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ABSTRACT

For a firm, networks of relationships with organizations such as clients, suppliers, bankers, government agencies and industry associations may help build legitimacy and improve performance in foreign investments. This paper examines the links among foreign investment, legitimacy, social network and contingency theory and their relationship to the operating performance of a multinational firm.  This information should help managers to develop more effective strategies for market entry, business extension and human resources strategies, and it suggests that external business relationships, in addition to financial capital and human capital, should be an important consideration in business decisions in foreign investments.
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INTRODUCTION

In business we often say that relationships are important. Or, it’s not “what you know, but who you know.” For a multinational firm, networks of relationships with organizations such as clients, suppliers, bankers, government agencies and industry associations may provide early access to unique information and referrals on the company’s behalf to others. In addition, relationship networks may facilitate trust by establishing group norms, and they may help a firm build legitimacy in a new environment. Previous research suggests that relationship networks are important to reduce a firm’s liability of foreignness and establish legitimacy in a new or foreign environment. A firm moving into a new country, like the new kid on the block, has not yet built the relationships that are necessary to its acceptance and success in the new environment.  However, the research has not yet articulated the nature of the cause-effect mechanisms.  The objective of this paper is to examine the links between a multinational firm’s liability of foreignness, legitimacy, social networks and business environment so that managers in such a firm may use this information strategically to improve their operating performance.  Our aim is to help the new kids on the block fit in more effectively.

The paper begins with a literature review on the role of networks in performance in foreign countries.  Foreign direct investment theory identifies a liability of foreignness (Hymer, 1976) that will cause a foreign firm to have lower profitability than a domestic firm and will deter foreign entry unless the foreign firm has specific ownership, location or internalization assets to help it overcome this liability of foreignness (Dunning, 1980). Relationship networks have been identified as one way to reduce a firm’s liability of foreignness (Zaheer, 1995; Zaheer & Mosakowski, 1997a). This liability of foreignness can be overcome by establishing local legitimacy.  Legitimacy is a multidimensional construct (Zimmerman, 1998) and a firm may use different legitimation strategies to help it establish, maintain or rebuild its legitimacy in specific institutional environments and legitimacy situations. Again, relationship networks have been identified as a way to build a firm’s legitimacy and reduce its liability of newness (Baum & Oliver, 1992; Baum & Oliver, 1991; Kostova & Zaheer, 1999; Singh, Tucker, & House, 1986; Zimmerman & Zeitz, 2002). 

The paper will then explore specific characteristics of networks best suited to establishing legitimacy and overcoming the liability of foreignness.  Social network theory provides the basis for measuring and analyzing a firm’s external relationship networks: the strength of their ties (strong vs. weak), their structures (closed vs. structural holes) and the influence of position in the network (central vs. peripheral). Previous social network research has drawn on foreign direct investment theory (Holm, Eriksson, & Johanson, 1996; Luo, 2001; Xin & Pearce, 1996; Zaheer & Zaheer, 1997b), legitimacy theory (Burt, 1992, 1998a; Ibarra, 1997) and contingency theory (Gargiulo & Rus, 2002; Kadushin, 2002; Rowley, Behrens, & Krackhardt, 2000) to explain research findings.  Contingency theory suggests that the most effective network structure depends on the certainty, complexity and degree of trust in the environment where the network exists.  

This paper combines what has been learned across these research streams to develop propositions about the influence of external relationship networks on legitimacy and operating performance across a multinational firm’s country/business unit subsidiaries.  It then suggests a methodology for testing the propositions and concludes with implications for multinational firms and their managers.

THEORETICAL BACKGROUND

Foreign Direct Investment Theory and The Liability of Foreignness

The assumption of a liability of foreignness is an important part of the theory of foreign direct investment and much of the theoretical and empirical attention has been directed at how multinational companies might compensate for this liability (Zaheer et al., 1997a). The liability of foreignness research draws primarily from early work on foreign direct investment by Hymer (1976) and Dunning (1980, 1988, 2000). Dunning, in particular, describes certain ownership, location and internalization advantages necessary for foreign firms to have an advantage over local firms. External relationship networks may be one of these ownership assets.

Hymer was one of the first to define a specific theory of foreign investment and to identify a “liability of foreignness”, or all additional costs of doing business abroad that a firm operating a facility in a market overseas incurs compared to a local firm (Zaheer, 1995; Zaheer et al., 1997a).

More specifically, Hymer said,

National firms have the general advantage of better information about their country: its economy, its language, its laws, and its politics. . . . Of a more permanent nature is the barrier to international operations arising from discrimination by government, by consumers, and by suppliers. . . . In given countries, foreigners and nationals may receive very different treatment (Hymer, 1976, pp. 34-35).

Hymer identified that a liability of foreignness exists, but it was Dunning who proposed advantages that a foreign firm must have in order to overcome this liability.  He identified an eclectic or “OLI” theory of foreign investment, suggesting that a multinational enterprise makes an investment in a foreign country on the basis of three primary factors: the firm’s ownership advantages, the location advantages of the country and the internalization advantages to the firm of owning the investment instead of licensing or franchising its technology. More specifically, a firm may possess ownership advantages such as legally protected rights (patents, brand names, trademarks), a commercial monopoly (control of a particular raw material or exclusive control over market outlets) or characteristics relating to the size or technical capabilities of the firm (production economies of scale or surplus entrepreneurial activity).  In addition, the MNE may be able to exploit the location advantages of a country (natural resources, close proximity to customers or low labor costs) that may make foreign investment attractive.  Finally, the MNE may have internalization advantages such that making a foreign investment in the country reduces transaction costs, ensures the supply stability at the right price, allows the firm to exploit its technology advantages, allows the firm to retain control over the distribution of its products and protect its brand name and creates economies of scale that make foreign investment more attractive than other alternatives such as licensing or trading (Dunning, 1980). Adding to this theory, Dunning (2000) has suggested that “relationship” assets are becoming critical to the success of foreign firms and potentially a fourth component of the OLI paradigm.

