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ABSTRACT

Based on an integrated theoretical framework comprising the perspectives of strategic behaviour, transaction
costé, organizational capabilities, and institutional influence, we first conducted a pilot investigation of ten Chinese
multinational corporations (MNCs) with the aim of validating the framework. This was followed by a survey of 138
Chinese MNCs which examined the factors that affected those firms' FDI entry mode choice between wholly
owned subsidiary (WOS} and joint venture (JV}. The results suggest that the FD! entry mode choices of Chinese
MNCs do not differ from those of Western or developed country MNCs from either an institutiona! or transaction
cost perspective. However, there are major differences between Chinese and Western MNCs from an
organizational capability and some aspects of a strategic behaviour perspective. The implications of these

findings are discussed with a focus on the decomposition and rationalization of decision-making process of FD!

entry mode choices.



INTRODUCTION

The popularity of inward foreign direct investment (FDI) fo China over the past two decades or so has been
mirrored by outward FOI (0D} from China in recent years. The growth trend of China's ODI has been steadily
upwards since the mid-1990s (Deng, 2004, Liu et al, 2005). The annual flow of China's ODI recorded an
increase of 528 per cent from US$1.8 billion in 2004 to US$11.3 billion in 2005. As a result, by the end of 2005,
China's ODI stock volume ranked third among developing countries, after Russia and Brazil (UNCTAD, 2008}
Despite the increasing prominence of China's ODI in giobal business, modest research attention has been paid to
this area. Most existing studies have focused on explaining the growth of China's ODI from an economic
perspective, revaaling the finkage betwsen macroeconomic development level and FDI oufflow (Cai, 1899, Deng,
2004, Liu et al.,, 2005). A limited number of studies have been conducted at the firm fevel, mainly focusing on the
determinants, motivation, and location choice of Chinese MNCs™ FDI activities (Young et al., 1956, Wu and Chen,
2001, Liu and Li, 2002, Wang, 2002). However, littie is known about how Chinese MNCs' choose an international
market entry mode, especially between wholly owned subsidiary (WOS) and joint venture (JV). This is despite
the fact that the FDI entry mode choice between WOS and JV is one of the most important and chalfenging

decisions for any MNC seeking to enfer foreign markets.

The hierarchy modef of market entry mede (Pan and Tse, 2000), posits that once a firm decides fo enter foreign
markets through equity mode (FDI), the next decision is to choose an enfry mode from two aliernatives — WOS
and JV. The decision is muliifaceted and complex as it influences the leval of control, the rescurce commitment,
and the risk involved in the overseas operation of the entrani firm {Anderson and Gatignon, 1986}, and therefore
has significant and far-reaching consequences on its performance and survival overseas (Davidson, 1982,
Gatignon and Andersen, 1988, Root, 1994, Terpstra and Sarathy, 1994, Ekeledo and Sivakumar, 2004). White
the theory of FDI entry mode choice is weil developed for Western MNCs, there are significant questions about
whether this theory applies equally to MNCs from developing countries such as China which are now emerging
as important players. In view of this significant theoretical gap, this paper sets out to investigate the FDI entry

mode decision making of Chinese MNCs, focusing on the major facters impacting the choice between WOS and

JV entry modes.



RESEARCH PROPOSITIONS

FDI entry mode choice has been extensively researched in relation to developed countries for decades and has
resulted in an abundant literature. Various theories have emerged from this wark, such as the transaction cost
approach (Anderson and Gatignon, 1986, Gatignon and Andersen, 1988}, strategic behavicur approach {Harrigan,
1988, Kogut, 1988, Buckley, 1950), organizational capability perspective (Aulakh and Kotabe, 1997, Madhok,
1998) and institutional perspective (Lu, 2002, Yiu and Makino, 2002), among others. These four theories have
been widely adopted and generally supported by empirical studies, and their complementarity to each other has
alsc been proven (Kogut, 1988, Aulakh and Kotabe, 1997, Madhok, 1598, Mutinelli and Piscitelio, 1998, Lu, 2002,
Yiu and Makino, 2002). To provide a more comprehensive - and thus more powerful theoretical framework -
efforts have been made by researchers to integrate these complementary theories. Dunning’s (1988) eclectic
theory was applied in an entry mode study by Agarwal and Ramaswami (1992:4) whose framework incorporated
firm ownership, location, and internalization factors in the eniry mode choice but did not include firm strategic
factors and institutional factors. Hilf et al. {1990:4) proposed an eclectic framework that incorporated strategic
variables info the transaction cost framework which was tested and supported by Kim and Hwang (1992). Aulakh
and Kotabe (1997:150) further specified this framework to include strategic factors, organizational capability
factors, and transaction cost factors. In addition to these factors, Beil's {1996:59) eclectic model includes
locational factors derived from internalization theory which shares the same theoretical rocts with transaction cost
theory (Teece, 1986). Institutional perspective variables, however, have been largely neglected or incompletely
included in these “eciectic” frameworks. For example, instead of addressing the normative institutional impact
from both host country cultural ethnocentricity and home-host cultural distance aspects (Yiu and Making, 2002),
the eclectic frameworks only focus on the cultural distance issue (e.g. Bell, 1996) and have therefore led fo
different empirical results from instifutional perspective theory. Therefore, a more comprehensive framework that

fully incorporates the four complementary theories may serve as a basis for examining Chinese MNCs' FDI eniry

mode decisions.

