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ABSTRACT

This working paper investigates the choice between acquisition and greenfield forms of entry mode in the case of firms’ foreign direct investment in Central and Eastern Europe (CEE). We introduce a unique framework that combines elements from both transaction cost theory and the knowledge-based view of the firm (rooted in the resource-based theory of the firm). Hypotheses are drawn from the organizational learning, international strategy and transaction cost literatures, which are to be tested using multiple-regression techniques. Specifically, we will examine the influence of technological intensity, investment relatedness, regional and entry mode experience, international strategy, cultural distance and country risk on entry mode selection. The data are obtained from 199 responses to a questionnaire sent to firms from 15 EU member nations that have recently invested in any one of eight central and eastern European nations. Results are expected to identify a unique CEE region effect versus highly developed nations, and perhaps a central versus eastern European effect due to a set of national characteristics. 

1.
INTRODUCTION

Empirical research on entry mode choice falls into three main categories. The first category is that which examines the choice between non-equity (e.g. exporting, licensing and franchising) and equity (e.g., foreign direct investment) modes of entry.
 The second category investigates the desired level of ownership in the case of equity entry; for instance, the choice between a wholly owned and partially owned (e.g., joint-venture) foreign entity. The third category also explores equity entry, but is concerned with investors’ motives to buy an existing foreign entity or establish a foreign operation from scratch, which is the choice between an acquisition and a greenfield type of investment.
 Relative to the research on entry mode choice in the first two categories, research into the choice between acquisition and greenfield is under-researched (Chang, 1995; Barkema and Vermeulen, 1998; Harzing, 1998). This is despite the fact that the decision of whether to acquire or greenfield carries significant strategic importance due to the inherent benefits and risks of each entry mode. For instance, although acquisitions offer a speedy establishment of a local presence, they can be accompanied by post-acquisition integration failures, which are often rooted in cross-cultural differences and technological mismatches. In addition, while greenfields offer an opportunity to preserve and replicate valuable corporate cultures abroad, they require both a great deal of time to establish and the creation of mechanisms to transfer knowledge efficiently. Therefore, it is the careful consideration of investing firms’ organizational routines and strategic intents in the context of host-country environmental contingencies that determines the appropriateness of each entry mode to reinforce companies’ sustainable competitiveness.

Few studies (Wilson, 1980; Harzing, 2002; Larimo, 2002) have compared the entry mode choices of multinational firms originating from different home countries into a number of host countries, and just one study (Meyer, 1998) has focused on western investment decisions in CEE countries. To the best of our knowledge, this is the first study that directly examines the effects of three types of firm knowledge: technological development, international strategic routines and the roles of experienced-based organizational learning on the choice between acquisition and greenfield investment. Moreover, research on entry mode choices (including research on wholly-owned vs. shared-control entries) in Central and Eastern Europe has either applied transaction cost arguments or the OLI (ownership, location, internalization) eclectic framework. If organizational learning plays a role in the choice between acquisition and greenfield, it should be very pronounced in the CEE region because of the obstacles present in this market—cultural, political, legal, economic and infrastructure-related. The host countries of our study are of particular interest because of the upcoming 2004 European Union accession of eight Central and Eastern European nations (The Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia) and potential 2007 accession of Bulgaria and Romania, which is causing increasing political and economic interactions with western European nations (Kolman, et al., 2003) and giving them a pivotal role in the future economic prosperity of an enlarged European Union.

To investigate the determinants of the choice between acquisition and greenfield, we apply an overarching framework that incorporates the cost-minimization focus of transaction cost theory and the benefit maximization approach of the knowledge-based view (see Figure 1). In this framework, environmental contingencies (i.e., cultural distance and country risk) and the firm’s organizational capabilities (i.e., strategy and organizational learning processes) facilitate the selection of the appropriate entry mode. Therefore, in addition to the study of cultural distance and county risk effects, we incorporate the influence of two types of experience-based organizational learning in entry mode choice—regional experience and entry mode experience. Furthermore, considering a firm’s international competitive advantage a consequence of specific knowledge exploration and exploitation, and its international strategy as an incremental part of this competitive advantage, we expand the organizational learning approach by incorporating strategic variables (i.e., the firm’s preference for global or multidomestic strategy) in the analysis of the factors that influence entry-mode decisions.

[Insert Figure 1 about here]

2.
LITERATURE REVIEW

2.1.
Transaction cost theory

Transaction cost theory explains the existence of firms as a means to lessen the opportunistic potential that arises in contract-based organization (“markets”). This perspective is primarily concerned with the prevention of conditions that create market failure and the establishment of the most efficient from of governance that minimizes firms’ transaction costs (Williamson, 1975). Traditionally, transaction cost theory has been broadly applied in the entry mode research to explain the choice between an acquisition and a greenfield investment (Wilson, 1980; Caves and Mehra, 1986; Kogut and Singh, 1988; Zejan, 1990; Andersson and Svensson, 1994; Hennart and Park, 1993; Cho and Padmanabhan, 1995; Brouthers and Brouthers, 2000). Transaction cost arguments distinguish between the exploitation of existing resources and the exploration of new resources, which results in preferences for alternative entry modes. Transaction cost analysis of entry modes is oriented primarily towards the choice of entry mode that minimizes the transaction costs associated with the exploitation of existing advantages (Madhok, 1997). For instance, firms seeking to exploit their superior technological competence (Caves, 1982) and preserve it from external market imperfections, tend to choose greenfield entry and usually impose their managerial practices on the subsidiary (Chang and Rosenzweig, 2001). Extant empirical evidence shows that technologically superior Japanese firms undertaking a related investment in the United States have a tendency to establish greenfield investments as an efficient way to restrict dissemination of firm-specific advantages and to avoid difficulties associated with imposing company know-how on existing local personnel (Hennart and Park, 1993; Brouthers and Brouthers, 2000). In contrast, if the planned local operations require product-specific or local knowledge, the probability of acquiring a local company and its environment-specific knowledge increases. For example, Japanese firms expanding internationally while diversifying their current business activities tend to prefer acquisitions because they satisfy the need for an accumulation of new product-specific knowledge (Hennart and Park, 1993). Similarly, technologically weak companies seek to complement their existing resources by acquiring another firm, thereby accessing and incorporating its knowledge base and organizational know-how (Larimo, 2002).

