus non-capital intensive industries) are not present in the two

mode sub-samples.

OPERATIONALIZATION OF THEORETICAL CONCEPTS
The theoretical chapter proposed that a variety of theoretical concepts relate to
each other. This section will attempt to define or operationaiize the concepts into

variables that are related to measured items in the Japanese FDI database.

The operational definition of the modes is as follows: a new venture was defined
as an entry that involved only one parent, which built and operationally equipped
the plant; and an acquisition was defined as an entry that involved only one
parent, and its plant which purchased equipment from the previous owner.

These definitions ensure that the entry modes are mutuaity exclusive.

The measurement of performance was a survey question which asked the top
Japanese managers in the subsidiary to evaluate their overail financial
performance in terms of financial profitability in 1991. The scale for the
performance indicator had only three choices: profitable (1), break-even (0), or a
loss (-1). Table 5.2 indicates the distribution of performance measures in the

total sample. This indicates a performance indicator having good variance.

TABLE 53
PERFORMANCE MEASURE DISTRIBUTION

Performanc'éwNumber ?ercent

Loss 81 33.5
Breakeven 68 28.0

Profit 93 38.5

These financial performance measures, although limited, represent the only

information Japanese firms-are willing to provide, given their very private nature.
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The use of different accounting approaches and individual assessments of
performance is likely to be minimized because respondents are from the same
country and from the same level in the organization. Furthermore, the analysis
eliminated startup period variations when unusual one-time accounting charges

are most likely to create anomalous performance variations.

Bounded rationality is an extremely difficult concept to measure. This
methodological stage used three proxy measures as indicators for international

organizational bounded rationality problems.

A series of questions in the Japanese survey asked the executives what was
important to the firm when it entered the new market. One of these questions
asked the respondent whether information collection was important and an
objective. The other questions asked the firm's managers whether they were
interested in attaining other operational objectives. All questions were yes or no
check type responses. The respondent could check as many or as few of the

responses as he or she deemed appropriate.

The first proxy measure for a bounded rationality problem used the question
pertaining to the firm and manager’s interest in information collection. The
response indicated whether the managers were interested in obtaining more
information so that they could make a “less satisficing” (i.e., more maximizing)
decision. In this context, bounded rationality is minimized because the managers
in the firm are continuously seeking information relevant to various decisions.
Clearly, this question does not pertain specificaily to the acquisition versus build
selection decision; but if managers are attempting to reduce bounded rationality
In relation to some decisions, they probably will take this approach with all
business decisions. Thus, firms that indicated yes to this question were
perceived to have less of an organizational bounded rationality problem. Table

5.3 illustrates the characteristics of this variable in the data-set.
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TABLE 5.3

INFORMATION INQUISITIVENESS MEASURE

Information Number Percent
Inquisitiveness

Yes 34 14

No 208 86

The second proxy measure was whether the firm had provided a yes answer to
any of the questions related to operationally-important issues when entering the
new market. The final proxy measure considered the quantity of operationally-
important issues firm's which firms selecting a certain entry mode chose on
average. Both of these measures are used as indicators for the clarity of
strategic intent that the managers have for the entry. If they were relatively clear
as to the requirements and objectives of an entry, then it is assumed that they
have minimized the bounded rationality in their firm. However, if they were
uncertain about these factors, then they would not indicate yes to any of these
operationally-delineated questions. Such responses will indicate that the
managers and their firm may have bounded rationality problems, because all
entries must clearly understand and focus on the operational objectives of a

plant entry to ensure that the entry will be competitive.

Although these concepts are less than ideal in both reliability and validity, they
represent the only measures available within this database. Therefore, despite
these limitations, the study will use this information as proxy variables for an
organizational bounded rationality problem.
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TECHNIQUE OF ANALYSIS

Analysis of Variance (ANOVA), Spearman's Rank Correlation and Kruskal-
Wallis tests were used to assess the relationship between performance and
entry mode. ANOVA is used initially to estimate the significance of the difference
between the two modes. This parametric approach is used even though the
dependent variables are categorical in nature, because with larger sample sizes
certain statisticians think that the non-parametric techniques will be biased
{Freund & Walpole, 1980). The two non-parametric approaches, Kruskal-Wallis
and Spearman's Rank Correlation tests, are used to confirm relationships using
a test that is specific to interval-based categorical variables. The Kruskal-Wallis
test is a non-parametric alternative to the one-way anzalysis of variance (ANOVA)
test. It is based on the generalized rank-sum test that investigates the nulil
hypothesis and it tests whether the samples come from the same popuiation
(Freund & Walpole, 1980). Spearman's Rank Correlation is a measure of
variance accounted for in the relationship and is computed from the ranks of the
variables present (Freund & Walpole, 1980). These three statistical tests were
employed to ensure that the results were duplicable, and were not the result of

an inherent mathematical bias within one statistical technique.

When investigating the relationship between performance and entry mode, one
must consider the effects of entry age. The internationalization literature has
shown consistently that entry into a new international market requires a period of
time to establish a stable competitive and profitable position (Cardozo,
Reynolds, Miller, & Phillips, 1989, Forsgren, 1989; Johanson & Vahine, 1977
Johanson & Wiedersheim-Paul, 1975; Juul & Walters, 1987 Newbould, Buckley,
& Thurwell, 1978). During this startup period, performance is depressed
because a new entrant is trying to establish market penetration and achieve
economies of scale and scope. In addition, certain tax write-offs will impinge on
initial entry performance. During this period, financial performance may be both
poor and unstable for a yariety of reasons. First, new entrants require time to

adjust to new markets, new organizational processes and systems, or new
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competitive factors. A lag effect would probably be most pronounced in the build
entry mode because of the firm's newness and initial vulnerability, Second, this
study is not testing if a firm selected contingently the wrong entry mode. Rather,
it is testing the postulation that in general the acquisition and build modes are
selected by firms with different characteristics, and that the acquisition mode has
the lower performance on average. Therefore, because the study would like to
minimize entry modes that have been contingently selected improperly, it
attempts to control for these effects by defining and excluding the initial
adjustment period. Therefore, the data were examined to determine if an initial

adjustment period was present.

The approach used to assess whether such an initial startup period should be
used in a secondary test of the data was initial visual observation of the data
and then Piece-wise Linear Regression. The Piece-wise Linear Regression
solves for two time periods to minimize the least squared of the residuals. In
doing so, it provides a point in time where the relationship seems to “break” or
become different. In this data it should occur when the startup period becomes

the more stable financial performance period.

Piece-wise Linear Regression with a breakpoint maximizes the correlation (R*)
by fitting two linear relationships appropriate to the sub-samples; one prior to an
X variable breakpoint and one subsequent to that breakpoint. Thus, the
technique not only searches for the best slopes and intercepts for the sub-
samples, but it also searches for the best point on the x-axis for an appropriate
breakpoint to occur between the two sub-samples. Using age as the x variable,
one can attempt to describe the point at which the relationship between
performance and entry age stabilizes. Furthermore, one can see whether the
second regression line, which describes the data beyond the solved-for

breakpoint, is horizontal and thus stable.
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CHAPTER 6 - STUDY #1 ANALYSIS

The analysis of the Japanese FD! data was completed in two stages. The first
stage looked at the relationship between the organizational bounded rationality
problem and entry mode selection, while the second stage examined the

relationship between entry mode selected and performance.

THE RELATIONSHIP BETWEEN INTERNATIONAL ORGANIZATIONAL
BOUNDED RATIONALITY AND ENTRY MODE SELECTION

The results of the relationship between information inquisitiveness and entry
mode is illustrated in Table 6.1. The build mode respondents indicated that
information inquisitiveness was an important objective almost four times more
than did the respondents using the acquisition mode. This is a highly statistically

significant result, as is indicated below in the table.
TABLE 6.1

ENTRY MODE VERSUS INFORMATION INQUISITIVENESS

Entry Mode  Information Inquisitiveness

Build 18%

Acquisition 3%
Chi-square: p=0.005
Yates corrected Chi-square p=0.009
Kruskal-Wallis Test: p=0.005
Spearman's Rank Correlation: p=0.005

The other proxies for the bounded rationality problem provided further evidence
of its relationship to the acquisition mode. The build mode respondents

disclosed over two times more objectives compared to the acquisition entry
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respondents when the frequency of responses to the objective set of questions
in the survey was analyzed. Furthermore, the build mode indicated at least one
objective 56 percent of the time while the acquisition entrants indicated at least
one objective only 26 percent of the time. These figures again suggest that the
build entry mode managers know what they want and where they are going.
while the acquisition entry mode managers are buying something, but they are
not sure what they bought or why they bought it. These ascribed attitudes
provide more evidence that the build mode managers appear to understand their
goals. while the acquisition mode managers are hindered by an organizational
bounded rationality problem which limits their understanding of operational

objectives relative to the new entry mode™.

THE RELATIONSHIP BETWEEN ENTRY MODE SELECTED AND
PERFORMANCE

The relationship between entry mode and performance is delineated in Table
6.2. This analysis of all 242 cases in the sample indicated that the build entry
mode is the higher performing mode, as hypothesized. This relationship is

statistically significant in all of the statistical tests used.

However, as indicated in the previous chapter, entry mode age must be
considered because a recent startup may bias performance. A visual check of
the data indicated that both entry modes had an initial startup period, having low
unstable performance which subsequently increased and stabilized at a higher

level.

% More evidence that the build mode was not related to firms having an organizational bounded
rationality problem can be found in answers to the other objective questions in the survey.
Another objective question that was significantly related to mode was the objective of market
expansion. This relationship indicates that the build mode firm is interested in information and
market expansion, both characteristics that would suggest a lack of an organizational bounded
rationality problem and a perception of a strong competitive advantage position relative to the
market being entered.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



103

TABLE 6.2.
THE PERFORMANCE DIFFERENCE IN ENTRY MODES

(Given as performance frequency per entry mode in percent)

Performance
Entry Mode Gain Break Even Loss Mean
Build 43% 27% 30% 2.13
Acquisition - 31%  28% 4% 180

(N = 242)

ANOVA: p=0.045

Kruskal-Wallis Test: p=0.064

Spearman's Rank Correlation: p=0.045

TMean is based on 3 being gain, 2 being break even and 1 being loss.

Regression analysis confirmed that the startup period may have lower
performance than subsequent periods because the regression relationships are
upward sloping, as illustrated in Table 6.3. These results show a positive slope
for the modes, indicating that performance was initially low, and as age
increased performance increased. In addition, the low R? values suggest that the
curves may be nonlinear, and thus, may level off over time. Therefore, the
influence of age must be either controlled for or eliminated. However, controlling

for age statistically is unworkable because it reduces the celi size to less than 5.
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TABLE 6.3.
THE REGRESSION OF ENTITY AGE AFTER ENTRY TO PERFORMANCE

~

Entry Mode Regression Model Adj. R
Build P=18+022"Age 0.044
Acquisiton ~ P=18+018"Age 0.018
(N =242)

The technique used to eliminate the effects of entry age was Piece-wise Linear
Regression analysis as described in the previous chapter. Table 6.4 illustrates
the results from this break-point analysis. These analyses used all of the
statistical evidence in the data to develop the breakpoint lines, and thus, the
significance of these relationships cannot be assessed. However, several
interesting attributes provided strong evidence of an appropriate region from
which to select a stable sample for subsequent analysis. First, the break-points
all occurred at approximately two years. Furthermore, as one would expect, the
new venture entry required a slightly longer period to stabilize than the
acquisition mode. Second, the linear relationships subsequent to the
breakpoints were flat, suggesting that a stable relationship among entry mode,
age, and performance factors was established after the break-point. Therefore,
the sub-samples used in the subsequent analyses were limited to entities over

two years old.

The test of all cases that were older than two years eliminated 62 cases from the
sample (i.e., the sample size was now 180 cases). Results are illustrated in
Table 6.5. As shown, all tests were statistically significant (i.e., p < 0.05). In

addition, the direction of the relationship supported the originally-delineated
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hypotheses as shown by the means in Table 6.5. In conclusion, both tests have

related entry mode to performance in the direction hypothesized.