The compatibility of the existing theories within the current research context is aiso challengeable. The existing
literature 1s mainly developed from and for the practice of developed couniry firms whilst this study investigates

the FDI practices of firms from the world's largest developing country. Based on Dunning's investment



development path (IDP) theory (Dunning, 1993, Dunning and Narufa, 1996), China is now in a fransition phase
from the second fo the third IDP stage, whare some domestic firms have established a certain level of capability
for international competition and are starting to seek possibiliies fo exploit and enhance their ownership
advantages overseas (Liu et al., 2005). Previous studies have been conducted on firms from developed countriss
- countries in the fourth or fifth IDP stage where highly advanced technology and high living standards are the
major characteristics. Couniry of origin effect, firm capabilify, FD! motivation and many other factors differ
hetweer: Chinese MNCs and firms studied in the literature, and such differences require adjusiment to the entry
mode predictions of transaction cost, organizational capability, and sirategic behaviour theories. In addition, the
institutional environment of Chinase MNCs is also different from that of developed country firms. For example, the
government's influences on business are considerable in China, and the refationship- and network-centered
business culture imposes exira normative institutional barriers on Chinese FDI firms when they seek to infegrate
with the global business system (Zhan, 1995). Such differences suggest that a simple synthesis of existing
theories may not be able to capture all the major factors impacting upon Chinese MNCs' FDI entry mode

decisions, especially those associated with special features of Chinese MNCs and their institutional environmant.

THEORETICAL FRAMEWORK AND HYPOTHESES

The theoretical framework for this study is based on the four complementary FDI entry mode theories. With the.
aim of testing those existing theories and in order to reveal any factors specific to Chinese MNCs associated with
their FDI entry mode choice decisions, a pilot study was conducted in 2005 using in-depth interview and
qualitative data analysis methods. Executives from ten Chinese MNCs in a variety of industries were interviewed,
focusing on the motivation, strategies, and FOI entry mode decision factors related to their FDI projects. Glebal
strategic mofivation, resource constraints, technology seeking, and heme and host government influences
emerged as the major themes from the interview data. The pilot study findings p;rovided evidence to adjust and
infegrate the four complementary theories in a unified comprehensive framework. Figure 1 is the theoretical

framework depicting the relationship between independent and dependent variables. The hypotheses derived

from the framework are formally stated below.

Place Figure 1 here

(8]



Strategic Behaviour Approach
From a strategic perspective, firms choose an FDI entry mede fo optimize their strategic posiilion in a global and
local business context. The firm's global strategy, generic competifion strategy, first mover advantage strategy,

and global calching up strategy are all relevant to the entry mode decision.

A global strategy is theoretically opposite to a multidomestic strategy (Roth et al., 1991} and emphasizes the
strategic arrangements by which an MNE coordinates its global business network, maximizes the synergistic
effect from i, and makes sfrategic moves in reaction o its global competitors. Chinese MNCs have been pArsLing
strategic FDI for global synergy effects, especially in relation to technological learning and the R&D sector. They
aiso purstie other global sirategic motivations stch as setting up global expansion outposts and global sourcing
sites. The pilot study showed that Chinese MNCs expanding overseas through FDi with giobal strategic
motivations prefer high levels of control and integration. This preference has also been identified in prior studies
and has been explained in terms of it being easier for a MNE 1o implement global strategy when the individual
business units are fully controlled than when they are jointly conirolled by the headquarters {Hill et al., 1990, Kim
and Hwang, 1992, Zhan, 1995, Aulakh and Kotabe, 1997, Makino and Neupert, 2000}, because fuly confrolied
business units constitute a more Integrated global business network whereas jointly controlled business units

involve one or more business pariners who may apply different or even contradictory international business

strategies.

Hypothesis 1 (H1): The global strategic motivation behind the FDI of a Chinese MNC s positively related fo it

choasing a WOS eniry mode

Severe host industry competition encourages foreign entrant firms to adjust their FDI entry strategy and entry
mode choice in accordance with the most effective competition strategy in that host industry. However, previous
studies have been inconclusive about the direction of the impact. Gomes-Casseres’s (1990) study found a
negative refationship between this variable and the likelihcod of choosing a WOS entry mode, supporting the
argument that a JV enables an entrant firm to avoid host-country firm retaliation and retain strategic flexibility in a

competition-intensive host industry (Mennart and Larimo, 1998). Bell (1996), however showed that a foreign



entrant survives and wins against severe local competition by adopling a differentiation strategy (Teece, 1961,
Hennari and Park, 1894) through solo operation. Cther studies, however, have found nc significant impact of
hostindustry compefition level on FDI entry mode choice (Kogut and Singh, 1988, Hennari, 1891, Kim and
Hwang, 1992, Larimo, 1993).0ur pilot siudy findings reveal that Chinese MNCs have a preference for & high fevel
of control over their foreign ventures in competition-intensive host industries such as manufacturing and service
indusiries in developed countries. JVs are usually not preferred by Chinese MNCs because the sirategic fit
between Chinese MNCs and developed country local firms is low, as Chinese MNCs generally adopt cost
leadarship and niche-markat competitive strategies, whilst developed country local firms usually focus on the
development of high value-adding technology and product differentiation competifive edge. When the host-
industry competition level is high, a Chinese entrant firm is most likely fo enter the industry alone as maintaining
its low-cast and niche-market focused competitiveness is the most effective way fo survive the competition. It
needs to be noted, however, that this argument is only valid in greenfield FDI, as in the case of acquisition no

additional capacity is added fo the host industry and its competitive situation is not immediately affected.

