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ABSTRACT

Many issues need to be considered when firms decide to internationalise their operations.
One key issue is to decide the best way to service a particular foreign market. Because of
its central role in international operations, entry mode is described as a “frontier issue”.
The choice of market entry mode is considered as one of the most critical decisions facing
international firms because it has a decisive impact on the success of a firm’s international

operations.

Findings on New Zealand firms’ choice of market entry modes are either incomplete or
far from comprehensive. This study is designed to examine the choice of market entry
mode of New Zealand companies conducting business with Taiwan. Unlike previous
research, this study is the first of its type to include international distribution system and

business system theories as part of the market entry mode choice framework.

This study, by examining selected factors influencing the choice of market entry mode of
124 New Zealand firms conducting business with Taiwan, had generated a number of
interesting findings. Empirical results suggested that the choice of market entry modes
was significantly influenced by the host market’s business system, product type,
ownership of the company, market size of the industry, market portfolio, international
business experience, and host market retailing system. Immigrant links also proved to be
a factor influencing a firm’s choice of market entry mode. Firms established by
immigrants originating from the host country did not follow the traditional incremental
internationalisation theory. Factors such as firm size, before-after sales service, product
differentiation, competitors' choice, home market position, and market potential of the

industry were not found to be related to firms' choice of market entry mode behaviour.
The key statistical analysis tool employed in the study was binary logistic regression

analysis. As a result of the logistic regression analysis testing, a research framework on

which future inquiries might be based was established.
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CHAPTER 1: INTRODUCTION

1.1 RESEARCH BACKGROUND

The internationalisation of business has been one of the most significant business
transformations in recent decades. For many firms around the world, especially those
whose domestic market size is relatively small (e.g. New Zealand), marketing
internationally becomes an imperative of a firm’s future growth and survival (Harrison,

1990; Louter et al, 1991 cited in Hoang, 1995, p.1).

Many issues need to be considered when firms decide to internationalise their operations
(Ross, 1990; Hoang, 1995). These issues include the number of markets that a firm
intends to serve, the level of resources it decides to commit, and the methods that it uses
to serve the market (Hoang, 1995). Once a firm decides the number of markets to serve,
the next key issue is to decide the best way to service a particular foreign market
(Terpstra and Sarathy, 1997). Root (1987) described international market entry mode as
an institutional arrangement that enables a firm to enter a foreign market with its
products. The choice of market entry mode involves the firm’s technology, human skills,
and management resources (cited in Sarkar and Cavusgil, 1996). Because of its central
role in international operations, entry mode has been described as a “frontier issue”
(Anderson and Gatignon, 1986, Kogut and Singh, 1988, Hill et al, 1990 cited in Sarkar
and Cavusgil, 1996). The choice of market entry mode has been considered as one of the
most critical decisions facing international firms (Terpstra and Sarathy, 1997) because it
has a decisive impact on the success of a firm’s international operations (Anderson and

Coughlan, 1987 cited in Sarkar and Cavusgil, 1996).

Market entry mode decisions have been well researched in a number of countries (e.g.
Johanson and Vahlne, 1977; Anderson and Coughlan, 1987; Klein, et al, 1990; Agarwal

and Ramaswami, 1992). However, little attention has been paid to the choice of market



entry mode of New Zealand firms. New Zealand studies which have examined the issues
of market entry mode can be divided into two groups. The first group of studies focused
on examining the particular entry mode used by individual New Zealand firms (Cockroft,
1990; Ross, 1990; Au and Enderwick, 1994). This group of studies were either
theoretical or empirical in their focus but both used small samples. By focusing on the
internationalisation behaviour of seven of the largest New Zealand multinational
corporations, Ross (1990) provided some partial explanations of market entry mode
choice by New Zealand firms. The entry mode used by his respondents was foreign direct
investment. Key reasons for New Zealand firms’ foreign direct investment included
diversification of their operational risks, to gain access to natural resources and larger
markets, and the small domestic market size. The theoretical work by Cockroft (1990)
was mainly designed to identify a number of critical elements in the implementation of
international joint ventures. The study of Au and Enderwick (1994) examined the
experience of a sample of small and inexperienced New Zealand investors’ operations in
China. The entry mode entry strategy used by their respondents was joint ventures. This
study found that the two major motivations for New Zealand joint ventures in China were

long-term profitability and local market penetration.

The second area of literature which has also provided results on New Zealand firms’
choice of market entry mode includes studies on New Zealand firms’ internationalisation.
These studies provided only limited insight because market entry mode choice was either
a small part of their study or was not the major focus of their investigations (Akoorie and
Enderwick, 1992; Steiner, 1993). In examining the key characteristics of the international
operations of New Zealand firms, Akoorie and Enderwick (1992) pointed out the often
used market entry modes by New Zealand international marketers. Similarly, without
explaining how market entry modes were selected, Steiner (1993) revealed that the top
three distribution channels used by New Zealand firms were agents, overseas marketing
subsidiary and distributors. Her study was designed to examine the relationship between
New Zealand fishery operators’ international marketing strategies and their export

performance.



Unfortunately such considerations as market entry strategies are a vital aspect of
marketing products in Taiwan. Therefore, it would be advisable to examine the business
environment both from an historical and current perspective. Taiwan is a newly
industrialised economy (NIE). It is the world’s 13th largest trading country and it was
New Zealand's eighth most important trading partner in the calendar year of 1997
(Tothill, 1998). To date, only a small amount of research has been devoted to examine
this market and foreign companies operations in it (e.g. Hardee and Johns, 1988; DeVos,
1989; Hoadley, 1993). Despite its importance to New Zealand, no empirical research has
investigated the operations of New Zealand firms marketing in Taiwan. Although there
are a number of New Zealand firms operating in Taiwan, their operations are not well
understood. Taiwan is unique because it was occupied by the Spanish, Portuguese, Dutch
and Japanese. The two countries which have influenced Taiwan the most are Japan and
the USA. Its political situation, economic success and its relationships with its Western
trading partners, with Japan, and with the People’s Republic of China have always been a

source of interest.

Taiwan has been classified as an overseas Chinese economy (Redding, 1993) and its main
business system is Chinese Family Business (CFB) (Whitley, 1992). Studies on the CFB
have suggested a number of unique characteristics which are likely to influence foreign
firms’ operations in a CFB country (Whitley, 1992; Redding, 1993; Kao, 1993; Tanzer,
1994; Kraar, 1994b; Kraar, 1995b). These include family orientated business structure,
high authority of the owners, and centralised decision structure. Also, similar to the
influences of Japan’s distribution system on foreign firms’ choice of market entry mode
(Batzer and Laumer, 1989; Czinkota & Woronoff, 1986; Goodnow and Kosenko, 1992;
Kaikati, 1993; Kitson, 1973; Manifold, 1993; Moffitt, 1987), this study proposes that a
foreign firm's decision on the choice of market entry mode is likely to be influenced by
Taiwan’s distribution system. The key reason behind this proposition is that Japan had a
direct influence on Taiwan through its 52 years of colonisation. Much of the Taiwanese
infrastructure, industries, and business systems (e.g. distribution systems) were inherited

from Japan or deeply influenced by it. Also, there is very little literature on the subject of



the Taiwanese distribution system. Reviewing the Japanese distribution literature may

provide some insights into how the Taiwanese system works.

Overall, it is clear that the findings on New Zealand firms’ choice of market entry mode
are either incomplete or far from comprehensive. A body of knowledge of New Zealand
firms' choice of market entry mode needs to be developed. The operations of New
Zealand firms in Taiwan has not been researched. The empirical link between the choice
of market entry mode and the business system and distribution system of the host country

still awaits exploration. This study is designed to fill these research gaps.

This study is unique because it concentrates on examining New Zealand firms operations
in one single foreign market, the Taiwanese market. Also unlike previous research (e.g.
Gatignon & Anderson, 1988; Erramilli & Rao, 1993), this study adopts a new approach
to include international distribution system and business system theories as part of the
market entry mode choice framework. Also in contrast to previous research (e.g.
Gatignon & Anderson, 1988; Kim & Hwang, 1992) which focused on examining the
choice of certain types of entry modes, the current research is designed to encompass the
choice of a variety of market entry modes ranging from exporting to Foreign Direct

Investment (FDI).

1.2 RESEARCH QUESTION

Overall, this investigation is designed to answer the following research issue:

To determine the factors which influence the choice of market entry modes of New

Zealand based companies conducting business with Taiwan.

1.3 OBJECTIVES OF THE RESEARCH

International market entry modes have been well researched. Prior studies have classified
international market entry modes according to level of control (Stopford and Wells,
1972; Anderson and Coughlan, 1987; Gatignon and Anderson, 1988; Erramilli & Rao,

1993), resource commitment (Stopford and Wells, 1972; Johanson & Wiedersheim-Paul,



1975; Erramilli & Rao, 1990; Hill et al (1990) cited in Gannon, 1993, p.46; Kim &
Hwang, 1992; Gannon, 1993; Root, 1994), risk involvement (Hill et al, 1990, cited in

Hoang, 1995, p.20), profit sharing and ownership right (LaFrancis, 1991 cited in Hoang,
1995, p.20).

Within this research, the dependent variable is the choice of entry mode of a particular
New Zealand firm. Entry mode choice is measured by the level of resource commitment
in terms of managerial, technical and financial resources committed to the market by a
foreign firm (Erramilli and Rao, 1990, p.140; Agarwal and Ramaswami, 1992, p.201;
Root, 1994, p.109). Based on the resource commitment needed for each mode and for
statistical purposes, entry modes are divided into two categories: low and high.
Independent variables are those identified by past international market mode studies.
Variables in this category (first dimension) include firm size, firm's cumulative
international business experience, product-related characteristics, macro environments,
market size and market growth of the industry. The second dimension of independent
variables come from literature on the Japanese distribution system and Taiwan's business

and distribution systems.

This study is unique because it concentrates on examining the operations of the firms of a
single country (New Zealand) in a single foreign market (Taiwan). The objectives of this

study are presented below:

® To examine empirically the influence of selected variables on
international market entry mode choice of New Zealand firms which
conduct or have conducted business with Taiwan.

® To examine the market of Taiwan and its unique business systems/
distribution system and their influence on New Zealand firms' choice
of market entry mode.

o To generate a research framework on which future inquiries may be

based.



1.4 RESEARCH METHOD AND APPROACH

Detailed discussion of the research methodology is presented in Chapter 5 of the thesis.

In this section only a brief review will be provided.

This research starts with a comprehensive review of the literature. Research on the host
market including the background of the country, political situation, relationships with its
trading partners, its distribution systems and business systems as well as studies on the
Japanese distribution systems are explored. A thorough review of the market entry modes
literature is also conducted. The research propositions and research model are derived

from this literature review.

Personal interviews were used in two pilot studies conducted in 1994 and 1996. The
findings of the pilot studies were used to construct research propositions and to finalise
the postal survey questionnaire. The questionnaire survey was used to collect primary
data to empirically test the research propositions. The postal survey was conducted in
April 1997. In total, 580 New Zealand firms conducting business with the host market
were surveyed. The response rate of this study, 28.3%, is comparable to the average

response rate in market entry mode literature, 28.1%.

When primary data was collected, two statistical analysis methods were used to analyse
the relationship between the dependent variable and independent variables. These were

chi-square and logistic regression analysis methods. Both methods are widely used and

recommended in market entry mode literature (e.g. Anderson and Coughlan, 1987;

Erramilli and Rao, 1993).



1.5 CONTRIBUTION TO THE LITERATURE AND KNOWLEDGE
As will be discussed in the literature review sections, most studies focusing on Taiwan
have concentrated on its business systems, political relationships or international trade.
The topic of the present research has received little attention in the past and further work
is likely to substantially enhance our understanding of this important market for New
Zealand business. By focusing on New Zealand firms' market entry methods into Taiwan,
this research will integrate literature in international market entry mode, international
business, New Zealand internationalisation, and research on Taiwan's business systems
and Japanese distribution system together, for the first time in the case of New Zealand.
Thus, the potential contributions of this study will be to the literature in international
business, international marketing, export operations, New Zealand internationalisation
literature and market entry into Taiwan. Specifically, this study, by examining behaviour
on the choice of market entry modes of companies from different industries, might be
able to confirm whether firms in different industries follow a similar or dissimilar
approach in their decisions on the choice of market entry mode. Also, by studying the
behaviour of firms which are controlled from overseas and purely New Zealand owned,
this study is likely to point out any differences in their internationalisation process.
Therefore, the findings of this study are likely to contribute significantly to the theory of
internationalisation. The results in the area of the relationship between the host market's
business system, distribution system and the choice of market entry mode are also likely

to provide a new direction in market entry mode research.

The research implications generated by the study could benefit both private and public
organisations. The research implications are likely to be of particular interest to marketers
who are conducting international business or who are interested in conducting business
with Taiwan or other Chinese Family Business (CFB) countries. Specifically, the findings
of this study could provide some guidance for their choice of market entry mode. This
could be in terms of the influence of the business structure of the local partners, the

impact of psychic distance, and the use of international marketing intermediaries.



Finally, the findings of this study could also provide some useful implications for policy-
makers. The large number of immigrants from Taiwan to New Zealand in the last ten
years mean that immigrant links might be an issue in the choice of market entry mode.
The results of this study might point out the contribution of immigrants to New Zealand
firms' choice of market entry mode. This could perhaps provide guidance for those policy
makers who are in charge of promoting international trade between New Zealand and

Taiwan, and New Zealand's immigration policy.

1.6 THE STRUCTURE OF THE THESIS

This thesis contains eight chapters. This opening chapter introduces the background of
the research, research questions, research methodology/approach, objectives of the

research, contribution to the literature and knowledge, and the structure of the thesis.

Chapter 2 introduces the general background of the market studied with a special focus
on analysing and evaluating Taiwan's business system and its potential impacts on foreign

firms' operations in Taiwan as described in Chapter 2 and expanded upon in Appendix A

After reviewing the information related to the host market, a review on the theoretical
and empirical studies on market entry modes will be undertaken. Chapter 3 is designed to
review the literature regarding motivations for doing business internationally; different
entry methods; New Zealand internationalisation experience; and the Japanese and
Taiwanese distribution system. After reviewing the literature on Taiwan, market entry
modes, Japan and Taiwan's distribution systems, a group of propositions will be derived
and presented in the fourth chapter of the thesis. The initial conceptual research model

will also be presented in this chapter.

The following chapter (Chapter S) will report the research design and methodology.
Details such as the location of the sample and data collection method and techniques
employed to ensure a high response rate will be analysed and reported in this chapter.
The types of statistical techniques used and the justification for their selection will also be

reported.



Chapter 6 is designed to report the results and findings of the study. This will be

followed by discussion on the findings. Chapter 7 will discuss the outcomes of the
research. A discussion of the significant variables and on the research propositions will be
presented in this chapter. Finally, the conclusions and implications of the research findings
will be discussed in the final chapter (Chapter 8). This chapter will also address the

limitations of the study and makes some suggestions for future research.



CHAPTER 2: THE GENERAL BACKGROUND
OF TAIWAN

2.1 INTRODUCTION

As indicated in the previous chapter, Taiwan is a unique country because it has been at
times occupied by the Spanish, Portuguese, Dutch and Japanese. Taiwan has also
strongly associated with the USA. These countries have had a profound influence on
Taiwan and its ways of doing business. Detailed discussion on the general background of
Taiwan which includes Taiwan's history, geographical location, its people, and aspects of
Taiwan's cultural, political and economic environments are presented in Appendix A.
These environments have formed Taiwan's business system and contributed to its
uniqueness (also to be discussed in Appendix A). This chapter is designed to focus on
Taiwan's business system which is believed to have some impacts on foreign firms'
operations in Taiwan. Taiwan's business system is divided into the distribution system,
production system, marketing system and general management system. Because of its
central role in this study and its closeness to the Japanese distribution system, detailed
discussion on the Taiwanese distribution system is presented at the end of the Chapter 3,
following a review of the Japanese system. A number of propositions will be extracted
after reviewing literature in these areas. Propositions related to Taiwan's business system

and distribution system will be considered in Chapter 4.

Before discussing the actual contents of Taiwanese business systems, an introduction to

Taiwan's business structure and its special characteristics is provided.

10




2.2 TAIWAN'S BUSINESS SYSTEM

2.2.1 Business Structure and Characteristics of Taiwanese Business System (TBS)
S. Gordon Redding (1993, p.24) classified Taiwan as an overseas Chinese country
because the overwhelming majority of Taiwanese are ethnic Chinese. Ethnic Chinese
contributed to more than 95 per cent of the whole island's population. Redding and other
researchers (Hamilton et al, 1990; Redding, 1993; Redding & Whitley, 1990; Tanzer,
1994; Whitley, 1992) termed the overseas Chinese business system as CFB or the
Chinese Family Business because of their strong family orientated business structure.
Because of its Chinese orientation, the characteristics of CFB can also be applied to

Taiwan's business system (TBS).