TABLE 6 4.
BREAK POINT REGRESSION OF ENTITY AGE AFTER ENTRY TO
PERFORMANCE

et e e e e st . e ey Pn %S4 NPt S ¢ 0+ m b S A i A 11 avhbmiman s b s ¢ ek mmiaran

2
Entry Mode  Regression Model #1  Break Point  Regression Model #2 R

Build P=14+0.0"Age 2.1 years P=30+0.0"Age 0.801
Acguisition  P=10-00"Age  19years  P=25-00"Age 0798

(N = 242)

TABLE 6.5,

THE PERFORMANCE DIFFERENCE IN ENTRY MODES FOR ENTRIES OVER
2 YEARS OF AGE

(Given as performance frequency per entry mode in percent)

Performance
Entry Mode  Gain Break Even  Loss Mean
Build 45% 30% 25% 2.20
_Acquisition  27%  33% 40% 187
(N = 180)
ANOVA: p=0.019
Kruskal-Wallis Test: p=0.029

Spearman's Rank Correlation.  p=0.018

TMean is based on 3 being gain, 2 being break even and 1 being loss.
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The results provide support for Hypothesis #3 relating organizational boundéd
rationality problems to the acquisition mode, and to Hypothesis #10 relating the
build entry mode to higher performance than the acquisition entry mode These

two relationships represent two of the major postulations within this study.
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CHAPTER 7 - STUDY #2 METHODOLCGY

The second method of testing the eclectic theoretical model in this study was a
questionnaire-survey approach, which is appropriate because prior research
used only qualitative or secondary data-set methodologies. Furthermore, the
questionnaire-survey approach appears to be particularly useful in obtaining
quantitative information specific to the organizational and managerial levels of
analysis. Prior studies have indicated that the organizational level of analysis is
where some of the more significant relationships exist (Pitts, 1975; P‘itts, 1976,
Pitts, 1977a; Pitts, 1977b; Song, 1982). Therefore, the guestionnaire-survey
method offers a potentially valuable differential approach for looking at some of

the organizational specific issues that are examined in this study.

This chapter wili initiaily describe how the questionnaire was developed and how
the theoretical concepts were operationalized into measurable variables or
scales. Then the chapter will briefly consider the methodological approaches
taken to develop a sample and improve the response rate, and will conclude by,

describing the analytical approach.

DEVELOPMENT OF THE QUESTIONNAIRE

The survey, provided in Appendix I, was limited te four pages on account of the
respondent’'s time constraints and thus reluctance to answer a longer
questionnaire. Since all of the respondents were at the vice president level and
above, their busy business schedule precluded a lengthy and abstract
questionnaire having multiple measures of all constructs. Furthermore, it was
important to have questions that were succinct, could be answered without a

great deal of research, and were clearly understandable.

The definitional delineation of variables in the hypotheses, or operationalization
of constructs, is completed through a variety of questions. One issue that must

be addressed in the questionnaire is the allocation of questions to constructs.
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Many of the questions have multiple-item approach which allows subsequent
analysis of construct reliability. However, due to the broad scope of this study
and the large number of hypotheses, some constructs are addressed through
multiple-item questions while others are addressed with limited and possibly only
one-item gquestions. Because time and space were limited, the allocation of

space in the questionnaire was a critical concern.

The allocation of questionnaire space to multiple-items was contingent upon
several factors. First, the importance of the construct to the relationship of
competitive advantage and bounded rationality on organizational performance
was an issue, because these are both unique and fundamental postulations to
this study. The important constructs were locational advantage, organizationa!
bounded rationality problems, organizational performance, and organizational
coordination and integration constructs. Second, if previous literature had
demonstrated strong support for the hypotheses (i.e., an indication of higher
reliability, validity, and statistical power) then the questionnaire placed less
emphasis on these constructs. Finally, the dimensionality and objectivity of a
concept was considered important to the space aliocated in the questionnaire. If
a theoretical concept is uni-dimensional, such as entry mode, then less

emphasis was placed on creating questions having multiple-items.

Finally, many of these questions have been adopted or adapted from existing
survey scales which have been tested previously for reliability and validity. The

repeated tests of these survey scales provide additional reliability and validity

assurances.

Operationalization of Theoretical Concepts

The eclectic model proposes a variety of theoretical concepts which are related
to each other. This section will attempt to operationalize the concepts into
variables that both describe the concept appropriately and are measurable in a

questionnaire format.
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Locational Advantages
Locational competitive advantage has previously been measured, either

qualitatively as Porter (1990) did in his broad-based study of ten countries and
many industries, or quantitatively as economic studies used proxy measures for
national theoretical concepts. Neither of these approaches are appropriate for

this study because of their inherent reiiability and validity problems.

in this study, several questions having multiple-items were developed principally
from Porter's (1990) gualitative work, which delineated dimensions for the
national competitive conditions of demand conditions, related industry
conditions, and strategy and rivalry conditions. These dimensions, however, afe
not new to international literature, as many of them have aiready been explored
in studies. Dunning (1993) detailed a wide variety of locational advantage
research studies, including studies those which empirically examined the effects
of market characteristics, government policy, competitive characteristics, related
industry characteristics, and efficiency considerations. Other studies looking at
comparative economic systems have taken a similar and possibly broader focus
(Haitani, 1986). Therefore, the issues Porter highlighted in his arguments were

not new, but his dimensionalization and framework were innovative.

These dimensions are particularly useful in attempting to dimensionalize
locational advantage into constituent theoretical concepts. Therefore, in order to
conceptualize locational advantage, this study uses three dimensions:

competitive, market, and related and supporting industry conditions.

The locational dimensions considered in this study are listed in Table 7.1. The
synthesis of these items involved reducing Porter’s findings down to critical
factors that he deemed important to that particular dimension. Porter (1990)
actually developed many more issues specific to gach condition. However, two
problems are associated with describing all of these issues in questionnaire

items. The first problem' arises because the conditions are so related to each
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other that certain market demand conditions are extremely closely connected to
firm-specific competitive conditions. An example occurs in Porter's (1990)
discussion of product innovation in relation to all three conditions. He stated that
related and supporting industries play a crucial part in the development of new
designs and products, markets play an important role in demanding new
products, and industry rivalry plays an important part in focusing the firms to
innovate quickly and effectively. The question becomes: How can the various
forces be distinguish from one and another? And even more critically: Is the
respondent going to answer the questions in a manner consistent with the

underlying theoretical definitions?

TABLE 7.1

DIMENSIONS OF LOCATIONAL ADVANTAGE

Issues Considered
Costs of doing business
Competitors’ product quality
Industry’s technical capabilities
Product development knowledge
Competitors’ product innovation
speed
Global nature of competition
s Global nature of technology

Dimensions
Rivalry and Strategy Conditions

Related and Supporting Industry ¢ Relationship with suppliers and
Conditions buyers
e Buyers’ product knowledge.
Suppliers’ Capabilities

Market Demand Conditions Market size

Market growth

Speed of new product introductions

Global nature of customer
_Standards =
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The second problem with the various dimensions is related to the difficulty in
measuring some of the issues. Porter (1990, pg. 106) suggested that related
industries are most effective if “technical and information flow” is maximized by
“proximity and cultural similarity.” Unfortunately, these concepts are extremely
difficult to measure without producing a very long and multi-item questionnaire,

which pre-testing demonstrated would not be feasible.

Therefore, this study used the above multiple indicators to describe the
underlying theoretical concepts and to provide some evidence of reliability. The
minimum number of items used to test for reliability was three as is indicated

above.

The questions related to these dimensions asked the local manager to compare
the characteristics of his local market (i.e., host market) to the parent firm's
market (i.e., home market) and explain which is better. If the manager perceived
the home market characteristic to be better, then the locational advantage was
perceived to exist in the home-country of the firm. These questions (9 through

11) are illustrated in Appendix |.

Ownership Advantages: Industry Level
This hypothesis relates barriers to entry to entry mode selection principally as a

control variable. Prior research has consistently related industry concentration to
entry mode selection, while other barriers to entry have not been related to entry
mode. Therefore, industry concentration will be the barrier to entry control

variable used in this study

Industry Concentration
Industry concentration has been historically measured using secondary

economic data that have been classified into markets by government codes. This
apprcach has been criticized primarily because the definitions of markets are
often unclear to government officials creating these databases, and therefore the

concentration ratios tend to either inflate or deflate the market concentration
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perceived by the firms in those markets. Many researchers have had to severely
limit their industry samples, or define and collect the data themselves. This study
asked the respondents to delineate industry concentration based on the
historicaliy-defined method for measuring concentration: the percentage market
share the top four firms have in a market (Schmalensee & Willig. 1989).
Although this is a perceptual measure, it avoids the above definitional problems

by allowing managers to define their competitors for themselves.

Ownership Advantages: Firm Level
At the firm level there are a variety of important organizational and strategic

attributes to be measured. The survey measured these theoretical concepts
using a considerable number of question-items for two reasons. First, these
concepts are relatively important issues in the overarching eclectic model
developed. Second, a few of the concepts have not been measured in this
context, and therefore the study wanted to specifically test the reliability of these

measures.

However, two of the concepts were only operationalized using one question.
These two concepts, firm size and strategic diversity, have both been
consistently and strongly related to entry mode selection. Therefore, the author
decided that because questionnaire length was problematic this was an area
where statistical power could be minimized. The following several sections will

describe in more detail how these concepts were operationalized.

Firm Size
The operationalization of firm size in the questionnaire was based on the firm's

annual sales level. Firm size has been a consistent indicator of mode selection
in previous studies, yet other organizational size indicators have been used in
strategic research, including number of employees, capital employed, and
market value. However, these latter measures tend to be related to industry
characteristics such as economies of scale and scope, while sales volume is

less related to a firm's underlying industry characteristics. Finally, it provides a
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concise yet easily measured indication of a firm's size in a questionnaire.

Therefore, this study uses annual sales as a proxy for firm size.

Strategic Diversification
A firm's strategic diversification has been operationalized historically using

secondary data measures (i.e., product SICs) (Rumeit, 1974; 1982). For several
reasons, however, this study will use one subjective question to operationalize
diversity. First, the concept had consistently and strongly been related to entry
mode selection, which precludes the need for higher statistical power. In
addition, previous research indicated that only the extreme ends of product
diversification influence performance (Rumelt, 1982). Finally, pre-testing
revealed that managers could not define how many three digit SICs their
company was invoived in. Therefore, the operationalization of this diversification
variable was done in a relatively simple manner in which each top manager was
asked to specify the degree (i.e., percentage categories) to which the parent

company was operating in one industry.

Organizational Coordination and Integration
Organizational configurations were measured in two ways: horizontal

coordination among international functional units, and vertical integration
between the subsidiaries and the parent company. The measures essentially
refate to the concepts of international coordination and international

configuration, as delineated by Porter (1986).

International organizational coordination, a horizontal concept, has been
qualitatively measured by a variety of researchers. Porter (1986) proposed a
theoretical technique by measuring the coordination between different parts of a
company'’s value chain. Roth, Schweiger, and Morrison (1991) further developed
this approach into a multiple indicator scale which, although tested only once,
provided a reliability of 0.85. Because of its excellent reliability, an adaptation of

this scale was used in this research.
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international organizational integration, a vertical concept, has also been studied
qualitatively by a wide number of authors. Porter (1986) defined this notion in a
similar manner to the above configuration notion, and Roth, Schweiger, and
Morrison (1991) developed a scale based on this conceptualization, which
considered the configuration of a firm's value chain throughout its various

markets. An adaptation of this multiple indicator scale was used in this study.

These two scales, having six questions associated with the international
horizontal coordination concept and eight questions associated with the

international integration concept, were used in this study.

International Organizational Bounded Rationality Problems
Because no previous measurements had been developed for organizational

bounded rationality problems at the top management level, the author had to

create a scale that reflected the theoretical definition of this concept.