Hypothesis 2 {HZ2): The competition level in the host industry is positively related to the likelihood that & Chinese

firm will choose the WOS entry mode in a greenfield FDI

Host industry growth reflects the attractiveness of a local industry and the imporiance for a foreign entrant firm
to establish an advantagecus competitive position in this market before its competiters. in order to obiain first or
early mover advantages in fast growing markets, a foreign entrant firm will prefer an entry mode that enables
rapid establishment in order that it can profit from the fast growth and farge growth pofential and so that it can
build up a local competitive edge in advance of its competifors (Kogut and Singh, 1988, Hennard, 1981). A large
portion of China's outward FDI has targeted developing economies and emerging markets with high growth rates
and iarge growth potential, such as countries in Eastern Europe and Southeast Asia, where a guick entry is
usually considered as a key fo success. The JV entry mode, either in a greenfield or by acquisition, provides a

fast frack for establishment compared to a WOS entry mode which demands more preparation and processing

time and other resources.



Hypothesis 3 (H3]: Host industry growth is negatively related to the likelihood that a Chinese firm will choose the

WGOS entry moda.

Resource seeking motivation plays an important rofe in the FDI decision making of firms that use FDI as a
calch-up mechanism to enhance their capabllities, especially firms from developing countries (Moon and Roehl,
2001). Lack of technelogical capability may compel a firm fo seek technological opportunities ovarseas, usually in
technologically advanced industries in developed countries (Gomes-Casseres, 1888, 1990, Bell, 1996, Brouthers
et al., 1896, Lu, 2002). It can also be refated to the product and activity diversification strategies of a firm where
the investing firm lacks prior experience in the new business and will require complementary know-how from
other firms (Hennart, 1991, Madhok, 1998, Mutinelii and Piscitelio, 1998). Firms can acquire complementary
resources by acquiring assets of other firms, setting up joint venture with them, or through local purchasing and
local hiring by their foreign subsidiaries. From our pilot study, it appears that Chinese MNCs prefer fuil ownership
when technology and know-how seeking possesses a high strategic priority in their FDI projects because it gives
an investing firm unrestricted access to its acquired resources and allows it 1o freely relocate them within its
global business network fo fully utilize their strategic and business value. However, this preference for full
ownership in resource-seeking FDI is moderated by the mutual complementarity of firm resources between
enfrant and hosl-country firms. If resource-seeking Chinese MNCs enter a host country where local business
sees inward FDI as a source of complementary resources, the resource-seeking mofivation” applies to both
entrants and locafs and can only be mutually fulfilled in a JV operation. In such situations, & full ownership entry

mode is perceived as hestile by focal business and government as it does not necessarily benefit their

development.

Hypothesis 4 (H4): The resource-seeking motivation in a Chinese MNC's FDI is positively related fo the likelihood
that it will choose a WOS enfry mode. This positive relationship weakens when firm resource mitual

complementarity is high between the Chinese entrant firm and host country local firms.



Organizational Capability Perspective
From a firm-capability perspective, FDI entry mode choice is constrained and affected by the endowment and

configuration of tangible and infangible firm assets represented by firm size, international experience, and

goodwill capital.

Firm size is commonly used as a proxy of the overall fangible rescurce capabitity of a firm. The large resource
requirement of integration has led researchers 1o believe that firm size is positively related to a WOS entry mode
(Kogut, 1988, Gomes-Casseres, 1990, Agarwal and Ramaswami, 1892, Erramilii and Rao, 1993, Aulakh and
Kotabe, 1897). However, when the size of the firm exceeds a cerftain point, it tends to avoid adding more fully
controlled foreign affifiates into its global business network, because the cost of maintaining and managing an
oversized system will exceed the benefits of cortrofl {Hennart and Larime, 1998, Lopez-Duarfe and Garcia-Canal,
2002, Lu, 2002). Qur pilot study findings, as well as the statistical evidence, suggest that, at the current stage of
their internationalization, Chinese MNCs are generally small sized in comparison with their foreign counterparts,

and th'at, therefore, it is not the oversize consideration but rather the size constraint that is of concern to Chinese

managers in their FOI entry-mode decision making.

Hypothesis 5 (H5): The size of a Chinese MNC is posifively related to the likefihood for it to choose a WOS entry

mods.

A firm's international experience is the experience accumuiated frem its pricr overseas business operations. A
positive refationship between experience and degree of control in foreign ventures has been found in many prior
studies (Gatignon and Andersen, 1988, Agarwal and Ramaswami, 1292, Brouthers et al., 1896, Aulakh and
Kotabe, 1997, Mutinelli and Piscitello, 1998, Meyer, 2001), supporting the argument that experienced firms
perceive less uncertainfy in overseas operations and are more aggressive in commitiing resources and assuming
control than inexperienced firms (Erramilli, 1991). Our pilot study shows that those Chinese managers who
perceived high levels of unfamiliarity and risk due fo inexperience in international operations preferred a

collaborative enfry mode (JV) instead of solo operation (WOS).



Hypothests 6 (HE). The international experience of a Chinese MNC is positively related to the fikelihaod for it fo

choose a WOS eniry mode.