To increase the explanatory power of transaction cost analysis in entry mode choice, transaction cost theory has been extended to incorporate cultural factors. Yet the conflicting findings of studies investigating the influence of cultural distance on the choice between acquisition and greenfield has resulted in the development of two opposing theoretical arguments. The first group of studies finds a positive relation between cultural distance and the preference for greenfield investments over acquisitions (Kogut and Singh, 1988; Barkema and Vermeulen, 1998; Chang and Rosenzweig, 2001; Harzing, 2001). A main argument of this group is that cultural distance makes integration of existing foreign companies difficult (Kogut and Singh, 1988) and therefore provides a motivation for investors to establish new ventures from scratch and fully integrate the managerial practices developed at home (Cho and Padmanabhan, 1995). The second group of studies argues that companies establishing subsidiaries in culturally distant countries usually lack knowledge concerning local political, cultural and societal norms and the most efficient way to acquire this country-specific knowledge is by involving a local partner (Anand and Delios, 1997; Brouthers and Brouthers, 2000; Harzing, 2003). Therefore, firms investing in culturally distant countries tend to perceive high levels of risk which they can efficiently reduce by acquiring a locally integrated company, while firms entering culturally similar countries prefer to establish a greenfield subsidiary to exploit firm specific advantages (Brouthers and Brouthers, 2000). A possible explanation for the conflicting evidence on the influence of national culture on investors’ entry mode choices is that cultural distance is not central to transaction cost economics and a full incorporation of the cultural distance perspective in transaction cost theory provides for the possibility of opposite predictions in the relation between cultural distance and entry mode choice (Gatignon and Anderson, 1988). Moreover, some authors view cultural distance arguments as “awkwardly incorporated” in a theory that is predominantly concerned with analyzing the internalization process that results from market failure (Kogut, 1992 cf. Madhok, 1997).

2.2.
Knowledge-based view

Contrary to the transaction-cost theory’s view of the firm as an organization managing transactions, the knowledge-based view emphasizes the firm’s capabilities to manage team production (Grant, 1996) and on their production advantages to not only avoid the transaction costs associated with market exchange, but to govern “certain types of economics activities from a logic that is very different from that of a market” (Ghoshal and Moran, 1996: 13).    In contrast to the transaction cost explanation of entry mode selection as an optimal match between transaction-cost minimization and the deployment of assets, the knowledge-based view suggests that the driving force behind entry mode selection is the management of a firm’s capabilities in terms of the development and deployment of its knowledge base (Kogut and Zander, 1992, 1993). The knowledge-based view perceives the firm as a set of transferable resources that are transformed into capabilities through dynamic and interactive firm-specific processes (Amit and Schoemaker, 1993). The accumulation of firm capability is regarded as a dynamic process in which the ability of the firm to acquire, evaluate, integrate, diffuse, deploy and exploit knowledge is critical (Madhok, 1997). Thus, whereas the transaction cost perspective treats each foreign entry as a separate and discrete event (Johnson and Vahlne, 1990) and is considered “static and equilibrium oriented” (Madhok, 1997), the knowledge-based view encompasses the dynamics of learning and capability building.

The knowledge-based view is rooted in the resource-based theory of the firm, according to which firm resources that are valuable, unique and imperfectly imitable can provide the basis for firms’ competitive advantages (Amit and Schoemaker, 1993). To pursue competitive strategies firms employ both tangible and intangible resources, but it is the intangible resources that are mostly crucial for firms’ competitive advantage because they are rare, socially complex and difficult to imitate (Black and Boal, 1994; Uhlenbruck, et al., 2003). The knowledge-based view extends the resource-based theory in that it considers knowledge to be the most strategically important of the firm’s resources (Grant, 1996). Although the knowledge-based view is not considered a theory, it has a focal importance in modern theories of the firm because firm knowledge is believed to be the most important and complex means of value creation (Grant, 1996). Knowledge resources have distinctive properties to create and sustain competitive advantage (King and Zeithaml, 2003). In comparison to physical resources, knowledge can broaden its value due to a unique capability of simultaneous and multiple uses (Itami, 1987), without being depleted with use (King and Zeithaml, 2003). Kogut and Zander (1992) perceive the knowledge base of the firm as one of its most vital characteristics, describing it as a “set of capabilities that enhance the chances for growth and survival.” 

2.2.1. Organizational learning and knowledge transfer

Organizational learning typically adds to, transforms, or reduces organizational knowledge (Schulz, 2002). Knowledge acquisition is the key aspect of organizational learning, including drawing on existing knowledge within the firm and enhancing it through experience and environmental scanning  (Uhlenbruck, et al., 2003). Current approaches to organizational learning emphasize routines as “repositories of knowledge” (Schultz, 2002) and conceptualize learning as making and updating routines in response to experience (Levitt and March, 1988). Organizational routines include organizational rules, roles, conventions, strategies, structures, technologies, cultural practices and capabilities, and function as the primary form of organizational knowledge (Schultz, 2002). Based on the presumption that a firm’s competitiveness is embedded in its ability to learn and apply knowledge (Prahalad and Hamel, 1990; Teece, et al., 1997), firms are viewed as social organizations that create knowledge at home and efficiently transfer competences abroad through foreign investment (Kogut and Zander, 1996). Therefore, foreign entry modes are a way for firms to both exploit their existing knowledge and acquire new knowledge by exploring unfamiliar domains (March, 1991).

The ability to create and transfer knowledge within the organizational context is regarded as a key competitive dimension of organizations. Because unique organizational knowledge is transferred when a foreign subsidiary is established, firm-specific knowledge is an important determinant of entry mode choice. Kogut and Zander (1992) regard firm knowledge as “socially constructed” and inseparable from the human resources of the firm. This view is in line with Simon’s understanding of organizational learning as a process taking place inside individuals: “an organization learns in only two ways: (a) by the learning of its members, or (b) by ingesting new members who have the knowledge the organization didn’t previously have” (Simon, 1991: 125). When setting up a new foreign entity, parent companies typically send expatriates to hire and train the local labor force in accordance with the organization’s common practice (Hofstede, 1991; Barkema and Vermeulen, 1998). Therefore, companies prefer greenfield investments to exploit firm-specific advantages that are embedded in the organization’s labor force and therefore cannot be separated from the organizational structure (Hennart and Park, 1993). Moreover, creating a new organizational identity by imposing beliefs and corporate values on a foreign subsidiary can be very difficult if not impossible (Barkema and Vermeulen, 1998) and might not achieve the optimal deployment of the investor’s core competencies (Casson, 1995). Consequently, a firm can more effectively transfer superior capabilities to a greenfield subsidiary than in the case of the acquisition of a local firm with diverging practices and routines. 