There are several distinguishing features of the Chinese business system. The first
commonly cited feature is the small average size of the enterprises. Firms in Taiwan, like
firms in other overseas Chinese dominated economies (e.g. Hong Kong), are small in size
especially when compared with the Japanese keiretsu or the Korean chaebol (Whitley,
1992). One partial explanation of the small size of firms in Taiwan is the common belief
that self-employment is preferable to working for someone else. People in Taiwan and
other Chinese societies prefer to set up their own business establishments when they
acquire enough experience, capital and know-how (Wong, 1988 cited in Whitley, 1992,
p.60). This concept can be best illustrated by a Chinese saying "it is better to be the bill of
a chicken than the tail of an ox" (Liang, 1989, p.1194). It means that it is preferable to be
the head of a small firm than to be a marketing manager of a large enterprise. The
proliferation of small firms is also a result of the Taiwanese government's efforts to
attract foreign investment. When multinational corporations set up their manufacturing
plants in Taiwan, they then induce small scale local manufacturing firms to supply parts

and components to these MNCs (Long, 1991, p.87).

The second characteristic of the TBS is its centralised management structure. This feature
is discussed in more detail in the section on General Management. Because of the

importance of the family in the Taiwanese business, decision making is heavily
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concentrated in one dominant executive, normally the key family member. In a Chinese
family business, "the family is the company, the company is the family. There is no
separation between owner and management" (Tanzer, 1994, p.143). For instance, the
Chief Executive Officer of the largest Taiwanese private enterprise, the Formosa Group,
Y. C. Wang still makes most decisions by himself. This multinational corporation employs
about 3,000 people and it is owned and controlled by the Wang family (Kao, 1993, p.26).
Redding (1993, p.143) indicated that the centralisation of management is especially likely
in financial, marketing and personnel decision making. These decisions are normally
controlled and made by the owner of the firm because of their importance to the

corporation.

The third feature of the TBS is the importance of personal contacts. In general, personal
relationships are of crucial importance in East Asian business systems (Japan, Korea,
China, Taiwan and Hong Kong). However, they play a different role in these economies.
Because of its relative smaller firm size, personal ties are of particular importance in the
Taiwanese business system. For instance, when a firm needs to recruit an employee to fill
a key position such as finance manager, the owner of the firm normally feels much more
secure to hire a person whom he knows or is known by someone in his circle of personal
contacts. Through this procedure, the owner gets endorsement of the appointment from
someone he knows. This procedure may also occur in Western society, but in the Chinese
society, such a recommendation may actually be more important than a person's
capability. Loyalty sometimes is more important than an employee's skills in the
Taiwanese business system. One effect of this characteristic of personal contacts is the
hiring of family members or relatives. It is not uncommon to have several family members
or relatives working for a company at the same time. This is particularly true if one family
member holds a key position in a firm (e.g. human resource manager), then it is likely his
or her relatives will get employed through his or her influences or connections. The
emphasis on personal relationships in Taiwanese business society was echoed by Hardee
and Johns' report (1988, p.17). They indicated that people in Taiwan prefer to do
business with someone they know. Personal relationships appear to be more important

than any other business practices. Trust and friendship definitely occupy a very important

12



role in doing business in Taiwan. Hardee and Johns further noted "it (personal
relationship) is the manifestation of a venerable Chinese belief that human interaction is
the most vital and important part of life" (ibid, p.17). Personal relationships can be
established in forum such as schools, colleges, workplaces and can include relatives or
friends. Personal relationships in Taiwan are called kuan-hsi. The importance of kuan-hsi
is illustrated in DeVos' work - "in Taiwan, it is unusual to do business with someone you
do not personally know. The extent of your efforts in getting to know the people with
whom you do business will determine the level of success you have in Taiwan" (DeVos,
1989, p.5). The take-over of Wyse Technology, a California computer firm, by Mitac, the
second largest personal computer manufacturer in Taiwan, illustrates the usefulness of
personal contacts in overseas Chinese society (Flannery, 1990, p.58). Wyse Technology

was owned by overseas Chinese before it was acquired by Mitac.

Another major unique characteristic of the Chinese family business is their funding
source. In Western societies and some oriental countries such as Japan or even Korea,
banks or other financial institutions are the primary funding tool of private enterprise.
But in a Chinese society, including Taiwan, business enterprises borrow money from
family members, relatives or an unofficial organisation called a Mutual Help Association
(Tanzer, 1994). This system provides flexibility to the Chinese family business and
reduces the time of funding required. Even today, this type of funding practice is still
widely used by the medium or small size of firms in Taiwan and other Chinese societies.
One American report suggested that one reason why Taiwanese buyers were highly
price-conscious about their American exports was because they have trouble raising

capital from Taiwan's underdeveloped financial market (DeVos, 1989, p.5).
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2.2.2 Elements of Taiwanese Business System
The elements of Taiwanese business systems are divided into three sections: production

management system, marketing system and general management system.

2.2.2.1 Production Management System

Because of its relatively small scale, the production management system of the TBS is
very different from the vertical system of the Japanese keiretsu or the Korean chaebol.
One medium or large scale Taiwanese company normally has several weixing gonchang
(Hamilton et al, 1990), meaning satellite production plants or subcontractors. When one
upstream company receives an order it will have its subcontractors make components for
it and then have them assembled into finished goods at the upstream company's assembly
plant. An example of this is Tatung, which is the leading electric home appliance,
electronics and computer manufacturer in Taiwan. When Tatung receives an order from
its customers domestically or internationally it will have many independent factories to
make components for it and have those components assembled on the Tatung assembly
lines. Those independent subcontractors are not necessarily owned by Tatung, and
Tatung is not their only customer. This type of production system is a loose vertical
manufacturing system and it is very flexible. The president of Acer, Stan Shih, once noted
that if Acer had not been in Taiwan it might not have enjoyed the success it has had. He
attributed Acer's success to the assistance of the concentration of the computer parts
satellite production system located in northern Taiwan. Levy (1988) in his comparative
study of Korean and Taiwanese business structures found that subcontracting was widely
used by the three Taiwanese industries he studied. In contrast, the operations of their
Korean counterparts tended to be vertically integrated with a high level of internal
production. This is why Korean chaebol are much larger in size than the family business
firms in Taiwan. While the Korean firms tried to make every thing in-house, the

Taiwanese firms tended to procure components from their arms-length suppliers.
2.2.2.2 Marketing System

Because of their small size, firms in Taiwan have concentrated their efforts on production

and leave marketing to their export intermediaries such as trading companies or export
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management companies. These intermediaries not only act as raw materials suppliers to
Taiwanese manufacturers but also as marketers of their products. The dependence on
trading intermediaries was noted by Levy (1988). He pointed out that in Taiwan there
were numerous trading companies who acted as the eyes and ears of Taiwanese
manufacturers. These trading intermediaries not only collected marketing intelligence for
their clients, but also sourced necessary raw materials for them. This combination
provided flexibility for production in Taiwan and a basis for competing with larger firms
from other countries. One often heard example in Taiwan was about why an American
firm decided to transfer its orders to Taiwan from Korea and Japan. This was because it
would take five weeks to be made in Korea and three months to be produced in Japan,
but it only took two weeks to be completed in Taiwan. Whitley's (1992) study revealed
that because of their small size and high degree of specialisation, most firms in the
Chinese family business system had a very high level of interdependence. Manufacturing
firms relied on the orders passed from the trading companies. Subcontractors needed to
have suborders passed from major manufacturers. Redding & Whitley's (1990) study
reflected this characteristic by showing that the Chinese family business was commonly
linked strongly but informally with related but legally independent organisations handling
key functions such as parts supply or marketing. Their study also identified that it was
common for one Chinese family business to have another independent company to
distribute its products for it. This system might exist for up to a decade before the
company developed its own marketing programme. Redding's (1993) research pointed
out that marketing of the majority of overseas Chinese manufacturers was a responsibility
for others. His study implied that it was up to the purchaser of the goods produced by an
overseas Chinese firm to take the risks of stock inventory and marketing. The overseas
Chinese firms conducted very little market research, had very little organising
distribution, had almost no sales policy and placed very little reliance on trade marks.
These practices involved very low risks but were associated with low profit margins
(Redding, 1993, p.171). In contrast to these comments, Kao's study (1993) argued that
some Taiwanese MNCs had adopted different marketing approaches to upgrade their
international operations. He introduced the term, the Chinese Commonwealth, to describe

the network of overseas Chinese. His research identified the strategies adopted by one
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successful Taiwanese computer company, Acer, including stock ownership to employees,
decentralisation, doing its own R&D and creating its own brand name. It is now one of
the largest personal computer suppliers in the world and it is one of the few made-in
Taiwan global brand names. Because of its dynamic combination of technology
development and resources, the Chinese Commonwealth provided knowledge arbitrage,
which meant a new computer could be designed in Silicon Valley by engineers from
Taiwan, be produced by some other low labour cost commonwealth members such as
China, and then be distributed around the world by other ethnic Chinese groups such as

the international marketers in Hong Kong.

2.2.2.3 General Management System

Tanzer (1994) stated that in the overseas Chinese society family is the company and vice
versa. In the Chinese business structure there is no separation between ownership and
management. Chinese firms are heavily controlled by the patriarch and management
positions are traditionally entrusted to family or clan members only. One example of this
is the already mentioned company, the Formosa Plastics Ltd. As indicated in this section,

this group company is owned and managed by the Wang family.

However, this type of patriarchal management style has been challenged. When a
Chinese company's size is small, this management style might work well. However, when
it starts to grow, this management style becomes a competitive disadvantage to the
company's growth. One reason is the lack of professional management. As Kao (1993,
p.26) indicated, "a Chinese entrepreneur may keep a poor manager on because he is
family." Kraar's (1994b, pp.67-68) study of the lessons from overseas Chinese provided
one exception of the traditional management system. Kao Chin-yen, the founder of
President Enterprise which is the largest food company in Taiwan, has built a world-class
food conglomerate by relying heavily on professional managers. Besides the situation of
the President Enterprise, Acer Computer's business culture is also very different from the
traditional Chinese custom (Kraar, 1995b, p.77). Unlike custom which requires that top
management pays little attention to subordinates' opinions, Acer Computer's CEO has

broken this tradition and allows his employees to interview and express their views of
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their future superiors before he makes a final decision. This culture may also partially

explain Acer's success (as discussed previously).

Overall, the management system in Taiwan is similar to other overseas Chinese societies
which are still family orientated. Even though there are a few exceptions, such as Acer,
Mitac or the President Enterprise, family influences are still very strong in the Taiwanese
business society. The concept of the separation of ownership and management is new to
Taiwanese entrepreneurs. Total reliance on professional management is not generally
seen in modern Taiwanese business society. It is, therefore, expected that the operations

of New Zealand sourced products is likely to be affected by Taiwan's business system.

2.3 SUMMARY

In summary, this chapter has focused on examining a key aspect of Taiwan - the
Taiwanese business system and its structure and characteristics. Taiwanese business
system is divided into production management system, the marketing system and the
general management system. Issues and implications of each element have been

examined.
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CHAPTER 3: LITERATURE REVIEW

3.1 INTRODUCTION

Although this study focuses on examining and analysing New Zealand firms' operations in
Taiwan, it is necessary to first review the more general literature related to the
internationalisation of business. The scope of the literature review section includes the
motivations for doing international business, international entry strategies, New Zealand's

internationalisation experience, and the Japanese and Taiwanese distribution systems.

It is important to understand the motivations for firms to do business internationally
because these are the basis for international business. After understanding the motivations
to do business internationally, the next task is to examine the types of entry methods
which are available to international traders and their experience of using them. After
reviewing international entry strategies, these are then applied to New Zealand firms
seeking to internationalise their business. As well as entry methods, other relevant issues
to be considered include the peculiar characteristics of New Zealand's internationalisation
experience, distribution channels and management structure. The chapter then considers
one of the core topics of the study, the Taiwanese distribution system. The study also
reviews research on the Japanese distribution system which has significantly influenced

the Taiwanese system, to generate some research hypotheses.

Specifically, the first part of this chapter covers the reasons for companies to go
international. Ideas and findings from different studies are synthesised. The second part of
this chapter reviews the literature on the international entry methods. Within this study,
these methods are discussed in three broad areas: indirect exporting, direct exporting and

overseas manufacturing. Knowledge gained from theoretical and empirical studies are
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synthesised under each section. The third section is designed to review the literature of

New Zealand internationalisation experience.

The final part of this chapter reviews the literature on Japanese and Taiwanese
distribution systems. Taiwan was occupied by Japan for more than 50 years (refer to
Appendix A). There are a number of similarities between these two countries in terms of
culture, business practices, marketing distribution systems, etc. Some details are
discussed in the Appendix A. Numerous researchers have completed studies on the
Japanese distribution system (Batzer & Laumer, 1989; Czinkota & Woronoff, 1986;
Kaikati, 1993; Kitson, 973; Tajima, 1994). Research in this area has been well developed.
However, observations on the Taiwanese distribution system have been limited with few
studies being devoted to this area (Chuang, 1977; Chang and Sternquist, 1993; Dai,
1991; Lin L. I, 1990; Lin, M. D., 1994; Liu, 1990; Liu, 1992). Because of this
constraint, this study also utilises work on the Japanese distribution systems together with
the few available studies on the Taiwanese systems (most of which were written in
Chinese) to gain a general understanding about the development of Taiwan's distribution

system.
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3.2 REASONS FOR DOING BUSINESS INTERNATIONALLY

There are many reasons for companies to go overseas to market their products. Doing
business internationally is far more important to smaller economies such as New Zealand
than larger economies such as the USA. New Zealand's dependence on international trade

can be seen from the following statement:

"New Zealand exports approximately 20% of its gross domestic product (GDP),
whereas a large country, like the USA, exports approximately 8%"
(Lindsay, 1989, p.2).

Companies from different countries could have their own unique reasons for doing
business internationally. The following lists some general motivations and benefits of
doing international business. Some of them are particularly important for firms in a small

economy such as New Zealand.

Market opportunities

International business is becoming more important in terms of market opportunities. New
Zealand's population is about 3.4 million people, while the world's population is about 3.4
billion. This means that New Zealand's population constitutes only 0.1% of the total
population in the world (Mueller-Heumann & Duffy, 1994, p.368). The size and
opportunities available in overseas markets is a major motivation for firms to do

international business.

Market saturation

The markets for a variety of goods in the Western countries are rapidly becoming
saturated. This means that firms must develop new markets in order to grow or even to
survive (Chee & Harris, 1993 , p.243). One way to grow is to extend their products to
overseas markets. Products like kiwifruit and dairy products are saturated or might be in
the maturity or even decline stage of their product life cycles in the New Zealand market,

but their product life cycles are in the introduction or growth stages in countries such as
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the PRC and Taiwan. It could be an attractive strategy for New Zealand traders to export
these products to those markets for continued growth (Ansoff and McDonnel, 1990).
Luostarinen (1981, cited in Harrison, 1990, p.23) echoed this by noting that international
markets must be considered at an earlier stage of the company development when the
source country's domestic market is small. For companies from small domestic markets,

entering the world market is a necessary step for their firm's continued growth.

New Zealand-made goat milk powder or tablets provide other examples. These products
are not new and while not in their introductory stage to New Zealand consumers, they are
just being introduced to the Taiwanese market. People view these products as healthy
goods and are willing to pay a premium price for them. The demand is higher than supply
in such markets. Cigarettes provide a further example. They are saturated, discouraged or
prohibited consumption in Western countries but they are just in growth or maturity stage

in some Third World Countries.

Economies of scale

Where economies of scale are important, a large market is essential. If the domestic
market is not large enough to absorb the entire output, the firm could enter international
markets to increase sales and production (Ansoff & McDonnell, 1990; Chee & Harris,
1993, p.243). After examining the New Zealand's domestic market situation (i.e. limited
market opportunities), one study indicated that New Zealand-based manufacturers could
enjoy the benefits associated with economies of scale if they could market their products
internationally. New Zealand producers could lower their unit production costs and
increase their competitiveness by achieving these economies of scale (Mueller-Heumann
& Duffy, 1994, p.368). Economies of scale can also be applied to new product
development. If new products are developed for a small market only (e.g. New Zealand),
their new product development costs will be higher than if they are designed for a larger
market (e.g. the USA). Seeking economies of scale is another reason for firms to define

the world as their market.
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Hedge against recession

If a recession begins in the domestic market, then firms that are doing business
internationally could shift their efforts to markets which have not been affected by the
recession (Chee & Harris, 1993, p.243). The business cycle in the home country may be
under recession, but the firm's overseas markets could be in prosperity. If its products
could be sold in those markets, then the company can hedge the risks of being affected by

the slump in the domestic economy.