Goodwill capital refers to the assat value of a firm's reputation and its brand name (Mueller and Supina, 2002).
In the existing literature, this variable has been mostly discussed in transaction cost theory which suggests tha
distinct firm reputation and brand value is subject to a pariner free-riding threat (Anderson and Gatignon, 1986)
which may result in degradation and substantial loss of firm goodwill capital (Bell, 1996). Therefore, when
investing overseas, a firm with high value goodwill capital will tend fo avoid parinership in its foreign ventures
(Gatignon and Andersen, 1988, Gomes-Casseres, 1930, Brouthers et al.. 1998, Ekeledo and Sivakumar, 2004).
However, the linkage between firm goodwill capital and free-riding risk is challenged in the pilot study on Chinese
FDifirms. As fate participants in global business, Chinese MNCs are in the process of building their global brands.
Their current business reputation is regicnal and not globally distingt, which does not generate extra value for
their products and services, and therefore does not necessarily cause free-riding risk. Accordingly, it is more
theoretically appropriate to define goodwill capital as a firm capability but not as a source of transaction costs. In
fact, as suggested by the pilot study, Chinese MNCs with relatively higher reputations are more accepted by host

country local firms in forming joint ventures because they are regarded as more trustworthy and refiable business

partners by their foreign counterparts.

Hypothesis 7 (H7): The goodwill capital of a Chinese firm is negatively related to the likelihood for the firm to

choose a WOS enfry mode.

Transaction Cost Approach
From a transaction cost perspective, a firm should chocse a FDI entry mode {hat minimizes the transaction cost

caused by the transfer of proprietary assets and the risk of free-riding on the positive reputation of the firm.

Proprietary assets refer to highly differentiated and hard to imitate production technologies and know-how which
generates “quasi-rent” {Hill et al., 1990) for the firm who owns such specific assets. investments that involve
highly specific assets are not easily fransferable to alternate uses without significant loss of value (Williamson,

1975, Klein et al,, 1978, Williamson, 1985) which increases the investing firm's vulnerability to opportunism.



Accordingly when both asset specificity and partner opportunism levels are high, the investing firm will prefer the
transfer of specific assels through internal channels, as in the context of FDI, a preference for 2 WOS over a JV
entry mode (Erramilli and Rao, 1993, Beli, 1996, Madhok, 1998}. Although Chinese MNCs have often lacked
high-value proprietary assets, this cannot be generalized fo all Chinese MNCs, especially those leading firms that
actively participate in outward FDI. Our pilot study findings show that in industries where Chinese MNCs
possessed highly specific “quasi-rent” generating assets, such as in the oriental pharmaceutical industry, the

investing firms prefer o expand fo foreign markets through infegrated entry modes in arder lo exercise their

control and to protect their proprietary assefs.

Hypothesis 8 (H8): The level of proprietary assets involved in the FDI fransaction of a Chinese firm is posifively

refated to the likelihcod that the firm will choose a WOS entry mode.

Another source of fransaction costs is the free-riding risk which is associated with a firm’s positive reputation
that generates extra value for its products or services. As discussed above, since Chinese MNCs are currently
building, not exploiting, their goodwill capital in FDI, the linkage between firm reputation and free-riding risk
cannot be assumed. This argument suggesis a separation of free-riding risk from firm reputation but is not a
rejection of the theoretical rationale of the transaction cost approach. Chinese FDI firms can still be exposed 1o
partner free-riding risk; however, it is decided not only by the reputation of the entrant firm, but also many other
contingency factors refated to the specific host-country location, indusiry and product. For example, a Chinese
electric home appliance manufacturing firm with a good regional reputation and brand recognition can be subject
to parinar free-riding when it enters neightoring developing countries; but free-riding will not be its major concern
when the firm enters European or North American markets for globai brand building. The difference between prior
studies and this study, therefore, lies in the measurement of free-riding risk but nat ifs impact on FDI entry mode
choice. When measured separately from firm reputation, the positive relationship between free-riding risk and a

firm's preference for WOS entry mode should also stand in the FD! entry mode choice of Chinese MNCs

Hypothesis 9 (H9): The free-riding risk of & Chinese MNCs’ positive reputation and brand value is positively

refated to the fikefihood that the firm will choose a WOS entry mode.



Institutional Perspeciive
From the institutional perspeciive, firms choose FDI entry mode to attain instiiutional legitimacy with regard fo

host couniry regulatory and normative sysfems and the firms’ internal institutional environment.

Host country regulatory institutions refers fo the host government’s restrictions due to which foreign investing
firms must adjust their entry mode to attain regulatery institutional legiimacy. In a host country with a high level of
regutatory institution restrictiveness, foreign investing firms are subject to discriminatory host government policies
on foreign ownership in focal business, access to local resources, mandate for exporting, and many other poiicies
that will constrain the foreign investing firm's operation. Hence, the foremost concern of a firm entering a
restrictive foreign country is fo gain market legitimacy, namely, fo establish the equal right as local firms in the
local aperation. A JV entry mode is preferred because restrictive local poficies have less impact on a jointly-
owned foreign-domestic business than they have on a purely foreign-owned businass (Gomes-Casseres, 1989,
1990, Erramilli, 1996, Padmanabhan and Cho, 1996, Tse et ai., 1997, Mutinelli and Piscitello, 1998, Brouthers,
2002, Yw and Makino, 2002). Chinese executives interviewed during the pilot study also emphasized that a JV
entry mode enabled them to avoid disadvantageous market positions caused by restrictive host government

pelicies and the generaf country risk associated with restrictive host-country regulatory insfitutions.

Hypothesis 10 (H10): The level of host government restrictions is negatively related to the likelihood that a

Chinese firm will choose a WOS entry mode.