The abstract nature of this concept does not lend itself easily to objective
measurement. Therefore, subjective questions were used. A more difficult
question surrounds the issue of what the subjective scale should attempt to ask
the manager. This research uses a relatively restrictive approach to
organizational bounded rationality problems, as was defined in Chapter 4. In this
study, these problems are related to information imperfections within the parent
firm when it is deciding whether it should enter the new market through either an
acquisition or build mode. A questionnaire presents multiple-items that examine
how much knowledge the parent firm has specific to the local subsidiary and
market. The assumption is that a firm that needs to procure information (i.e., use
the acquisition mode) to circumvent organizational bounded rationality problems
will not have internalized this local knowledge. Therefore, much of the
knowledge will have remained at the local level, and the subsidiary will only

communicate critical elements about the local market and operation.
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The scale for international organizational bounded rationality problems used
eight questions for a broad coverage of the previously un-operationalized
concept. These questions asked each general manager what his or her
perception was of the parent firm's knowledge regarding a variety of local
operational and market characteristics. if the knowledge was high in the parent
firm, that firm did not have an international organizational bounded rationality
problem; if the knowledge was low, the firm did have such a problem. This may
be a conservative test for this bounded rationality problem or knowledge gap,
because the existence of knowledge within the parent firm dues not guarantee
that it exists with the top manager making the decision. The specific questions
for international organizational bounded rationality problems are shown in

Appendix | (see question 20).

Internalization Advantages
Two internalization advantage concepts had to be operationalized. They are

entry mode and entry mode performance.

Entry Mode
Entry mode was operationalized using a simple dichotomous variable depicting

either entry mode, acquisition or build.

Entry Mode Performance
The existing literature has used several approaches to organizational

performance, including financial performance, entity failure, and management
satisfaction (Chakravarthy, 1987; Venkatraman & Ramanujam, 1986). An
additional problem occurs when one is trying to measure the organizational
performance of only part of an international company. This problem is related to
the fact that the assessment of financial performance can be erroneous because
the parent company is taking profits out, using non-income related means such
as consulting fees, excess transfer payments, and so forth (Harrigan, 1986).
Japanese firms have been accused this activity in North America (Haar, 1989).

The entity failure approach differentiates only the failed or extremely
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unsuccessful organizational entities from the surviving ones. However, this
method, although appropriate for research investigating firms having taken
completely unsuitable foreign entry strategies, it is not appropriate for research

examining performance differences in the surviving entities.

Two other problems exist with the use of objective financial questions in a survey
approach. First, objective knowledge questions that ask a respondent for a
specific fact or figure often have reliability problems because a respondent who
doesn’t know the exaét answer, feels forced to provide one (Neuman, 1991).
Therefore, the respondent who guesses is sometimes substantially wrong. This
inaccuracy contributes to the unreliability of the variabie. However, a subjective
question asks the manager to state a personal perception, thereby eliminating
the need to surmise. The other problem is associated with the lack of response.
The pretesting indicated that requiring the respondent to provide financial
performance measures dramatically decreased the response rate both for that
question set and for the overall questionnaire in general. Therefore, objective

financial measures did not appear feasible.

This study, as previous studies, used subjective scales to assess the relative
performance of the firm. A variety of researchers have determined that this
measure was as reliable as or more reliable than objective measures when
pertaining to internal organizational performance (Geringer & Hebert, 1991;
Pearce, 1983). Abramson (1992) also concludes in his entry mode research that
subjective performance measures appeared to have greater nomological
validity.

The performance scale used six questions that were adopted from Abramson'’s
(1992) work on entry modes. The scaie used two goal-related questions specific
to the plant entry, two questions related to increase in sales and profitability, and

two questions on competitiveness relative to the industry.
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In conclusion, the above sections have operationalized several variables that

are all detailed with their associated scales and indicators in Table 7.2.
TABLE 7.2

THE MEASUREMENT SCALES AND INDICATORS

Scales and Indicators

"Theoretical Concepts
Locational Advantages
Rivairy & Strategy Conditions

Costs of doing business
Competitors' product quality
Industry’s technical capabilities
Product development knowledge
Competitors' product innovation
speed

o Global nature of competition

o (Global nature of technology

Related Industry Conditions e Relationship with suppliers and
buyers
¢ Buyers' product knowledge
e Supplierc’ capabilities
Market Conditions e Market size
* Market growth
¢ Speed of new product
introductions
e Global nature of customer

standards
Cwnership Advantages
Industry Concentration o Market concentration in host-
country
e Market concentration in home-
country
Firm Size T e Annualsales
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TABLE 7.2 (CONTINUED)

_Theoretical Concepts_
International Organizational Coordination
{Horizontal)

- Scales and Indicators
e Manufacturing operation
¢ Material procurement

¢ Research & development
¢ HR Management

¢ Promotion & advertising

o S systems

International Organizational Integration Manufacturing operation
(Vertical) Material procurement
Research & development
HR Management
Promotion & advertising

IS systems

Strategic planning
Financial management
Manufacturing processes
Buyer's needs

Distribution techniques
Competitive Pressures
Plant operating procedures
Market characteristics
Labor practices

Product & service characteristics

International Organizational Bounded
Rationality Problems

Internalization Advantages
Entry Mode ' ¢ Mode

Mode Performance ¢ Plant's initial entry objectives

s Plant's productivity objectives

* Piant's overall competitiveness

o Subsidiary's before tax profit

s Subsidiary’'s increase in sales

o Subsidiary’'s relative
competitiveness

B I T P R L
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THE PROCESS OF QUESTIONNAIRE DESIGN
The design was ultimately based upon the above operationalized concepts.
However, to aid in the process of preparing questions with face validity as well

as a high response rate, the survey was pretested in two different contexts.

In the first pretest, four consultants and business persons who were familiar with
the acquisition mode strategic approach reviewed the survey. Instead of
answering the guestions, they assessed them for readability, clarity and face
validity. After the survey had been reviewed and returned with comments, the
researcher conducted an interview of approximately thirty minutes with each
respondent. Their remarks resulted in changes to the questionnaire's wording,

format, and length.

The second pretest involved six presidents of companies that had compieted a
plant entry into the Canadian market during the latter half of the 1980s. These
respondents had minor comments about the questionnaire’s clarity. They had
more significant criticism's regarding its length, as well as concerns about some
of the questions relating to confidential firm and personal issues. From this

pretest a variety of further changes were made™ .

Also the ethics committee at the University of Western Ontario influenced
several adjustments. For example, one answer to a question identified the name
of the respondent's firm. If the name of the firm was filled in, the researcher
would have to obtain a contractual release letter from each firm because of the

public nature of the document and data-set. Because a contractual release

* Two major sections of the questionnaire had to be dropped based upon these pretests. The

first related to objective financial performance questions, and the second related to the personal -
characteristics of the top management team. The theoretical arguements surrounding this

second issue were alsc dropped from this study.
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would discourage many potential respondents, this question was omitted. The
resulting questionnaire, as illustrated in Appendix 1, was printed in booklet form
on bright yellow paper for high visibility. In addition, an accompanying response
card, to be returned separately like a post card, identified the respondent and
indicated that he or she had returned the answered questionnaire. This avoided
the probiem of having the firm's name associated with the potentially sensitive
information in the questionnaire. The response card, which is illustrated in

Appendix Il, was colored kright orange for high visibility on executives' desk.

SAMPLING FRAME CHARACTERISTICS AND RESPONDENT SAMPLING
METHOD

This section will discuss the overall sampling frame, the sampling approach and

the sample characteristics.

Sampling Frame Characteristics

The overall sampling frame for this study included all manufacturing plant entries
into the North American market that involved a new product entry for the firm in
that market. The sample consisted of two sub-sampling frames of Canadian and

United States market entries.

The sampling time period, between and including 1985 and 1990, was selected
because it provided a relatively recent entry period which ensured that the entry
mode still significantly influence the overall strategic performance of the
subsidiary. It also provided enough time for the entry to attain stable
performance and recover from tax adjustments as well as from other short term

entry instabilities™ . Prior research has indicated that an entry requires at least

*¥ Another issue is that some firms may select the wrong entry mode or try an entry on a very
initial basis. If the entry is clearly disastrously wrong, usually these firms wili withdraw relatively
quickly. This study is not interested in these disastrously wrong entries; rather it is focused on the
subtle differences among correctly initiated wholly-owned entries.
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two years to attain a stable performance level (Woodcock, Beamish, & Makino,

1994). The entire survey was completed during 1993.

Canadian Sampling Frame
Plant entries into Canada were selected using Investment Canada's news

release bulletins (Investment Canada, 1985 to 1991). These bulletins delineated
the foreign firms considering investing in Canada during the six year period
between and including 1985 and 1990.

The Canadian data-set contains an estimated 4,100 foreign investment entries
for these six years™ . Approximately, 21 percent (i.e. approximately 870 entries)
of these are manufacturing acquisition entries, and approximately 5 percent (i.e.,
approximately 210 entries) are manufacturing plant build entries. However, the
author found this data-set to be relatively unreliable, especially because
potential investors do not always translate into actual investors®. They often
submitted notices to Investment Canada before the investment was completed,

especially when negotiating acquisitions, and never came to fruition.

* The population characteristics of this data-set are only approximated because of the poor
quality of the data-set. The estimates were done by sampling the 40 pages in four different time
periods (i.e., at the beginning, one third way through, two thirds of the way through, and at the
end of the time period) of the 439 pages that contained the information. The bulletins are each
?Obout three to five pages loeng on average.

The foreign firm only has to indicate to Investment Canada in abstract terms how it is
considering investing in Canada, although a merger or acquisition must delineate the candidate.
Most of the entries are less than one sentence long. Generally they identify very briefly the what
{e.g.. mode and business) and where {e.g., location) of the investment only.

Merger and acquisition invesiments of over $100 million require more formal explanations,
but these are very rare investments.
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United States Sampling Frame
The United States sampling frame was taken from the Department of

Commerce's detailed transaction reports on foreign investment into the United
States (U.S. Department of Commerce, 1985 to 1890). These transaction reports
were obtained for the six years being sampled.

The U.S. data-set contains approximately 5,500 investment entries for the years
in question, including 1,349 manufacturing plant acquisitions and 873
manufacturing plant buiid entries. The size of this relatively clean data-set
compared to the Canadian data-set indicates how the latter may have
overestimated the actuat sampling frame size (i.e., Canadian 4100 versus U.S.
5500). It also indicates how the acquisitions in particular may have been

overestimated™' .

Sampling Technique and Respondent Contact

The sampling technique involved several steps. First, the author telephoned
potential respondents from the above sampling frames. This personal contact
served two purposes: to check and make sure that both the firm and manager
were appropriate for the study, and to develop a rapport which would, hopefully,

increase the odds of receiving an answered questionnaire returned.

The phone call allowed the author to ensure that the manager was at least at the
vice-president level, that the manager or somebody at that level would answer
the questions, and that the manager had adequate knowledge about the
subsidiary plant(s) and the parent company to answer the questionnaire. The
person initially contacted was always the top manager in the North American
subsidiary. In addition, the appropriateness of the entry mode was checked to
ensure that it met the study's sampling frame criteria. These four criteria are as

follows:

“' Usually U.S. to Canadian economic statistics are found to approximate a 10 to 1 difference
ratio.
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+ The firm had to have annual sales in excess of $20 million. This requirement
would eliminate small entrepreneurially run companies which often operate
based on an intuitive or “non-rational” basis. Other researchers have used

similar cut off points for firm size (Morrison, 1990).

e The entry mode had to be a “pure” entry mode, not a joint venture that was

jater fully acquired by one of the parents.
e The entry had to be in a manufacturing industry.

e The entry had to represent a newly manufactured product type for that firm in

the North American market*? .

After the initial contact, the questionnaire and verification card were sent to the
potential respondent® . If the respondent did not reply (i.e., return the verification
card) within approximately one month, the author again phoned to inquire about
the questionnaire. This tactic was carried out a maximum of two times for any

one respondent.

In completing the above process, the author attempted to get equal numbers of
acquisition and build modes as well as adequate sample sizes from the
Canadian and U.S. markets. In general, this meant that the process had to
concentrate on obtaining build mode and Canadian responses because of the
relatively limited sub-sampling frames for these two dimensions. Approximately

nine months were required to complete this sampling phase of the study.