The liability of foreignness causes increased costs for foreign firms that may come from four, not necessarily independent, sources: (1) costs directly associated with distance, such as the costs of travel, transportation and coordination; (2) costs based on a company’s unfamiliarity with and lack of roots in a local environment; (3) costs resulting from the host country environment, such as the lack of legitimacy of foreign firms and economic nationalism; and (4) costs from the home country environment, such as the restrictions on high-technology sales to certain countries imposed on US-owned MNEs. (Zaheer, 1995; Zaheer et al., 1997a). In addition, the host country may be unfamiliar with the foreign entrant and employ higher legitimacy standards for the foreign firm (Kostova et al., 1999), and the embeddedness [networks] of host country firms with suppliers and the government may be difficult for the foreign firm to overcome (Zaheer et al., 1997a).

While the liability of foreignness has often been discussed in MNE literature, it has been tested in only three significant studies. Comparing the profitability of US vs. Japanese foreign currency trading rooms, Zaheer (1995) found that trading rooms operating outside their home country were less profitable than rooms operating in their home country. As well Zaheer and Mosakowski (1997) identified a liability of foreignness in foreign vs. local currency trading rooms when tracking the entry and exit of market makers over the 20-year period 1974 through 1993.  They concluded, 

These results suggest that noneconomic factors such as networks (Baker, 1984), the extent of local embeddedness (Granovetter, 1985), institutional linkages (Baum et al., 1991) and organizational legitimacy in the local environment (Scott, 1995) may matter even in for-profit firms operating in very competitive markets” (Zaheer et al., 1997a, p. 457).

Miller and Parkhe found evidence of a liability of foreignness in the global banking industry, although this liability depended on the match between the home and host country environments.  For example, U.S.-owned banks had competitive advantages in host countries with bank-oriented financial systems as compared to foreign-owned banks. In contrast, they were less competitive than foreign-owned banks in host countries with high credit risk and capital market-oriented financial systems (Miller & Parkhe, 2002).

Other authors have suggested that at the time of foreign market entry, the development of cooperative relationships with customers, suppliers and other business partners may be critical for success (Holm et al., 1996). As the firm gradually acquires local market knowledge and the local environment becomes accustomed to the presence of the foreign firm, the MNE’s costs of doing business abroad may decrease (Luo, 1999; Miller et al., 2002). And over time as the firm gains experience managing in the host country, learning about local practices, building relations with suppliers and recruiting local employees, the liability of foreignness may diminish or disappear, allowing it to enter into additional lines of business where its competitive advantage over local firms is lower (Chang & Rosenzweig, 2001). 

External business networks have been identified as important assets for multinational firms for establishing a business in a foreign country and overcoming its liability of foreignness.  For example, relationship networks with local firms may help a foreign company to understand the local environment and build roots more quickly. In addition, relationships networks with the right local companies may help a firm build its legitimacy in the country based on the endorsement of the local firms and introductions into otherwise “closed” networks. However, little empirical research has been done to identify the right way for multinational firms to build networks across a range of country and legitimacy environments, and this research attempts to address that gap.

Legitimacy Theory

Legitimacy has been described as the acceptance of an organization by its external environment (Deephouse, 1996; DiMaggio & Powell, 1983; Meyer & Rowan, 1977; Meyer & Scott, 1983; Zimmerman et al., 2002), the extent to which a new form conforms to recognized principles or accepted rules and standards (Aldrich & Fiol, 1994) and the extent to which a firm pursues socially acceptable goals in a socially acceptable manner (Ashforth & Gibbs, 1996).  More specifically, legitimacy has been defined as 

A generalized perception or assumption that the actions of an entity are desirable, proper, or appropriate within some socially constructed system of norms, values, beliefs and definitions” (Suchman, 1995, p. 574).

A social judgment of acceptance, appropriateness, and/or desirability (Zimmerman et al., 2002, p. 414). 

Legitimacy may not be purchased.  It must be granted to an organization by the other actors in the environment, for example by government regulators, the state, the financial community, the media or public opinion (Deephouse, 1996; Hybels).

Organizations need legitimacy in order to acquire other resources such as top managers, quality employees, financial resources, technology and government support (Zimmerman et al., 2002).  As discussed in the literature on liability of foreignness, acquiring local legitimacy is a critical step in overcoming the liability of foreignness.

Legitimacy often has been described theoretically, but it has been measured in empirical research in only a few studies. Elsbach (1994) measured three constructs of legitimacy in her research on the California cattle industry.  Specifically, she developed 12 questions to measure three legitimacy constructs: prescriptive normativity (attributes a legitimate organization should have), internal endorsement (support by employees) and external endorsement (support by the general public). 

Deephouse (1996) measured a firm’s legitimacy in the Minneapolis-St.Paul (Minnesota) commercial banking industry. He evaluated a bank’s legitimacy based on its endorsement by bank regulators (financial capital rating and the absence of regulatory enforcement actions after on-site examinations) and by public endorsement (content analysis of articles in the print media).