Host country normative institutions impese a cerain level of cultural barrier fo foreign firms opearating in the host
country. When entering an institutional context with a different normative system, a firm must accommodate
institutional expectations and conform to social expectations o demonsirate their social responsibility, in other
words, fo build social legitimacy in host country. The level of pressure from the host country normative
instituticnai environment is affected by the ethnocentricity of local culture (Yiu and Makino, 2002). In an
ethnocentric cultural environment, a foreign firm will find it hard to be socially accepted, and tharefore it may fee!
the need to forma JV .as a JV is more socially and culturally acceptable than a purely foreign owned business

(Yiu and Makino, 2002). The difficulty in obtaining local socio-cultural legitimacy is also related fo the cultural

10



distance beiwean the home and host country. By forming a JV, the investing firm can leam how fo adapt io local
cultural norms from its partner and can utilize the partrer's social network fo shorfen the cultural distance
(Gomes-Casseres, 1988, Hennart, 1991, Yiu and Making, 2002). Chinese MNCs also prefer a JV entry made in

host countries where the ethnocentric lecal culture and cultural differences impose significant disadvantage on

operating solely as foreign firms.

Hypothesis 11 {H11). Cuftural barriers are negatively relafed i the likelihood that & Chinese firm will choose a

WOS entry mode.

The internal institufional environment of a firm influences tha cognitive mindset of FDI enfry mode decision
makers in favor of previous successful and commonly adopted entry medes. Chinese FOI firm managers, at the
current stage, are free from such institutional impacts because their firms have not formed an historical norm of
FDi entry mode choice, as their experiences of prior FDI entry are still very limited and not yet institutionalized.
For Chinese MNCs, a more significant infernal institutional impact arises from home government support as a
resuit of their already established home country institutional legitimacy which entitles them fo a certain amount of
additional rescurces to conduct FDI. As noted by Aggarwal and Agmon (1990), home governmenis play an
important role in the competitiva advantage of these firms when they expand overseas. The resource constraints
faced by Chinese MNCs in FDI can be can be partially relieved by home government support in the form of

government funding, national bank loans with preferential terms, tax breaks, and others which enable them to

commit more resources {o the FDI entry.

Hypothesis 12 (H12): Home government support s posifively related fo the likelihood that a Chinese firm will

choose a WOS eritry mode.

Figure 1 summarizes the thecrefical framework and the hypothesized causalify between the variables discussed
above, as well as the FD! entry mode cheice of Chinese MNCs between WOS and JV, A paositive sign indicates

that an increase in the variable will increase the likelihood that WOS is chosen as the FDI eniry mode.



METHGDS

Data

A sampie frame of 588 Chinese MNCs was constructed for the data collection phase of this study, which
accounted for 14.6 per cent of the population of Chinese MNCs as at the end of 2005 {population size 4021,
MOC, 2006). This sample frame included Chinese cutward investing firms listed in the last three issues of
‘Statistical Bulletin of China's Outward Foreign Direct Investment publfished by the Chinese central government,
as well as other Chinese MNCs revealed in provincial Chinese government publications, the Chinese stock
market databass, and newspaper arficles. A questionnaire was then designed by which to collect FDI entry-mode
decision-related information from senior executives of these Chinese MNCs at their headquarters in China. Data
was coliected between July 2006 and November 2006. A telephone pre-screen procedure was initiated to identify
potential respendents and to seek initial commitment to participate. Such an approach has alse besn applied
successiully in previous studies using surveys (Pahud de Mortanges & Vossen, 1999). After eliminating those
unable or unwilling to participate, 189 potential respondents remained in the final survey list and were sent the
questionnaire via facsimile. Usabie questionnaires were returned by 138 firms before the compietion of the survey,
constituting a 75.7 per cent response rate. The 138 responding firms included firms from a wide range of

industries in the resource, manufacturing, and service sectors. 58 of the cases related fo JVs while the other 80

related to foreign entries by WOS.

Measurement

Dependent Variable

This study focused on the FDI entry mode choice between WOS and JV, making the dependent variable
dichotomous and categorical. JV was coded as ‘0, and WOS *1'. Following prior studies of FDI entry mode choice
(Erramilii and Rao, 1993, Hennart and Larimo, 1998, Madhok, 1998}, in this study, the dependent variable was

measured by a single guestion that asked the respondents to select their chosen FDI entry mode from the two

alternafives.



independent Variables

The twelve independent variables incorporated in the theoretical framework of this study are all latent constructs
which are linked io the empirical world through indicators. Variable constructs containing mulfiple psychometric
indicative items have been developed and adopted in previous entry mode studies to measure the FDI entry
mode factors impacting on managerial perceptions (Agarwal and Ramaswami, 1892, Kim and Hwang, 1992,
Erramilli and Rao, 1993, Bell, 1996, Aulakh and Kotabe, 1897, Davis et al., 2000, Brouthers, 2002, Ekeledo and
Sivakumar, 2004). In this study, the independent variable measures were developed mainly from established
indicative items in these prior studies. For these variables not investigated in prior studies, new indicator ftems

were deveioped based on theoretical concepts in the literature and the findings of the pilot study.

The initial variabie constructs included muitiple indicator items for each variable and were subject fo a scale
reliability test, and a refining procedure was then followed. The indicative items with low item-to-total corretation
(r<0.25) were efiminated from their corresponding constructs to ensure safisfactory scale reliability (a>0.60) for
each construct (a list of the indicators can be supplied on request). Except for firm size which is measured on the
sales volume range of firms, all other variables are measured on 5-point scale and their variable scores were
calcuiated based on a unit weighing scheme {Einhorn and Hogarth, 1875). Correlation tests were then performed

on the independent varfables where no significant large correlation {r0.45) was found between the independent

variables (see Table 1).