** The firm could have other plants that manufactured other products.

“ Very few appropriate respondents said they would not fill out the questionnaire (i.e.. fewer
than ten). However, quite a few potential respondents did not want to get involved prior to being
deemed appropriate for the study (i.e. approximately 25 percent). Some of these potential
respondents did not return calls while others from the beginning indicated they were not
interested.
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SAMPLE CHARACTERISTICS
The number of returned questionnaires was 116. However, ten of these were
unusable because of missing data. The remaining 106 questionnaires had

provided complete data for the issues considered in this study.

The response rate for the total sample was quite acceptable at 35 percent (see
Table 7.3). However, the two sub-samples, Canada and United States, were
quite different. The Canadian response rate was 63 percent while the U S
response rate was only 28 percent. This was judged to be due to the widespread
reputation of the Western Business School in the Canadian market compared to

its relatively unknown reputation in the U.S. market™

TABLE 7.3
SURVEY RESPONSE RATE
" Responses Contacted Response Rate
Canadian 40 64 63%
United States 76 271 28%

Total

116 335 35%

The breakdown in usable sample responses is shown in Table 7.4. The targeted
total sample size for each cell was over 20 with an absolute lower limit of 10, and
for the whole sample a target of 100. The only cell where the targeted figure was
not attained was the Canadian build cell, which did have well in excess of the

absolute lower limit of 10.

“ This judgment is based on the phone conversations the author had with the various
respondents. Canadian respondents received the research and questionnaire proposition very
favorably, while the U.S. respondents were noticeably less enthusiastic.
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TABLE 7.4
USABLE SAMPLE BREAKDOWN
* Acquisition Mode  Build Mode  Totals
Canadian Entries Count 21 16 37
Column % 36% 34%
Row % 57% 43%
Total % 20% 15% 35%
US Entries Count 38 31 69
Column % 64% 66%
Row % 55% 45%
Total % 36% 29% 65%
Total Count 59 47 106
Total % 56%  44%  100%

THE STATISTICAL TECHNIQUE FOR ANALYSIS

The statistical approach taken in this research used Partial Least Squares (PLS)
because it takes a causal modeling analytical approach. Such an approach
assists the researcher in developing more complex causal inferences and is
useful because it restricts the possibie solutions when compared to first
generation multivariate analysis. The improved resolution is due to the
constraints put on the related variables by surrounding variables which act as a
network restraining force. These second generation multivariate analysis
techniques tend to significantly improve the reliability and validity of measures

and their relationships in a model (Barclay, Higgins, & Thompson, 1991).

PLS also appears to be appropriate for this research because it can
accommodate dichotomous variables having only one indicator and it has been
used widely for more exploratory statistical analysis compared to other second
generation multivariate techniques, such as LISREL and EQS, that are used

primarily for confirmatory analysis (Fornell, 1984; Fornell & Robinson, 1983).
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A jackknifing approach was used to estimate the significance of the various
results®. In addition, exploratory factor analysis was used to more fully
understand the dimensions espoused by Porter's (1890) national competitive

advantage arguments.

“ also catled bootstrapping in some research streams, this is a statistical technique used to
calculate stability and estimate significance.
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CHAPTER 8 - STUDY #2 ANALYSIS

This chapter examines the analyzed results for the fully developed eclectic
model using PLS. The dimensions of the model are first examined, particularly
those dimensions produced for the operationalized indicators of Porter's three
national competitive advantages. The PLS approach then was used to evaluate
the model, first looking at the total model, and then adjusting the model to

improve the reliability, validity, and loadings in the final modet.

FACTOR ANALYSIS OF NATIONAL COMPETITIVE ADVANTAGES

The national competitive advantage indicators were theoretically developed and
operationalized in Chapters 4 and 7, resulting in three national competitive
advantage factors or conditions. They are rivalry and strategy, market demand.

and related industry conditions.

The first analytical step is to complete a factor analysis on the scales and
indicators for these conditions to see if they factor together. Figure 8.1 illustrates
the resuiting scree plot, which indicates that the slope visually flattens after the
fourth factor. Furthermore, Kaiser's criterion, which states that only factors
having eigenvalues greater than 1 be considered, also recommends a four factor
solution (Statsoft, 1994). Consideration was also given to the three factor
solution, which of course would be mest suitable to the theoretical dimensions
being sought. However, a three factor solution created more confusion in the
definitional nature of the dimensions. Therefore, the four factor solution was

determined to be the most appropriate dimensionalization.

127
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FIGURE 8.1

EIGENVALUES FOR NATIONAL COMPETITIVE ADVANTAGE DIMENSIONS
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The factors illustrated in Table 8.1 have been rotated using a Varimax
normalized rotation technique®. This solution provided three dimensions that
correspond to some degree to the originally postulated dimensions. The first,
third, and fourth dimensions represent the locational advantages of related
Industry conditions, demand conditions, and strategic innovation conditions. The
second factor was a global strategy dimension which is independent of the other
three dimensions® .

“® The Varimax normalized rotation technigue was used because it normalizes results and is the
most common approach used 1o rotate factor solutions (Siatsoft, 1984),

“" This factor or dimension was dropped from the study because it had not been theorized in the
deductive development of the theoretical model,
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TABLE 8.1
ROTATED FACTOR SOLUTION FOR
NATIONAL COMPETITIVE ADVANTAGE DIMENSIONS

Factor 1 ~ Factor 2 Factor 3 Factor 4

Related Ind. Global Bemand Strategic

Indicator Conditions ~ Nature Conditions fnnovation
Supplier Relations * 714 .006 -.164 .264
Product Quality * 774 133 -.312 .058
Buyer's Product Knowledge * 673 .080 .259 .233
Technical Capabilities 781 .030 170 .215
Low Costs -.005 .180 * 673 -.217
Market Size -.120 .001 * 815 211
Market Growth 225 -.506 * 630 .006
Product Dev. Knowledge .248 -.058 .036 * 733
Speed of Innovation A37 107 .052 * 841
Freq. of Prod. Improvements 316 .000 -.038 * 813
Supplier Tech. Capabilities 463 .007 422 .289
Global Customer Needs -.051 * -.B38 .072 -.070
Global Technology -.071 s -017 -.023 -.016
Global Competitors -.114 " -.873 -.141 .03¢
Explained Variance 2.620 2.633 1.943 2.250
Proportion of Total 187 188 . A% 181

Factor Loadings (Varimax norfﬁélized)
Extraction: Principal components

Note: * The asterisks note indicators that load on each other to produce that
particular factor.

Several differences occurred refative to what was postulated dimensionally in
these factors. First, the rivalry and strategy dimension became a strategic
innovation dimension. Interestingly, if the factors are further factored, different
strategies begin to evolve, such as low costs strategies and niche strategies.
This result indicates that certain strategic dimensions are somewhat
independent of each other and cannot be completely unidimensionalized. It also
suggests that innovation is an important national competitive rivalry dimension

compared to the other issues having much lower eigenvalues.
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Second, the related industry conditions include the indicators having to do with
industry capabilities and knowledge. These issues appear to be clearly related
because the quality of buyers and suppliers is related to the capabilities and

knowledge in the business system or value chains surrounding the industry in

guestion.

Third, the demand conditions of market size, growth, and low cost of doing
business were one factor. This can be explained when one considers that
growth is related to both rate and volume of sales. The study's theory and
methodology had focused on the measurement of the rate of growth and not the
volume of growth, yet the volume of growth appears to be what was measured
for the most part*®. However, given a large market the volume of growth may be
high, and thus provide an appropriate measure. Finally, low cost is possibly
causally related to market volume and maturity, but it was not theoretically
conceived as being part of the same dimension. Furthermore, in Porter's model
low cost is not a market demand condition, but rather it is a rivalry and strategy
condition. This problem is indicative of the multidimensionality as well as the
collinearity among some of these dimensions. Because the low cost variable
theoretically was not described as part of the market demand and it is difficult to
theoretically postulate a strong theoretical reason why it should be in the same
dimension other than by causal association, it will be omitted in subsequent

testing.

Based on the above analysis, the national competitive advantage dimensions

deemed appropriate for further PLS analysis are illustrated in Table 8.2

“® Prior studies did not make this distinction between rate and volume of growth.
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TABLE 8.2

NATIONAL COMPETITIVE ADVANTAGE CONDITIONS

National Competitive Advantage Scales or Indicators
Innovative Strategy Conditions Speed of innovation
e Product development
knowledge
e Freq. of Prod. improvements

Related Industry Conditions Suppliers and buyers
Buyers’ product knowledge.
Technical capabilities

Product quality

Market size
o Marketgrowth

Market Conditions

PARTIAL LEAST SQUARES (PLS) ANALYSIS
The PLS analysis will be completed in three stages. First, an appropriate outer

model wili be developed. Then an appropriate inner mode! will be analyzed to
examine the statistical significance of the paths linking the latent variables.

Finally, an overall model will be developed and tested for significance.

Analysis of Outer Model

The initial PLS model that considered all of the constructs and indicators was not
an appropriate solution, as is indicated by the latent variable loading patterns
shown in Table 8.3. These results indicate that several of the constructs have

major problems and others have minor problems. It should be noted that the
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indicators must have a value of 0.7 or greater to be appropriate indications in a
model (Barclay, et al., 1991; Fornell, 1984).*

Major problems exist in two theoretical constructs: market demand conditions
and industry concentration. Both have negative loadings, indicating that they
either have excessive random error caused by poor measurement or they are
multidimensional (Green & Barclay, 1987). Since these two constructs have only
two indicators each, it is impossible to complete ancillary factor and reliability
analysis. Therefore, the adjustments to these two constructs will have to rely

upon theoretical considerations and judgment.

The market demand construct included both a size and a growth indicator. Prior
research on wholly-owned entry mode has indicated several times that growth is
related to entry mode selection while market size is not related to entry mode
selection or profitability. Furthermore, the positive aspect of the growth indicator
loading provides further evidence that it should be the indicator selected and
market size dropped. Therefore, the market demand condition construct was

operationalized using only market growth.

The industry concentration construct presents a more difficult problem because
both indicators load strongly in a negative manner onto the latent variable.
Theoretically, it should be the host-country concentration that matters when the
entry mode is being seiected, given that the theory for industry concentration is
built upon game theory pertinent to the new entry entity. This suggests that the
market concentration of the host-country is the critical measurement for this
construct. Based on this argument, the market concentration in the home-

country manifest variable was dropped.

* For example, a loading of 0.7 or more explains more than 49 percent of the variance (i.e.,
(0.7)° = 0.49). Based on this, one would like to have a loading of greater than 0.7 between the
measurement and the theoretical concept under measurement because this indicates that at
ieast 50% of the concept is being explained by the measurement. A vaiue lower than 0.7
indicates that the majority of the measurement’s explanation is not appropriate to the concept.
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TABLE 8.3

LATENT VARIABLE LOADING PATTERN

“Theoretical Concepts ~Scales and Indicators Loading

Locational Advantages

Rivalry & Strategy Conditions Speed of innovation 0.875
Product development knowledge 0.846
Freq. of Prod. Improvements 0.786
Retated Industry Conditions Supplier and buyer relationship 0.741
Buyers’ product knowledge. 0.760
Technical capahilities 0.834
Product quality 0.716
Market Demand Conditions Market size -0.081
Market growth 0.846
Ownership Advantages
Industry Concentration Market concentration in host-country -0.713
Market concentration in home-country -0.859
Strategic Diversification Product Diversification 1.000
Firm Size Annual sales 1.000
International Organizational Integration  Manufacturing operation 0.756
(Vertical) Material procurement 0.684
Product development 0.591
HR Management 0.751
Promotion & advertising 0.388
IS systems 0.414
Strategic planning 0.685
Financial management 0.661
International Organizational Manufacturing operation 0.767
Coordination (Horizontal) Material procurement 0.538
Research & Development 0.796
HR Management 0.557
Promotion & advertising 0.592
IS systems 0.751
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TABLE 8.3 (CONTINUED)

Theoretical Concepts Scales and Indicators Loading

International Organizational Bounded Manufacturing processes 0.891

Rationality Problems Buyers’ needs 0.840
Distribution techniques 0.810
Competitive Pressures 0.657
Plart operating procedures 0.646
Market characteristics 0.878
Labor practices 0.864
Product & service characteristics 0.681

Internalization Advantages

Entry Mode Mode 1.000

Maode Performance Plant’s initial entry objectives 0.763
Ptant’s productivity objectives 0.804
Plant's overall competitiveness 0.891
Subsidiary's before tax profit 0.770
Subsidiary's increase in sales 0.704
Subsidiary’s relative competitiveness 0.850

A variety of other more moderate, but significant problems are indicated in the
vertical international integration construct where only 25 percent of the
indicators are appropriate, in the horizontal international coordination construct
where 50 percent of the variables are appropriate, and in the international
bounded rationality where 75 percent of the indicators are appropriate. These

dimensions were analyzed further using factor analysis.