Finally, Zimmerman (1998) identified legitimacy as a multidimensional construct, with several factors that contribute to a firm’s overall legitimacy with the outside world. She defined these legitimacy dimensions as the credentials of the firm’s top executives and board of directors such as education and work experience; endorsements by a trusted institution such as the press or a Standard & Poor’s rating, identification by association with credible parties such as professional service firms (auditors, lawyers, underwriters) or interfirm agreements (joint ventures, alliances, customers, suppliers); networks of relationships with external organizations or the personal networks of individuals within the firm; an organization structure that fits with societal norms (e.g., having a CEO and an independent board of directors); and having technology that matches industry standards by engaging in research and development activities and having registered intellectual capital such as copyrights, trademarks and patents. These factors facilitate a firm’s legitimacy in the eyes of the external environment. Zimmerman found that endorsement, networks, identification and technology were significant in explaining a firm’s sales growth while endorsement and technology were significant in explaining market growth.

Previous research consistently describes three components of legitimacy, with slightly different names given to the concepts.  A comparison of these definitions is included in Appendix A. For this research, the following definitions of the types of legitimacy will be used. Regulative legitimacy is the general sense that the new venture is operating based on the letter and the spirit of laws and regulations and is a “good citizen.” It is acquired by visibly conforming to regulations, rules, standards, and expectations created by government, credentialing associations, professional bodies and even powerful organizations. Normative legitimacy addresses the norms, values, beliefs and assumptions about human nature that are socially shared, for example, profitability and fair treatment of employees. It may be acquired by endorsements through networks that provide credibility, contacts and support, building a positive image of the new venture and facilitating access to resources, or it may be built by positive press coverage. Finally, cognitive legitimacy is based on “widely held beliefs” within an environment and an organization that matches those beliefs. The environment is able to understand the organization, and the activities of the organization become more meaningful, more predictable and more trustworthy (Kostova, 1997; Kostova et al., 1999; Scott, 1995; Suchman, 1995; Zimmerman et al., 2002).

While the general dimensions of legitimacy are consistent across studies, it is important to note that the critical “grantors” and indicators of legitimacy vary by industry.  For example, in the banking industry, government and regulatory agencies grant legitimacy, and indicators may be related to fulfilling capital requirements.  In the fast-moving consumer goods industry, consumers are important grantors of legitimacy and may use advertising presence to judge such legitimacy.  Furthermore, in some industries a particular kind of legitimacy is simply required to be in business, and there is unlikely to be variance across firms – local or foreign – on these dimensions.  The banking example above illustrates this.  As well, in the inspection / certification business, upholding government regulations is a fundamental requirement for doing business.  In such industries, legitimacy may depend more on actors’ trust in the legal infrastructure than it does on explicit upholding of regulations.  It is therefore important for a firm to understand what types of networks and relationships are most effective in establishing legitimacy, how they differ based on the business context and how they influence a firm’s ability to reduce or overcome its liability of foreignness.

In summary, legitimacy has been identified as an important asset for an organization, particularly one that is new / foreign and needs to establish itself in the local community, and endorsements and networks have been identified as tools to gain that legitimacy.

Social Network Theory

Social network theory provides a way to understand and measure relationship patterns between individuals, organizations or within a society, and networks can be analyzed on three levels: relational, structural and positional (Gulati, 1999). Seminal research on social networks has focused on the differences between strong and weak tie relationships, on differences between network structures (closed vs. structural holes) and on the influence of “centrality” in a network. This paper focuses on the influence of relational and structural network characteristics in the firm’s networks.  We focus particularly on “ego networks”: the set of relationships defined by an individual and his or her direct contacts with others (Burt, 1982).

Relational ties: strong vs. weak

A relational tie between two people can be described as being “strong” or “weak”, defined as a combination of time, emotional intensity, intimacy (mutual confiding) and reciprocal services which characterize the tie (Granovetter, 1973). Actors with strong ties say they feel “especially close” to each other, and these actors typically have “multiplex” relationships where they know each other in several contexts, for example, as friends, as business colleagues and as members of the same club. Strong ties facilitate trust, and they are better than weak ties for transferring fine-grained information or complex knowledge. As well, strong ties are better for creating social support and solving complex problems (Hansen, 1999; Uzzi, 1996). At the same time, the cohesion created among network partners by strong ties may limit the network’s ability to respond to changes in environmental conditions because the network’s inertia prevents it from seeking or receiving new information outside the network (Granovetter, 1973; Hansen, 1999; Uzzi, 1996, 1997). 

In contrast, weak ties are links between actors who describe each other as being “close”, “less close” or “distant.” It is likely that the actors have only one point of contact between them, so weak ties are less costly to maintain than strong ones (Hansen, 1999). Weak ties are beneficial for accessing new information (Granovetter, 1973) because they are more likely than strong ties to be “local bridges” to those outside the close network who possess unique, nonredundant information. This new information is effective in adapting to changing conditions or identifying innovation opportunities (Ahuja, 2000; Hansen, 1999; Rowley et al., 2000). Weak ties are most effective when the knowledge to be transferred is not complex (Hansen, 1999). 

Network structure: closed vs. structural holes

Network structures have been described as being “closed” (Coleman, 1988) or containing “structural holes” (Burt, 1992), and the structure of the network to which a firm belongs influences the flow of assets, information and status among network members (Gnyawali & Madhavan, 2001). 
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A closed network implies that most of the contacts in the network are connected to each other, often through strong ties. Closed networks facilitate trust between group members and they reinforce group norms and expectations (Coleman, 1988; Podolny & Baron, 1997a). The trust in closed networks makes safe the sharing of “fine-grained” or proprietary information, and it may reduce contracting costs because the network members regulate themselves instead of relying on contracts for every transaction, for example in the New York garment industry (Uzzi, 1996, 1997) or in the diamond trade (Coleman, 1988). At the same time, a closed network may limit an actor’s ability to adapt the composition of the network to a new or changing environment (Gargiulo & Benassi, 2000; Uzzi, 1997). 
In contrast, a network with structural holes is one where the actors are connected to each other by a central contact and not to each other directly. The structural hole is a buffer, providing benefits to the entire network that are to some degree additive vs. overlapping (Burt, 1992). A player who can bridge structural holes gains both information and control benefits. The actor gains access to more information than in his or her own information set, at an earlier stage, with referrals by others that give credibility to the actor. In addition, the actor who bridges structural holes has an opportunity to broker this flow of information between people and control the form of projects that bring people together from opposite sides of the hole. Entrepreneurial managers who can bridge structural holes know about organizational problems early, are highly mobile as compared to colleagues working through a bureaucracy and can tailor solutions to specific individuals being coordinated, creating inexpensive coordination mechanisms as compared to the bureaucratic alternative (Burt, 1997; Cross & Prusak, 2002).