Place Table 1 here

Control Variahles

An FDI entry mode decision involves two levels of choice — the choice of foreign venture ownership sfructure
(WOS or JV) and the choice of FDI establishment methed {greenfield or acquisition). Kogut and Singh {1988)
argue that the degree of ownership is usually determined in conjunction with the mode of establishment whereas
in some other studies these two decisions are generally treated as independent of each ofher (Caves and Mehra,
1986, Hennart, 1991, Hennart and Park, 1983, Padmanabhan and Cho, 1996, Hennart and Larimo, 1398). A

greenfisld dummy variable was included in this study to control for the possible effect of different establishment



mathods on the FDI eniry mode choice hetween WOS and JV. Prior siudies that sampied FOI firms from multiple
home couniries also found that differences in home country cultural and economic characteristics had a
significant impact on the firm's eniry mode preference (Erramilli, 1996). Although the firms which were the focus
of this study are of the same nationality, one may argue that regions within a nation can also vary if distinctive
subculiures exist in the nation {Goodman, 1992, Robertson, 1993}, To control for any possible effect of regional
and subcultural difference on Chinese manager’s decision making with respect fo FDI enfry mode choice, a
stibculture control variable dencting the affiliation of the respanding firms to the three principal subculiural regions
in mainland China - Beijing, Shanghai, and Guangdong - was included in this study. Finafly, being a Chinese
State-ownad enterprise (SOE) may impose certain political and diplomatic liabilities on Chinase FDI firms,
especially when they enter ideologically conflicting host countries. A SOE dummy variable was included fo

examine and control for any pessible impact of such liability on an SOE firm's £DI entry mode decision.

Empirical Test

The logistic regression method has been the most frequently adopted empirical test method in FDI entry mode
studies (Gomes-Casseres, 1989, Hennart, 1991, Makino & Neupert, 2000}. Arregle, Hebert, and Beamish (2006)
proposed a multilevel method in challenge fo the fogistic regression method, however it was also noted that this
method couid be less effective if the firms under research only engaged in one or a few FDI entries (Amregle,
Hebert, & Beamish, 2008). As Chinese MNCs generally fall into this category, in this study, the hypotheses were
tested using binomial logistic medels. Such a tachnique is orfented fo estimating the probability that one event
occurs rather than another - as in this study, the choice of a WOS eniry mode rather than a JV entry mode. The
probabiiity of a Chinese MNC choosing a WOS entry mode in preference fe a JV entry mode can be modeled as

a function of the independent variables and control variables as follows:

T= where £ =b + bX +bX 4. +bX

l+e

I is the probability of choosing WOS as the mode of FDI entry and Z is a linear combination of explanatory

variables. A positive regression cosfficient (5) means that an increase in its associated variable {X) will increase



the likelhood of WOS as the selected FDI entry mode. The parameters are astimated using maximum likelthood,
employing the binomial logistic regrassion procedurs of SPSS 13. The overall efficacy of the model is assessad
using the likelihood ratio Chi-square, which is twice the difference in fog likelihoods for the estimated mode! and
the base model (a model only including constant). The predictive ability of the model can be gauged by
comparing the correct classification rafe of the estimated model with that of the random model. A 25 per cent
improvement in correct classification rate from the random model is generally regarded as significant (Hair, Black,
Babin, Anderson, & Tatham, 2005). A statistically significant parameter indicates the extent to which the

corresponding variable confributes to the ufility of WOS enfry mode to JV entry mode by a Chinese MNC in iis

FDI entry.

Six different models were fested in this study. Model 0 had a Z function that included only the three control
variables. This is fo test, before the framework is introduced, how well the choice of FDI entry mode can be
explained by categorizing firms based on their FDI establishment method, subculture affiliation, and state
ownership structure. Models 1 o 4 included the control variables and the independent variables from each of the
four individual theories separately to test the effectiveness of each individual theory before they were integrated.
Madels on individua! theories without inclusion of control variables were also tested and similar results were
generated. To avoid redundant information, only the results of models of individual theories with control variables
are reported in this paper. Model 5 aims o test the integrated framework which incorporates variables from all

four complementary theories. Based on modal 5, model 6 further inciudes control variables into its test. The test

results of these six models are shown in Table 2,

Place Table 2 hare

Model 0 had an insignificant modet chi-square {p=0.120), indicating that the control variables alone cannot
effectively differentiate the two FDI entry modes. The greenfieid dummy variable had a positive coefficient and
was significant at the .01 level which showed an association between a greenfield investment method and a WOS
entry mode. The other two confrol variables were insignificant in afl models, and the greenfield investment dummy
variable was also insignificant in the models where strategic behaviour variables were included. Individual models

of the strategic behavicur approach (mode! 1), the organizational capability perspective {model 2) and the

13



fransaction cost approach (model 3) all showed significant model chi-squares with most of the independent
variables significant and supporting their corresponding hypotheses. The individual model of the institutional
perspective obtained a marginally significant modal chi-square and ne sighiﬁcanf coefficient on ifs independent
variables. This indicated that the institutional perspective must be considerad complementary {o other theories
but nof an independent FD! enfry mode framework. Cne common weakness of the four individual models was
that their model classification hit-rates were all below 70 per cent, while a 25 per cent improvement from random

model (where in this study a hit-rate higher than 76.3 per cent) is regarded as significant (Hair et al., 2005).