The factor analyses for these three constructs are illustrated in Appendix lil. The
first two constructs, vertical international integration and horizontal international
coordination, factor into two factors, although just barely. The international
bounded rationality construct factors into only one factor. Furthermore, the

reliability of all of these constructs is over 0.7, which is quite adequate for an
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initial exploratory causal examination (Kidder & Judd, 1986). Therefore, the
analysis took the perspective of eliminating on an unconditional basis any

indicator that did not have a 0.7 or over loading.

The new PLS model was analyzed and results of the outer medei are shown in
Table 8. 4.

TABLE 8.4

LATENT VARIABLE LOADING PATTERN FOR THE BEST OUTER MODEL

SOLUTION
“Theoretical Concepts Scales and Indicators  Loading
Locational Advantages
Rivalry & Strategy Conditions ¢ Speed of innovation 0.798
« Product development knowledge 0.836
+ Freq. of Prod. Improvements 0.877
Related Industry Conditions o Supplier and buyer reiationship 0.738
e Buyers’ product knowledge. 0.761
o Technical capabilities 0.835
e Product quality 0.715
Market Demand Conditions e Market growth 1.000
Ownership Advantages
Industry Concentration s Market concentration in host-
country 1.000
Strategic Diversification ¢ Product Diversification 1.000
Firm Size s Annual sales 1.000
International Organizational Integration «  Manufacturing operation 0.959
(Vertical) e Material procurement 0.702
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TABLE 8.4 (CONTINUED)

Theoreticai Concepts Scales and Indicators . Lééding

international Organizational « Manufacturing operation 0.811

Coordination (Horizontal) « Research & Development 0.811
« IS systems 0.793

international Organizational Bounded » Buyers' needs 0.863

Rationality Problems o Distribution techniques 0.854
o Competitive Pressures 0.819
» Market characteristics 0.897
e« Product & service characteristics 0.724

Internalization Advantages

Entry Mode o Mode 1.000

Mode Performance » Plant's initial entry objectives 0.769
» Plant's productivity objectives 0.910
» Plant’'s overall competitiveness 0.891
« Subsidiary's before tax profit 0.748
e Subsidiary's relative

i} ... Competiiveness 0.887

Analysis of Inner Model
The analysis of the inner model began with a jackknifing analysis of the model
delineated above. The results, illustrated in Appendix HI, used a jackknifing

procedure that created 11 partitions or sub-samples to calculate the t values for
the path loadings.

The final model is illustrated in two figures for ease of viewing, although it must
be remembered that the model analytically and theoretically represents one
overall model. Figure 8.2a illustrates the relationships between the locational
advantages and internalization advantages and Figure 8.2b illustrates the

relationships between ownership advantages and internalization advantages.
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FIGURE 8.2A
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FIGURE 8.2B RESULTS FOR OWNERSHIP ADVANTAGE SIDE OF MODEL
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The resulting model and its implications relative to the hypotheses will be
considered in more detail in Chapter 9. However, Table 8.5 depicts the model’'s

support for the hypothesized relationships.
TABLE 8.5

AGREEMENT OF MODEL TO HYPOTHESIZED RELATIONSHIPS

Hybothesi?e& —Fié‘lationship Ag{"e”e"ment Problem |
H1a. Comp. Rivalry to Mode Yes -
H1b. Related Industry 10 Mode No Reverse Relationship
H1c. Market Demand to Mode Yes -
H2a. Comp. Rivairy to Performance Yes -
H2b. Related Industry to Performance Yes -
H2c. Market Demand to Performance No Reverse Relationship
H3. Org. Bounded Rationality Prob. to Mode Yes -
H4. Org. Bounded Rationality Prob. to Performance Yes -
H5. Strategic Div. to Org. Bounded Rationality Prob. Yes -
H6. Firm Size to Org. Bounded Rationality Prob. No Reverse Relationship
H7a. Vert. Coord. To Org. Bounded Rationality Prob. No Reverse Relationship
H7b. Horiz. Coord. To Org. Bounded Rationality Prob. Yes -
H8. Ind. Concentration to Mode No Not Significant
H9. Ind. Concentration to Performance Yes -
H10. Mode to Performance Yes -

As can be seen from this table, 5 of the 15 relationships (i.e., 33%) were not

supported as hypothesized in the theory section of the paper.
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CHAPTER 9 - RESULTS AND DISCUSSION

This chapter discusses the combined results of the two methodologies that were
used to assess the theoretical relationships deveioped in this study. The
discussion looks initially at how well the overarching postulations, suggesting
that competitive advantage and international bounded rationality influence entry
mode selection and performance, are supported. In addition, the discussion
assesses how well the analyses support the individual hypotheses that detail the
refationships within these overarching postulat.ions The final section examines

the limitations and strengths of this study.
For the ease of reference, the hypotheses have been re-stated in Table S.1.
TABLE 9.1

THEORETICAL HYPOTHESES

H1a. The higher the home-country strategic rivalry conditions, relative to the host-country, the
greater the probability a firm will select the build over the acquisition entry mode.

H1b.  The higher the home-country demand conditions, relative to the host-country, the greater
the probability a firm will select the build over the acquisition entry mode.

H1c.  The higher the home-country related and supporting industry conditions, relative to the
host-country, the greater the probability a firm will select the build over the acquisition
entry mode.

H2a. The higher the home-country strategic rivalry conditions, reiative to the host-country, the
greater the performance of the entry mode.

H2b. The higher the home-country demand conditions, relative to the host-country, the greater
the performance of the entry mode.

H2¢. The higher the home-country supporting industry conditions, relative to the host-country,
the greater the performance of the entry mode.

H3. The greater the organizational bounded rationality problem in the parent company, the~
greater the probability that the entry mode selected will be the acquisition mode.

H4. The greater the organizational bounded rationality problem in the parent company, the
lower the performance of the entry mode.

HS. The greater the product diversification in the parent company, the higher the
organizational bounded rationality problem in the firm.

H6. The greater the organizational size of the parent company, the higher the organizational
bounded rationality problem in the firm.

H7a. The lower the international vertical organizational integration in the firm, the higher the
organizationai bounded rationality problem in the firm.
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TABLE 9.1 (continued)

H7b.  The lower the international horizontal organizational coordination in the firm, the higher
the organizational bounded rationality problem in the firm.

H8. The greater the barriers 1o entry into a market, the greater the probability that the
entering firm will select an acquisition over a build entry mode.

H3. The greater the barriers to entry into a market, the greater the probability that the entry
mode will have high performance.

H10. On average the build mode wili outperform the acquisition wholly-owned entry mode.

RESULTS OF MULTI-METHODOLOGIES

This study used two rﬁethodologies to assess the support of the overarching
postulations and hypotheses. The examination is broken into four sections that
focus on the different groups of relationships: between locational and
internalization advantages, among ownership advantages, between ownership

and internalization advantages, and among internalization advantages.

Relationship Between Locational and internalization Advantage

The overarching relationship, suggesting that locational competitive advantages
influence a firm to select the higher performing build mode, is considered only in
the second methodology. The first methodology controls for locationai
competitive advantage by looking only at Japanese firms entering into the North

American market.

Locational advantages are operationalized using Porter's national competitive
advantage dimensions (Porter, 1990). These dimensions are used because
Porter's work represented the first attempt at delineating country-specific factors
or conditions that create competitive advantage at the firm and industry level.
Porter defined these relationships at the national level, yet their affect is at the
firm level, as he frequently pointed out. This creates a problem because the
dimensions defined at the national level become distorted when they are
realized, perceived, and measured at the firm level. Evidence of this
phenomenon is provided by the factor analysis that assesses these locational

advantages and conditions. In this factor analysis two pertinent dimensions
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seemed to develop. The first under rivalry and strategic conditions is essentially
a product development and innovation dimension. while the related industry
condition is a mix of buyer/supplier issues plus product specific attributes. This
last condition, at first glance, appears to be multidimensional. However, when
one considers that knowledge of the product, buyer/supplier relationships, and
supplier capabilities all contribute to product quality, then one can see how they
could be one strategic dimension which ties together a particular business

system or value chain to ensure high product quality.

These two dimensions illustrate two different potential product strategies: high
quality and innovativeness. These are not mutually exclusive, but they indicate
how certain locational advantages may produce firm- and industry-specific

competitive advantages, as Porter suggested (Porter, 1990).

The first two sets of hypotheses, derived from Porter’'s work, proposed that three
home-based locational competitive advantage conditions would positively load
on both a build plant entry mode and higher performance. The rivalry and
strategy conditions loaded positively on both concepts, indicating that a strong
rivalry and strategy condition (i.e., product development condition) increases the
probability of a firm’s seiecting the plant build entry mode. This conclusion
agrees with the overarching notion that firms having unique locational
competitive advantages will tend to select the build mode, thereby enabling them
to develop their firm-specific competitive advantages most effectively using their
own capabilities. This locational competitive concept is also associated with
higher performance, as predicted by both this study and Porter’s (1990).

Related industry conditions loaded positively on mode performance, indicating
that a firm having a strong home-country business system or value chain and
producing high quality products reaped the benefits of this home-country

advantage internationally. This result is as hypothesized.
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However, the relationship between related industry conditions and mode
selection was the reverse of what had been expected. A consideration of the
possible alternative explanations, leads to the observation that a firm entering a
market using the plant build mode wants to ensure that it has a strong business
system or value chain surrounding it. Achieving this assurance could involve
inducing the firm’s home-country-based suppliers to come to the host-country, as
the Japanese have done in the auto parts industry, or it could involve selecting
suppliers very careful using strict criteria and a review process. On the other
hand, a firm entering using the acquisition mode might not really focus on
supplier relationships and capabilities because they expect the plant to have
adequate suppliers. This explanation suggests that the firm taking the build
mode approach is more aware of the need to ensure that a good and capable
supplier network is in place; considerable care in reviewing and ensuring that its
suppliers provide quality products and service. As a result, the supplier network
is of higher average quality relative to the acquisition entry mode firm that is
preoccupied with financial and internal organizational integration problems.
Another possible explanation for this difference is that certain strategic
dimensions can and should be sought out in a host-based environment. Dunning
(1993) made this argument specific to certain knowledge-based industries in
which a firm will enter a market to take advantage of the knowledge being
derived in these regional industry centers. Other researchers have made similar
theoretical arguments, although the author is aware of no research that
empirically finds such a host-based advantage to improve overall firm
performance. Unfortunately, this study can not clearly differentiate among these

possible explanations, and future research must be directed at such an issue.

The positive relationship between market demand condition and the build mode
agrees with prior research by Zejan (1990) and Yip (1982). It also agrees with
the hypothesis delineated in this study. However, market growth was inversely
related to mode performance. This inverse relationship, although counter to what,
Porter (1990) predicted, is not surprising because firms in high growth industries
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are spending money on growth and dealing with growth problems, a well-
documented phenomenon in high growth industries and firms (Penrose, 1959;
Scherer & Perlman, 1992). Furthermore, the operationalization of Porter's
market demand condition using market growth is simplistic because it ignores
the other aspects of market demand condition suggested by Porter. However, in
this study the fact that the market demand condition multiple-item scale did not
facter as one dimension was probably because the managers perceived these
influences at the firm level and delineated them in a more muitidimensional way.
This result again suggests that managers do not see these advantages as part
of the environment, but as an integral part of their firm competitive position. Also,

this relationship, although statistically significant, is not very substantive.