Competition

As Mueller-Heumann & Duffy (1994) pointed out "because of relaxation of importing
policy, including reductions or removal of duties and tariffs, foreign products are
capturing a larger share of this market (New Zealand).. Many foreign competitors,
because of their large production volumes and minimal costs, can deliver products at
much lower prices than small New Zealand business can... New Zealand business faces
competition from both abroad and locally. Businesses that rely solely on the New Zealand
domestic market are likely to find their market share declining. Survival in the face of

such odds requires businesses to find customers outside New Zealand (p.368)."

Besides the above reasons, one Australian study identified two other factors which had
drawn Australian companies into international market places: a weakening of marketing
opportunities at home and a growing demand for Australian made products in overseas
markets, especially the Asian markets (Kotler et al, 1994). The study discussed the
experience of Pacific BBA and Kambrook, both are Australian multinational
corporations, to demonstrate the importance of international marketing to Australian
companies. Pacific BBA's strategy was to establish manufacturing plants in its target
markets, while Kambrook's was to design products in Australia, then had them produced
in China and to distribute them to different markets from there (Mann & Short, 1991
cited in Kotler et al, 1994).

Besides these motivations, there are other developments which have encouraged firms to

conduct cross-border business. Levitt (1983, p.92) pointed out that the improvement of
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technologies in communication and transportation had considerably lowered the costs of
international business. The improvement of communication technology had also driven
different markets towards convergence. This trend had enabled multinational
corporations such as Sony, Coca Cola, PepsiCO and Ford to develop global products.
One benefit of supplying standardised products globally is to gain economies of scale in
marketing research, distribution, research and development (R&D) and marketing
programmes. Some New Zealand exports such as kiwifruit, apples, pears, milk powder,
etc. are marketed internationally under product standardisation strategy which means

these products marketed overseas are similar to those sold in the domestic market.
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3.3 INTERNATIONAL ENTRY METHODS

3.3.1 Introduction

When a firm understands the benefits of doing business internationally and decides to
commit itself to international business and chooses which market to enter, the next step is
to determine a suitable entry mode. The selection of a particular market entry mode will
have a major impact on the firm's success in the overseas market. This section examines
various entry methods and their implications. Before discussing entry methods, a review
of previous literature which has discussed various international business involvement

provides a more thorough picture of international entry strategies.

3.3.2 Theories of International Business Involvement

Cateora (1993, pp.18-19) introduced a four-level involvement model in international
orientation: (1) none, (2) infrequent, (3) regular, or (4) global. Companies who enter
international markets fall into to one or the other categories. Under the first level, firms
make no active commitment to international marketing. International sales occur only
when foreign buyers approach the firm. At the second level, organisations may sell
surplus goods generated by over production or due to market demand fluctuations to
international markets. But the firm conducts very few changes in its operating style.
Organisations in the third group have already developed marketing strategies to achieve
their aims. At the last level, global marketing operations, companies make total
commitments to their global business operations. Such firms view the whole world as one

market.

One other useful international orientation model was also reviewed in several studies.
This theory was initiated by Howard Perlmutter in 1967 (Lindsay, 1989, p.51). This
approach suggests that firms who commit themselves to international marketing have
different attitudes toward international marketing activities. Perlmutter divided these
attitudes into four categories: ethnocentrism (home country orientation), polycentrism
(host country orientation), regiocentrism (regional orientation) and geocentrism (world

orientation) (Chee & Harris, 1993; Keegan, 1995, pp.20-21; Lindsay, 1989, p.51;
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McColl-Kennedy et al 1994, pp.526-527; Wind et al, 1973). Firms with an ethnocentric
orientation view overseas markets as secondary or a 'child' of the domestic operation.
Their primary concern is with domestic markets. In ethnocentrism, foreign markets are
viewed as a place to dispose excess domestic production. Many companies start out
practising ethnocentrism then move to polycentrism or even regio- or geocentrism.
Organisations with a polycentric manner are able to identify each market's unique
characteristics and the entry method to each market is tailored to meet the needs of that
market. Under this practice, the foreign firm establishes an autonomous subsidiary in each
foreign market where it sells products. The foreign office is normally an independent
profit centre or cost centre. Firms with a regiocentrist or geocentrist attitude treat the
region or the entire world as a single market and tend to realise both similarities and
differences in various markets. Firms which practise geocentric or world orientation
attempt to create global marketing strategies. The ultimate goal of these companies is to

establish global products (McColl-Kennedy et al, 1994, p.527).

After reviewing these theories, the following sections review both theoretical and
empirical studies of entry strategies which are classified into three general categories:
indirect exporting, direct exporting and overseas manufacturing. The first section

discusses the indirect exporting strategies.
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3.3.3 Indirect Exporting

3.3.3.1 Introduction

This mode of international entry method involves goods/ services transferred across
national borders through international marketing intermediaries (Young et al, 1989, p.1).
Normally these intermediaries are located in the home market. Through these
intermediaries, manufacturers' products are able to be sold to overseas markets. Indirect
exporting occurs when an exporting firm markets its products to overseas markets in an
indirect way. The exporting firm itself does not make special efforts to promote its
products because all of the marketing functions are carried out by international marketing
intermediaries. One study characterised exporting (both indirect and direct) as a low-risk
international entry approach (Scholl & Guiltinan, 1995, p.670). Kotler et al (1994, p.625)
described "exporting" as the simplest way to enter an overseas market. Shama (1995)
reported this strategy as the easiest and most commonly adopted entry method. This
strategy exposed the international company to the lowest financial risk. This observer
further stated that this strategy was very suitable for firms which viewed international
marketing as an extension of their domestic market operations. Shama researched 125 US
companies who conducted international business in the Newly Independent States (NIS),
the Baltic States, and other Eastern European nations and found that export/ import
together with joint ventures were the two most often used entry strategies. One
explanation for these choices was the lower risks associated with these two entry

methods.

The methods of conducting indirect exporting include exporting via an international
trading company, export management company (EMC) and piggybacking (Young et al,
1989; Chee & Harris, 1993; Terpstra and Sarathy, 1994; Mueller-Heumann & Duffy,
1994). Each option is discussed in detail below. After examining the theoretical literature,

major empirical studies will be reviewed.
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3.3.3.2 International Trading Company

The first type of indirect exporting happens when manufacturers (international marketers)
market their products through an international trading company. This trading company
could be owned by locals or by foreign companies, but it is based in the manufacturer's
home country. A trading company pays the costs of the products and owns the
merchandise. Some trading companies are large and buy foreign products for their own
uses or for resale in their own market and/ or to a third-country market (Chee & Harris,
1993, p.292; Mueller-Heumann & Duffy, 1994, p.381), while others are small-medium
sized companies. Schoell & Guiltinan (1995, p.670) defined an international trading
company as a "privately owned business that buys and sells products in many different
countries, either in its own name or as an agent for its buyer-seller clients." The
manufacturers will not have any power to control whom the trading company sells to.
Some well known international trading companies include the Japanese Sogo Sosha
(general trading companies such as Mitsui, Mitsubishi, C. Itoh & Co., Marubeni, etc.) and
European origin trading companies such as the Swire Group and United Africa Company
which is part of Unilever and is the largest trader in Africa (Terpstra & Sarathy, 1994,
p.376). The Japanese general trading companies handle the majority of Japanese imports.
Sogo Shoshas have representatives and marketing distribution channels in almost every

country in the world (Taida, 1992).

Previous literature suggests that this style (international trading company) of international
market serving mode is more important for Korean and Japanese trade, but less so in
Europe (Chee & Harris, 1993, p.292). The benefits of using international trading
companies to export products to overseas market include:

o Trading companies have good knowledge of overseas markets. It is easier to sell
products to some overseas markets through them.

J Trading companies tend to offer many services to their clients which include
arranging importing and exporting shipping procedures, preparing export
documents, storing and transporting, and distributing products through their
distribution networks. Manufacturers can, therefore, concentrate on production

(Schoell & Guiltinan, 1992, p.714; Chee & Harris, 1993, p.293).
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However, one major disadvantage is that because most of the trading companies are
general merchandisers and one individual manufacturer's goods only occupies a small
amount of their sales, especially for small or medium sized exporters, therefore one
manufacturer's merchandise may not receive enough attention from its traders (the
trading companies). Another drawback to the exporter is its sales to the trading
companies are just like another domestic business, therefore it is still far removed from
the target market and its end customers. The exporter has little control over its products

(Terpstra & Sarathy, 1994, p.376). The feedback from the market is also limited.

3.3.3.3 Export Management Company (EM(C)

The second form of indirect exporting is through an export management company
(EMC). EMC:s act as the principals' representatives and use their letterheads (Brasch,
1981). Many EMCs operate as contract export departments for their principals. EMCs
often represent their principals in negotiations with overseas customers and they often
represent several noncompeting principals at the same time. In return, they receive
commission payment from the principals (Schoell & Guiltinan, 1992, p.714; Mueller-
Heumann & Duffy, 1994, p.381; Terpstra & Sarathy, 1994, p.377; Schoell & Guiltinan,
1995, p.671) or from discounts on goods they buy for resale overseas (Brasch, 1981).
Chee & Harris (1993, p.292) suggested that EMCs were particularly useful for small-
medium sized exporters because of their speciality. EMCs could either take titles of the
goods (Brasch, 1978) or not take titles (Cateora, 1993). EMCs entry mode is associated

with several advantages.

. EMCs have considerable knowledge of overseas markets and have access to
numerous markets. Producers can gain foreign market information in a short
period of time (Chee & Harris, 1993, p.292; Mueller-Heumann & Dufty, 1994,
p.382; Terpstra & Sarathy, 1994, p.377).

° As stated above, EMCs are paid on commission, so they are more motivated than
other indirect exporting intermediaries, no deals, no pay (Terpstra & Sarathy,

1994, p.377, Chee & Harris, 1993, p.292).
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. EMCs, most of the time, represent several producers simultaneously. They can,
for example, arrange cheaper transportation costs by consolidating their
principals' products together.

o Some producer's product lines are not wide enough to attract overseas buyers.
EMC might be able to capture more overseas customers' attentions through
getting different manufacturer's products together. Because of this wide
representation, the principals can also gain the economies of scale in management

and other areas (Chee & Harris, 1993, p.292).

There are a number of disadvantages which result from this method.

o One individual principal's exports may not receive sufficient attention from the
EMCs because they deal with several producers simultaneously.

o The exporter may not gain international marketing knowledge and experience
because of the distance between customers and suppliers.

. EMCs tend to specialise in some overseas markets or particular product lines, the

principal may need several EMCs in order to achieve substantial coverage (Chee
& Harris, 1993, p.292).

3.3.3.4 Piggybacking Exporting

This type of indirect exporting occurs when an exporter enters into a collaborative
arrangement with one overseas major multinational enterprise (MNE) or a major
domestic manufacturer to market the exporter's goods in the target foreign market along
with their own products. For instance, piggybacking has been utilised by some American
MNE:s to break into the Japanese market which is complex and hard to conquer for
Western firms. General Food's Maxwell House Coffee was sold in Japan by the Japanese
food giant, Ajinomoto, through a piggybacking arrangement with this firm (Goodnow
and Kosenko, 1992). Toys "R" Us once sold its toys together with McDonald's
hamburgers in Japan in McDonald's restaurants when it first entered the market (Kaitati,
1993, p.36). The overseas MNE or domestic manufacturer is normally a larger company

who is called the carrier, while the exporter is termed the rider. Normally the MNE or the
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major manufacturer has well established export facilities and distribution networks. Under
a piggybacking exporting agreement, the MNE or the manufacturer uses its overseas
distribution to market the rider's brands along with its own products (Chee & Harris,

1993, p.292; Mueller-Heumann & Duffy, 1994; Terpstra & Sarathy, 1994, p.381).
There are two possible piggybacking or joint marketing arrangements:
"the carrier can act as an agent by selling the rider's products on a commission
basis; or the carrier can act as a merchant and buy the products outright to
resell them" (Chee & Harris, 1993, p.293).
The advantages and disadvantages of this method are summarised below (Young et al,
1989; Chee & Harris, 1993, p.293; Mueller-Heumann & Duffy ,1994, p.382; Terpstra

and Sarathy, 1994, p.381; Terpstra and Yu, 1990).

Advantages for the rider:

o It offers a simple and low-risk method of entering an overseas market.
o It requires the rider to make little capital and/or human resources investment.
o It provides immediate access to one foreign market, especially for small-medium

sized firms with scarce financial resources. The rider can take advantage of the
carrier's expertise on the foreign market or the carrier's distribution system in that

country (Terpstra and Yu, 1990).

J It gives the rider access to established export and distribution facilities.
o It can lower unit operating and/or distribution costs.
o Unlike direct exporting strategies where trading intermediaries often carry

competing brands, piggybacking carriers will carry only products which are
complementary to those of the rider (Terpstra and Yu, 1990).

o Piggybacking provides the rider with a tool to build up its internationalisation
experience. Piggybacking is often used as a transitional strategy. It is often

possible
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for the rider to change its entry mode when it accumulates adequate international

business experience (Terpstra and Yu, 1990).

Weaknesses for the rider:

It might be difficult to find a suitable piggybacking partner.

Its products might be a second priority to the existing carrier's product lines.

Its future market development may be impeded because of its dependence on the
piggyback agreement. Sometimes, the rider might find itself under the control of
the larger MNE or the carrier. Also because the rider has no presence in overseas
markets, it would not be able to receive first hand customer information. This
could be another factor likely to impede its future growth.

Returns could be relatively small compared to other more direct entry alternatives.

Advantages for the carrier:

The new non-competitive product may make up the gap in the carrier's product
lines. It is an easy and profitable way to expand the carrier’s product offering
(Terpstra and Yu, 1990).

The carrier may be able to gain economies of scale in the marketing mix or other
areas such as marketing research. There is not much difference in costs between
conducting marketing research for a product line or for several product lines.
Also, if utilisation of the carrier's distribution channel were affected by seasonal
demand and supply, the carrier might be able to reduce the fluctuations by
carrying these extra products.

Piggybacking can also create more awareness in the overseas market. One-stop
shopping is the trend internationally.

It can also provide the carrier more product lines to offer to its clients. The carrier
may not be able to satisfy those customers' needs with its own product ranges

alone.

No drawbacks for the carrier have been identified by previous studies.
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3.3.3.5 Empirical Studies of Indirect Exporting Strategies

There are a number of studies which have considered the use of indirect exporting entry
strategies empirically. As discussed above, previous research has indicated that the use of
an international trading company is more important for those economies in East Asia such
as Japan, Korea and Taiwan. However, how this method is actually used in these
countries is poorly understood. One study provides some understanding. Levy's (1988)
empirical study identified how international trading companies could assist small size
firms in a newly industrialised economy (NIE) to succeed internationally. In his
comparative study of the strategies adopted by Korean and Taiwanese exporters, Levy
(1988) researched three industries, footwear, keyboard producers and personal computer
makers in both countries and found that one major difference between Taiwanese and
Korean producers was their size. The small size of Taiwanese firms contributed to their
dependence on Taiwanese international trading companies to market products for them.
Because of their global coverage, Taiwanese trading companies had uncovered export
opportunities for Taiwanese manufacturers. Together with their other major feature,
flexibility, exporters in Taiwan were able to find niche markets internationally with the
help of the trading companies which acted as the Taiwanese exporters' eyes and ears. Not
only could they provide international channels for products made in Taiwan, but they also
provided market intelligence for the Taiwanese manufacturers. As a result of this,
products made in Taiwan were able to be marketed in many parts of the world. Taiwan
had emerged to become one of the top personal computers and computer components
suppliers in the world. On the other hand, Levy indicated that Korean producers were
generally large in size and most Korean business was controlled by the chaebol, or the
Korean conglomerates. The large size of Korean firms allowed them to establish their in-
house trading house. These in-house trading houses were established as marketing arms
of Korean manufacturers. Korean producers adopted a vertical integration strategy
(conduct each stage of production within the organisation) while small Taiwanese firms

employed a horizontal approach.
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Similarly, the empirical differences between trading companies in another two East Asian
economies, Korea and Japan, have been examined. Amine's (1987) study of the export
trading companies (ETCs) in Japan, Korea, Brazil and the United States examined these
trading companies' origins and missions, performance levels, types of diversification,
types of competitive advantage and their current problems and opportunities. The study
found that Japanese Sogo Shoshas (general trading companies) competed across borders
with other nations' companies because of their broad scale of operations. These general
trading companies (GTCs) had operations in almost every nation on earth. In contrast,
the ETCs from Korea and Brazil were niche marketers, although Korean ETCs were
beginning to compete directly with their Japanese counterparts. ETCs from Korea and
Brazil were not global competitors yet. Competition facing Japanese Sogo Shoshas came
mainly from two sources: the four tigers with their low-cost operations and Western
European and North American multinationals with their strong design and technological
edge. In response to increasing competition, Japanese GTCs had established joint
ventures with their competitors. Similarly, Korean ETCs adopted joint ventures as a
means of entering high-tech industries. In comparison with the situation of Japanese
GTCs and Korean ETCs, Brazilian ETCs had avoided much international competition by
positioning themselves as basic consumer goods suppliers to developing markets. They
also strengthened themselves through intra collaboration with other Brazilian ETCs. On
the other hand, the US ETCs (such as Sears World Trade Inc., a joint venture between
Sears, Roebuck and First National Bank of Chicago) appeared not only to be competing
with foreign competitors but also among themselves. Sears World Trade Inc. was
challenging both Sogo Shoshas, European multinationals and other major US enterprises

in the areas of general trading, third-nation trade and vertical integration.