Single theories, as evidenced by the fow classffication hit rate of models 1 to 4, did not show sufficient predictive
ability; however, when integrated, mode! 5 benefited from the complementarity of the individual theories and
achieved a satisfactory model fit on all assessment criteria. The model chi-square was 89.884 with a degree of
freedom of 13 and was significant at the .001 level (p=.000). This result indicated a significant reduction of -2LL (-
2 fimes the log likelihood) from the base model, showing a good fit of the model. Furthermore, the Hosmer and
Lemeshow Goodness-cf-it Chi-square test returned an insignificant result (p=223) as expected, indicating that
there is not sufficient evidence to reject the null hypothesis that the actual and predicled values of dependent
variabie are equal. Lastly, the overall hit rate percentage (percentage of correct prediction) was 78.0 per cent
which was a 27.7 per cent improvement from the random model. A slight increase in model hit rate from model 5
was cbserved in the test results of model 6, where the three control variables were included. However, the
inclusion of the control variables did not change the significance of independent variables and the control
variables themselves were ail insignificant. When effectiveness (model fit) and efficiency (proportion of significant
explanatory variables} are both taken info consideration, model 5, which is the exact transformation of the
theoretical framework proposed in this study, appears to be the best model among ail alternatives. This suggests

that it is reasonable o base the hypothesis testing on the fest resulis of model 5.

As shown in the fest results of model 5 in Table 2, all of the four strategic behaviour hypotheses were supporied.
The hypothesized positive impacts of global strategic motivation and hesi industry competition on the choice of
WOS entry mode were both highly significant. Host industry growth had a negative impact on the choice of WOS

entry mode as expected and was significant at the .05 level. Resource seeking motivation had a pasitive impact



on the choice of WOS entry mode which was significant at the .05 level, while this positive impact was negatively
moderated by mutual complementarity of firm reseurces with the moderating effect significant at the .01 level; this
supported the hypathesis on resource seeking motivation and the moderating effect on it. With regard fo the three
crganizational capability hypotheses, while the hypothesized positive impact of firm size and negative impact of
goodwill capital on ihe choice of WOS entry mode were significant at the .01 and .05 levels, respectively, no
significant impact of infernational experience was avidenced in the test results. Both transaction cost hypotheses
wers supported but to various degrees. The positive impact of proprietary assets on the choice of WOS entry
mode was marginally significant (at the .10 level), while a higher significance level {at the .01 level) was
evidenced on the positive impact of free-riding risk. Mode! estimation of the three institutional variables received
different results, The expected negative impact of culturat barriers on the choice of WOS entry mode was
supported as evidenced by a negative coefficient of the variable which was significant at the .05 level. The
negative impact of host government restrictions was marginally significant (at the .10 ievel) whereas home

government support showed no significant impact on the choice of FDI entry mode.

While the focus of this study is on the FDI entry mode cheice between JV and WCS, the structural differences
among different types of joint venture discussed in many prior studies (Gatignon and Andersen, 1988, Levary and
Wan, 1999, Pan and Tse, 2000, Jiang, 2001) call for an in-depth investigation on the effects of the independent
variables on the choice of different types of JV entry mode, as against WOS enfry mode. A multinomial logistic
regression model was tested whers the categorical dependent variable had four values represanting WOS,
majority JV (largest ownership share), equal JV (equal ownership share with largest partner), and minority JV
(less ownership share than largest parner) eniry mode, respectively. The mulfinomiat iogistic regression
technique is oriented to estimating the probability that a cerain state of an event occurs compared to a reference
state of the evant, as in this study, the choicg of one of the three JV entry modes against a WOS entry mode. To
obtain comparable resulis with the hypothesis tests based on model 5 of binomial logistic regression, the twelve

independent variables were entered in this multinomial logistic fest modet as explanatory variables, and the

results are shown in Table 3 below.

Place Table 3 here
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Two independent variables, international experience and home government support, that were insignificant in the
binomial tests remained insignificant in the multinomial (est, which confirmed thaf neither faclors have a
significant impact on the choice of FDI entry mode. Unexpectedly, host govermment restrictions which was
marginally significant in the binomfal test showed insignificant resulis in the multinomial test. Accordingly, it was
JV entry mode in general, but not any of its particular forms, that was preferred by enfrant firms in highly
restrictive host countries. The other nine independent variables were all significant with their impacts on the
choice of a JV as against a WCS eniry mode consistent with the binomiaf test results. The fact that none of these
independent variables was significant for any of the three types of JV entry mode simultaneously confirmed that
to FD! entry mode decision makers, the three types of JV were not considered as homogenous but, indeed,
gifferent entry modes options, The overall mode! fit of the multinomial iogistic regression model wés satisfactory,

as evidenced by a significant reduction in -2LL and insignificant test resulfs of Pearson and Deviance's goodness

of model fit as expacied.

DISCUSSION AND IMPLICATIONS

Both simifarities and differences exist between the strategic behaviour of Chinese MNCs and Western firms in
their FDI. Consistent with previous studies (Kim and ‘Hwang, 1992, Aulakh and Kotabe, 1997}, this study
supported the proposition that Chinese MNCs expanding overseas for giobal strategic reasons prefer a WOS
entry mode, especially as against equal and minority JV entry modss, as fuli ownership provides the entrant firms
with greater control over their overseas affifiates. With regard o host industry compedition levels, Chinese MNCs
prefer the WOS entry mode when entering a competition-intensive host industry. Qur result is consistent with
Bel's (1396} study but contradicts the findings of Gomes-Casseres {1990). It suggests thai the low cost and
niche-market focused competition strategies of Chinese MNCs can be better implemented when they operate
alone in highly competitive host industries. The negative impact of host-industry growth on the choice of a WOS
eniry mode that has been supported in many prior studies (e.g. Gomes-Casseres, 1980, Hennart, 1591, Bell,
1696, Brouthers et al., 1996) is also supported in this study. To establish first or early mover advantage and
capture the benefit of fast-growing potential markets, Chinese MNCs prefer a JV eniry mode, in either majority or
minority form, which enabies a quick entry into the host industry, while a WOS eniry mode is considered foo time