In conclusion, the overarching postulation that national competitive advantage
influences the selection of entry mode and performance is broadly supported by
the evidence, excepting the several explainable differences delineated above.
Furthermore, the nature of the concepts and the manner in which Porter has
defined the influences of national competitive advantage (i.e., national
competitive advantages must be internalized and become firm competitive
advantages for them to be useful to the firm) suggest that competitive advantage

defined at the firm level influences entry mode selection and performance.

Relationships Among Ownership Advantages

The results indicate that all four theoretical concepts - organizational size,
strategic diversification, international organizational vertical integration, and
international organizational horizontal coordination - influence the international

organizational bounded rationality problem between the parent company and the

entry mode.

More specifically, firm size influences the organizational bounded rationaiity
problem in an inverse manner to that which was hypothesized. However, the

result is unstable over different jackknifing runs, sometimes being significant and
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other times being non-significant, depending upon the size of the hold out group
used in the PLS analysis. This observation combined with the fact that the
resuits are relatively unsubstantive, indicates that the relationship is marginal at

best.

The problem with this relationship could be one of measurement. The
operationalization of firm size using interval data clearly reduces the information
available to the model, compared to the situation in previous studies which used
actual annual sales figures. Using better measurements, these previous studies
did associate firm size with entry mode selection (Caves & Mehra, 1986; Kogut &
Singh, 1988; Yip, 1982). In conclusion, the relationship between firm size and
the international organizational bounded rationality problem is unresolved by this

study both from a theoretical and an analytical basis.

The relationship between strategic diversity and the international organizational
bounded rationality problem is in the hypothesized direction, suggesting that as
diversification increases the international organizationai bounded rationality
problem increases. This result is supported in general by prior studies which
have found product diversity to be related, on a consistent basis, to the
acquisition mode (Caves, 1982; Wilson, 1880; Zejan, 1990). This study, in fact,
suggests that product diversity influences a firm's international organizational
bounded rationality problems, which in turn influence the selection of the
acquisition entry mode. In addition, the relationship between diversification

strategy and international bounded rationality is relatively smaill.

The reiationship between international vertical integration and the international
organizational bounded rationality problem was the inverse to that which was
hypothesized. The model indicates that the greater the international vertical
integration, the greater the internationa! organizational bounded rationality
problem. However, the vertical integration measure is essentially a measure of
centralization of control over functions by the parent company. Since this study

was skewed to larger companies, there is a p ossibility that decentralization of
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power is more important to minimizing the international organizational bounded
rationality problem than is vertical integration. This alternative explanation
suggests that in larger firms the control issue regarding international plant entry
should be decentralized to the appropriate level in the organization and entry

decisions should be delegated to this level.

Furthermore, it should be noted that the size of the relationship between
international vertical control and the organizational bounded rationality problem

is small and relatively unsubstantive compared to the horizontal coordination

issue.

The relationship between international horizontal coordination and the
organizational bounded rationality problem is in the hypothesized direction and it
is substantive. This result suggests that a firm having strong horizontal
coordination among international units and functions has a distributed
operational or primary activity competitive knowledge and skill base. This feature
reduces the chance of an international organizational bounded rationality
problem among top managers because they not only have access to some of the
distributed skills and knowiedge, but they also have greater ability to gather
these skills when needed. On the other hand, a firm without such a distributed
knowledge or skill base, due to the lack of horizontal coordination, will be more
likely to incur an international organizational bounded rationality problem, and

thus will choose an acquisition plant entry mode strategy.

Relationship Between Ownership and Internalization Advantage

The overarching notion that international organizational bounded rationality
problems are associated with the selection of the acquisition plant entry mode
and poorer plant entry mode performance is supported by both of the
methodologies in this study.

The Japanese FDI methodology found that firms selecting the build plant entry

mode tend to have more operational objectives when carrying out the entry. This
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observation indicates that the firm has a specific competitive plan and is not just
investing in another entity hoping that the entity will take care of operational and
non-operational objectives itself. Firms selecting the acquisition mode, on the
other hand, do not have many objectives for their new entity. This attitude of no
entry mode objectives is symptomatic of an organizational bounded rationality
problem. In addition, firms selecting the build mode seem to realize the
importance of knowledge and information to sustaining a firm's international
competitive advantage. This is illustrated by the fact that the build entry mode
firms have a greater propensity to learn and gain information, while the
acquisition mode firms do not stress this objective. Therefore, this methodology
provides considerable support for the linkage of an international organizationai

bounded rationality problem to mode selection.

The second methodology, a questionnaire-survey methodology, also provided
strong support for the hypothesis that a greater higher international
organizational bounded rationality problem influences a firm to select the
acquisition entry mode. This causal relationship was both significant and

relatively substantive.

All of the above evidence provides considerable support for the association
between an international organizational bounded rationality problem and plant
entry mode selection. in this context, an international organizational bounded
rationality problem is defined as lack of understanding about the firm's
competitive position, capabilities and operational skills and resources in different
international settings. This study indicates that operational functional level
knowledge is particularly important in understanding the primary activities being

installed in a new international wholly-owned market entry.
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Relationships Among Internalization Advantages

Both methodologies also provide strong support for the hypothesis relating entry
mode selection to performance. The Japanese FDI methodology found that the
build mode had significantly higher financial performance than the acquisition
mode. This methodology, however, only controlled for locational competitive

advantages and startup stability.

The survey questionnaire methodology found that the build mode performed
significantly better than the acquisition mode while controlling for industry
concentration, some organizational factors, and locational competitive
advantage. Such a result provides additional support to the findings of the first
methodology. Furthermore, the results agree with the two prior studies

examining this relationship (Li & Guisinger, 1991; Simmonds, 1990).

In conclusion, there is a relatively consistent amount of support for the
hypothesis that the build plant entry mode outperforms the acquisition plant
entry mode.

LIMITATIONS AND STRENGTHS OF THE STUDY

Despite the relatively strong support for the overarching postulations, the study
has both its weaknesses and strengths. Nonetheless, the author has concluded
that on balance, the strengths of the study counter most of the weaknesses
within each methodology individually. The following two sections list the

limitations and strengths of the study.

Limitations

e Some of the scales used for operationalizing the concepts in the
questionnaire were exploratory in nature. in particular, the organizational
bounded rationality problem, locationai advantages, and performance scales
can be criticized because of operationalization limitations. In the case of
bounded rationality, the concept was measured “ex post’” when the theory

suggests that it should be measured “ex ante”. The locational advantage
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scales were developed from Porter's rather unscientific work on national
competitive advantage. Clearly, more work is necessary on these
dimensions, particularly when they are viewed from the firm and a manager's
perspective. Finally, the performance scale did not directly measure the
actual financial performance but rather the manager's perception of it.
However, there are many problems associated with measuring the actual
financial performance in internal international business units, as was
explained previously, and some researchers have found subjective measures
to be as effective (Chakravarthy, 1987; Geringer & Hebert, 1991; Hitt, 1988;

Venkatraman & Ramanujam, 1986).

e The Japanese FDI study used proxy measures for the organizational
bounded rationaiity problem. Such secondary proxy measures always
produce reliability and validity concerns. This study, however, used several
proxy measures for the concept of an organizational bounded rationality
problem and these measures all supported the relationships consistently.
Therefore, this study improves the reliability and validity of the measures

compared to previous economic, secondary data-set studies on this topic.

» The issue of common method variance, particularly in the questionnaire-
survey methodology, creates a potential problem when managers have
feelings or attitudes that are not directly pertinent to the research issues, yet
affect the answer. One such situation would exist with managers who are
emotionally upset after having been acquired because the acquiring
company is demanding better performance and possibly a change in
organizational culture. As a result, the manager may have subconscious
emotional feelings that influence his performance-related answer in the
questionnaire. A build mode, on the other hand, would promote congeniality
because the managers wouid often come from the home organization or be

hired in the likeness of the home organization's sociopsychological and skiil
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profile. Fortunately, only one of the methodologies used subjectively based

performance indicators.

e s this study generalizable to plant entries outside North America? Because
neither methodology looked examined such a scenario this limitation could
constrain the generalizability of the results. Yet, the selection of the North
American market was important for two reasons: it was a convenient sample
for the author who was the Canadian-based author, and it is one of the most
unregulated markets. This second reason allows for the most appropriate
mode to be selected independent of most political constraints and regulation.
Government regulation can be a problem in highly reguiated markets
because considerable international policy is aimed at ownership restrictions,

which of course limits the possible entry modes available.

o This study did not specifically consider the sociopsychological and cultural
dimensions of entry mode selection. Porter (1990) suggested that firms
cannct gain or internalize locational competitive advantages unless they
have the appropriate cuitural and social assimilation and transactional
abilities. However, this attitude is a simplification of a much more complex

issue, which was not addressed in this study.

o This study did not specifically consider certain strategic or organizational
situations where the acquisition mode might be a strong performer. A variety
of theoreticians have proposed why acquisitions may be appropriate in
certain situations and not in other situations. For example, Dunning (1993)
differentiated among market, strategic, resource-based. and efficiency
seeking entry objectives. This study has concentrated primarily on entries
taking primarily a strategic and secondarily a market entry objective. Other
objectives may influence the causal logic developed in this study. From this

perspective, the study concentrated on examining the differences between
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entry mode and performance issues rather than within mode differences.

Future studies must consider these within mode contexts,

Strengths

e The study used a multi-method approach. These methodologies, which used
different data-sets collected from different sources and by different means.
apply different statistical techniques to analyze the data. These multi-method
differences enhance the external and internai validity considerably over
single method studies. Furthermore, both methodologies support the
overarching theoretical postulations and the majority of individual
hypotheses. Many of the hypotheses are additionally supported by prior

research studies on these issue.

e The questionnaire-survey methodology used a causal modeling approach in
developing the theoretical relationships and then tested them using a second
generation multivariate causal modeling technique. Such an approach
ensures that consistency and congruency are maximized in the development
of the theoretical model. Furthermore, results of the statistical tests are
constrained considerably by the multiplicity of relationships that are

interdependent.

» Research using the questionnaire-survey approach incurs a variety of
internal validity concerns such as questionnaire bias and sample frame
generation bias, as well as the concern of respondent contamination through
telephone selection interviews. However, the first methodology, the Japanese
FDI methodology, counters many of these internal validity arguments

because the data was collected independently.

e On the other hand, using proxy variables, as was done in the Japanese FDI
methodology, incurs its own set of internal validity problems because the
concepts are poorly operationalized. Again, this validity concern is countered

in the second methodbiogy where proxies were not used.
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o Finally, the questionnaire-survey methodology uses many scales havihg
multiple measures, particularly for important and ambiguous theoretical
concepts in the model. This provides the second methodology with greater
ability to verify the operationalized consistency and reliability of the

theoretical concepts initially developed in the model.

The author concludes that, on balance, the multi-methodological approach.
combined with the support provided by previous studies for many of the
retationships considered herein, provides this study with considerable internal

and external validity.
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CHAPTER 10 - CONCLUSIONS

The eclectic research model and the analysis developed in this study have a
variety of theoretical and practical implications which will be examined in the
next two sections. A final section will consider the opportunities for further

research.

ACADEMIC AND THEORETICAL IMPLICATIONS

There are several important theoretical propositions supported in this study.
These encompass the findings that relate locational competitive advantage and
international organizational bounded rationality probiems to wholly-owned plant
entry mode selection and performance, and provide broad support for the
eclectic theory model of internationalization. Prior studies have investigated
certain aspects of the relationship between locational competitive advantage and
non-wholly-owned entry mode selection (Hill, et al., 1990; Kim & Hwang, 1992).
However, wholly-owned research has not been very good at examining the
influences of locational advantage within both a theoretical and empirical setting
(Caves & Mehra, 1986; Kogut & Singh, 1988; Zejan, 1990). Neither non-wholly
owned entry mode or wholly-owned eniry mode research has postulated
relationships between organizational bounded rationality problems and entry

mode selection and performance.