The last difference between the export trading companies in these four countries was the
degree of support from their own governments. When compared with the support from
the Japan's Ministry of International Trade and Industry, Korean Ministry of Trade and
Industry or Brazilian CACEX (Bank of Brazil's Foreign Trade Department), there was no

such support system found in the American ETCs. This situation was probably a reason
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why US ETCs were experiencing extensive teething troubles internationally and

domestically.

The findings of Amine's study on Korean ETCs are consistent with Levy's observation.
Korean trading houses may not be as large as their Japanese counterparts but they are
much bigger than Taiwanese trading companies. This large scale enables them to conduct
vertical integration and then enables them to gain economies of scale which is a major
competitive advantages of Korean MNEs. These two authors' research findings indicate
that the size of exporting firms may have some implications for the way they enter

international markets.

Amine's (1987) finding on government support to international trading companies in
Japan and Korea is also consistent with Whitley's (1992) and Levy's (1988) observations.
Government support may be different in the East Asian nations, but it does play an

important role in developing these countries' trading business.

The published empirical literature on export management companies is limited (Bello &
Williamson, 1985; Brasch, 1978; Hay, 1977 cited in Williamson and Bello, 1984, p.27;
Williamson and Bello, 1984). In an early attempt, Brasch (1978) investigated 198 US
export management companies' operational profiles including organisational
characteristics, breadth of country expertise, breadth of product expertise and cost of
using an EMC. Some of this study’s key findings are as follows: Contrary to a view of the
conceptual literature (Chee & Harris, 1993), EMCs' customers were not just small

manufacturers. EMCs were also used by large manufacturers.

The conceptual literature has also suggested that EMCs normally do not take title of the
goods they represent. However, this is not supported by Brasch’s study. The findings of
Brasch’s research indicated that only 8 per cent of his respondents never took title of the
merchandise they marketed. Brasch’s research findings indicated that EMCs do accept

title and credit risk.
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Another empirical study was conducted by Williamson and Bello (1984). Their study of
283 export management companies listed in the US Department of Commerce directory
on EMCs was designed to test three major issues of export management companies: the
operating arrangement, ownership of the goods and the size of the sales. These three
issues were considered as important to the operations of American EMCs. The research
findings supported the view that an EMC which entered either a contractual or an
administered relationship with an American manufacturer or supplier (M-S or the
principle) had a more stable EMC/ M-S relationship than those EMCs which dealt with
M-S at arm's length on each export sale. The research also suggested that EMCs would
most benefit if they entered an informal, unwritten arrangement because it would provide
EMCs much more flexibility in choosing suppliers. In terms of the second and third
issues, this study revealed that whether or not an EMC took title of the goods it exported
had an effect on its relationship with its M-S. An EMC’s relationship with its M-S was
also affected by the volume of sales it generated for its principal. EMCs which took title
to goods were most likely to experience marketing channel instability with their M-Ss if
the export sales revenues which they generated for their principals were relatively low

(less than US$1 million) (Williamson and Bello, 1984, p.38).

Willamson and Bello's findings were consistent with Hay's (1977). This research indicated
that whether or not an EMC took the title of goods exported to overseas would influence
the sales volume that it could achieve. Similar to the term used in Hay's study, the term
"export management company" had been used as a generic term for any indirect
exporting activity. It broadly referred to "any US based firms whose principal domain of
business is the management of the export of products made by one or more unrelated US

manufacturing concerns" (Williamson and Bello, 1984, p.25).

In another attempt, Bello and Williamson (1985) studied 297 US EMCs' operational
behaviour. They divided these EMCs into three categories: conventional EMCs (no
agreement between suppliers and EMCs), administrative EMCs (informal agreements
between suppliers and EMCs) and contractual EMCs (formal contract between suppliers

and EMCs). They examined these EMCs' behaviour by using variables such as size of
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export volume, product lines, number of suppliers represented, export role, geographic
market exclusivity and so on. Some key findings of this study included: Conventional
EMCs were suitable for suppliers whose products were readily adaptable to foreign
markets and did not require aggressive marketing efforts. This was because this type of
EMC was merchants and took titles in the domestic transaction. It was almost risk free.
However, this type of EMC was less likely to commit a full effort to look after a

supplier's brand.

In contrast, the administrative EMCs were suitable for suppliers whose products required
flexible and efficient access to international markets. Administrative EMCs ordered
directly from their suppliers and bought at or below domestic wholesale price and they
received promotion assistance from their principals. On the other hand, because their
operating agreements with suppliers were specified in the contract, contract EMCs could
operate in foreign markets with the certainty that their suppliers would perform the
activities necessary to complete international transactions. Contract EMCs were
appropriate for firms which had the capacity and willingness to perform contractual

commitments over a long period of time.

The observations of Williamson & Bello (1984) and Bello & Williamson (1985) on EMCs
together with Levy's (1988) research findings on trading companies seem to suggest that

the size of exporting firms is a determinant for their market entry mode choice.

With respect to the piggybacking empirical study, Terpstra and Yu (1990) examined 65
piggybacking operations. These operations were conducted in the 1970s and 1980s. One
of them was conducted by Sony. In the early 1970s, Sony marketed the products of eight
US companies in the Japanese market by using its existing marketing channels. Using
piggybacking practice, Sony was able to carry complementary products which were
compatible with its product lines. From the US companies' perspective, they could utilise
Sony's local knowledge, distribution and service networks and brand image and overcome

the social and cultural differences between Japan and the US.
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The strategy of piggybacking could also be utilised by firms from developing countries.
Terpstra and Yu (1990) illustrated this with PRC firms' experience. They indicated that
because the producers of the PRC had the problem of a lack of foreign market
knowledge, brand image and distribution channel, a good solution was to piggyback with
producers from OECD markets. Two examples of this were Chinese-made sport shoes
sold in the US under the brand of Nike and the Chinese-made radios carrying the logo of

Sanyo.
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3.3.4 Direct Exporting

3.3.4.1 Introduction

In the previous section, indirect exporting market entry methods have been examined. In
fact, sales through indirect exporting mode are like a domestic sale. Firms employing
indirect exporting mode conduct international business via other trading organisations
(e.g. export management companies). Sometimes, maybe most of the time, the firm does
not even know who the buyers of its products are in overseas markets. Terpstra and
Sarathy (1994, p.384) recognised that both the international marketing know-how and
sales achieved by indirect approaches are finite. Unlike indirect exporting in which all the
exporting procedures are carried out by institutes outside of the producing organisation,
direct exporting requires the exporter to handle most of exporting procedures within the
organisation. These procedures include market contact, export documentation
preparation and arrangement, overseas buyer search, international marketing research,
physical distribution set-up, pricing and promotion. Under this type of structure, the
exporter normally sets up an international marketing or export department to take
responsibility for the whole exporting business. In direct exporting practice, the exporter
handles almost all the exporting procedures within organisation although it may still rely
on some intermediaries to distribute its products to foreign end customers. When the
producing organisation finishes producing its products in its home market and ships them
to an overseas market, there are four different routes to distribute them to the end users
in that market. The production sites of adopters of both indirect exporting and direct
exporting strategies are based on their home country. These routes include agents,
distributors, overseas marketing subsidiary and home-based sales people (Chee & Harris,
1993, pp.294-297; Kotler et al, 1994, p.625). Detailed discussion on each option is

presented below.
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3.3.4.2 Agents

Chee & Harris (1993, p.294) defined an agent as "an individual or organisation that acts
on behalf of a principal to bring the principal into a contractual relationship with third
parties to whom the principal's products/services can be sold, i.e. they act as
intermediaries between supplier and end-user". There are several different types of
agents, according to their study, but the important ones are commission agent, service
after sale agent, stocking agent and del credere agent, a type of agent that accepts credit

risk plus agreeing to pay the principal in the case of a default by the customer.

3.3.4.3 Distributors

According to Chee & Harris (1993), distributors are the customers of the principal and
who have been given by the principal exclusive or preferential rights to sell and purchase
its products in the overseas market. Under this definition, distributors own the title of the
goods when they pay the principal. These two authors indicated that about 80 per cent of

UK exports were through this type of direct exporting method.

3.3.4.4 Overseas Subsidiary

Anderson and Coughlan (1987, p.71), in a study of US semiconductor firms’ choice of
market entry modes, indicated when a manufacturer developed a new industrial product,
it had at least two ways to distribute that new product to its overseas buyers - the captive
agents (manufacturer’s sales force or company owned distribution system) and
independent intermediaries. If captive agents entry method was chosen, it meant that the
firm used its own distribution system or its own sales force to market the product in a
foreign market. The choice of independent intermediaries meant that the firm used an
independent agent or distributor to sell the product in the host country. When a company
practised the option of captive agents, it intended to integrate its foreign distribution

channels with its domestic operations.
Chee and Harris (1993, p.297) indicated that there were at least three methods for a firm

to sell its products in foreign markets. These included exporter's own sales force, setting

up an overseas branch office and setting up an overseas marketing subsidiary. The first
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alternative became feasible when qualified agents were not suitable or available. An
overseas branch was established when an overseas market sales had grown too large for
the agent or distributor to handle. This branch would also enable the exporter to
communicate with its customers more effectively and efficiently. It would also help the
exporter to monitor its competitors' activities. The third option appeared to be feasible

only if the size of the market was substantial enough to offset the cost of setting up a

marketing subsidiary.

3.3.4.5 Home-Based Salespeople
Similar to Chee and Harris above mentioned option, Kotler et al (1994) and Albaum et al
(1994) suggested that the international firm could also send home-based salespeople

abroad at certain times to expand its international business. This is another alternative to

conducting direct exporting.

In general, the recognised advantages by the past studies about direct exporting are better
control, more direct marketing information, higher investment return, higher market
potential, etc. One drawback to direct exporting strategies is the marketer's dependence
on its overseas distributors or agents handling the marketing functions for it (Terpstra and
Sarathy, 1994; Muelleur-Heumann & Dufly, 1994, p.383). However, this problem can be

resolved by creating its own sales presence in the overseas market.

3.3.4.6 Empirical Studies of Direct Exporting Strategies

Similar to empirical evidence on indirect exporting entry strategies, there are also a
number of studies which have demonstrated the practical applications of direct exporting.
Some empirical studies were conducted to investigate if entry methods adopted by
exporting firms have met with that country's special characteristics. For instance, the
results of a number New Zealand studies have found that the size of exporting firms are
related to their market entry modes selection. Small scale companies tend to adopt less
committed entry strategies. One New Zealand empirical study (Akoorie & Enderwick,
1992) which surveyed 252 New Zealand companies engaging in international operations

revealed that exporting in its various forms accounted for 77.3 per cent of its responses.
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These forms included using overseas distributors, overseas sales branches, and New
Zealand agents. This study concluded that the wide usage of exporting entry methods by
New Zealand international traders was attributable to one major characteristic of New

Zealand exporting firms, small size.

Similarly, Hoang's (1995, p.258) study of 355 New Zealand manufacturing goods
exporters also confirmed the proposition that New Zealand exporting firms tended to deal
directly with overseas intermediaries. About 55 per cent of his respondents indicated that
they extensively used or often used overseas agents/ distributors. This compared with
only 11.7 per cent of firms who revealed that they extensively used or often used local

New Zealand agents/ distributors to market their products.

In a similar vein, Samiee & Walters (1990), in a study of 1,800 US firms, tended to
examine the important differences of exporting problems facing small and larger firms.
The determinant used to distinguish a firm's size was the number of full-time employees.
The cut-off figure for the division of small and larger exporting firms was 100 full-time
employees. The research revealed that among those problems encountered by both small
and larger exporting firms, the primary problem was the difficulty of finding suitable
foreign agents and distributors. The problem of foreign agents and distributors was also
evidenced by Cavusgil (1984b) whose study was designed to investigate the export
behaviour of three types of exporters (i.e. experimental, active and committed exporters)
which were classified based on their degree of internationalisation. Cavusgil found that
the most pressing problem facing experimental exporters was working with foreign
distributors. The most significant exporting problem for active and committed exporting

firms was foreign currency exchange rate fluctuation.

Besides the size of the firm which could affect a firm's market entry mode selection, other
direct exporting empirical studies focus on the effect of other issues such as "psychic
distance" on exporting firm's market entry method selection decision. For example,
Robles (1994) surveyed 57 American catalogue firms which were active in international

markets. His research was designed to examine if US catalogue firms who entered a
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culturally similar market performed better than those who entered a culturally dissimilar
market and if market entry mode selection was related to US catalogue firms' export
performance. The study revealed that it was not able to find any relationship between the
mode of entry and sales performance. The results showed that an increased presence or
variety of entry modes used did not result in better sales performance. Each entry mode
had an equally successful or unsuccessful opportunity. The author, therefore, concluded
that method of entry was not a good indicator of relative success on any of the
performance dimensions. However, this study found that market selection was
significantly related to sales revenue per catalogue and overall performance. The firms
which selected English-speaking markets as their first countries of entry performed better
than those who chose to enter non-English speaking countries at their initial entry. This

finding provides further evidence for the concept of "psychic distance".

Regarding entry modes findings, Robles indicated that direct exporting was adopted by
52 firms or 91.2 per cent of his respondents. The second and third most popular entry
modes were marketing through distributors, and with agents (Robles, 1994, p.66). Here
(in the catalogue industry) direct exporting was defined as "direct marketer initiates an
international communication program to prospect and solicit orders from selected target
countries. The direct marketer fills orders from a domestic fulfilment centre that ships,
collects and provides customer services" (Leighton, 1989 cited in Robles, 1994, p.62).
One explanation for this popularity was the importance of direct and personal contact
with final clients in the catalogue industry. By having this direct contact, catalogue
companies in the US could understand which items of their products were selling well in

which markets and they could adjust prices and merchandise to meet market demand.

Another category of direct exporting empirical studies (Anderson and Coughlan, 1987;
Bello and Lohtia, 1995; Chan, 1992; Ramaseshan and Patton, 1994) tend to seek a
relationship between two direct exporting strategies or between channel structure and
export performance (i.e. Chan, 1992). For example, in a recent attempt, one American
study (Bello and Lohtia, 1995) of the usage of foreign distributors and agents was based

on a sample of 269 manufacturers and found that market diversity, type of transaction,
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specific assets and production cost economies all influenced the selection between
distributors and agents. This study was designed to investigate the efficiency-based
aspects of export channel design. The sample companies were American manufacturers
exporting through middlemen. Major specific findings from this study included that
distributors were used more often than agents by those American manufacturers whose
export transactions involved higher levels of technology and other capital expenditures.
Unlike agents who often lacked the extensive physical facilities to accommodate their
principal's products, distributors often had materials handling equipment, repair and
service centres and other necessary capital items to facilitate their foreign principal's
products. Consequently, for those firms which were able to handle more technically
complex products within organisations and for firms whose human resources were able to
market their products abroad, agents were adopted more often than distributors. Agents

were used primarily to find overseas customers by these firms.

The research further indicated that if an overseas market environment was uncertain then
distributors would be more likely to be employed by American manufacturers because
distributors, compared to agents, were more capable of dealing with an uncertain
environment. The study, however, suggested that agents were used more often by those
firms which had high-export-intensity and firms which had a high sales growth rate. The
rates of growth of export operations for agent users and distributor users were 22% and
9% respectively. The percentages of export business to total sales for agent users and

distributor users were 23% and 18%.