consuming and therefore disadvantageous. In contrast to Western firms, a large proportion of the FDI activities of
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Chinese MNCs are resource seeking rather than resource exploiting oriented. Chinese MNCs prefer WOSs,
especially as against minority JVs in their resource seeking FDI in order fo more effectively relocate and utilize
the acquired resources. However, when mutual complemantarity of firm resourcés is high between Chinese
MNCs and host country local firms, the strategic merit of a WOS entry reduces relative to a JV eniry mode as

resource-seaking motivation applies to both parties, which can only be fulfilled simuitanecusly in a JV operation.

In terms of capability, Chinese MNCs differ from Western firms in both tangible and intangible aspects. Although
the effect of size constraints on the choice of a WOS entry mode was supported, no significant impact of firms’
international experience was foung in the empirical results of this study. This is probably due to the fact that
Chinese MNCs generally iack core knowledge of managing and aperating assets overseas (as needed in FDI),
although many of them have become very experienced in exporting or other types of infernational business
activiies. Also, in contrast to previous studies (e.g. Gatignon and Andersen, 1988, Bell, 1598), this study
investigated the impact of firm goodwill capital {such as reputation and brand vafue} as a firm capability factor, not
a source of transaction costs. H is confirmed that Chinese MNCs with relatively more goodwill capital can befier

attract foreign parirers and therefore mors frequently adopt a JV entry mode, especially with majority ownership

share, when expanding overseas.

The institutional perspective and transaction cost approach focus on the external environmeni of FDI and the
characteristics of the FDI transaction itself, which are largely independent of the characteristics of the entrant firm.
Accordingly, the empirical test resuits on the fransaction cost and institutional variables in this study are generally
consistent with those of prior studies. A special feature of the Chinese MNCs investigated in this study is the level
of home government support received by them. The results show that this factor has a positive but insignificant
impact on their choice of FDI entry mode, which can be explained by two possible reasons. First, the level of
home governmant suppaort received by Chinese MNCs may not be adeguale enough to significantly improve their
investment capability or fo influence their FDI strategy. Secondly, home government support may be related fo a
firm's decision to become engagad in FDI - the choice at the first hierarchy level of foreign market entry mode,
where the decision is made between equity entry mode (FDI} and non-equity entry mode, rather than the FDI

entry mode decision between a WOS and a JV. This suggests that firms that have already decided to enter
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foreign markets by means of FDI can be largely homogeneous in terms of the level of government support they

may be entitied {o.

In general, Chinese MNCs do not differ from Wastarn firms in terms of the institutional and transaction cost
impacts on their FDI enfry mode, while the maior diffsrences lis in firm capability and some aspects of firm
strategic behaviour. Based on the infegrated framework in this study, for Chinese managers facing the decision
task of FDI entry mode choice, it is important fo conduct an internal and external scanning process and a
comparative rating process before making the decision. Intemally, a firm nseds 1o taks into account its strategic
mission vis-a-vis FDI and ifs capability status with the choice of the FDI eniry mode. Resource seeking, strategic
assets seeking, competition surviving missions, can be better accomplished in a sofo operation given that the
investing firm has sufficient assets power, while a JV is beneficial when the purpose is fo gain first mover
advantages in a potential market and can be relatively easy fo establish when the investing firm has superior
goodwill capital. Externally, fransaction costs and institutional impacts need to be carefully measured. Western
firm’s experiences in assessing and counteracting partner opportunism in relation to specific assets, free-riding
risks, host government restrictions, and cultural barriers are of great usefuiness to Chinese MNCs. A WOS is
preferable when it is important to minimize transaction costs while a JV is more effective in neutralizing the
negative effects of a host government and the cultural environment. Finally, and mare importantly, it is the joint
effect of all of the internal and external factors that lead to the optimal FDI entry mode decision and, therefore,
upon examining the impacting factors separately, it is necessary {o rate the relative importance of these factors.
Entry mode suggestions from individual factors can be contradictory to each other and priority should be given to
the most important factors if tradeoffs need to be made. Many contingency issues may be involved in this

comparative rating process which is beyond the scope of this study.

LIMITATIONS AND FUTURE RESEARCH

This study shifts the focus of academic research on the FDI entry mode Ehoice from Western fims (developed
country MNCs} to developing country firms. As research in its early stage, this study is not without limitations.
Firsl, the data of this study was not adequate for an industry sector-specific analysis. This is mainly due fo the

lack of firm-level information for Chinese MNCs. For example, a complete list of Chinese MNC has been kept
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confidential by the Chinese governmertt and is not accessible fo researchers, If resources allow, future studies
should expand the sample frame, or focus on specific industry sectors. Secondly, this study investigates the
impacis of strategic variables that lzad to the FDI entry mode chosen by Chinese firms, but not the success of the
chosen entry mode. One may argue that the most successful mode of entry will most likely to be chosen by
decision makers. However, this argument is only vakid under the assumption that decision makers are hyper
rational. Future research should fink the FDI entry mode choice with post hoc performance evaluations, as
demonstrated in the study of Avlakh and Kotabe's (1597). Finally, this study investigates the FDI eniry mode
choice of firms from one single home country. National characteristics in economic and cultural terms should be

incorporated into the framework when future research is conducted on firms from multiple developing countries.
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