This study examined locational advantages from a national competitive
advantage perspective and operationalized the concept using Porter's national
competitive advantage conditions. The results indicated that home-based
national competitive advantages, in general, influence the selection of the entry
mode, and subsequently, entry mode performance. However, this research also
indicated that Porter’s national competitive advantage dimensions require more
work to improve the reliability and validity of the measures. Probiems with

multicolinearity and multidimensionality appear to be two of the more important
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aspects that must be considered for future work. In fact, Porter's (1990) work on
these national competitive advantage conditions also points out the complexity
of the inter-relationships among the concepts. There is also tangential support in
this research for Porter's notion that these national competitive advantages must
be internalized by the firms before they become competitive advantages for the

particular country.

Porter also stated that it was the home-country advantages that were so
important to international competitive advantage. In general, this supposition
was supported because home-based competitive advantages in both the rivalry
and strategy condition and the related and supporting industry condition
produced higher performance for the entry mode. However, the relationship
between related and supporting industries and entry mode selection suggested
that a firm must not forget to provide competitive support for its subsidiaries in
host countries because this is what provides the plant subsidiary with a strong
value chain or business system. Another possible explanation for this finding is
that the build mode is more critically linked to trying to tap into host-country
national competitive advantages to gain further competitive advantages. This
issue of home versus host-country advantages is an interesting issue which was
only partially considered in this research. Future research must deive into this

complex problem from both a situational-specific and overarching perspective.

Finally, prior research on international diversification indicated that geographic
diversification is profitable (Geringer, Beamish & daCosta, 1983). However,
considerable controversy has surrounded the theoretical debate of whether
increased performance was due to a competitive advantage provided by
geographic diversification or whether performance due to competitive
advantages actually created more geographic diversification. Porter's theory and
the results of this study suggest that competitive advantage both creates
increased performance and leads to greater geographic diversification.

However, this study looked only at piant entry into the North American market.
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Industry concentration was found to be related to higher performance, as one
would expect, because of the potential for oligopolistic behavior and possibly
higher profits due to barriers to entry (Bain, 1954; Bain, 1956; Caves & Porter,
1977). This study did not, however, find support for the relationship between
industry concentration and entry mode selection. Prior studies have related
industry concentration to the acquisition entry mode. However, the inconsistency
of empirical support for this relationship suggests that it is more complex than
initially thought. It may be non-linear or be moderated by other influences such
as the height of the barriers to entry, the willingness of various participants to
enter into an oligopolistic relationship, and the diversity of the firms within an
industry. Prior research did not control for as many variables as this study
controlled for in the second methodology. In addition, the sample was skewed to
larger organizations compared to prior studies, which may have lowered the
industry concentration variance and thus eliminated this causal relationship.
This particular issue is certainly not resolved in this research study and further
work must be done to provide more clarity to the inconsistent relationship

between industry concentration and mode selection.

The overarching postulation relating organizational contexts to organizationat
bounded rationality problems, and organizational bounded rationality problems
to entry mode selection and performance, is unique to this study. Prior studies
have looked at the relationship between individual organizational characteristics
and entry mode selection and these relationships are usually developed using

minimal theoretical deduction or causal logic.

Furthermore, this study merged into one overarching eclectic model two
previously independent research streams, which examined the influences on
entry mode selection and the influence of entry modes selected on performance.
Central to this model was the concept of international organizational bounded
rationality problems, which have been defined in this research as the lack of

knowledge and decision-making capabilities specific to top decision-makers
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when they must determine how to build operational competitive advantages in a
new international market. The concept assumes that most new plant entry
modes are, in fact, largely duplicating the primary activities in the value chain
and that the top managers have become cognitively disassociated from these
primary activities through tack of experience, poor information flow.
organizational distance, or lack of coordination. Therefore, it is very difficult for
these top managers to plan and implement build entry modes. However, since
their experience and capabilities often lie in the financial, administrative, and
negotiation roles in the firm, they select the acquisition mode because these
particular roles are well suited to this strategy.

The results of this study demonstrate broad support for the notion that
international organizational bounded rationality problems influence entry mode
selection. Both methodologies support this relationship. Secondly, the study
finds some support for the fact that certain organizational and strategic contexts
influence the degree of organizational bounded rationality in the firm. In
conclusion, the results of this merged model provide substantial evidence that
international bounded rationality is an important issue in both the selection and

performance of entry modes.

Finally, the study provides strong support for the eclectic theory as it applies to
the wholiy-owned selection and performance issue. Such support is important
because, to the author's knowledge, this is the only empirical test for micro-
theory or micro-organizational and managerial level issues that has been done
on the eclectic theory. Furthermore, the eclectic theory model in this study was
developed specifically for the wholly-owned entry mode research decision. A
tremendous amount of theorizing and high level testing using abstract variables
has been applied to the eclectic theory. However, in order to develop the
intricacies of causality as well as an integration of the disparate theories in
ecelectic theory future researchers must begin to apply these models to specific

situations. And in doing-so they must attempt to develop strong causal inks
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among the sub-theories in the ecelectic model, and thereby prepare for the
ultimate development of a broader and less controversial eclectic model of the

international firm.

In conclusion, this study significantly augments the theoreticai arguments
surrounding international diversification, and entry mode selection and
performance. It provides some strong theoretical arguments for entry mode
selection and performance, and then assesses these relationships using two

methodologies.

MANAGERIAL IMPLICATIONS

The managerial implications of this research are related to the overarching
postulations that competitive advantage and organizational bounded rationality
problems tend to influence a firm's entry mode selection and performance.
Obviously, one of the central considerations relevant to a manager is that the
plant build mode outperform the plant acquisition entry mode. This is an
important issue for many managers because four out of every five foreign entries

into the North American market use the acquisition mode.

This study does not, however, suggest that managers should never select
acquisitions because, clearly, there are situations and exceptions in which the
acquisition mode would be appropriate. In addition, a manager or firm can not
necessérily adopt a plant build mode and expect to get high performance. In this
study, the firms that had selected the build entry mode achieved a competitive
advantage and had better organizational capabilities than those that selected
the acquisition mode. These attributes may be necessary prerequisites to
adopting the build plant entry mode and/or to deriving improved performance
from an entry strategy. This indicates that the managers must adopt more that
just the entry mode strategy; they must also adopt the substantive processes,
skills, and capabilities that allow such a strategy to be implemented
appropriately.
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An example of a situation in which many North American firms have adopted
strategies unsuccessfully i1s the Japanese quality control and just-in-time that
were adopted in the 1980s. Managers adopted these strategies in form, but not
In substance, neglecting to put in place the organizational processes. skills, and
attributes that were necessary for the successful implement these strategies.
Many of them later discarded these strategies when they did not improve
perfermance. This same problem may occur with entry mode strategies if firms
do not adopt the necessary organizational implementation capabilities ar i

attributes to implement the buiid mode appropriately.

Necessary strategic and organizational implementation skills include a clear and
strong international competitive position in the home-country as well as
appropriate organizational systems and capabilities that allow the competitive
advantages to be understood and mobilized effectively in a new international
environment. A home-based international competitive position appears to be
important, as Porter has suggested. Therefore, a firm must focus on developing
such home-based competitive advantages. However, a firm must also
concentrate on developing a strong competitive pasition in the new international
market by ensuring that it has a strong supplier network and a strong distribution
system. Clearly, home-country advantages are only useful internationally if they
can be mobilized and developed in new markets. Thus, aithough home-country
advantage is a prerequisite for international competitive advantage, a firm
should not forget that each international plant must have its own competitive
advantage either in conjunction with the parent company or uniquely by itself.
Therefore, managers can not neglect host-based competitive advantages and
think that concentrating on home-country advantages will provide them with

unlimited international competitive advantage.

In conclusion, firms that are considering international expansion must attempt to
improve their organizational capabilities so that managers understand how to

mobilize and evolve their home based competitive advantages in new
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international markets. The results of this study indicate that when managers
become disassociated from their underlying competitive advantages at the
functional, operational and market level, they tend to take the acquisition entry
mode resulting in lower mode performance. This phenomenon was labeled

international bounded rationality in this study.

Organizational considerations that appear to make a difference in minimizing the

international arganizational bounded rationality problems are the following:

¢ Minimize the product diversity in a firm so that the managers can focus on
operational, functional and market-competitive advantages rather than on

administrative and financial issues.

o Decentralize the entry mode decision-making if the firm is large or diversified,
and provide incentives as well as control techniques to ensure that managers
at the appropriate level who have the necessary information are making
these decisions. In addition, provide these managers with feedback and
remuneration so that they will have all the incentives to make the right

decision for the company.

» Concentrate on ways to improve organizational coordination, particularly at
the international level, among functions and within functions located in
different countries. Clearly, the international competitive advantage of the
firm must be acknowledged and understood by as many people as possible
in the firm. Furthermore, encourage improvement in this competitive
advantage and share these improvements as quickly as possible with other
international units. Unfortunately, competition often spurs competitive
improvements, but discourages the units from cooperating and sharing these
improvements. The most effective firms are those that clearly understand
both their competitors and their allies. This is an attribute the Japanese

appear to have mastered.
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OPPORTUNITIES FOR FURTHER STUDY
There are a wide variety of issues that either have not been adequately studied
or are tangential to the issues in this research which must be explored in the

future. Listed below are some of these issues:

o How does competitive advantage and international bounded rationality
influence entry modes that are not wholly-owned in nature?
Internationalization research has tended to show that knowledge is important,
but researchers must now attempt to delineate what information is necessary,

when and where.

¢ \What is the relationship between locationat and ownership advantage in the
eclectic model? Porter's theory of national competitive advantage suggests
that locational advantages must be internalized before they can be used by
the firm. This study appears to support Porter’'s perspective. Yet, what is this

relationship in the context of the eclectic theory?

o This study loocked at firms from developed nations entering developed nation
markets. How do the theoretical relationships change if either one of these
national parties is a developing nation? Porter suggested a hierarchy of
factor conditions. The developing nations have an abundance of the lower
level conditions, while the developed nations have an abundance of the
higher level conditions. How does this difference influence the entry mode

decision and the resuiting performance?

o This study has taken a cursory look at some issues that might influence
international bounded rationality. Yet, how does international bounded
rationality develop in a firm? What other influences affect it? How does a firm
eliminate it once it has this problem? What other top level decisions might

this problem impact?
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o Finally, are there cultural and social dimensions to this international bounded

rationality?
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APPENDIX | QUESTIONNAIRE

The University of Western Ontario

Western Business School

ANONYMOUS INTERNATIONAL
ENTRY MODE DECISION:

QUESTIONNAIRE

This short survey is part of a study we are doing to better understand factors
influencing the selection of an acquisition versus a greenfield strategy for
expansion of manufacturing facilities in international markets. The results wiil
allow us to better understand factors influencing these decisions as well as the
performance implications of such decisions. Please answer all questions to the
best of your ability. If you wish to add supplementary comments, feel free to do
so on the last blank page.

in the event you would like to discuss any of the questions, feel free to call
Patrick Woodcock at either of the below telephone numbers.

Please maii the confirmation card when you mail back this questionnaire. Thank
you for your help.

All of your responses will be held in strict confidence.

Please return the questionnaire to:
C. Patrick Woodcock
Western School of Business
University of Western Ontario
London, Ontario, NBA 3K7
Phone: Office (519) 661-3206 Ext. 5138
- Phone: Home (519) 471-2509
Fax # (519) 661-3292
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ANOTE ON HOW TO FILL OUT THE QUESTIONNAIRE

Please indicate the appropniate answer for each i i
question with either a check mark in j
SDPrOBAIE mmon 36 S k in the box. or a circie around the

Examples

1 Do you feel the economy 1 iImpraving? O ves & No

2 Do you think economic recovery is important to firm profitability

Not at all Extremely
Impocant Irnportam
7 6 5 4 ® 2 1
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Background on Canadian Plant
Q1. Was this plant built or acquired? O] Buit 0 Acgquired
Q2. Was this the first Canadian plant owned by your foreign parent firm? O ves 0O Neo

Q3. Was this ptant a product diversification for your foreign parent firm? 0 ves 0O Ne

Background on Foreign Parent Company

Q4. Estimate how often your foreign parent company has used either an acquisilion or bulld strategy for plant expansian

Never Ven Ofien
Acquisition strategy 7 8 5 4 3 2 1
Buit or Greenfield strategy . 7 6 5 4 3 2 1
Q5. How did your foreign parent do business in Canaga prior o this plant?
] None {0 Expont O Licensing [ Joint Venture O Cther Canadiar Rlants
Q6. Approximately what was your foreign parent's annual sales in 1992?
0 Under O s5010 O s100t0 825010 3 s500 10 0 s75010 O s1 Billon
$50 Million $8S Million $245 Million $498 Million $748 Milhion $899 Miliion or more

Background on Business Environment

Q7. Estimate how much markel share the {op 4 companies in these two markets account for in your industry

Less Between Between More

than 20% and 50% ang than

20%: 50%: 75% 75%
The Canadian market 4 3 2 1
Your foreign parent’'s market region 4 3 2 1

Q8. How vrould you descnbe the diversity of indusiries that your forexgn parent company 1s invelved with?