In addition, Burt (1992, 1998a) identified the importance of a hierarchical network. This network structure has not been discussed in other research, but Burt identified its importance for those not perceived as legitimate in an organization, typically women and entry-level men.  The hierarchical network is a hybrid structure, whereby an actor builds his or her own (probably) closed network and, at the same time, builds a strong relationship with a strategic partner other than the boss who is more senior and perceived as legitimate in the organization (such as a mentor). The hierarchical structure provides the information and control benefits of an entrepreneurial network through the network connections of a legitimate strategic partner and provides the endorsement benefits necessary to establish legitimacy. At the same time, the overlapping relationships between the individual and the strategic partner provide the trust building benefits of a closed network, again helping to establish legitimacy.

Kadushin (2002) identified the motivations for social networks as coming from developmental psychology.  The two basic motivations are grounded in early childhood development: the quest for safety, support and comfort (network cohesion) and the quest for effectiveness and mastery (structural holes). In safety networks, trust is an attribute of the entire network, while in effectiveness networks, trust is created between two individuals directly. Networks are created as a consequence of both the safety and effectiveness drives, and neither alone will suffice. So the most effective network structure – closed vs. structural holes, using strong vs. weak ties – will depend on the primary need of the network to create safety or effectiveness for the actor and this will be contingent on the environmental characteristics where the network operates.

Contingency Theory

Contingency theory says that the appropriateness of different strategies or organization / network structures depends on the environment and the competitive settings of the business. “It all depends” (Hambrick & Lei, 1985, p. 765). The result of a strategy that “fits” the structure and culture of a given environment occurs more frequently, enjoys greater legitimacy, and will be more successful in the long run, compared to a strategy that does not fit (Baker & Obstfeld, 1997).

In their seminal research on contingency theory, Lawrence & Lorsch (1967/1986) found that a firm’s organizational structure was positively related to its performance when it positioned the company to respond to the conditions in the external environment. More specifically, they found an important relationship among the external variables (the certainty and diversity of the environment and the strategic environmental issue), the internal states of differentiation and integration and the process of conflict resolution. If an organization’s internal states and processes are consistent with external demands, it will be effective in dealing with its environment. 

Leavitt also found that different organizational structures were more effective in different situations. For example, a “hierarchical” organization structure [different than a hierarchical network], with a boss/leader as the single point of contact between the group members, was more efficient for simple tasks where speed, clarity of organization and job descriptions, and the parsimonious use of paper were the measures of success. In contrast a “star” structure, where there was no single leader and all group members were equal, was more efficient for complex tasks and when acceptance of creativity, flexibility in dealing with novel problems, high morale and loyalty were measures of success (Leavitt, 1962).

For networks, as with organizations, the optimal network structure depends on the context (Ahuja, 2000; Gargiulo et al., 2002), and what constitutes an enabling structure for one set of actions may be disabling for another (Podolny & Castelluci, 1997b). The firm will benefit from a portfolio of ties, favoring one type more than another, depending on the conditions surrounding the firm. Dense [closed] networks are advantageous for developing trust and cooperation through group monitoring and sanctioning, and they are efficient to mobilize and coordinate actors in a cooperative setting. However, the closely tied actors often provide redundant information because they all draw from the same sources. In contrast, sparse [entrepreneurial] networks offer the ability to efficiently obtain and broker resources, and they provide the optimal form of social capital to access information and resources in a competitive setting. However, this structure does not generate a governance mechanism to impede opportunism (Gargiulo et al., 2002; Rowley et al., 2000). Comparing alliances in the steel and semiconductor industries, strong ties and dense ego networks are (independently) more advantageous in the steel industry, where firms try to exploit technology, while weak ties and entrepreneurial networks are beneficial in the semiconductor industry to explore technology. And positional differentiation (the extent to which firms occupy a distinct position in the industry alliance network) played a more significant role in the high-uncertainty new materials sector than in the more certain automotive sector (Gnyawali et al., 2001).

In addition, the optimal networks may be different in other countries or business environments, though this has not been tested empirically. Podolny & Baron (1997a, p. 690) suggested,  “One could test a set of hypotheses about how the benefits of structural holes versus dense cohesive networks vary not only with the content of ties but also cross-culturally (particularly between individualistic and collectivist cultures) …”.

Theoretical Summary

The literature indicates that networks should be an important element in establishing legitimacy for a company. In turn, establishing legitimacy should reduce the firm’s liability of foreignness and improve operating performance in foreign investments.  To use networks effectively, contingency theory suggests that the optimal network structure and relationship type depend on the environment. The next section of this paper develops research propositions for identifying the most appropriate network structure for particular environments.