2.2.2.
Organizational learning and experience

Experience is a primary source of learning in organizations and deeply embodied in the organizational memory (Penrose, 1959). An organization operating in diverse national markets is exposed to new ideas and practices, which trigger innovations and boost technological capabilities (Miller and Chen, 1996; Barkema and Vermeulen, 1998). Moreover, broader market exposure provides the foreign direct investor with new consumer demands and new grounds for testing technology (Barkema and Vermeulen, 1998), which leads to an enhancement of its technological capabilities (Levitt and March, 1988; Miller and Chen, 1994, 1996). A firm’s past experiences transform into organizational routines that consequently create a model for future actions and become a source of competitive advantage (Padmanabhan and Cho, 1999).

2.2.2.1.
Host-country experience

A company can acquire two types of experience abroad: a) general international experience acquired by developing business relations abroad, and b) target-country experience acquired by establishing business relations in a specific host country. Yet the empirical evidence on each type of experience is mixed, which has led to conflicting theoretical postulates. For example, Dubin (1976), Barkema and Vermeulen (1998), and Brouthers and Brouthers (2000) suggest that internationally more experienced firms tend to prefer greenfield investments, while firms with limited international experience tend to acquire existing local companies. However, according to Larimo (2002), internationalization allows firms to accumulate knowledge about the successful integration of acquired foreign units and to establish integration routines. Thus, a greater level of international experience is associated with a preference for acquisition entry modes. Unlike Caves and Mehra (1986), who found strong empirical support for a positive relation between experience and a firm’s preference for acquisition, Kogut and Singh (1988) and Hennart and Park (1993) found no relation between experience and a preference for acquisition.

Learning to operate effectively in a foreign market is the result of accumulated host-country experience (Larimo, 2002). Over time, exposure to local practices, business networks and institutions creates a familiarity with the environment, decreases the effects of foreignness and boosts the competitive advantage of the investor. Moreover, as the firm accumulates knowledge about the host country through exporting, licensing or direct investment the effect of cultural distance on entry mode choice is significantly moderated (Chang and Rosenzweig, 2001). Host country familiarity allows the parent company to override some of the differences between its own and an affiliate’s corporate cultures and to relax the difficulties of integration. Studies on the entry mode choice of Japanese firms in the United States (which is culturally distant to Japan) show that due to accumulated country knowledge from the initial investment experience, Japanese investors feel more comfortable with the challenges of post-acquisition integration (Chang and Rosenzweig, 2001).  Thus, cultural distance problems expressed in terms of communication difficulties, incompatibilities of routines and strenuous post-acquisition integration are likely to be negatively related to host-country experience.

2.2.2.2.
Entry mode experience

Padmanabhan and Cho (1999) found evidence that neither general international experience nor host country experience empirically explain the choice between greenfield and acquisition. The authors argue that these two attributes are more important in the decision of whether to undertake direct investment or to serve a particular market with a non-equity entry mode. Once the decision to invest in a foreign country has been made, international and host country experience become less important than experience with a specific entry mode (Padmanabhan and Cho, 1999). Tallman (1992) considers the decision to enter a foreign market the result of a managerial analysis of a multinational enterprise’s international strategy. In an attempt to reduce the level of inevitable uncertainty involved, a multinational firm may imitate “either its own previously successful strategies and structures or those of competitors in the new market” (Tallman, 1992). The entry mode decision could therefore be considered an incremental part of a firm’s past successful strategies. A firm experienced in the acquisition of foreign companies may have accumulated sufficient knowledge to overcome difficulties with post-acquisition integration (Padmanabhan and Cho, 1999) or established routines for the efficient incorporation of foreign units into the parent organization. Alternatively, an acquisition-inexperienced firm may consider an acquisition a mechanism to abate the level of uncertainty associated with foreignness (Zejan, 1990). However, it is also possible that organizational inertia in addition to learning processes, could lead to a series of similar entry modes (Padmanabhan and Cho, 1999; Barkema and Vermeulen, 2001). Thus, organizational learning obtained from previous entry-mode experience may not always be the reason for the continuation of similar market entrance, but in some instances may be due to a denial of the need for change and a sign of habitual practice.

2.3.
International strategy

The complex knowledge transfer processes within multinational firms require foreign market entries that facilitate the exploration and exploitation of a parent company’s competitive advantages and that establish complementary organizational capabilities (Chang and Rosenzweig, 2001). This argument is illustrated by Rugman and Verbeke’s international competitive advantage model that is based on a transaction cost interpretation of the Bartlett and Ghoshal typology (1989).
 Global companies promote a convergence of consumers’ preferences and strive to maximize standardization of production (Rugman and Verbeke, 1992), which makes centralization and integration profitable (Harzing, 1999). They benefit from home-country specific advantages, which they export abroad by creating “replicas of the parent company” (Bartlett and Ghoshal, 1989) and tunnel down to their subsidiaries strategic decisions on production and marketing. Global companies possess firm-specific advantages that are mostly characterized by home-country specificities that do not need to be complemented by the exploration of host-country advantages. These firm-specific advantages are therefore not bound by a particular host location and are efficiently transferable to foreign locations, thus overcoming natural and unnatural market imperfections in foreign markets (Rugman, 1981). Harzing (2002) found that global companies tend to establish greenfield subsidiaries to ease the transfer of core competencies and exercise tight control over subsidiaries to preserve the parent’s corporate culture.

In contrast, multidomestic firms develop strategies for national responsiveness. Due to significant competition differences between countries, the multidomestic strategy is determined by cultural, political and social national characteristics (Bartlett and Ghoshal, 1999). Thus, the primary objective is the adaptation of production and marketing strategies to specific local customer needs and government requirements. Products and policies conform to different local demands and investor’s activities are usually “tied to the buyer’s location” (Harzing, 1999), which creates incentives for the development of firm advantages that are bound to a particular location (Rugman and Verbeke, 1992). Responsiveness to different national markets requires the accumulation of local-specific knowledge and its efficient integration into local business networks. Taking over a local firm, incorporating its unique corporate culture and benefiting from its local business and government relations is the most efficient way of achieving the goal of knowledge absorption. As a result, multidomestic companies tend to prefer acquisitions for foreign market penetration because they establish a loose-control, federation-type of organizational structure that provides subsidiaries with a significant level of independence to conduct nation-specific production and research and development activities (Harzing, 1999). Thus, different foreign market entry mode choices result from companies’ strategic motivations to either exploit home-country competitive advantage or explore host-country competitive advantage that complement their unique capabilities for organizational learning and technology transfer.