0 1t derives 95% of its L it derives 70% 10 94% of [J it cenvesless than 703 [J It denves less than 70% of
sales from one industry its sales from one industry of its sales from ane its sales from one industry and

industry. but the ingustnes the ingustries are unrelated
are related tecnnotogically  technologically

Q9. How wouid you rate the foliowing business conditions in Canada relative 10 those in your foreign parent's home-

country?

Much Shghtly Shghtly Much
Better Better Better Same Warse Worse Worse

in Canada relationships between suppliers and buyers are 7 6 5 4 3 2 1

In Canada product development knowledge 1S 7 6 5 4 3 2 1

In Canada the product quality of firms is 7 8 5 4 3 2 1

In Canadaa technical capabiliies of firms are 7 5] 5 4 3 2 1

in Canada the speed of product innovation by competitors s 7 8 5 4 3 2 1

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



165

Q10. How would you raie the foilowing business conddions in Canaca relative 1o those in your foreign parent's home-
country?
Much Skghtly Shightty Much
Higher Higher Higher Same Lower Lower Lower

In Canada the costs of doing business are 1
In Canzaa the market! size for the product s

In Canaga the market growtn for the product is

In Canada the buyer's product knowledge s

In Canada the speed of new producl improvements s

in Canaaa the capabifities of suppliers are

NNV RN
o o W e e N
Gy vy O O Oy
AN XS
WK WwWw
[SESE RN NENY
— 3 ah o A

Q11. Listed below are vanous activiies that may be important to your company when competing in your 1ndustry
Indicate how important each ifem s to your industry.

Not at all Extremely

imponant impontam
Product or process innavations 7 & 5 4 3 2
Large scale plant and productian facilities 7 8 5 4 3 2 1
Product or company reputation 7 8 5 4 3 P 1
Emphasis on low cost per unil 7 [ 5 4 3 2 1
Emphas:s on adversing anc promaticn 7 ) 5 4 3 2 1
Emphas:s of niche markets 7 6 5 4 3 2 1

Q12. Listed below are a vanety of infernationai industry & market charactenstics {ndicale how representative £ach
characteristic 15 of your industry and market

Not at al! Exiremely
Characteristic Charactenstic
Wordwide standardization of customer needs 7 6 5 4 3 2 1
Worlgwide standardization of product technology 7 & 5 4 3 2 1
Competitors market standardized products worlowide 7 S} 5 4 3 2 1
A relatively slow stable rate of technological change 7 & 5 4 3 2 1
A highly competilive industry 7 6 S 4 3 2 1
Uncerain sales forecasts 7 6 5 4 3 2 1
Very fast product innovation cycles 7 6 5 4 3 2 1

Background Qrganizational Characteristics

Q13. How would you charactenze the organizational structure of your foreign parent company?
O Functionat reporting structure O Product line reporting structure
O Geographic area reporling structure [J Matrix or mixed reporting structure

Q14. Who generaily makes the following decis:ons?

Foreign Subsidiary Subsidiary
Parent Office  Top Level Middle Proguction

Managers Managers Managers Supervisors
Production scheduling 4 3 2 1
Methods of personnel selection 4 3 2 1
Machmnery or equipment selection 4 3 2 1
Allocation of work among proguction workers 4 3 2 1
Product deveiopment programs A 3 2 1
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Q15, Indicate the extent 1o which coordination has been achieved between similar functional activities 1n the vanous
imernational segments of your company

Not Currently Currently
Ccordinated Coordinated
at at} 1o a large extent

Manufactunng operations 7 & 5 4 3 2 3
Raw maternals and parts procurement 7 <] 5 4 3 2 1
Product & process researcn and development 7 6 5 4 3 2 1
Human resource management 7 & 5 4 3 2 1
Product promotion and advertising 7 6 5 4 3 2 1
Information systems and data processing 7 & 5 4 3 2 1

Q16. Indicate the extent to which gach of the following activities 1s performed in various international subsidianies

Located in only Located in
One gomestic or Multipie International

international location Lacations
Manufactunng operations 7 6 5 4 3 2 1
Raw matenals ang pans procurement 7 6 5 4 3 2 1
Product & process research and development 7 6 5 4 3 2 1
Human rescurce management 7 6 S 4 3 2 1
Product premotion and advenising 7 6 S 4 3 2 1
fnformation systems and data processing 7 ) 5 4 3 2 1

Q17. Ingicate the extent 10 which each of the following mechanisms are used 1o coordinate various functional activities
between international plants. subsidianes and the foreign parent firm

Used Used Very

Rarely Often
Parent to subsidiary personal transfers 7 6 5 4 3 2 1
Direct contact 7 6 5 4 3 2 1
Managerial Liaison roles 7 6 5 4 3 2 1
Teams or Task forces 7 6 5 4 3 2 1
Cross-training 7 6 5 4 3 2 1

Q18. Indicate whether the following levels of management utilize the techniques listed below for transferring knowledge
between the foreign parent company and the Canadian plant or subsidiary.

Top Middle- Lower-

Subsichary Level Level Produchion

Managers Managers Supenisors Workers
Parent to subsidiary personal transfers O d O )
Direct contact C || d a
Managenal Liaison roles | | 4 O
Teams or Task forces | O 0 O
Cross-training a a [m) a
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Q19 Listec below are activities anc skills associated with ali companies indicate the degree 1o which these achivities or
skills are located and wsed n your head office versus your Canadian subs.dary

Located 1n Locatec In
Heag Cffice Operating Entities
Strategic planning 7 6 5 4 3 2 1
Financial management 7 6 5 4 3 2 1
Lega! counct 7 6 5 4 3 2 1
Agvertising and markeling skills 7 6 5 4 3 2 1
Product knowleage 7 6 5 4 3 2 1
Manufacturing process knowledge 7 & ) 4 3 2 1

Q20. Indicate how well your foreign parent company ungerstands the following areas of your iocal market and subsidiary

aperations
Only Moderately Thoroughly
Understands Understands
Local manufactunng processes 7 6 S 4 3 2 1
Local buyers needs 7 & 5 4 3 2 1
Local distribution techmigues 7 6 $ 4 3 2 1
Local compelitive pressures 7 & 5 4 3 2 1
Local plant operating procedures 7 8 5 4 3 2 1
Local markel charactenstics 7 8 5 4 3 2 1

Organizationa! Effectiveness

Q21. Indicate the general operational satisfaction by management towards the Canadian plant since startup

Extremely Extremely
Satisfied Unsatsfied
Mas il satisfied the indial entry objectives? 7 6 5 4 3 2 1
Has it satisf:ed the profitability objectives? 7 5 5 4 3 2 1
Has it satisfied the sales growth objectives”? 7 6 S 4 3 2 1
Satisfaction with the overall compelitiveness of tne plant? 7 6 5 4 3 2 1

Q22. Indicate the category thal you feel best estimates how your Canadian subsidiary's performance over the last three
years compared to other companies in the industry.

Lowest Lower Middie Next Top
20% 20% 20% 20%: 20%
After-tax return an total assets was 5 4 3 2 1
After-tax retum on total iInvestment was 5 4 3 2 1
Annual increase In total sales was ) 4 3 2 1
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APPENDIX I VERIFICATION CARD

Front of Return Card

Stamp

C. Patrick Woodcock
Western Business School
University of Western Ontario
London, Ontario
Canada
N6A 3K7

Back of Return Card

VERIFICATION CARD
Please return this card when returning the questionnaire
It allows us to verify that you have responded to the
questionnaire without jeopardizing the anonymity
of the survey. It also provides you with an opportunity
to indicate whether you would like a copy of the study
results. Thank You.

Name:
Cormpany:
Address:

~ Yes, Please send me a summary of the results.
~ No, do not send me a summary of the results.
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APPENDIX |II: ANCILLARY ANALYSIS
HORIZONTAL INTERNATIONAL COORDINATION

Factor Loadings (Unrotated) (cpwini.sta)
_Extraction: Principal components
Factor 1  Factor

I_MANOP 79 -.287
I_MATPRO  .632 -.523
_HUMRES 655 -.320
I_R_D .760 .284
I_ADVPRO 514 727
_MIS 715 245
Expl.Var 2.787 1.127
Prp.Totl 464 188

Summary for scale: Mean=23.8208 Std.Dv.=6.08418 Valid N:106
Cronbach alpha: .762251 Standardized alpha: .763696
Average inter-item corr.. . 356472
Mean if Var. if StDv. if itm-Totl Alpha if

deleted deleted deleted Correl. deleted
I_MANOP 20.16 24.32 4.93 .603 699
_MATPRO 19.6%9 27.31 5.23 452 741
[_HUMRES 19.14 28.12 5.30 .482 734
I_R_D 20.50 26.82 518 .606 .705
I_ADVPRO 19.95 29.16 5.40 .346 .767
IMIS 1986 2485 499 658 713

VERTICAL INTERNATIONAL INTEGRATION

Factor Loadings (Unrotated) (cpwin1.sta)
_Extraction: Principal components
Factor1  Factor2

C_MANOP .740 263
C_MATPRO  .811 372
C_PRDDEV  .806 112
C_HUMRES 659 071
C_ADVPRO 650 222
C_MIS 496 -615
C_FINMAN 460 -729
C_STRATP 720 -.194
Expl.Var 3.701 1.222
_PrpTotl . 483 153
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Summary for scale: Mean=29.7£47 Std.Dv.=8.03778 Valid N:106
Cronbach alpha: .826198 Standardized alpha: .826767
_Average inter-item corr. 385637
Mean if Var, if StDv. if  #m-Totl  Alphaif

deleted deleted deleted Correl. deleted
C_MANOFP 26.37 49.25 7.02 586 .800
C_MATPRO 26.79 49.35 7.03 684 790
C_PRDDEV  25.12 45.47 6.74 685 785
C_HUMRES 27.08 50.98 7.14 527 .808
C_ADVPRO 26.17 50.97 7.14 .523 .810
C_MIS 26.51 52.63 7.25 410 .825
C_FINMAN 25.44 53.79 7.33 376 .828

_CSTRATP 2480 4927 702 613 797

INTERNATIONAL BOUNDED RATIONALITY

Factor Loadings (Unrotated) (cpwin1.sta)
Extraction: Principal components
Factor

U_MANUF  .780
U_BUYERS  .821

U_DIST 811
U_COMP 859
U_PLANTP 660
U_MKT 876

U_LABOUR 872
U_PRODCH .700
Expl.Var 5.129
_Prp.7otl 641

Summary for scale: Mean=29.6415 5td.Dv.=10.1308 Valid N:106
Cronbach alpha: .918649 Standardized alpha: .918308
Average inter-tem corr.: 597470

Meanif  Var, if StDv. if  itm-Totl Alpha if

deleted deleted deleted Correl. deleted
U_MANUF 26.81 80.23 8.96 .7086 910
U_BUYERS 25.94 76.13 8.73 751 906
U _DIST 25.81 78.19 8.84 .740 807
U_COMP 26.08 76.17 8.73 .798 .902
U_PLANTP 26.42 83.30 9.13 576 .920
U_MKT 25.64 76.65 8.75 .831 .900
U_LABCUR 24.94 76.85 8.77 .818 801
_UPRODCH 2584 8242 908 620 _ 917
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THE SIGNIFICANCE CALCULATION FOR THE INNER MODEL
T-Values for Path Coefficients
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