RESEARCH PROPOSITIONS

If networks can reduce the liability of foreignness and build legitimacy, then a multinational company that is able to identify and implement the right networks for its subsidiary business environments should be able to improve its operating performance.  To determine if this is so, the research question contains two parts: (1) What is the optimal business relationship network structure based on the company’s legitimacy position in the country and the certainty/complexity of the business environment? (2) Does the theorized optimal network structure correlate to better performance? The research propositions build on legitimacy theory, contingency theory and social network theory, which are integrated into the model below. 
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Networks and Legitimacy

In his pioneering research on the benefits of structural holes, Burt found that male managers with few peers were promoted faster when they had an entrepreneurial network that spanned structural holes. Burt, Hogarth, & Michaud (2000) replicated this result with French managers, again finding a positive association between performance and a network that spanned structural holes. Podolny and Baron (1997) found that an individual's career mobility in a high technology firm was enhanced by having a large, sparse network of informal ties for acquiring information and resources, although they emphasized that well-defined performance expectations were more likely to arise from a small, dense network of individuals.

In contrast, an entrepreneurial network was the worst network for women and entry-level men, “foreigners” in the male dominated business environment, and women and entry-level men who built entrepreneurial, opportunity-oriented networks were promoted late to their current rank. Instead, the network correlating to early promotion for a woman or entry-level man was a hierarchical, task-oriented network built around a strategic partner other than the boss. The strategic partner added legitimacy, allowed access to his/her network contacts that were important for getting promoted early to high-level positions and avoided the detrimental effects for a “non legitimate” individual of building an opportunity-oriented network without a strategic partner (Burt, 1992, 1998a). 

Foreign companies often face a similar legitimacy issue when they enter and do business in markets outside their home country. The initial propositions suggest that determining the most effective external network structure first depends on the firm’s legitimacy position in the country where it is operating.

Proposition 1. The optimal external business relationship network will depend on a firm’s legitimacy within its operating environment.

Proposition 2. The optimal external business relationship network structure for a subsidiary that is not perceived as legitimate in a country is a hierarchical network, regardless of the business environment. This network will be characterized by an external relationship network that is tied to the network of a local “sponsor,” whose networks provide legitimacy for the foreign firm.

Networks and Contingency Theory

Effective networks follow a contingency approach such that the most effective network structure depends on the business environment where the firm operates (Gargiulo et al., 2002; Gulati & Gargiulo, 1999; Rowley et al., 2000). Networks and personal connections seem particularly important to executives without a stable legal and regulatory environment that allows for impersonal business dealings (Luo, 2001; Xin et al., 1996). In an environment where formal institutional constraints are weak, informal institutional constraints, such as those from interpersonal ties (i.e. guanxi
 in China, blat in Russia and pratik in Haiti) may play a more important role in facilitating economic exchanges and have a more significant impact on firm performance (Ahlstrom & Bruton, 2001; Peng & Heath, 1996; Peng & Luo, 2000; Xin et al., 1996). Information passed through networks from reliable sources becomes far more trustworthy, saving search costs and allowing network members to make more informed decisions (Peng et al., 1996). 

In China, two types of managerial ties have been researched: ties with executives at other firms such as suppliers, buyers and competitors (Dubini & Alrich 1991) and ties with government officials. The more uncertain the environment, the more likely that informal ties with managers at other firms would be mobilized, acting as a lubricant to reduce transaction costs. Ties with government officials also helped to navigate through the uncertainty better and led firms to higher performance (Peng et al., 2000).

Chen & Chen (1998) compared networks in the United States, Taiwan and Southeast Asia in the electronics and non-electronics industries. Networks were particularly important in Taiwan, where they provided technology, entrepreneurial and managerial know-how and market access. They suggested that networks may be less important for entering a mature market like the United States where well-functioning institutions make internationalization easier. Many first-time investors from Taiwan have established themselves in Southeast Asia and China because the local Chinese business networks facilitate setting up a new business.  Another way to interpret their results is that environments characterized by more uncertainty, like Taiwan, require more closed networks, while environments with less institutional uncertainty, like the US, require more open (entrepreneurial) networks.  

Previous research suggests that the most effective organization or network structure depends on two primary factors: the environmental uncertainty of the business environment (certain vs. uncertain, static vs. dynamic, simple vs. complex, calm vs. turbulent) (Fisher, 1998; Lawrence et al., 1967/1986) and the degree of trust within the country environment (Husted, 1994; Inglehart & Baker, 2000; Kadushin, 2002; Uzzi, 1997). As well, Kadushin (2002) suggested that the most effective network structure will depend on the primary need of the network to create safety or effectiveness, based on the environment. Applying these findings to the networks of a multinational firm in a foreign country, the optimal network structure will depend on the certainty or uncertainty of the governance structures, the rate of change in the business environment and the degree of trust in the country.  With more complexity and less trust, the primary network need will be safety; with less complexity and more trust, the primary network need will be effectiveness.

Proposition 3. The optimal external business relationship network structure for a subsidiary with legitimacy in a country should match the optimal network structure for that country environment – either an entrepreneurial or closed network.

Proposition 4. The optimal external business relationship network structure for a legitimate company in a country with a more certain business environment is an entrepreneurial network, characterized by a greater number of external relationship contacts, with primarily weak ties and few connections between the external relationship members.

Proposition 5. The optimal external business relationship network structure for a legitimate company in a country with a more uncertain business environment is a closed network, characterized by fewer external relationship contacts, with primarily strong ties and many connections between the external relationship members.