3.
HYPOTHESES

The major conclusion that can be drawn from the literature review above is that companies expanding abroad do not take into consideration only transaction-cost minimization concerns: The decision to acquire or greenfield is influenced by the investor’s specific knowledge. Although knowledge is crucial for organizational success, the tools for measuring organizational knowledge are crude and often inadequate (King and Zeithaml, 2003). R&D expenditures have been broadly used in past research to empirically test the level of firm knowledge: R&D spending reflects investment in knowledge and is regarded as a “questionable proxy” because knowledge generation is path dependant, cumulative and often idiosyncratic (Bettis and Hitt, 1995). Moreover, production processes have an organizational dimension as well as a technical dimension (Pisano, 1994). Yet, in comparison to other types of organizational processes, R&D projects are formal and well-documented, which makes their development better suited to empirical testing. This study does not aim at investigating all sources of firm knowledge to determine their effect on entry mode choice—we only measure the parents’ level of technological development, their past international, entry-mode experience and predominant international strategy. The maximization of entry-mode benefits is dependent upon particular environmental contingencies, which can also influence the level of transaction costs borne by the investor.  Therefore, in the context of the CEE region, we also investigate the possible effects on entry mode choice of environmental contingencies such as cultural distance and host-country risk. We also control for any possible effects of national- and firm-specific factors on the choice between acquisition and greenfield (see Figure 2). 

[Insert Figure 2 about here]

3.1.
Technology transfer

Technologically intensive firms typically exploit their competitive advantage over local firms by establishing greenfield subsidiaries rather than acquiring technologically-divergent and often technologically-inferior local competitors. Due to the fact that their technological superiority is deeply embedded in organizational practices and their labor force, the most efficient way of transferring such a competitive advantage is by establishing a subsidiary from scratch and hiring the right local labor force and training them. As is often the case in CEE transition economies, technologically superior western investors acquire local enterprises with weak and outdated technological capabilities. To make production facilities competitive, an investor often needs to make significant post-acquisition investments to a) restructure the local CEE enterprise, b) change corporate strategy, organizational structure and culture, c) engage in technological modernization and d) undertake environmental protection (Newman, 2000; Meyer, 2001). However, strong inertial forces within an organization might prevent even technologically rational adaptations and thus further burden the post-acquisition integration (Nelson and Winter, 1982; Barkema and Vermeulen, 1998). Moreover, the adoption of the parent’s technological routines may be insufficient to upgrade the overall quality of the acquired organization, and may, in fact, be of secondary importance to the transfer of modern managerial skills (Meyer, 2001). Because enterprises in the former centrally-planned economies stressed achievement of quantitative targets and provided little or no incentives for quality and customer service, investors must engage in management education and training in areas such as marketing, accounting, finance and modern leadership skills (e.g., Child and Czegledy, 1996).

Technology transfer is particularly difficult in the CEE countries for two reasons. Firstly, the highly turbulent conditions characteristic of this region may not be conducive to successful learning processes (Hedberg, 1981) and the consequent uncertainty might encourage local managers to “stick to their old practices” (Villinger, 1996). Secondly, because there is likely to be a mismatch not only between the levels of technological development but also between rules, procedures and practices of the investor and local company, the local firm may be forced to take on those of the investor (Barkema and Vermeulen, 1998; Levitt and March, 1988). Therefore, the learning process in these enterprises implies a significant prior phase of unlearning: Before the learning of new routines and the acquisition of new corporate culture can occur, the old knowledge, strategy and routines have to be, in a sense, unlearned by the organization (Hedberg, 1981; Bettis and Prahalad, 1995; Barkema and Vermeulen, 1998). Although crises, conflicts, self-doubt and hesitancy can facilitate unlearning, “unlearning is often difficult and takes time” and such profound organizational restructuring (like those witnessed in CEE) is often strongly resisted (Hedberg, 1981). The challenge of unlearning old practices and routines may be one reason for investors to prefer greenfield entry modes: Establishments built from scratch are not required to “run down an unlearning curve in order to be able to run up a learning curve” (Bettis and Prahalad, 1995).

In summary, there are two circumstances in which a firm prefers to invest in a foreign market through greenfield versus acquisition. Firstly, the process of transferring core competences to a subsidiary can be impeded by three factors: compatibility problems between the production technology of the investor and that of the acquired local firm (Meyer, 1990), the local firm’s organizational inertia (Barkema and Vermeulen, 1998) and persistent old managerial practices. Secondly, firms having strong technological capabilities have less of a need to buy existing companies and their technological capabilities (Hennart and Park, 1993; Barkema and Vermeulen, 1998). Consistent with previous research, we propose the following:

Hypothesis 1a:  The greater the level of technological intensity of the investor, the greater the likelihood of a greenfield investment.

An exception to this argument could be an investment decision to expand internationally in a new line of business. In this situation, a technologically intensive investor might choose an alternative entry mode to satisfy the need for an efficient acquisition of new production-specific knowledge. A diversified foreign investment is motivated by various reasons. A firm investing in a new line of business could be seeking additional resources to develop broader competitive strengths (Chang and Rosenzweig, 2002) or be pursuing multipoint competition (Hisey and Caves, 1985). Several researchers found evidence that firms investing abroad in a new line of business prefer acquisitions (Caves and Mehra, 1986; Zejan, 1990; Hennart and Park, 1993). This is the result of the firms’ desire to capture production skills and management expertise they do not possess but need for building a broader competitive capability. Hennart and Park (1993) present empirical evidence that technologically-intensive Japanese investors diversifying to obtain new production-specific knowledge prefer acquisitions to greenfields, because obtaining additional resources on the market in disembodied form tends to be more difficult than acquiring a local firm that possesses them. Therefore, international expansion into a new line of business might create a mitigating effect on the potential preference of technologically intensive companies for greenfield investment. As such, we propose the following:

Hypothesis 1b:  The greater the dissimilarity between the investor’s lines of business prior to the investment and that of the investment itself, the greater the likelihood of an acquisition.

3.2.
Cultural distance and regional experience

Prior studies on the tendency of investors to enter culturally distant markets through acquisition in order to reduce high levels of host-country risks associated with lack of knowledge about local political, cultural and societal norms, have produced inconclusive results (Cho and Parmanabhan, 1995; Anand and Delios, 1997; Brouthers and Brouthers, 2000). Cultural distance and its effect on the post-acquisition learning and integration of CEE enterprises is a complex matter. On the one hand, the system of controlled ideology, centrally-planned economy, hierarchical society, restrictions and rigidity of the CEE countries (Villinger, 1996) cannot yet be fully abandoned and replaced with western-European pluralism, market-decentralization and democracy after just 12 years of transition. On the other hand, the central European countries (the Czech Republic, Hungary, Poland, Slovakia and Slovenia) and the Baltic nations (Estonia, Latvia and Lithuania) share “the common experience of European history” (Huntington, 1993) and have historical, cultural and geographical proximity with their neighboring European countries, particularly Austria, Germany and the Scandinavian countries (Child and Czegledy, 1996). Moreover, the advanced level of social and economic development the CEE nations had achieved before the imposition of communism assisted their transition progress (cf. The Economist, 1995). Therefore, organizational learning processes in Central Europe might be assisted by such commonalities with Western Europe and by the recent rapid implementation of western European training programs (Djarova, 1999). At the same time, the lack of western historical connections in culturally more distant Bulgaria and Romania could seriously obstruct organizational learning: Their Ottoman and Tsarist heritage prevented the influence of “the shaping events in the rest of Europe” (Huntington, 1993) and resulted in sluggish political, social and economic transformation.