Finally, this research suggested that compared to distributor users, agent users had a
larger internal capability to perform export tasks more efficiently. This was because the
agent users' personnel had devoted more time and effort to foreign matters than their
counterparts in distributor users. The more experienced personnel of agent users were
capable of generating economies of scale in international business and were better able to

manage their international business.
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Similarly, as mentioned already, the study of Anderson and Coughlan (1987) was
designed to examine the factors influencing the selection of an integrated distribution
channel (overseas sales through company sales force or company distribution division) or
an independent distribution channel (export sales through agents or distributors). The
researched companies were US semiconductor firms. The research results found that the
choice of integration or independent channel was associated with transaction specificity
of assets, product differentiation, and cultural similarities. Products involved with high
transaction cost, i.e. those which required the development of specialised skills and
working relationships in order to be distributed, were more likely to be marketed by the
exporting firms’ own distribution system (the integration channel). Products which were
highly differentiated were also more likely to go through integrated channels. The
research results also revealed that US semiconductor operators tend to integrate their

distribution channels more in other Western nations than in Japan or other Asian nations.

Similarly, the exploratory work of Schuster and Keith (1993) was designed to examine
whether an exporting firm should use an integrated or independent sales force. The
researchers examined distributors of US products, representatives of US companies and
other relevant institutes located in Thailand, Singapore and Japan. The reason why these
three countries were selected by the study was that they were culturally dissimilar to
America. The cultures of these nations were also different one another. This research was
designed to examine the psychic distance effect on the choice of overseas sales force. Key
findings of this study included critical and secondary issues. Government regulations/
policies and exporting firm's orientation of going overseas (i.e. client-serving or client-
seeking) were classified as the two most important factors for US firms' overseas sales
force choice decisions. Secondary issues such as market potential, knowledge of the host
country, information resources, company sources, product characteristics including

service, and level of risk also affected the choice of a sales force.
Likewise, in an attempt to investigate 62 small US water filter and purification equipment

exporters' distribution channel choice, Ramaseshan and Patton (1994) found that their

respondents' export sales volumes were negatively associated with their distribution
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integration. US firms with higher export volume tended to use independent channels
rather than integrated channels. However, the research found that a firm's product service
was positively associated with distribution integration. When before or after-sales service
was high, small US firms tended to employ more direct distribution channels than indirect
channels. This research found that firms' export experience had no relationship with their

overseas distribution channel selection.

Similarly, Chan's (1992) study of 60 Hong Kong and 62 Singaporean small-medium sized
exporting firms had also contributed some empirical evidence to direct exporting entry
strategies. His study was designed to examine the interrelationships between directness
and intensity of export channel and export profitability. Chan (1992, p.19) defined
channel directness as "a measure of the utilisation of direct versus indirect channel
intermediaries"”. The definition of channel intensity was "the total number of different
export channel intermediaries used", while export performance was referred to the
manufacturer's export sales volume. The research showed that the two types of export
channels used most often by Chan's respondents were indirect exporting and direct
exporting (export department and foreign-based channel intermediaries). Research
findings indicated that smaller Hong Kong or Singaporean exporting firms tended to use
indirect exporting methods whilst larger firms intended to use a combination of indirect
and direct exporting channels. Here, indirect exporters (i.e. companies using indirect
exporting entry strategies) were referred to those exporters who relied on the domestic
based intermediaries such as domestic-based buyers/ buying agents and domestic-based
merchants. Direct exporters (firms using direct exporting entry strategies) represented
those firms who performed export channel functions through internal export departments,
who dealt directly with foreign-based intermediaries or established their own market

presence.

Specifically, 60 per cent of Hong Kong respondents were found to use domestic-based
buyers/ buying agents. The corresponding figure for Singaporean firms was 52 per cent.
A partial explanation for this preference might be because there were a large number of

foreign buying offices established in Hong Kong and Singapore by foreign companies.
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These offices purchased merchandise for their home market as well as for other markets.
Forty and Forty-two per cent of Singaporean exporting firms admitted using foreign-
based agents and foreign-based merchants respectively. This compared with 37 and 38
per cent for the Hong Kong exporters. In terms of the use of company-owned marketing
channels established in target markets, 63 per cent of Hong Kong firms used this type of

marketing method, while 39 per cent of Singaporean firms were reported to use this

approach.

With respect to the relationship between channel directness, channel intensity and export
performance, the research revealed a positive relationship between channel directness and
export performance. The research findings suggested that exporting firms who adopted
more direct export channels outperformed those who adopted indirect export channels.
The research also revealed a positive relationship between channel directness and channel
intensity. However, channel intensity and export performance were not significantly
related. This implied that the number of channel intermediaries employed by an exporter

had no relationship to its export performance.

The last category of empirical research shows how market entry modes have been
adopted progressively. For example, the study by Nadel (1987) identified how the
distribution channels of some Japanese MNCs in the American market evolved in four
stages: brokers, importers, exclusive distributors or jobbers and dealing direct to the
trade. For example, Sony and Panasonic started by dealing with American importers. As
their business grew, they left the importers and entered exclusive agreements with US
distributors. When the marketplace grew even bigger, they eliminated all marketing

intermediaries and dealt directly with the trade.

The research findings of Akoorie and Enderwick (1992), Hoang (1995), Robles (1994),
Bello and Lohtia (1995), Anderson & Coughlan (1987), Ramaseshan and Patton (1994),
and Chan (1992) seem to suggest several useful variables which could affect a firm's entry
methods selection decision. Both Akoorie and Enderwick (1992) and Hoang's (1995)

findings tend to suggest that firm size is a determinant of exporters' market entry method
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selection. Robles' study revealed that psychic distance is one variable. Bello and Lohita's
work suggests that market environment uncertainty is another variable. This suggestion is
consistent with the theoretical studies which have suggested that a nation's uncertainty
does affect a firm's market entry mode selection. Anderson and Coughlan's study pointed
out the impact of product-related features such as product differentiation and service on
market entry mode choice. The research findings of Ramaseshan and Patton (1994)
identified that a firm's export volume, service requirements and experience were
negatively, positively, or insignificantly associated with market channel integration
selection respectively. Finally, Chan's observation seems to support the idea that size of a
firm will influence its entry method selection. His study has strengthened other empirical

studies' findings. Size of the firm is a variable for market entry method selection.
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3.3.5 Foreign Manufacturing

3.3.5.1 Introduction

Previous sections have examined indirect exporting and direct exporting entry strategies.
As indicated above, production for these entry modes is still based in the home market. In
contrast, foreign manufacturing entry modes require the producer to shift production
from the home country to the target market. Major methods of foreign manufacturing
entry modes include foreign assembly, contract manufacturing (also known as OEM or
original equipment manufacturing agreement), licensing, franchising, joint ventures,
strategic alliances, and wholly owned foreign production (Chee & Harris, 1993, pp.297-
304; Tersptra & Sarathy, 1994, p.389; Kotler et al, 1994, pp.626-627). Although a
number of writers classify licensing and franchising as knowledge agreements and exclude
them from foreign manufacturing methods (Czinkota & Ronkainen, 1993; Czinkota,
Rivoli and Ronkainen, 1992), licensing and franchising do result in foreign manufacturing.
Therefore, this thesis classifies them as part of foreign manufacturing methods. Indepth

discussion on each option will be presented later on in this section.

Before discussing these strategies, it is worth reviewing the motivations for shifting
production from the home country to the host country (Chee & Harris, 1993, pp.297-
298; Muelleur-Heumann & Duffy, 1994, pp.386-396; Terpstra & Sarathy, 1994, pp.389-
390). These include:

o cheaper transportation costs

. lower or no-tariffs or quotas

o government preference for local production

J regional groupings including the target market country

. better satisfaction of the local needs concerning product design and adaptation,

delivery, and service
. lower production and distribution costs

o dramatically increasing market growth
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Besides motivations, a criteria for choosing foreign production strategies is risk. If
political and business risks in one nation become lower, then a higher resource
commitment entry method such as foreign manufacturing is likely to be adopted by
international firms. For instance, there are numerous foreign direct investments, the form
of international entry with the highest involvement, by Japanese MNE:s in the United
States or in the United Kingdom. Besides the reasons for using these two countries as
regional markets and the fear of protectionism, another reason for this is that these two
nations are considered to have low operating risks by the Japanese. Shama's (1995) study
on the entry methods adopted by US companies operating in the former USSR and East
European nations confirmed that risks of doing international business in these countries
were a primary factor affecting American firms' selection of entry methods. The research
suggested that higher resource commitment entry methods (such as wholly or partially
owned subsidiary) were selected to enter those nations which had lower operational risks
such as Hungary, the Czech Republic and Poland. Joint venture and export/import entry
methods were widely used to enter the other former Eastern bloc groups including Russia

where operational risks were considered higher.

3.3.5.2 Foreign Assembly

The first foreign production method is foreign assembly. In this method, the overseas
producer shifts the parts from its home plant to an assembly site located in an overseas
market to have them assembled into finished goods there. Chee & Harris (1993, p.298)
noted that the foreign assembly strategy is a half-way strategy between indirect exporting
and foreign manufacturing and it is usually labour intensive rather than capital intensive.
One common way of practising this strategy is the CKD (completely knocked down)
method in which the international producer will completely knock down all the parts to
have them reassembled in the overseas market. This method is still widely used by
international multinational enterprises (MNESs) when they do business with India and
some developing countries. Terpstra and Sarathy (1994, p.390) indicated that foreign
assembly was widely used in the automobile and farm equipment industries. Chee &
Harris (1993) noticed furthermore that CKDs were widely employed by European,

Japanese and American car manufacturers. The benefits of adopting this strategy include
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the reduction of distribution costs and overcoming tariff barriers imposed by a local

government. Generally, most countries impose lower tariffs on semi-finished imports than

fully assembled imported goods.

3.3.5.3 Contract Manufacturing

One study suggested that contract manufacturing was first developed by Japanese Sogo
Shosha (Young et al, 1989). Terpstra & Sarathy (1994, p.391) described this strategy as
manufacturing overseas by proxy. In other words, the international marketer's products
are produced by another manufacturer located in the target market country under
contract agreement. Normally, the contract only covers manufacturing. The international
marketer will still handle all marketing functions by itself (Chee & Harris, 1993). Contract
manufacturing can be used as an alternative to assembly operations because the exporter's

products are made or assembled in the foreign market by another manufacturer operating

under contract (Chee & Harris, 1993, p.299).

Kotler et al (1994) noted that this method could be organised when orders were placed
from the principal to subcontractor from a developing country to have them produce the
principal's components or assembled final goods. The principal, however, will supply any
needed material. The finished goods could be traded by the principal either in its own

home market or in other markets (Young et al, 1989).

There are several reasons which make this option practicable to international marketers.

o Foreign producers have the capability to produce quality products.

o The firm's strength is in marketing rather than in production. One example is
Toshiba of Japan and IBM from America. Toshiba is good at production while
IBM is famous for its marketing ability. IBM has contracted the Japanese
company to make products under the label of Big Blue (IBM brand) (Schoell &
Guiltinan, 1992, p.98).

. When labour costs are expensive in the home country of the export firm, contract
manufacturing could be attractive.

o The required financial investment or management resources are relatively small.
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Also the risks, such as expropriation by the host government which are often
associated with other direct investment methods, are likely to be reduced with this
strategy (Young et al, 1989).

o The subcontractor is able to obtain market access or marketing knowledge from

the principal (Young et al, 1989).

However, other research (Terpstra and Sarathy, 1994; Willard and Savara, 1988) has also

discussed several drawbacks associated with this option.

. Manufacturing profit will go to the manufacturing contractor rather than to the

international marketer.

. It is difficult to find qualified and reliable manufacturers.
o Consistent quality is hard to maintain.
o By the end of the contract, the producer could become a potential competitor of

the principal. One well known international example of this was the Mitsubishi
Car Company. It was a contract manufacturer of America's Chrysler. After many
previous years of making cars for Chrysler, it has become a key multinational car
manufacturer and is competing with its former partner (Willard & Savara, 1988,

p.61; Terpstra & Sarathy, 1994, p.280).

3.3.5.3.1 Empirical Studies of Contract Manufacturing

Contract manufacturing has been widely used by companies in NIEs. For example, one
empirical observation from Asiaweek (1995, May 12, pp.56-57) was about how South
Korea' third largest consumer-electronics and home appliance multinational, Daewoo
Electronics, altered its strategy from creating its own brand back to adopting original
equipment manufacturer (OEM) agreement with some other MNEs. The main reason of
this backward decision was illustrated by the CEO's comment "there are many
distributors whose costs are lower than ours, it makes no sense spending lots of money to
establish our brand" (Asiaweek, 1995, May 12, p.56). This article shows how a contract
manufacturing strategy has been reapplied by a multinational from a Newly Industrialising

Economy (NIE).
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Recently, some Taiwanese manufacturers have upgraded their OEM strategy to ODM
(original design manufacturing) which means the manufacturing contractors in Taiwan
will design the specifications and appearance of the products according to their overseas
client's request. All the foreign firm has to do is to tell its Taiwanese contractors what its
requirements are and leave all the details including design and production to their
Taiwanese partners. The client's main responsibility in the transaction is to market the
products which are made and designed in Taiwan. This method is particularly popular in
the computer and electronic industries (Wang, 1995). The study of Kraar (1995b) of
Taiwan's Acer Computer also provided some insights into contract manufacturing.
Kraar's observation showed how Acer Computer, the world's seventh largest personal
computer manufacturer, had converted itself from purely an OEM operator to world class
computer maker. Acer started as a contract manufacturer of many international well
known computers companies. Kraar indicated that in 1995, OEM business still accounted
for 29% of Acer's total sales. However, Acer, besides its important role in OEM business,
also actively created its own brand. Its founder, Stan Shih, had successfully converted the
McDonald's fast food management style into his computer business. Now Acer Computer
had adopted a just-in-time strategy, assembling its computers at 35 sites around the
world. This strategy allowed Acer to keep its inventories to the lowest level and also

enabled Acer to respond quickly to the changing demands of various local markets.

3.3.5.4 Licensing

As indicated above, some researchers have classified licensing and franchising as
knowledge agreements and they have discussed them apart from other foreign
manufacturing methods. Czinkota, Rivoli and Ronkainen (1992, p.274) believed that
indirect and direct exporting, franchising and licensing were widely used by companies
who were new entrants to international business, while other foreign manufacturing

methods were mostly used by larger and more experienced firms.

Similar to contract manufacturing, licensing is another method by which the international

firm can employ a local production strategy without heavy capital investment. Chee &

52



Harris (1993, p.299) viewed licensing as an extension or development of contract

manufacturing. However, these two strategies contain some differences. Licensing differs
from contract manufacturing in that it involves a longer term cooperative relationship
with the local production partner. Licensing also enables the local party to carry more

responsibilities (Terpstra & Sarathy, 1994, p.392).

The items that the licensor (international firm) allows the licensee (local firm) to exercise
could cover patent rights, know-how or technology on products or processes, trade mark
rights, copy rights, technical advice and assistance and trade secrets (Chee & Harris,
1993; Kotler et al, 1994; Terpstra & Sarathy, 1994; Young et al, 1989). In return, the
licensee pays the licensor royalties which could be taken in several forms: a down
payment when the agreement is signed; a fee based on a percentage of sales or a fixed
amount; or an exchange of patents or know-how, i.e. cross licensing. Schoell & Guiltinan
(1992) noted that a cross-licensing agreement could enable the participating parties to
have access to each other's patents in exchange for license premiums or for other
technologies. One famous illustration of this option is Coca-Cola's global licensing
strategy. It has licensed bottlers around the world by supplying them the condensed syrup
ingredient needed to make Coca Cola's products (Kotler et al, 1994, p.626). This strategy

has made Coke the number one brand in many countries (Sellers, 1994).

The reasons why licensing, from the licensor perspective, is popular include (Chee &
Harris, 1993, p.300; Kotler et al, 1994, p.626; Terpstra & Sarathy, 1994; Young et al,
1989):

o No heavy capital investment is required. This is especially attractive for small or

medium sized companies to enter the world market.

o It is a quick and easy foreign market entry method.

o It allows immediate gains of local market knowledge, distribution and marketing
intelligence.

o Ease of acquiring government approval for two reasons: (a) generating local
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employment and (b) technology transfer to the host country.

It allows savings in tariffs and transportation and freight cost.

It may be a local government requirements. Licensing could be the only allowed

entry method.

The benefit to the licensee is that there are no research and development costs attached to

access to the new technology or know-how of the licensor.

The drawbacks of this method include, from the licensor point of view:

Lower profit returns.

Difficulty of controlling licensees.