Networks and Performance

Knowledge of a firm’s embeddedness – the quality of its ties to the network partners, the structure of the network and its position in the network – provide the basis on which to make predictions about organizational performance and capability. “I will show that players with well-structured networks obtain higher rates of return” (Burt, 1992, p. 61). Social networks may enhance individual and organizational performance in two ways (Gargiulo et al., 2002).  First, they may facilitate opportunities because of access to information, referrals by others, and the timing of knowing information before others (Burt, 1992, 1997). In addition, networks may help actors to coordinate critical tasks and to improve cooperation and collective action, reducing contracting and transaction costs (Gulati, 1995; Gulati et al., 1999; Walker, Kogut, & Shan, 1997). Networks are unique for each firm and may create competitive advantage (or disadvantage) because they are difficult for competitors to imitate or substitute.  As well, networks provide access to key resources such as information, capital, goods and services to maintain or enhance competitive advantage (Gulati, Nohria, & Zaheer, 2000), and they reduce informational asymmetries that increase contracting costs (Gulati 1995b). 

Several studies have measured the relationship between networks and performance, for example, based on alliance networks in the steel and semiconductor industries, the middle market banking industry, the New York garment industry and Slovenian CEOs during the transition from communism to a market economy. All of these studies have found a correlation between performance and firms and individuals whose network structure matched their environmental conditions.

In alliances in the steel and semiconductor industries, Rowley et al (2000) found that strong ties (equity alliances, joint ventures and R&D ventures) are positively related to firm performance when the environment demands a relatively high degree of exploitation as in the steel industry, while weak ties (marketing agreements and licensing and patent agreements) are beneficial for exploration purposes as in the semiconductor industry. However, they did not find a statistically significant relationship between the firm’s network structure (entrepreneurial vs. closed, measured by network density) and firm performance.

In the middle market banking industry in the United States, Uzzi (1999) found that the duration and multiplexity of relationships have large and significant effects on a customer’s cost of capital. Customers were more likely to secure loans and receive lower interest rates if they were tied to lenders via embedded [strong] ties and if their ego networks had a mix of strong and weak ties. Weak ties were superior at “shopping” the market for publicly available information while strong ties were superior at “plugging” actors into the unique collective resources of dense network clusters. He concluded that networks high in complementarity produce premium outcomes because the features of different ties reinforced one another’s advantages while mitigating their disadvantages.

In the fashion sensitive New York garment industry, Uzzi (1996) found that the probability of a firm’s survival increased as the firm tended toward an integrated network of strong and weak ties versus a network of either all strong or all weak.  Uzzi suggested that embedded [closed] networks would be the preferred method of organization when competitive advantage depended on the ability to reduce product development risk or investment uncertainty, when the ability of generalized reputation or prices was less able to provide reliable information about products or exchange partners’ characteristics, and when competitive advantage depended on complex adaptation. However, he identified a “paradox of embeddedness” where the positive effects of closed networks reached a threshold, after which embeddedness could make firms vulnerable to exogeneous shocks (exit of a core network player, market rationalization or overembeddedness in the network) or insulate firms from information outside their network. For example, when major department store retailers consolidated and started buying in larger quantities from lower cost manufacturers in the far east, the New York manufacturers who previously supplied most of their products had limited information access outside their closed networks to recognize this fundamental industry shift, and many businesses failed (Uzzi, 1997).

Finally Slovenian CEOs faced a market shock when the country separated from the former Yugoslovia. The CEOs who could rely on a cohesive top management team and whose networks were relatively more focused on their external relationships than on their internal relationships were better positioned to increase their company’s sales to the domestic and western market economies, reducing the negative impact of the market shock (Gargiulo et al., 2002).

These studies indicate that the external relationship networks of firms with the right structure for their environment contribute to improved operating performance. 

Proposition 6. When a subsidiary’s external business relationship network structure matches the proposed optimal network structure, its performance will be better than a subsidiary whose networks do not match the optimal network structure.

Homophily vs. Heterophily in Networks

Ibarra (1992) compared the networks of men and women in several organizations and found that they differed in the homophily and multiplexity of their network ties and in their determinants of network centrality. Men showed more homophily (relationships primarily with men) in their network structure and women more heterophily (relationships with both men and women). She suggested that because there were a limited number of women in a work group, women reached beyond their immediate work groups or functional areas to establish informal contact with other women (Ibarra 1993). In addition, high potential women differed from high potential men in having closer and broader-ranging information network ties, suggesting that women may need the greater quantities of resources provided by close and external ties or may need them in a broader array of network types (Ibarra, 1997).

As identified in the legitimacy section, foreign firms may be similar to women who are perceived as “foreign” in the male-dominated business environment. Similarly relative to the influence of network homophily, foreign firms will be most effective with network structures that show greater heterophily as measured by a mix of relationships with foreign and local firms.

Proposition 7. The external business networks of higher performing subsidiaries will be characterized by greater heterophily (a mix of foreign and local company relationships) as compared to those of lower performing subsidiaries that will be characterized by greater homophily (relationships with only foreign or only local companies).

Networks and Industry Structure

Strategy research indicates that industry is an important influence on firm profitability.  In a study on U.S. public corporations within 4-digit SIC categories, industry effects explained 19% of the variation in profitability as compared to 2% for year, 4% for corporate-parent and 32% for business-specific effects (McGahan & Porter, 1997). Structural network characteristics may affect industry profitability because dense ties facilitate oligopolistic competition, tacit or otherwise (Scherer & Ross 1990), and network ties to certain favorable supplier industries may preclude access by other firms or industries, maintaining high industry profits. In addition, tie characteristics can explain profitability across industries, i.e. relationships of the focal industry with supplier or customer industries may be strong or weak, and collaborative or competitive, each with implications for industry profitability (i.e. Japanese cars) (Gulati et al., 2000).

Rowley et al (2000) found network differences between the steel and the semiconductor industries. And when comparing networks in the United States, Taiwan and Southeast Asia, Chen & Chen (1998) found that in the electronics industry, there were no significant differences among the three locations in their relational networks, while in the non-electronics industries, industry relationships became important for successfully establishing a new business.