Kolman et al. (2003) conclude that despite the relatively small geographical distance between central European countries and the Netherlands, there are large cultural differences. They also suggest that treating the entire region as homogeneous is “dangerous,” due to the observed cultural differences between neighboring countries such as the Czech Republic and Slovakia. Following these recommendations, we deem it appropriate to investigate the effect of cultural distance on entry mode choice in Central and Eastern Europe. In line with previous studies that found a positive relation between cultural distance and the preference for greenfield over acquisition (Kogut and Singh, 1988; Barkema and Vermeulen, 1998; Chang and Rosenzweig, 2001; Harzing, 2002), we hypothesize that cultural distance between home and host country is associated with a preference for greenfield investment.

Hypothesis 2a:  The greater the cultural distance between an investor’s home country and the host country, the greater the likelihood of a greenfield investment.

However, for companies that have accumulated a high level of international experience, cultural distance might have less of an impact on entry mode choice (Harzing, 2003). Specific host-country or regional experience gained through previous business contacts with local firms (including exporting, licensing and franchising) can create familiarity with the central European environment. Because the process of transition from a centrally-planned to a market-regulated economy involves a turbulent change of institutions and legal systems, familiarity with the old business networks and inherited systems of personal networks (that earlier served to overcome shortages and inefficiencies of centrally planned economies) can become a vital necessity for doing business in the region (Meyer, 2001). Moreover, a significant number of the acquisitions in the CEE region constituted a large part of national privatization programs, which requires endurance of “complex negotiation with government authorities, management and work councils” (Meyer, 2001). Thus prior regional familiarity and established business connections may alleviate pre-acquisition negotiations and thereby encourage acquisition. Meanwhile, the foreign investor that lacks local experience can avoid both the inconveniences of participating in a privatization program and dealing with government agencies and their clumsy bureaucratic procedures by undertaking a greenfield investment. In summary, preceding local experience might abate the cultural distance effect and increase the likelihood of undertaking an acquisition. We therefore test for interaction effects between cultural distance and regional experience and explore whether the preference for greenfield over acquisition by culturally distant firms diminishes as they gather local experience.

Hypothesis 2b:  The greater the regional experience in a culturally distant host country, the lesser the likelihood of a greenfield investment.

3.3.
Entry mode experience

Organizations tend to persist in the same type of activity over time because they are conditioned to experience successful solutions (Miller and Friesen, 1980). If a previous positive experience with an entry mode can be transferred to a new situation, there is a high probability of undertaking the same entry mode as a result of this particular experience (Padmanabhan and Cho, 1999). Companies that typically enter foreign markets through acquisition develop specific skills to efficiently integrate foreign firms, which increases the probability that these skills will be further exploited in subsequent acquisitions (Chang and Rosenzweig, 2001). Similarly, technologically intensive firms transfer their core competences abroad most efficiently through greenfield subsidiaries. There is a high probability that such investors will continue to create replicas of themselves abroad rather than buy technologically-divergent and often knowledge-inferior local firms that have very little to offer. Such “path dependency” in entry mode-selection does not necessarily imply that firms fall into a self-imitative behavior, yet it does commence a risk-aversive experimental learning (Chang and Rosenzweig, 2001). Thus it follows that once a firm undertakes either a successful acquisition or greenfield, there is a significant preference for the same entry mode in the future. Therefore, we propose the following:

Hypothesis 3a:  The greater the prior international experiences with acquisitions (greenfields), the greater the likelihood of a subsequent acquisition (greenfield).

Companies with core competencies embedded in organizational practices and routines tend to establish greenfield subsidiaries to transfer these firm-specific advantages abroad in the most efficient way. Yet repetitive international expansions through greenfield investments can make investors simple and inert (Vermeulen and Barkema, 2001). The progressive simplicity of the parent’s knowledge impedes the appropriate reaction to the changing international environment. When the firm relies on obsolete knowledge to continue successful international growth, building subsidiaries from scratch becomes “increasingly difficult and unattractive” (Vermeulen and Barkema, 2001). A firm with deteriorating organizational knowledge is in dire need of the accumulation of new technological resources, which increases the need for acquisitions (Hakanson, 1995). An acquisition is not only the integration of two companies, but creates the potential for a clash between different organizational cultures and ideologies. From an organizational learning perspective, a three-level learning framework has been identified in acquisitions (Pawlowsky, 1992; cf. Villinger, 1996). At the technical level there is the learning of new specific scientific (or engineering) and managerial techniques, at the systematic level new systems and procedures are learned, and at the strategic level “changes in the mind-sets of senior managers” occur (Villinger, 1996). The complex post-acquisition learning that is initiated by the inevitable adaptation to the new circumstances will “shake the system, breaking the rigidities and inertia” and will expand the old organizational knowledge with “new ways of doing things” (Vermeulen and Barkema, 2001). Therefore, the more greenfield investments that a company undertakes, the bigger the need for an acquisition. Because an acquisition increases a parent’s organizational knowledge, it is logical to suggest that the more acquisitions that a firm undertakes, the greater the need to exploit the accumulated knowledge. Therefore we propose the following:

Hypothesis 3b:  The greater the number of prior acquisitions, the greater the likelihood of a subsequent greenfield. Conversely, the greater the number of prior greenfield investments, the greater the likelihood of a subsequent acquisition.  

3.4.
International strategy

Global companies tend to focus on the exploitation of non-location bound home-based firm-specific advantages, such as a proprietary technology (Rugman and Verbeke, 1992). Subsidiaries of multinational companies in global industries depend more on other firm units (the parent and the other affiliates) for the transfer of technology, know-how and personnel than on local resources. Host-country location advantages are explored, but this is usually limited to the exploitation of low-cost locations that allow global companies to pursue their strategy based on cost efficiency. Global companies may target CEE transition economies to explore possibilities for low-cost production. But due to discrepancies in educational and professional-training systems between former socialist nations and western European nations, this could only be possible after the careful selection and extensive training of the local labor force. Moreover, in order to achieve global product standardization, the subsidiary typically must incorporate the latest production technologies that meet the parent’s production requirements. Taking into consideration the fact that CEE enterprises are relatively technologically inefficient with relatively inadequate managerial practices, it can be far more efficient to transfer and incorporate the company’s production and managerial know-how through a greenfield investment. Hence, we propose the following:

Hypothesis 4a:  The greater the tendency to follow a global strategy, the greater the likelihood of a greenfield investment.