The danger of creating a potential competitor.

Difficult to implement quality control programmes. Licensees may not have the
same quality control concept as the licensor does. This could have a negative
impact on the licensor's reputation since the products are marketed under the

licensor's brand name.

Government interference on the remitting of royalties.

Difficulty of finding suitable licensing partners in overseas markets.
Communication problems. This is particularly likely when two licensing partners

are from dramatically different cultures, namely the West and East.

One variant practice of licensing is franchising. Welch (1989) pointed out that the first

penetration of franchising happened at the end of the nineteenth century in the form

"product and tradename franchising". Since then, franchising has spread to other Western

nations from the United States. The major usage areas of franchising are automobile

dealerships, service stations and soft drink bottlers.

Franchising occurs when a parent company grants another independent organisation the

right to conduct business in an agreed manner (Czinkota and Ronkainen, 1993, p.439).

This form of entry has spread rapidly all over the world in the last decade, especially in

the service industries. Some examples which can be seen internationally include
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McDonald's, Pizza Hut, Hertz, Sheraton Hotel, Hyatt Hotel, and Quality Inn. One
American study (Czinkota & Ronkainen, 1993, p.439) suggested that in 1991 franchising
sales of goods and services accounted for 35 per cent of all retail sales in the US.
Internationally, in the same year, there were over 31,000 outlets operated by over 350
American franchising companies. Franchising agreements usually involve the supply of
materials and management know-how from franchisers to franchisees. These could
include equipment, products or product ingredients, the rights of trademark or
tradename, managerial advice, and a standardised marketing system (Weekly and

Aggarwal, 1987 cited in Hoang, 1995, p.23).

3.3.5.4.1 Empirical Studies of Licensing and Franchising

There are a number of empirical studies of licensing and franchising. One of them focuses
on studying the internationalisation operation of franchising firms in one major Western
advanced nation, Australia. Welch's (1989) study of four Australian franchising firms'
internationalisation experience indicated that a motivation for Australian firms' entry into
international markets was their limited local markets. Australian franchisors sought to
establish an international network as a basis for their company's future growth. Most of
the companies studied by Welch expanded their franchising business into another country
through joint ventures with local partners. Another characteristic of these firms was their
strong and successful domestic operations. One explanation for this strong domestic
foothold could be that it generated some useful experience for Australian firms'
international entry although this might not be always necessary. Strong and successful
domestic operations also provided the franchisor (i.e. Australian firms) an asset to be
franchised. One other benefit of this practice was that it provided those Australian
franchising operators a test marketing ground for their new products or new concepts.
The researcher indicated that Australian franchisors' successful domestic operations often
led them to expand their business internationally. The other feature might be that because
of geographical proximity, Australian franchising operators seemed to use New Zealand

as their experimental location for their further market entry into different countries.
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As mentioned above, in a franchising system franchisors normally supply the needs of the
franchisees. In return, the franchisees will pay royalties to the franchisors. Royalty
payment is one of the key elements in a franchising agreement. One empirical study
(Agrawal and Lal, 1995) focused on examining the role played by royalty rate in the
franchising contract. This study was based on personal interviews with 43 franchisor-
franchisee dyads. Within this research, royalty rate was defined as "the total percentage of
gross dollar sales that the franchisee pays to the franchisor on a regular basis" (Agrawal
and Lal, 1995, p.217). The research indicated that the royalty rate charged by the
franchisor was positively associated with brand-name investment made by the franchisor.
It also supported that the royalty rate charged by the franchisor was negatively related to
the level of service provided by the franchisees. These Agrawal and Lal's two findings are
confirmed by another theoretical study's observation (Lal, 1990). Lal (1990) stated that
the incentives for the franchisee to offer better service were inversely related to the
royalty rate. The higher of royalty rate, the lower the service offered by the franchisee.
Lal (1990) also stated that the incentives for the franchisor to invest in the brand name

were positively related to the royalty rate charged.

Another purpose of the Agrawal and Lal (1995) study was to investigate the effect of
monitoring costs on monitoring behaviour and inputs provided by the franchisor and
franchisees. Here the cost of monitoring to the franchisor referred to "the total cost of
inspecting a franchisee to ensure the required business format and service level" (Agrawal
and Lal, 1995 p.217). Monitoring costs can be calculated by labour costs and travel costs.
Because it is difficult to measure actual travel costs, this study uses inspection time as the

measure of monitoring cost.

Agrawal and Lal (1995) found a negative and significant relationship between service
level and monitoring costs. This result showed that the time the franchisor took to inspect
a franchisee negatively affected the service level offered by the franchisee. It also meant
that monitoring costs had a negative relationship with the monitoring frequency.
However, a positive relationship between monitoring frequency and royalty rate was

found. The royalty rate charged by the franchisor positively affected the frequency with
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which the franchisor monitors the franchisee.

The finding of this study supports the view that the level of service offered by the
franchisee should decrease with the cost of monitoring and the frequency with which the

franchisor monitors the franchisee should increase with the royalty rate.

Combs and Castrogiovanni's (1994) study of 558 franchisors operating in 1990 had also
made some empirical observations on franchising. Similar to Agrawal and Lal's
observation on franchising royalties, they found that those franchsiors whose set-up
investments were large, had a higher proportion of franchised units in their system. These
francisors' royalties rates were also higher than the others. The research explained this
was because royalties were not part of the upfront fee due to the unpredictability of unit

sales. The higher royalty charge meant less risk was carried by the franchisor.

A further premise of Combs and Castrogiovanni that large or older firms, in theory,
should have been using slack resources to build their own units and/or buy back
franchisees was not supported. The size of franchisor was not relevant to the proportion

of franchised units in the system.

With respect to licensing, Adam, Ong and Pearson (1988), in a study of using licensing as
an alternative to foreign direct investment, investigated 145 British firms which
conducted foreign licensing agreements. The research findings suggested that British
firms did evaluate licensing to unaffiliated firms as an alternative to foreign direct
investment. This research examined six firm characteristics which were related to the
entry mode decision and their relationship with licensing activity. Key variables included
relative expenditure on research and development (R&D), relative size in the industry,
degree of product diversification and percentage of sales manufactured by related
subsidiaries abroad (firm's overseas experience). By using multiple regression analysis, the
research findings showed that the strategy of licensing was likely to be employed by firms
which spent relatively more on R&D, firms with more diversified product lines, firms with

less international business experience and firms which were large in size.
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3.3.5.5 Joint Ventures

Compared with other entry methods, joint ventures are the most discussed topic in
previous literature (Chee and Harris, 1993; Cockroft, 1990; Goodnow and Kosenko,
1992; Hendryx, 1986; Munro, 1992; Schoell and Guiltinan, 1992; Young et al, 1989). It
is an important overseas manufacturing method. One study estimated that joint ventures
might account for 20 per cent of all international direct investment and 30 per cent or
more in manufacturing (Christelow, 1987 cited in Cockroft, 1990). The Organisation for
Economic Cooperation and Development (OECD) defined an equity joint venture as "the
sharing of assets, risks and profits, and participation in the ownership (i.e. equity) of a
particular enterprise or investment project by more than one firm or economic 'group'.

The latter may include private corporations, public corporations, or states" (Young et al,
1989, pp.17-18).

International joint venture agreements are similar to licensing agreements. However,
some major differences between these two are that in a joint venture the international firm
owns a certain share of the venture, takes an equity share and a management role (Chee
& Harris, 1993, p.302) but a licensing agreement normally does not offer these conditions
to the foreign partner. This also means that the overseas firm holds the right to share
management, production and marketing. Schoell & Guiltinan (1992, p.718) suggested
that joint ventures are widely adopted in the automobile industry. One well known case is
the joint venture between Mazda and Ford. However, one study (Webster, 1989) about
joint ventures involving American, Japanese and Chinese firms identified a number of
negative impacts for the American partners. It illustrated that in the joint venture between
Ford and Mazda, basic assembly was to be conducted in the United States, while all of
the highest value technological components were imported from Japan. This study
warned American companies who entered into joint ventures with the Japanese that they
needed to consider the long-term consequences as well as the short term benefits. The
study advised the American joint venture partners that the irreducible minimum level of
preparation for any joint venture with Japanese or Chinese firms was to have a

management team which included lawyers representing the American firm and to fully
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acknowledge the legal and cultural aspects attached to establishing the joint venture and

negotiations.

Several advantages have contributed to the greater use of this option. These include:

o Greater returns on investment compared to other royalty payment entry methods
such as licensing.

o Better control over production and marketing operations.

o Better and more direct market feedback.

. Risk sharing by both parties.

° A means of overcoming government restrictions including non-tariff barriers and
import restrictions imposed on direct exporting (Webster, 1989). Honda’s joint
venture with the British automobile company, Leyland, allowed this Japanese car
maker to market its products in the European Union market (Chee & Harris,
1993, p.302).

o Opportunities for acquiring technology and marketing expertise and improvement
of managerial and sales capabilities (Webster, 1989).

. A tool for combining talents and resources, allowing economies of scale in
manufacturing, distribution and research and development, especially for small-

medium sized firms (Webster, 1989).

In addition to the above advantages, one other benefit observed by Young et al (1989)
was that through their joint ventures with developed-country MNEs, local partners from
the developing countries could derive benefits which included gaining access to new
sources of capital and the transfer of technology, management and marketing skills from
such cooperation. Connolly (1984) in his study of American multinationals' joint ventures
with developing countries' multinationals also indicated that there were several
advantages that the developing countries multinationals could provide to their American
partners. These advantages included: lower labour costs and cheaper materials, the
appropriateness of technology, first hand familiarity with working conditions in
developing economies, such as inadequate infrastructure, government bureaucracies,

work attitudes and general manner of doing business and little threat to local political or
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economical independence. Because developing countries multinationals were normally
located in newly formed regional economic areas such as APEC or ASEAN, this study
suggested that the potential benefits of joint venturing with MNCs from developing
countries were also plentiful. For instance, to enter a joint venture with a MNC from the
Association for South East Asian Nations (ASEAN) region meant access to an area with
the highest growth rate in the world. This study concluded that MNCs from the
developing countries had achieved an increasingly important role in international business.
These firms could provide distinctive advantages which could complement the U.S. firms'

intentions to enter or expand their businesses internationally.

Disadvantages of this method include:

. More capital and management involved means joint venture operation is more
expensive than other foreign manufacturing entry modes such as licensing or
contract manufacturing.

o Higher risk involved; greater returns means higher risk.

Other weaknesses could occur in disagreement over investment, marketing or other
policies between partners; for instance, the foreign partner may like to reinvest earnings
for growth, but the local partner may wish to take out these earnings (Kotler et al 1994,
p.627).

3.3.5.5.1 Empirical Studies of Joint Ventures

As with the theoretical literature, considerable empirical attention has been paid to
international joint ventures. Shama's (1995) study of the market entry strategies of 125
American firms conducting business with the NIS, the Baltic States and a number of
Eastern European nations provided an example. The background of Shama's respondents
included consumer goods companies, industrial goods companies, computer and
communication companies, oil and gas companies and service companies. Shama's study
revealed that joint venture and export/ import strategies were the two most frequently
adopted entry options to enter these nations, especially in the cases of Russia and

Ukraine. "Country's perceived risks" factor was the American firms' major influence on
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their choice of market entry mode into these nations. This finding was supported by
examining the entry strategies used by American firms to enter Hungary, the Czech
Republic and Poland, which were perceived as less riskier than Russia and Ukraine.
Shama found that besides joint venture and export/ import strategies, wholly or partially
owned subsidiaries were also employed by American organisations entering these
countries. The author concluded that the international entry methods applied in Western
economies were equally applicable to the markets of the former USSR. When
international marketers first entered the Soviet bloc, they tended to use less risky entry
methods to enter the market, however, as time passed and perceived risk declined, more
sophisticated entry strategies would be employed. Therefore, the findings of this study

justified the generalisability of international market entry strategies.

McCarthy et al (1993) in their study of 42 New England firms doing business with the
former Soviet Union also reached a similar conclusion. Import-Export and joint ventures
were the two most widely used entry modes by American firms into the former USSR.
The top two republics in which American firms were doing business with were Russia and
Ukraine. With respect to the risks of doing business in the former USSR, the respondents
indicated political instability, lack of infrastructure and the lack of laws governing and

protecting business interests as the greatest risks in operating business in the region.

Similarly, Root (1968) in a study of the impact of political risk on US firms' foreign
investment pointed out that political stability was a factor of political risks identified by
his respondents. Root's study revealed that although joint ventures between US firms and
local business were viewed as an effective way to minimise the political risks of foreign
operations, only 54 respondents (out of 124 firms) were actively engaging in joint
ventures. Among them only 40 per cent used joint ventures to avoid political risks.
Advantages of using this entry method included better relations with host governments,
identification as a national company and creation of a better investment climate.

Nonpolitical advantages, which were mentioned by the majority of joint venture users,
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included less investment capital, local market knowledge and local investment. Root

concluded that joint ventures with local business was not widely used to avoid political

risks.

In terms of identifying independent variables, the studies of Shama (1995), McCarthy et
al (1993) and Root (1968) all suggest that a country's political risk seems to be a variable
for market entry method selection. When a country's perceived political risk is high, lower

resource commitment entry methods are likely to be employed by international firms.

In contrast to Shama's study, Rosten's (1991) study of Soviet-U.S. joint ventures focused
on two other aspects of joint ventures: negotiations and operations. He interviewed
representatives of 16 Soviet-U.S. joint ventures or over one-third of these two nations'
joint ventures up to 1991. Some findings from this study are listed below. The most
important issue facing American firms when they negotiated with their Russian partners
was the issue of management and control. American firms viewed the authority to make
decisions as important. In terms of the criteria of success, respondents listed external
business factors, internal business factors and inter-partner relations as the three most
important factors. The researched respondents who listed external factors as an important
criteria for their success was because they viewed the venture's success relying on
whether or not the venture could meet the demands of its customers. Internal business
factors represented the competitive advantage of the joint venture. Inter-partner relations
meant the ability of the respective partners to rely on, trust and communicate with one
another. With respect to difficulties of operation, respondents viewed the Soviet's
infrastructure as the most severe problem facing them. These problems included shortage
of living and office space, and the lack of effective means of communication. Access to

information, supplies and markets were listed as moderately difficult by respondents.

Similarly, Hendryx's (1986) study examined a Western firm's joint venture with another
major communist nation, China. His study of a venture created by Otis Elevator Co. and
the Chinese government pointed out the motivation for the Chinese was to acquire

advanced technology, foreign exchange and management expertise. The motivation for
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Otis was to gain access to the massive Chinese market. The research identified the reason
for using this entry strategy was because it allowed Otis to participate in the Chinese
market and provided Otis with some control over its business activities there. The major
problems of conducting this project from Otis's perspective included non-convertible
currency, difficulty in implementing a localisation programme, inadequate human
resources, and the lack of the marketing concept. Because the currency of the Chinese,
the Renminbi, was non-convertible to major international currencies, the joint venture
could not use the Renminbi it earned from the Chinese market to pay its overseas
customers. Because of the substandard quality of the Chinese subcontractors, Otis was
forced to import some parts from overseas which was a serious foreign currency drain.
The quality of human resources in China was not acceptable for this kind of high
technology product, so the joint venture had to establish its own training programme.
Finally, the marketing concept in China was still in the "producer era". Manufacturers all
concentrated their attention on how to make products more efficiently but not on how to
meet customers' needs or wants. Besides the above issues, Chinese culture was another
major influence of the joint venture. The study identified that "in the end, it is the human
resources of the organisation that determines the outcome and not the technology"
(Hendryx, 1986, p.66). When foreign firms dealt with the Chinese, they should pay more

attention to the Chinese cultural issues and view irrational behaviour more positively.

Hendryx's observation has provided some useful suggestions for entry methods selection.
In entering an oriental market, human relationships are a factor influencing a firm's
market entry method selection. When a Western firm has good personal contact in an

Asian market, it is likely to adopt a high resource commitment entry method.

Likewise, Davies' (1994) study considered another joint venture in China. It was
established by a Japanese department store, Yaohan, and a Chinese department store,
Shanghai No.1 Department Store. This Sino-Japanese joint venture was the first one
approved in the service sector by the Chinese government since free market retailing
became legal in 1978. This establishment symbolised that the Chinese retailing sector was

now open to foreign investments. Yaohan's entry into the Chinese market also
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represented the attitude change by Japanese investors in China (Maruyama, 1993).
Maruyama's research indicated that whereas formerly the Japanese investors in China
preferred wholly owned subsidiaries to joint ventures because they believed that it would
benefit them the most if they avoided any involvement with the local Chinese economy
(meaning they imported everything from outside of China and exported everything they
produced there). More recently, Japanese companies started establishing a presence in
the host country in order to take advantage of China's fast growing economy in addition

to using China as an export base.