Networks may vary by industry because of an industry’s structure as global (electronics or airlines) or multidomestic, locally responsive (food) (Prahalad & Doz, 1987). Industry structure may influence both a firm’s initial legitimacy position in a country as well as the need for networks to build knowledge about the local market. This leads to the final proposition that the right network structure will vary based on the characteristics of the industry.

Proposition 8. The optimal external business relationship network structure will be contingent upon the global vs. multidomestic nature of the industry.

TESTING THE PROPOSITIONS

One method of testing these propositions would be with one company doing business in a large number of countries, in multiple business/industry segments, that has variability in its perceived legitimacy across the countries where it does business. Primary data collection would be done by surveying the top management teams of each country business unit. The senior manager would be surveyed first, and he or she would identify the other key managers on the team who, when added together, represent the external relationship network of the business unit subsidiary (Athanassiou & Nigh, 1999). The external ties of the senior management team of the subsidiary should be representative of the network structures of the subsidiary as a whole because senior executives’ external ties serve as conduits of information that shape managerial views of the environment and contribute to the set of alternatives from which strategic choices are made (Geletkanycz & Hambrick, 1997). 

The survey would be based on the name generator methodology that has been used to measure both individual ego networks within organizations (Burt, 1984, 1992, 1998b; Podolny et al., 1997a) as well as external business relationship networks of CEOs and managers (Gargiulo et al., 2002; Xin et al., 1996). To measure relationship characteristics, questions would assess relationship strength, length, homophily, alter status and organization classification (i.e. customer, supplier, competitor, government, university, bank, etc.) (Burt, 1984, 1992; Ibarra, 1997; Podolny et al., 1997a).  Three facets of legitimacy (prescriptive normativity, internal endorsement and external endorsement) would be assessed based on the questionnaire by Elsbach (1994). The external business relationship networks of each country business unit would be constructed by adding together the alter networks of each individual surveyed to create a country business unit external network graph. Each country graph would be classified into the appropriate structure categories (entrepreneurial, closed and hierarchy).

The countries would be classified into “certain” or “uncertain” by creating a “certainty” index classification for each country. Similar to the approach of Wan & Hoskisson (2003), data would be gathered from the World Competitiveness Report as well as the World Markets Analysis. A factor analysis would be done based on measures that would contribute to factors for uncertainty of the governance structures, the rate of change in the business environment and the degree of trust in the country Inglehart & Baker, 2000(Fisher, 1998; ; Lawrence et al., 1967/1986)
 (see Appendix B for a detailed list of initial factors).

Finally, the subsidiary network structures would be grouped into four quadrants based on the legitimacy/country certainty matrix to identify relationships among the structures and the environment to determine if they match the research propositions. As well, correlation analysis would determine if the contingency theory is supported -- that a match between the network structure and the environment contributes to improved operating performance.

	
	Country Characteristics

	Company Legitimacy
	Certain
	Uncertain

	Legitimate
	
	

	Not legitimate
	
	


IMPLICATIONS FOR MANAGERS

Managers are constantly looking for ways to improve business performance. Networks are an integral part of organizations, so the better managers understand them, the better they can use networks to improve performance (Cross et al., 2002). If managers are aware that the most effective network structure depends both on their company’s legitimacy position and on the characteristics of the country and industry environment, they may think more strategically about how networks influence business decisions, for example, relative to market entry, business extension and human resources strategies in foreign investments.

When deciding to enter a foreign market, a firm must select the appropriate entry mode ranging from a licensing agreement to a joint venture to an acquisition to a greenfield investment. If a firm is considered legitimate in a new/certain environment, a greenfield investment may be the best strategy, while an acquisition may be most effective for a legitimate firm expanding into an uncertain environment. If the firm needs first to establish legitimacy, a joint venture strategy may be best for both certain and uncertain environments because the foreign firm will benefit from the legitimacy and reach of a local partner firm’s contacts. As well, for either an acquisition or a joint venture, the strength and structure of a partner’s networks should be considered as one of the selection criteria.

When firms make business extensions within a foreign country, they should consider how to use existing company networks to establish legitimacy for the new business. The company may build on established networks in other business segments or it may partner with outside advisors or market participants who can more immediately lend legitimacy to the new business entry. Discussing this point, one former CEO of a multinational company confirmed that his business networks were different in segments where his company was the market leader as compared to segments where the company had a smaller market share, though at the time he did not leverage his networks between the two segments.

Furthermore, understanding the contingency approach to business networks may influence a firm’s human resources strategies. If business networks are different by legitimacy position, industry and country, an executive who knows how to network in an entrepreneurial environment may not adapt easily to a closed network environment and vice versa. In addition, creating executive teams with complementary network skills may be an effective strategy. For example, an expatriate may be good at establishing hierarchical networks to build legitimacy and bridge to the international environment, which when combined with locals who have established networks right for the local environment, may be very effective for the business as a whole. 

CONCLUSION

The objective of this paper has been to link previous research on external business networks, legitimacy, country environment and operating performance in foreign investments. It proposes that the right network structure for the environment correlates to improved performance, specifically, a hierarchical network when a firm needs to establish legitimacy, an entrepreneurial network for more certain environments and a closed network for more uncertain environments. This information should help managers, who may be “new kids on the block” in foreign markets, to develop more effective strategies for issues such as market entry, business extension and human resources strategies. This research suggests that external business relationships, in addition to financial capital and human capital, should be an important consideration in business decisions in foreign investments.
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Appendix A

Legitimacy Definition Comparison

	Elsbach (1994)

Questionnaire measures
	Prescriptive normativity:

Attributes a legitimate organization should have.
	Internal endorsement: 

Support by employees.
	External endorsement: 

Support by the general public.