The core capabilities of multidomestic companies lie in the exploitation of location-bound firm-specific advantages, or stated differently, the exploitation of firm-specific advantages in a particular host-country setting. In order to fulfill the requirements for product customization, multidomestic firms must be aware of the specificity of local markets, policies and production nuances. Subsidiaries in multidomestic industries are more dependent upon local resources and need to build local legitimacy (Rosenzweig and Singh, 1991). Under such circumstances, the customization of products and the achievement of local responsiveness will be easier through acquisition of a local company with an established reputation (brand name) as well as local marketing and production knowledge. The most efficient way to achieve this in CEE countries is by acquiring an existing company, together with its brand name and market niche, business networking competence, locally specialized workforce and established relationships with local government bodies.
 Therefore, we propose the following:

Hypothesis 4b:  The greater the tendency to follow a multidomestic strategy, the greater the likelihood of an acquisition.

4.
METHODOLOGY

4.1.
Data collection

To test the above hypotheses, we conducted an international mail survey among companies that have invested in Central and Eastern Europe. We initially selected from the AMADEUS database all registered companies based in the 15 members states of the European Union that have at least a 10% ownership stake in a subsidiary/branch located in any of the following transition economies: Bulgaria, Czech Republic, Estonia, Hungary, Poland, Romania, Slovakia and Slovenia. These countries were chosen for this study because all are in various stages of transformation from centrally-planned to market economies, and they form the first and the second waves of accession to the European Union in 2004 and 2007. Latvia and Lithuania are excluded from our sample due to the unavailability of cultural distance data. To assume that their cultural distance indices would be similar to those of Estonia as a result of cultural commonalities (and therefore employ Estonia’s data for these two countries) would be incorrect. For instance, although the Czech Republic and its neighbor Slovakia experience common cultural and historical heritage, their cultural distance indices show significant differences. Finally, Cyprus and Malta, which are also to become EU members in 2004, were excluded from our study because they are not former communist nations.

An English-language questionnaire was created that contained 33 open- and close-ended questions (see Appendix 1). The questionnaire was pilot tested with managers in four Dutch companies who were competent in both the English language and their firm’s international expansions into Central and Eastern Europe. Five academic researchers also reviewed the questionnaire and their comments and suggestions were integrated into a revised version. The final English-language questionnaire was then translated into German (for German and Austrian companies), French (for French and Belgian companies) and Italian.
 A total of 2798 questionnaires were initially mailed and 35 were returned as non-deliverable, which compressed the sample size to 2763 questionnaires. We received 199 usable questionnaires, representing an overall response rate of 7.2%. Table 1 summarizes the number of questionnaires sent and respondents by country. Table 2 presents the number of each type (acquisition or greenfield) of subsidiaries/branches undertaken in Central and Eastern Europe by responding firms. To test the representativity of our sample, we conducted t-test comparing the variable firm size (number of employees worldwide) of our sample to a random sample of the firm-population that revealed no statistically significant differences in the two means (Sig. (2-tailed) is .897, above .05 cutoff). 

4.2.
Measures

4.2.1.
Dependent variable

Entry mode choice (acquisition versus greenfield) was obtained with a question as to whether the company built a startup from scratch or of it had acquired an existing local company. Entry mode is captured with a dummy variable, which takes the value of 0 in the case of acquisition and 1 in the case of greenfield.

4.2.2.
Independent variables

Technological intensity of the investor in most previous studies is obtained from secondary data and is the ratio of R&D expenditures to total sales either at the industry or firm level (Caves and Mehra, 1986; Hennart and Park, 1993; Kogut and Singh, 1988; Cho and Padmanabhan, 1995). It was believed that respondents would be unlikely to answer questions regarding an estimation of the percentage of annual sales spent on research and development. Therefore, we created a 5-point Lykert-type scale question and asked the managers to estimate the level of research and development intensity of their firm, ranging from very low intensity to very high intensity.

Investment relatedness. Previous research has provided evidence that firms investing in a new line of business lack the production-specific knowledge and are therefore inclined to acquire an existing company rather than establish a greenfield (Zejan, 1990; Hennart and Park, 1993; Brouthers and Brouthers, 2000; Larimo, 2002). To control for relatedness of the investment, we asked respondents to answer a 5-point Lykert-type scale question on how related the investment was in terms of both the product line and line of business.

Cultural distance is measured by Hofstede’s cultural indices (see Table 3). Some authors consider the use of a composite figure of cultural distance as a possible explanation for weaknesses in theoretical development in this area (Shenkar, 2001; Harzing, 2003). Further, the various dimensions of culture may have different impacts on entry mode choice (Harzing, 2003). Hofstede (2001) argues that power distance and uncertainty avoidance are particularly relevant for the functioning of organizations: power distance is related to preferences concerning distribution of authority and uncertainty avoidance concerns the importance of rules and procedures (Hofstede, 2001:447). Following the suggestion of Harzing (2003), we focus on differences in individual cultural dimensions. We first empirically test the influence of cultural distance on the choice between greenfield or acquisition as a composite index, and then test the influence of power distance and uncertainty avoidance on the entry mode choice individually.

Regional experience prior to the investment was obtained by asking the respondents a) the number of years their company was doing business in CEE including export and import activities, and b) the number of countries in the region with whom they previously had business relations, and c) previous investments (greenfields or acquisitions) in the region.

Entry mode experience was determined by asking the respondents the number of times and countries their company previously undertook both greenfield investments and acquisitions worldwide. To ascertain the experience with the entry mode of the particular investment in CEE, we asked the managers to fill in the year their firm has initially entered any foreign market with this entry mode.

International strategy was obtained by asking two sets of multi-scale questions describing multidomestic and global strategies (see questionnaire in the Appendix). The questions were adapted from Harzing (2002), who constructed four statements that measure whether international competition in the industry of investment is predominantly global and focused on achieving economies of scale or multidomestic and aiming at local differentiation.

4.2.3.
Control variables

Firm size. In general, larger firms have more resources (deeper pockets) that could provide them with the financial means to expand through acquisitions. Previous evidence on the influence of firm size and the propensity to launch acquisitions is mixed (Kogut and Singh, 1988). Nevertheless, we control for firm size using the number of employees worldwide at the time of investment (obtained from respondents).

Ownership. This dummy variable takes a value of 1 if the subsidiary is wholly-owned by the foreign investor and 0 if it is partially owned.