In comparison with Japanese firms' joint venture operations in China, the study of
Woodcock, Beamish and Makino (1994) examined the relationship between ownership
entry modes and performance of Japanese firms which had operations in the North
American market. They examined the performance of 321 Japanese firms who entered the
North American market using three methods, new ventures, joint ventures and
acquisitions. Within their study, new venture was defined "an entry that involved only one
parent, which built and operationally equipped the plant"; acquisition was defined as "an
entry that involved only one parent and its plant and equipment were purchased from the
previous owner"; and the definition of joint venture was "an entry that involves more than
one parent and its plant was built and operationally equipped by these parents"
(Woodcock, Beamish and Makino, 1994, p.265). The study revealed that the
performance of firms using new venture mode was better than those who adopted joint
venture entry mode, and the joint venture entry mode outperformed the acquisition mode.
Together with other international business literature (e.g. Li & Guisinger, 1991,
Simmonds, 1990 cited in Woodcock, Beamish & Makino, 1994, p.268), it is apparent

that international ownership-based entry modes have different performance levels.

The findings of Woodcock, Beamish and Makino (1994) have provided some useful
information on determining market entry method selection variables: entry mode choice is
related to a firm's export performance. This suggestion is contrary to Robles' (1994)
finding which reported that there is no relationship between entry methods and export

performance in US catalogue firms.
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However, in a study of transnational corporations (TNCs) from Asian developing
countries, Yeung's (1994) study was based on personal interviews with top executives
from more than 110 Hong Kong TNCs and their operations in the ASEAN region,
existing empirical studies and scattered secondary information on Asian NTCs. Yeung
indicated that although joint venture is the most preferred entry method adopted by NTCs
from Asia developing countries, other entry methods such as wholly-owned subsidiaries

were also widely adopted by Korean and Taiwanese TNCs (Yeung, 1994, p.31).

3.3.5.6 Strategic Alliances

Hoang (1995, p.25) indicated that as global competition increased and product life cycle
became shorter, a new type cooperative arrangement called strategic alliance occurred
among firms operating in international markets. Global strategic alliance could occur in
several forms: joint ventures, joint research and development and production and

marketing partnership (Tung and Miller, 1990 cited in Hoang, 1995, p.25).

A survey conducted by Survey Research International in 1990 on 419 American
companies pointed out that strategic alliances were used by more than half of the
companies for their global expansion. Strategic alliances are now one of the most popular
international entry strategies (cited in Hung, 1995). The popularity of strategic alliances is
further supported by Hung's observation (1995, p.6) "...multinational companies...they
get to realise that no matter how strong and resourceful a company is, there is no way it
can have competitive advantage in each and every step of the value added processes in all
national markets, nor can it maintain a cutting edge in all the different critical
technologies required for the development, production and marketing of today's
sophisticated products." Chee & Harris (1993, p.304) described strategic alliances as "a
type of international corporate alliance between organisations from different countries
who are often competitors." They identified two European examples of alliance
formation: Plessy's links with GEC (UK) and GEC's cooperation with Siemens of
Germany (Chee & Harris, 1993, p. 304). Philip's links with Siemens, Texas Instruments

links with Hitachi of Japan, Toyota's strategic cooperation with General Motor, Thomson
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and JVC, Canon and Kodak, Apple and Canon, Honeywell and NEC, and most recently,
IBM and Apple are also other examples of this strategy (Terpstra & Sarathy, 1994,

p-399; Hung, 1995, p.6). There are a number of reasons for the emergence of this form of
international entry strategy. The increasingly intensive global competition, rising research
and development costs, and changing customer wants and needs are some factors. Chee
& Harris’ (1993, p.304) observation may also explain some reasons for the development
of this option. They indicated that different strategic alliances are formed for different
purposes but the most common ones include: to gain market entry, to remain competitive
and to attain economies of scale in production and research & development. These two
authors divided strategic alliances into three categories: production, distribution and

technology based alliances.

This view is supported by a Japanese study. Moriguchi (1994) pointed out that strategic
alliances between manufacturers and distributors had also been used as a tool to increase
the whole marketing channel productivity, especially in the Japanese distribution channel.
This cooperation had been viewed as a win-win game and the key notion of this
arrangement was the sharing of scanner data. One notable American example of this type
of strategic cooperation was conducted by Proctor and Gamble (P&G) and Wal-Mart
(Walton and Huey, 1992 cited in Moriguchi, 1994). Moriguchi (1994) predicted that
there would be more cooperation between enterprises not only in product development

but also in marketing channels.

3.3.5.6.1 Empirical Studies of Strategic Alliance

A number of empirical studies have focused on strategic alliances. For example, the
findings of Hung's (1995) study has contributed some empirical evidence to the use of
strategic alliance. His empirical study explored the use of strategic business alliances or
SBAs by Canadian industrial firms in 12 Asian Pacific nations including Australia, New
Zealand, Japan, Hong Kong, Singapore, Taiwan, South Korea, Indonesia, Malaysia,
Philippines, Thailand and China. He used mail questionnaires to survey 253 Canadian
firms which had SBAs in the Asia Pacific region in the summer 1991. From these 253

firms, only 49 were completed and provided useable information and the research findings
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were based on these 49 respondents. The study examined these SBAs' operations in four
areas: the type of agreements, their contribution, their motives and how they felt about

some propositions on the objectives and benefits of using SBAs.

With respect to forms of strategic business alliance agreements, Hung found that among
the often used eight types of strategic alliance agreements (i.e. multi-purpose joint
venture, technology transfer, contract manufacturing, licensing, collaborative research,
market development/promotion, local distribution and information exchange) local
distribution agreement was the most often adopted by Canadian firms. This indicated that
the SBAs established by Canadian firms in this region were primarily local market
orientated. In terms of locations of the SBAs, Japan and Korea were the two most

popular nations to host Canadian SBAs.

With regard to contribution to the alliances, the research suggested that the contributions
from the Canadian partners were mostly of a non-equity nature (e.g. employees training,
management and production technologies). This characteristic clearly indicated that the
Canadian firms entered SBAs agreements in order to enhance their competitive position
in local markets. The contribution from the local partner was local distribution and
promotion. Equity capital contributed from local partners was limited. This reinforced the

nature of those Canadian SBAs agreements and their non-equity basis.

In terms of the motives of Canadian firms entering SBAs, the most common was "to gain
access to the local market". Other motives which were rated of some importance by
respondents included "to become global more quickly" and "to share business risk".
These findings with regard to motives are consistent with those of Hamel, Doz and
Prahalad (1989 cited in Hung, 1995, p.15) who stated the purposes of Western firms
entry into SBAs were mainly to avoid investments and to reduce costs and risk of

entering new markets but not to acquire new skills.

Hung's findings are also consistent with Shan and Hamilton's (1991) observation on the

use of international cooperations to overcome market entry barriers. Shan and Hamilton's
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study was based on a sample of 264 domestic and international cooperative relationships
established by Japanese biotechnology firms. The aim of this research was to investigate
the significance of country-specific advantages and other factors in differentiating
domestic and international cooperative relationships formed by Japanese firms in the
commercialisation of biotechnology. In line with other researchers' findings, this research
indicated that marketing was a major obstacle for a foreign firm to enter and compete in
the Japanese market because of its particular features. European and American MNEs
would be in a better position if they established strategic alliance relationships with
Japanese companies. For the Japanese firms, entering cooperative relationships with
Western MNEs would help them enter the world market. This study confirmed that the
function of marketing was a major purpose for Japanese biotechnology firms entering

cooperative relationships with foreign firms and vice versa.

Likewise, the study by Burgers, Hill and Kim (1993) was to examine whether their
respondents supported the two major motivations for entering strategic alliances, to
reduce demand and competitive uncertainty (to be defined later). After examining 58
strategic alliances in the global automobile industry, their research supported the view
that strategic alliances were used as a device to reduce both demand and competitive
uncertainties. Demand uncertainty was defined as "the uncertainty that arises from
unpredictable changes in consumer purchasing patterns", while the definition for
competitive uncertainty was "the uncertainty that arises from competitive
interdependence" (Burgers, Hill and Kim, 1993, p.420). Specifically, the study supported
the idea that the number of long-term horizontal alliance agreements an automobile firm
enters into was negatively related to the firm's performance. Poor performing automobile
manufacturers tended to seek a greater number of alliance agreements than those who
performed better. However, the study rejected the hypothesis that poor performing firms
tended to seek out a great number of strategic alliance partners. The hypothesis that “the
number of competitors linked to a firm will be the highest at an intermediate level of firm
size" (Burgers, Hill and Kim, 1993, p.421) was also supported. The research results
showed that the medium sized automobile makers tended to establish linkage with a

greater number of partners than small or large sized firms. However, the results of the
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study did not support the belief that medium sized firms would intend entering a greater
number of alliance agreements. One last finding of the study was the larger the size of the
automobile companies, the smaller on average would be the size of its partners. This
finding showed that larger firms had a preference for entering strategic alliances with

small size automobile operators.

Consistent with other researchers' findings (Bello and Lohtia, 1995), Burgers, Hill and
Kim's above findings seem to confirm that market entry methods are related to business
environmental uncertainties. Their findings are also consistent with those studies (i.e.
Amine, 1987; Chan, 1992; Levy, 1988; Williamson and Bello, 1984) which have

identified that size of the firm is a factor for market entry method selection.

To better understand the use of strategic alliances and factors associated with their
success, Bleeke and Ernst (1991) examined 49 international strategic alliances involving
top companies from the United States, Japan and Europe. Key findings of the study were
that both cross-border alliances or cross-border acquisitions had similar success rates.
However, when strategic alliances were used to expand from existing business into new
business or into new geographic regions, cross-border alliances seemed to work better
than cross-border acquisitions. But to build the position of core business in existing
geographic markets, the research findings indicated that firms should use acquisitions
instead of alliances. For acquisitions focused on existing markets, the success rate was

94%, while it was 25% for alliance users.

The second major finding of the study was that strategic alliances between two strong
partners were more successful than alliances between two weak partners or one strong
and one weak. The success rate between two financially strong performers or between a
strong and an average performer was 67%, compared with 39% for alliances involving

two weaker players.

The last major finding was related to ownership. The study revealed that alliances with an

even split of financial ownership were more likely to succeed than those in which one

69



owner held a majority interest. This observation was supported by the research finding
which showed that the success rate of equal ownership was 60% but 31% for those
alliances which had an unequal ownership. One explanation of why unequal ownership
had a lower success rate was that when one strategic alliance partner had a majority
interest, it tended to dominate decision making and it placed its own interests above those

of the alliance.

Similar to Bleeke and Ernst's finding on international strategic alliances (even split of
financial ownership), Frey and Schlosser's (1993) study of ABB and Ford's strategic
alliance revealed a similar observation on the importance of mutual understanding about
each partner's strengths and weaknesses. Their research pointed out that mutual strengths
were the forces which brought two partners together. If one party failed to recognise and
respect the strengths of the other party, this could lead that party to dominate the alliance
and impede the process of creating mutual value. The study found that the more
symmetrically both parties viewed the alliance, the better the conditions for its success.
This equal relationship was also applied to the sharing of profit. After observing the case
study of ABB-Ford, the researchers concluded that in order to avoid distraction from
profit claiming, it was important to establish explicitly and simply a way to divide the
benefits stemming from the alliance. If this procedure was lacking, one strategic alliance

partner might be tempted to position itself to be the greater beneficiary of the venture.

Likewise, Shan and Hamilton (1991) found that new Japanese pharmaceutical firms were
more likely to form cooperative relationships with American firms who were in a leading
position in the biotech-pharmaceutical industry than to cooperate with other Japanese
domestic firms. In order to ease entry into a new market, new entrants were more likely
to cooperate with those companies with well known technological capabilities. In the

biotech-pharmaceutical industry, these were the American manufacturers.
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Shan and Hamilton's finding has confirmed the previous mentioned Bleeke and Ernst's

result which suggested that strategic alliances formed by two strong partners were more

likely to succeed.

3.3.5.7 Wholly Owned Foreign Production

Wholly owned foreign production represents the highest commitment to the host country
market by the international firm. In theory, wholly owned means the overseas production
venture is 100 per cent owned by the international marketer. In practice, prior studies
indicate that the exact percentage of ownership is not a major concern, but the actual
managerial control that the international firm can exercise is more important. The firm
can still achieve the same results by owning 95% or less if it is able to manage and direct
the venture (Chee & Harris, 1993, p.305; Terpstra & Sarathy, 1994, p.399; McColl-
Kennedy et al, 1994). Mueller-Heumann and Duffy (1994) recognised that if New
Zealand-based enterprises want to become a major force in global marketing, they will
need to adopt more committed entry strategies such as setting up wholly owned foreign

production subsidiaries.

A New Zealand study (Cockroft, 1990, p.19) provided some reasons why this method
was more sophisticated than any other market entry modes. It suggested that establishing
wholly-owned foreign production facilities would enable New Zealand firms to have full
control of their international business activities in a foreign market and have the
opportunity to develop market contacts, experience and knowledge. However, the
investment involved in creating a wholly-owned production facility was great. Since there
was no other partner involved, New Zealand firms' financial investments were large.
Furthermore, this entry method had also exposed New Zealand international traders to
political, economic, and any other international risks which were not attached to any
other market methods. This method required New Zealand firms to have abundant
international management personnel.

Some other features which contribute to the sophistication of this mode of entry are listed

below (Kotler et al, 1994; Terpstra & Sarathy, 1994; McColl-Kennedy et al, 1994):
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o Highest return on investments.

o Full control over products, distribution channel, promotion activities, pricing and
production.

) Complete international operation experience obtained.

. Finest contacts with target market.

° Better serve customers' needs and coordination results between subsidiary and the
headquarters.

. Lower costs in terms of cheaper labour or raw materials, foreign government

investment incentives and transportation savings.

. Image improved by creating employment locally.

Drawbacks of this alternative include:

o Much more expensive than any other entry strategies.
o Negative local-government and public relations effects.
o Risks associated with restricted or devalued currencies, falling markets or

government expropriations.

3.3.5.7.1 Empirical Studies of Wholly Owned Foreign Production

Similar to the situation of other entry methods, there is a substantial empirical literature
on wholly owned foreign production. These empirical studies can be generally divided
into three categories: studies which focus on manufacturing foreign production (Dunning,
1973; Dunning, 1979; Grosse, 1988; Kumar, 1994; Moxon, 1975); those which
concentrate on service industry's foreign direct investment (Erramilli, 1991; Erramilli &
Rao, 1993; Li and Guisinger, 1992; Nigh, Cho and Krishnan,1986; Terpstra and Yu,
1988; ) and the others (Mason, 1992; Willard and Savara, 1988) which do not fall into

the first two categories.

The first category of empirical studies focused on developing theories on international
production. For example, Dunning (1973) in his study of the determinants of international
production pointed out the most important considerations of conducting foreign

production were the host government's attitudes toward foreign investment, political
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stability and the prospects of market growth. These observations were made according to
several surveys conducted in the 1950s and 1960s. Dunning uncovered these
determinants by dividing foreign production literature into five major approaches: the
survey approach, capital theory, the trade approach, location approach, and industrial
organisation and market structure theory. Literature in the last category had identified
that currency fluctuation (Aliber, 1970, 1971 cited in Dunning, 1973, p.316), size of the
company and product structure (Vaupel, 1971 cited in Dunning, 1973, p.317) were

important determinants of foreign production.

In another attempt, Dunning (1979) developed the eclectic theory of international
production. This framework incorporated three industrial and firm specific factors:
ownership-specific, location-specific and internalisation advantages. A key finding of the
study was that the size of the firm was a key country-specific determinant of ownership
advantages. The variable of government intervention was also considered to be an
important factor affecting foreign production within that country. With respect to
location specific determinants, Dunning's work pointed out that the distances between
home and host country (physical, psychic and economic), risk diversification and the

exchange rate were the most important factors affecting foreign production.

The second group of empirical studies in the first category have examined one particular
industry or cross industries' foreign production empirically. For instance, Moxon (1975),
in a study of US electronic firms' offshore production behaviour, examined the offshore
production decision process with several variables: US domestic competition status,
firms' product characteristics including labour intensity, skill requirements, tariffs, sales
growth, standardisation of product and process, operational risks, alternatives, and firms'
experience. Among these factors, domestic competition, labour intensity, standardisation
of product and process, firms' experience were listed as very important factors by the
companies Moxon studied. Seventeen of the 20 executives who were interviewed by
Moxon expressed some form of price competition as an important contributing factor in
choosing products for offshore production. Products and process standardisation were

also considered as important factors. Nineteen out of 20 managers interviewed expressed
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that they chose simple, standardised and high volume products for offshore production.
Products which needed frequent engineering changes were produced in America. With
respect to the impact of firms' experience, research results revealed that US electronic
firms' offshore production was related to international business experience. They started
by doing the simplest manufacturing operations on the most standardised products

offshore then progressed to much more complex operations and products.