	Kostova and Zaheer (1999) from 3 pillars of legitimacy, Scott (1995)
	Regulatory legitimacy: 

Composed of regulatory institutions – that is the rules and laws that exist to ensure stability and order in societies.
	Normative legitimacy: 
Social values that accrue from congruence between the values pursued by the organization and wider societal values. It is “the degree of cultural support for an organization,” which presumably, will result from such congruence in values.
	Cognitive legitimacy: 

Organizations have to conform to or be consistent with established cognitive structures in society to be legitimate. A “taken for granted status.”

	Zimmerman & Zeitz (2002) from

Hunt & Aldrich (1996); Scott (1995)
	Sociopolitical regulatory legitimacy: 

The generalized sense that a company is operating according to the letter and the spirit of laws and regulations – a recognition that the organization is a good citizen.
	Sociopolitical normative legitimacy:

Derived from the norms and values of society or from a level of the societal environment relevant to the new venture. An organization demonstrating that it is appropriate and desirable – by addressing norms and values such as profitability, fair treatment of employees, endorsements and networks – can acquire legitimacy and gain access to resources.
	Cognitive legitimacy: 

Can be derived from addressing widely held beliefs and taken for granted assumptions that provide a framework for everyday routines, as well as the more specialized, explicit and codified knowledge and belief systems promulgated by various professional and scientific bodies. The “rules of the game.”

	Suchman (1995)
	Pragmatic legitimacy: 

The self-interested calculations of the organization’s most immediate audience, also called influence legitimacy. Gained by conforming to instrumental demands.
	Moral legitimacy: 

Positive normative evaluation of organization and its activities. The “right thing to do.” Gained by conforming to altruistic ideals.


	Cognitive legitimacy: 

Acceptance of the organization as necessary or inevitable based on some taken for granted cultural account. Comprehensibility, taken-for-grantedness. Gained by conforming to established models or standards.

	Aldrich & Fiol (1994)
	Sociopolitical legitimation: 

Process by which key stakeholders, the general public, key opinion leaders, or government officials accept a venture as appropriate and right, given existing norms and laws. Measured by assessing public acceptance of an industry, government subsidies to the industry, or the public prestige of its leaders.
	
	Cognitive legitimation: 

The spread of knowledge about a new venture. Measuring the level of public knowledge about a new activity. The highest form of cognitive legitimation is achieved when a new product, process or service is taken for granted.


Appendix B

Potential Constructs for Country Environmental Measures

	World Competitiveness Report 2002-2003

(Includes measures for all countries except Azerbaijan and Kazakhstan)
	World Markets Analysis

Country Risk League Table

(All countries)

	Aggregate Country Performance Indicators

· GDP per capita (PPP), 2001

Macroeconomic Environment

· Recession expectations

· Business costs of terrorism

· Regulatory obstacles to business

· Inflation, 2001

Public Institutions – Contracts and Law

· Judicial independence

· Efficiency of legal framework

· Burden of regulation

· Transparency of government policy-making

· Favoritism in decisions of government officials

· Extent of bureaucratic red tape

· Efficiency of the tax system

· Reliability of police services

· Business costs of crime and violence

· Organized crime

· Strength of auditing and accounting standards

Public Institutions – Corruption

· Business costs of corruption

· Public trust of politicians

Domestic Competition

· Effectiveness of antitrust policy

· Number of procedures to resolve a dispute, 2002

· Number of days to resolve a dispute, 2002

Company Operations and Strategy

· Ethical behavior of firms
	Current Overall Country Risk

· Political Risk (25%)

· Economic Risk (25%)

· Legal Risk (15%)

· Tax Risk (15%)

· Operations Risk (10%)

· Security Risk (10%)




� Guanxi literally means “a relationship” between objects, forces or persons. When it refers to relationships between people, not only can it be applied to husband-wife, kinship and friendship relations, it can also have the sense of “social connections,” dyadic relationships that are based implicitly (rather than explicitly) on mutual interest and benefit. Once guanxi is established between two people, each can ask a favor of the other with the expectation that the debt incurred will be repaid sometime in the future � ADDIN EN.CITE <EndNote><Cite><Author>Yang</Author><Year>1994</Year><RecNum>546</RecNum><MDL><REFERENCE_TYPE>1</REFERENCE_TYPE><AUTHORS><AUTHOR>Yang, M.M.</AUTHOR></AUTHORS><YEAR>1994</YEAR><TITLE>Gifts, favors, and banquets: The art of social relationships in China</TITLE><PLACE_PUBLISHED>Ithaca, NY</PLACE_PUBLISHED><PUBLISHER>Cornell University Press</PUBLISHER></MDL></Cite></EndNote>�Yang, M. M. (1994). Gifts, favors, and banquets: The art of social relationships in China. Ithaca, NY: Cornell University Press.�, pp. 1-2.  � ADDIN EN.CITE <EndNote><Cite><Author>Xin</Author><Year>1996</Year><RecNum>308</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Xin, Katherine R.</AUTHOR><AUTHOR>Pearce, Jone L.</AUTHOR></AUTHORS><YEAR>1996</YEAR><TITLE>Guanxi: Connections as substitutes for formal institutional support</TITLE><SECONDARY_TITLE>Academy of Management Journal</SECONDARY_TITLE><VOLUME>29</VOLUME><NUMBER>6</NUMBER><PAGES>1641-1658</PAGES><KEYWORDS><KEYWORD>Guanxi</KEYWORD><KEYWORD>business government relationships</KEYWORD><KEYWORD>China</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Xin, K. R. and Pearce, J. L. (1996). Guanxi: Connections as substitutes for formal institutional support. Academy of Management Journal, 29/6, 1641-1658.�
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