Host industry growth. Both the size and the growth of the local market may influence the choice of entry mode (Gommes-Casseres, 1989, 1990; Shane, 1993; Zejan, 1990; Brouthers and Brouthers, 2000; Larimo, 2002). To obtain the industry growth variable we asked a question about the perceived industry growth rate in the country of investment, with possible answers ranging from very slow growth to very rapid growth. In addition we use three measures for gross national product (GNP) derived form secondary data source: a) size of the host-country market measured as real GDP in the year of market entry, b) growth of host-country market measured by GDP growth in the year of entry, and c) level of development of the host country measured as GNP per capita in the year of entry
. Data are obtained from the Transition Report 2002 (EBRD) and from the 2001 World Development Indicators (World Bank). 

Legal restrictions. To check the presence of legal restrictions we asked the respondents whether they have experienced any legal restrictions on the level of ownership that foreign companies were allowed to have in the host-country’s domestic firms. We defined a dummy variable with a value of 1 if legal restrictions on foreign ownership were present and a value of 0 if they were absent.

Country risk. To control for the level of host-country risk, we created 5-point Lykert-type scale questions on a) general stability of the country, b) barriers to conversion and repatriation of income, c) level of corruption, d) ability to enforce existing laws, e) host-government efficiency, f) quality of telecommunication infrastructure, and g) quality of transportation infrastructure (see questionnaire in the Appendix).

Subsidiary size. The relative size of the foreign operation has been identified as an important determinant of the entry mode choice (Caves and Mehra, 1986; Kogut and Singh, 1988). We control for the influence of a larger subsidiary size on the preference for greenfield investment over acquisition. 

Entry year. Despite the fact that we asked the respondents to complete the questionnaires referring to their most recent investment in CEE, the time-range of the investments anchors at years 1993 and 2002. We use this dummy to control for the discrepancies in the investment conditions firms experienced at the time of entry. 

5.
Summary and empirical analysis

This working paper develops a framework for analyzing firms’ entry mode strategies in Central and Eastern Europe (CEE). Because this framework captures the unique characteristics of the CEE region (a burdensome communist heritage, challenges of transition to market economics and ongoing institutional and legislative transformations) we should witness the effects of knowledge transfer, experience-based organizational learning, cultural distance, country risk and CEE market potential on investment decisions. On one hand, obsolete technological equipment within plants that were constructed under formerly communist regimes might discourage potential acquisitions by European investors who face the challenge of imbuing knowledge and facilitating know-how transfers. On the other hand, because investor companies may be unfamiliar with the peculiarities of these markets and their cultural practices and uncertain about the associated level of investment risk, they may consider a potential acquisition a secure way to begin operations in such volatile economies and then gradually become accustomed to the new business environment. Accounting for the potential influence of all these factors provides us with a powerful instrument to predict different scenarios under which the preference for acquisition or greenfield investment prevails. We also expect that international strategy will help determine companies’ dominant patterns of international investment, which will contribute new insights from the CEE region to existing empirical support regarding the Bartlett and Ghoshal typology. Finally, we believe that conducting a survey among European managers directly involved with the investment decision provides us with first-hand information about their experience in CEE and helps us create a valuable tool to analyze some of the factors that influence companies’ decisions to invest in this region.

To explore the influence of the variables listed in the above section on Methodology on the likelihood of either engaging in an acquisition or establishing a greenfield subsidiary in the CEE, we will conduct binominal logistic regression analysis. The regression coefficients capture the impact of each independent variable on the probability that the entry mode is an acquisition: a positive sign on the coefficient shows that an independent variable increases the probability of the entry mode to be an acquisition and a negative sign indicates an increased probability for a greenfield. The model can be expressed by the formula

P(Y)=1/(1+e-z) ,

Where Y is the dependent variable, Z is the linear combination of the independent variables

Z= β0 + β1X1 + β2X2 + … βnXn,

Where β is the intercept, β1…βn the regression coefficients and X1…Xn the independent variables. We will also perform a cluster analysis to categorize the firms in our sample as multidomestic and global companies. To avoid extreme polarization of the results we will test for degrees of multidomestic and global strategic motivations. We will test for learning effects (H2b) by controlling for possible interaction effects between cultural distance and regional experience variables. 

6.
Potential implications

The specific features of the CEE region could lead to implications for future managerial decisions of whether to invest in this region. Firstly, previous research on entry modes has shown predominant consideration of transaction costs in managerial decisions to invest abroad. But because most empirical evidence comes from investments into developed markets like United States, Western Europe and Japan, we cannot assume that the same driving forces behind investment decisions are necessarily valid for the CEE. For example, Meyer (2001) found evidence that the level of institution building and the transfer of management know-how were the most significant influencing factors in the decision of whether to establish a wholly owned subsidiary or joint-venture in the CEE. Thus, before investing in the region managers should assess not only transaction costs, but also issues concerning the characteristics of the formerly communist transition economy and the potential pitfalls of underdeveloped business networks, legal systems and law-enforcement institutions.

Second, an investment in a EU-member state (or in a broader sense in any developed nation) is characterized by a fairly common set of legal and social behaviors, while entry into CEE is not (Brouthers et al., 1998). Although CEE accession countries are quite far along in the process of adapting their national legal systems to the pan-European legal system, law-enforcement capabilities will take longer to develop fully. Moreover, mistrust in the government was a common feature of communist regimes and still persists in some CEE transition economies. Such mistrust can breed abrupt political changes that result in conflicting economic policies and a possible hostile attitude towards foreign investment. Therefore, managers should consider the level of host-country risk by investigating issues including general economic and political stability, barriers to conversion and repatriation of income, level of corruption among political leaders, government efficiency and the ability to enforce existing laws. The outcome of such an assessment are beneficial in deciding whether the investor company should opt for a greenfield investment or acquire an existing firm with locally experienced management as a safer way to abate investment risks.

Referring to the discussion about the learning processes in CEE in the case of an acquisition of local enterprise with diverging rules, procedures and practices, we made the assumption that in order to fit in the parent’s organizational structure this new subsidiary might be forced to absorb parent’s managerial practices. This is rather impossible without first unlearning old practices and routines and because there is always the danger of persistence of these old “ways of doing things locally”, the whole process of going down the unlearning curve in order to start going up the learning curve might take too much time to be considered a preferred alternative by the investors. There is a possibility for the CEE policy makers to make this learning curve less steep by introducing training and vocational programs to bring up the level of professional training of CEE workers to meet European standards. In such a way, well-trained and educated labor force can assure fast learning of new routines and practices, which will, to a certain extent, compensate for the typically outdated technological condition of local plants and make the possibility of an acquisition more desirable for European investors.