Studies which have examined cross industries' overseas production behaviour include
Benito & Gripsrud (1992), Green & Cunningham (1975), Grosse (1988), Kumar (1994)
and Scaperlanda & Mauer (1969). In an early attempt, Scaperlanda and Mauer's (1969)
study was designed to research US direct investment in the E.E.C. (now European
Union) in the 1952-1966 period. Specifically, their research examined three motivations
for firms to conduct foreign investment: size of the market, economic growth and tariff
discrimination. The research results indicated that the only variable which was positively
related to US foreign direct investment in the European Union was the size of the market.
Both economic growth and tariff discrimination variables were rejected. These two
variables were not considered as important motivations for US firms' investment in the
European Union. The study by Green & Cunningham (1975) of US foreign direct
investment in 25 countries was designed to examine the relationship of nine group of
variables which were identified by previous studies (Aharoni, 1966, Basi, 1963) and US
foreign direct investment. Their study revealed that only market potential (as measured by
GNP) and cultural variables were significantly related to US foreign direct investment
activities. The rest of the variables showed no relationship with US firms' foreign direct

investment.

The work of Benito & Gripsrud (1992) was designed to examine the cultural distance
impacts on FDIs conducted by Norwegian manufacturing firms. Their study used Kogut
& Singh's (1988) index to measure cultural distance between Norway and the home
country. Research results showed there was no support for the notion that the first FDI in
general occurred in culturally close countries than later FDIs. The same size of this study

was 201 Norwegian including 93 first investments and 108 later investments. This
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research also found no support for the premise that when Norwegian international
operators acquired more international business experience their investment tended to
move to countries which were culturally away from the home country. Experience effect

did not seem to play an important role in the choice of location for FDIs undertaken by

Norwegian manufacturers.

Kumar's (1994) research focused on examining export-oriented production established by
American firms in 40 countries. Export-orientated production was a special type of
foreign direct investment and it was primarily driven by a country's availability of low-
cost resources, human and natural resources such as raw material. The aim of this
research was to examine the role of both structural and policy factors in explaining the
international pattern of export-orientated production by US multinational corporations.
Structural factors included a nation's average wages, industrial infrastructure, availability
of experienced and skilled manpower and natural resources. Policy factors were those
factors such as international orientation of the economy, establishment of export
processing zones, intensity of incentives to foreign investment and performance
requirements imposed by the host government. The research was based on a sample of
US production affiliates in 40 nations, 21 developed countries and 19 developing

countries. Some key findings are described as below.

The proposition that relocation of production sites overseas by US multinationals was
positively related to a country's average labour wage was confirmed. A nation's relative
level of wages did positively influence that country's attractiveness to US international
marketers. A nation's industrial capability such as infrastructure and skilled workers were
proved to be important to US firms' foreign production site selection. The establishment
of export-processing zones (EPZ) had also been confirmed to positively attract American
foreign production. However, this study indicated that the country with the most open
economy was not necessarily an attractive site for US firms' relocation of their
production. Government incentives and regulations other than those provided through

setting up EPZs were also unlikely to affect US firms' site selection criteria.
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Similarly, Grosse's (1988) study was to investigate foreign manufacturing MNEs
operating in Venezuela and examine their impacts on the host country's economy. His
study was based on 60 foreign-owned chamber members who were actually involved in
manufacturing in Venezuela. Grosse concluded that his research findings supported the
view that FDI offered net benefits to the host country. Specific findings are presented

below.

Foreign direct investments were shown to increase local employment in the investing
industry and in ancillary industries. When employment effects were tested in four areas,
capital/labour ratio, wages and salaries, use of expatriates and net addition of jobs; the
findings demonstrated that foreign firms in this sample did not have greater capital
intensity than local Venezuelan firms. The research also failed to support that there was a
significant difference between compensation patterns of foreign MNEs and their local
counterparts. The number of expatriates hired by foreign MNEs was not significantly

larger than domestic firms. In fact, MNEs were shown to add jobs into the host country.

Foreign direct investment was also positively correlated with increases in the host
country's economic growth rate. This could be evidenced in four sub-hypotheses,
investment substitution, reinvestment of earnings, tax payments and demand patterns. The
results of these four sub-hypotheses confirmed that FDIs had positively upgraded
Venezuela's economic growth rate. A positive overall balance of payments impact on the
local economy from FDI was also supported. Balance of payments effects were divided
into four areas: substitution for imports, purchase of inputs from overseas, exports from
the host country and profit remittance and other financial transfers abroad. Again these
four factors were found to support the view that the balance of payments effects resulting

from FDI in Venezuela had a positive impact on the host country's economy.
The work of Yu and Ito (1988) was designed to study the impact of oligopolistic reaction

and some firm-related (i.e. firm size) and host country-related factors (i.e. market size,

political instability, geographical proximity) on FDI activities in the US tyre and textile
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industries. Yu and Ito examined 270 FDI activities conducted by US tyre industry in 1977
and 1982 and 240 activities by textile industry in the same two years. Variables which had
positive impact on FDI activities were the degree of oligopolistic reaction (in the tyre
industry only), firm size and market size. Explanatory variables which had no significant
impact or negative impact on foreign direct investment include advertising intensity, R&D

intensity and geographic proximity and political instability.

The second category of empirical studies of foreign direct investment investigated service
industries' offshore investment activities. Weinstein (1977) examined the overseas
investment activities conducted by US multinational advertising agencies pre-1950 and
post-1950. His study found that the entry strategy adopted by investment conducted
before 1950 was almost exclusively 100 per cent ownership, while 55 per cent of
investment occurred after 1950 was minority positions. Entry modes were divided into
four categories: 100 per cent, majority, minority and equal ownership. Weinstenin also
found that experience and psychic distance were related to US advertising agencies'
foreign investment. However, this study indicated that the size of agency was not related
to US advertising agencies' choice of market entry mode. Erramilli (1991) studied the
impact of US-based service firm's pre-export experience and two major foreign market
entry decisions: market selection and market entry mode selection. As stated in the
conceptual section, when a foreign firm first enters an overseas market, it is likely to
adopt a less resource commitment market entry method such as indirect exporting or
direct exporting. However, when the firm accumulates enough international experience,
then it is likely to switch to a high resource commitment entry mode such as wholly
owned foreign production. Gatignon and Anderson (1988) revealed that the number of
wholly owned subsidiaries set up by MNCs was positively related to their cumulative
international experience. In fact, this proposition was a major aim of Erramilli's (1991)
study which was based on survey data from 151 United States-based service companies.
Erramilli's research was designed to test if American service firms' market selection and
their choice of market entry methods were relevant to their pre-entry international
business experience (measured in number of years of the firm had been in international

business prior to the current entry and geographic scope of this experience). The research
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findings indicated that there was a U-shape relationship between experience and the
choice of market entry methods. American service firms adopted a high-control entry
mode such as joint venture or wholly owned foreign production in their early or late
stages of international operations but not when they had moderate experience. This
finding is, however, contrary to the findings on American manufacturing firms' choice of
market entry mode behaviour. US manufacturing firms are often found to employ high
resource commitment market entry strategies when they accumulate enough international

business experience (Davidson, 1980, 1982; Gatignon & Anderson, 1988).

Similarly, the work of Nigh, Cho and Krishnan (1986) was designed to investigate the
location-related variables of US banking industry overseas investment. Based on US
banks' offshore investment in 30 countries in the period from 1976 to 1982, this research
found that the US banking industry's overseas investment was positively related to US
business presence in that nation. This finding suggested that US banking overseas
establishment was designed to serve local US business in overseas market - an example of
following your customers abroad. The research has also supported the view that foreign
direct investment conducted by the US banking industry in a country was positively
related to its openness to other banking investors. This effect was particularly seen in less
developed countries, especially in Asian nations. However, the research found no support
that local market opportunity was positively related to US banks' overseas investment in
that market. This last finding supported the view that US banking foreign investment was
created purely to meet the needs of the expansion of US based MNEs. US banking

foreign investment was not established to target host country business.

In a similar vein, the study of Terpstra and Yu (1988) was designed to investigate the
impact of several factors on US advertising agencies' foreign investment by using the
theories of foreign direct investment developed for the manufacturing sector. These
factors included the market size of the host country, geographic proximity to the home
country, size of the firm, the firm's international experience, oligopolistic reaction and
servicing home country clients in overseas markets. Their study was based on examining

the 20 largest American advertising agencies' international operations in 1972 and in
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1984. Key findings of the study are presented below. The impact of a country's market
size was confirmed to be positively correlated with US advertising agencies' investment in
that country. US advertising firms entered a country with a large market size. However,
the factor of geographic proximity, was not confirmed to have significant impact on US
advertising firms' foreign investment although it was hypothesised to have a positive
impact on US advertising foreign investment. US advertising firms did not discriminate
between foreign investing locations because of their geographical closeness to America.
The size and the international experience of the firms were found to be positively related
to American advertising agencies' foreign investments. With respect to the oligopolistic
reaction, it was confirmed to have a positive and significant impact on US advertising
firms' foreign investments. American advertising agencies did follow their competitors in
marketing their products abroad. The concept of following your customers overseas was
also supported. American advertising agencies were confirmed to follow their clients and
enter international markets. Contrary to Erramilli's (1991) findings on American service
industry, Terpstra and Yu (1988) found that the determinants of American advertising

agencies' foreign direct investments were similar to their manufacturing counterparts.

Likewise, the study by Li and Guisinger (1992) investigated the determinants of foreign
direct investment conducted by service MNEs in the "triad" areas: Japan, European
Union and the USA. In this study, they elected seven independent variables after
reviewing the foreign direct investment literature. These included market size, cultural
difference, openness of the host country, global oligopolistic reaction, firm size
(measured as growth rate in sales), international competitiveness and follow your clients
to go abroad. This empirical study was based on 158 foreign direct decisions conducted
by MNEs based in these areas in the period of 1976-1980, and 168 decisions in the 1980-
1986 period. After analysing these sample decisions, the study concluded that market
size, openness of the host country, global oligopolistic reaction, firm size and
international competitiveness were positively related to the foreign direct investment
decisions, while cultural difference was negatively related to these decisions. Following

clients to go abroad was not significantly related to foreign investment decisions.
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Erramilli and Rao (1990), employing the concept of following your clients in the service
industry, used a behavioural theory approach variable, market knowledge, to examine the
entry mode selections of those US service firms which followed their clients and those
who did not (service firms which entered a foreign market to serve customers in that
market). Erramilli & Rao (1990) pointed out that together with product characteristics,
firm characteristics and external environmental factors, behaviour theory approach
variables (such as market knowledge and market uncertainty as initiated by Johanson and
Vahine, 1977, Reid, 1980; Cavusgil, 1980, 1982) were also another group of variables
which could influence a firm's entry method decision. Within their research, they sampled
175 US service firms which were engaged in international business and found that those
who followed their clients abroad adopted more committed entry modes than those who
did not. Vice versa, US service firms who entered a foreign market with the aim to serve
local customers showed a stronger intention to team up with external entities (i.e.
adopted contractual methods). The study explained these findings as those who followed
their clients to go overseas were more knowledgeable about the foreign market than their
counterparts. More knowledge about the market meant they would experience a lower
degree of uncertainty and perceived a lower risk. As a result, they tended to use a more

aggressive entry mode.

Erramilli and Rao (1993), using a modified transaction-cost analysis (TCA), investigated
how 118 US service firms operating in international markets chose between full-control
(i.e. wholly owned operation) and shared-control (such as contractual transfer or joint
venture agreements) entry modes. The five variables used within the research included
capital intensity, inseparability, cultural distance, country risk and firm size. The research
results showed that only host country cultural distance was not supported. The other four
variables were found to be related to the choice between these two types of entry modes.
Because of its importance in the formation of the independent variables, more discussion
on this study will be presented in the section of independent variables and conceptual

model (Chapter 4).
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The last category of foreign wholly owned production empirical studies investigated if a
pattern existed in international market entry modes. One of them tends to suggest a
model of using wholly owned foreign production entry method. Willard & Savara's
(1988) study of the Japanese and PBCs' (Pacific Basin competitors) entry patterns into
the US market identified five paths. These five market entry mode paths were drawn after
observing five different industries including automobiles, tyres, colour televisions, farm-
equipment and machine tools. The finding of this study had provided a classic example
about the evolution of the choice of market entry modes. The main findings were that
first, the US manufacturers created a "window of opportunity" which meant that there
were some segments of the market ignored by current U.S. producers. One example of a
window of opportunity was that for radial tyres which could last twice as long as
traditional bias-ply tyres. This type of tyre was needed especially by U.S. fleet owners or
professional drivers, but this segment was ignored by the U.S. tyre manufacturers. A
window of opportunity was then opened for the non-U.S. tyre manufacturers. Two:
Japanese or PBCs established their initial market presence because of the segments'
needs. They usually started with a contract manufacturing entry strategy to enter the
market, e.g. marketed products under U.S. manufacturers' labels (e.g. Yanmar's private-
labelling for John Deere). Yanmar, a Japanese tractor maker, used this strategy to enter
the American market and now had begun promoting its own brand. Three: after a period
of effort conducted by Japanese or PBCs firms, they became well known and recognised
as a source by the American consumers. Four: they started marketing products under
their own name or label and often entered the upmarket segments with the support of
excellent quality and competitive prices. Five: Japanese or PBCs firms moved to
permanent market presence by using the wholly-owned production strategy to establish
their production and/or assembly operations within the U.S. market (Willard & Savara,
1988, pp.57-74).

In contrast to Willard & Savara's study of the Japanese and other East Asian nations'
MNCs' entry patterns into the American market, Mason's (1992) study focused on
examining why American firms' direct investment in Japan still remained limited.

Although the United States was the largest single foreign investor in Japan, American
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firms faced two major type of impediments for their direct investment in Japan - home
country and host country factors. Home country factors included the declining
international competitiveness of American firms to Japanese firms and three major
strategic errors; lack of patience, lack of knowledge and lack of effort. Because of the
declining competitiveness of American firms in some sectors, it was difficult for them to
conduct direct investment in Japan. American firms were also often found to have
problems in evaluating the trade-offs between short-term costs and long-term benefits.
They often failed because they did not have thorough knowledge about the Japanese

market in terms of its distribution system, labour relations, language and culture.

Host country factors could be divided into public and private sector impediments. Public
sector impediments came from government regulations, legislation, inadequate
intellectual property protection and lack of transparency and administrative guidance to
foreign direct investment. Private sector impediments were believed to be the major
impediments to FDI inflows from overseas. Major features of this type of impediment -
included the extremely high cost of land, insufficient experienced and new personnel (due
to the life-time employment practice and new graduates' preference for working for local

companies), a complex distribution system and the emphasis of personal relationships.

Finally, this research found that Merck's, a major American pharmaceutical maker,
success in Japan was due to its correct entry strategy selection. It adopted foreign
acquisition to enter the Japanese market. There were two reasons for adopting this
strategy. Firstly, it allowed the company to market its products more effectively. When
compared to the company's previous entry methods such as joint ventures, Merck did not
have the problem of matching its interest with the local Japanese partners'. The second
reason was the change of government regulatory policy which allowed foreign acquisition

of majority shares in existing Japanese enterprises.
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Regarding the formation of independent variables, the findings of Erramilli and other
researchers' (Willard and Savara, 1988, Davidson, 1980, 1982, Gatignon and Anderson,

1988) seem to suggest that a firm's international business experience is related to its

market entry method selection.

With respect to contribution to market entry mode independent variables creation,
Terpstra and Yu's (1988) research findings seem to point out that physical distance does
not affect a firm's market entry method selection. However, both the findings of Li and
Guisinger (1992) and Mason (1992) have suggested that psychic distance is an indicator
for a firm's market entry mode selection. Li & Guisinger and Mason's observations are

consistent with the already mentioned Robles' (1994) findings.
Consistent with other studies' findings, the studies of Terpstra and Yu (1988) and Li and

Guisinger (1992) seem to have agreed that firm size is a determinant for a firm's market

entry mode selection. The same theory holds in market size.
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3.3.5.8 Summary

This section has reviewed both theoretical and empirical literature on international entry
strategies. The three main categories of entry modes often used by international
marketers are indirect<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>