In conclusion, before investing in the CEE region a company should undergo a multidimensional decision-making process to incorporate not only transaction cost considerations but a risk assessment exercise. Learning more about the CEE cultures and national environments can reduce exposure to political and legal risks, increase understanding of the local market characteristics and gain access to business networks, all of which can help adapt an investor company’s strategic intent to the CEE nation and, perhaps, region.
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Figure 2: This study’s model
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Table 1: International survey response rate

	EU member states
	Number of mailed questionnaires 
	Number of returned usable questionnaires
	Response rate

	The Netherlands
	538
	40
	7.4 %

	Germany
	511
	47
	9.0 %

	France
	504
	30
	5.9 %

	Belgium
	315
	18
	5.7%

	Italy
	263
	16
	6.0 %

	Austria
	154
	16
	10.3 %

	United Kingdom
	140
	9
	6.4%

	Sweden
	99
	7
	7.0%

	Finland
	93
	6
	6.4%

	Denmark
	81
	6
	7.4 %

	Greece
	37
	2
	5.4%

	Spain
	29
	1
	3.5%

	Luxemburg
	7
	1
	14.0%

	Portugal
	7
	0
	0%

	Ireland
	5
	0
	0%

	Total/Average
	2763
	199
	7.2 %


Table 2: Greenfield and acquisition entries by host-country  

	Host country
	Number of greenfields 
	Number of acquisitions 
	Total

	
	
	
	

	Poland
	45
	22
	65

	Czech Republic
	24
	19
	42

	Romania
	27
	10
	40

	Hungary
	12
	9
	21

	Slovakia
	5
	5
	10

	Bulgaria
	8
	1
	9

	Estonia
	2
	5
	7

	Slovenia
	1
	4
	5

	Total
	124
	75
	199


Table 3: Cultural distance indices

	CULTURAL INDICES BY COUNTRY



	Country
	Power Distance 
	Uncertainty Avoidance
	Individualism/ Collectivism
	Masculinity/ Femininity

	Austria
	11
	70
	55
	79

	Belgium
	65
	94
	75
	54

	Denmark
	18
	23
	74
	16

	Finland
	33
	59
	63
	26

	France
	68
	86
	71
	43

	Germany
	35
	65
	67
	66

	Great Britain
	35
	35
	89
	66

	Greece
	60
	112
	35
	57

	Italy
	50
	75
	76
	70

	Luxemburg
	40
	70
	60
	50

	Netherlands
	38
	53
	80
	14

	Spain
	57
	86
	51
	42

	Sweden
	31
	29
	71
	5

	Bulgaria
	70
	85
	30
	40

	Czech Republic
	57
	74
	58
	57

	Estonia
	40
	60
	60
	30

	Hungary
	46
	82
	80
	88

	Poland
	68
	93
	60
	64

	Romania
	90
	90
	30
	42

	Slovakia
	104
	51
	52
	110

	Slovenia
	71
	88
	27
	19


Source: Hofstede, G. (2001) Culture’s consequences: International differences in work-related values. Thousand Oaks, London: Sage Publications.

APPENDIX 1

Questionnaire on entry mode choice in CEE (segments)
International strategy questions: 

20)
Our company’s worldwide strategy was focused on achieving economies of scale by concentrating its important activities at a limited number of locations.


            Strongly disagree      1
2
 3
   4
     5      Strongly agree

21)
Our company’s competitive position was defined in worldwide terms. Different national product markets were closely linked and interconnected. Competition took place on a global basis.

                           Strongly disagree      1
2
3
4
5      Strongly agree

22)
Our company’s worldwide competitive strategy was to let each subsidiary compete on a domestic level as national product markets were judged too different to make competition on a global level possible.

                           Strongly disagree      1
2
3
4
5      Strongly agree

23) 
Our company not only recognised national differences in taste and values, but also actually tried to respond to these national differences by consciously adapting products and policies to the local market.

                           Strongly disagree      1
2
3
4
5      Strongly agree

Host country conditions questions:
24)
Please state your opinion on each of the following factors, thinking back to the time and country of investment:

a)
General stability of the political, economic, and social conditions:


Very stable
1
2
3
4
5
Very unstable

b)
Risk of barriers to converting and repatriating your income:


Very low risk
1
2
3
4
5
Very high risk

c)
Level of corruption among political leaders:


Very incorrupt
1
2
3
4
5
Very corrupt

d)
Government’s ability to enforce existing laws:


Very able
1
2
3
4
5
Very unable

e)
Efficiency of the government’s agencies/institutions:


Very efficient
1
2
3
4
5
Very inefficient

f)
Quality of the telecommunications infrastructure:


Very high quality
1
2
3
4
5
Very low quality

g)
Quality of the transportation infrastructure:


Very high quality
1
2
3
4
5
Very low quality

25)
Were any government incentives offered that influenced your company’s mode of entry   (startup/acquisition) in the market?

                                  No incentives
1
2
3
4
5       Many incentives

26)
At the time, were there any legal restrictions on the level of ownership that foreign companies were allowed to have in the country’s domestic firms?
( Yes
( No

( Send correspondence to: University of Groningen, Faculty of Economics, Department of International Economics & Business, P.O. Box 800, 9700 AV Groningen, The Netherlands.
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� We follow the majority of empirical studies that use a minimum ownership stake of 10% and above in a foreign enterprise to qualify as foreign direct investment.


� The term “acquisition” describes the process of taking an equity stake in an existing foreign enterprise that gives the investor a sufficient level of managerial control in the acquired organization to guarantee that operational and strategic decision making power remains with the acquiring company (Padmanabhan and Cho, 1999).


� The Bartlett and Ghoshal (1989) typology describes four strategic types of multinational companies: global, multidomestic, international and transnational. We examine the influence of global strategy and multidomestic strategy only on the choice between greenfield or acquisition due to a lack of empirical support for an impact of the other two strategy types (international and transnational) on entry mode choice (e.g.,Harzing, 2002).








� Such relations with the government are of particular importance in Central and Eastern Europe considering the level of government corruption in some nations. According to the 2002 EBRD report on transition, the percentage of firms frequently bribing public officials varies from 7.1 for Slovenia to 22.6 for Hungary and 36.7 for Romania.


� The questionnaire was translated into these languages because German and Austrian firms represented 24% of the initial sample, and French and Belgian firms 30% (French alone were 18%). Although Italian firms were only 1% of the initial sample, we considered it important to send questionnaires in Italian to obtain a better response rate. We did not translate the questionnaire for the Scandinavian countries and the Netherlands, because of their well-known abilities in the English language. Questionnaires in English were also sent to Greece, Spain and Luxemburg because their combined share was just 3% of the initial sample.


� We use this relatively cruder measure for size and growth of local market because there are no officially published industry-level data for all the eight target CEE countries.   
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