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ABSTRACT

This paper studies the contractual characteristics of global joint venture agreements.  It first examines the conditions under which an option-to-acquire clause is included in the joint venture agreements.  The paper then analyzes the conditions under which a foreign multinational enterprise or a local firm will hold an option-to-acquire clause.  In addition, the paper also investigates the trade-off between the presence of an option clause and the initial allocation of equity ownership between two partners.  The results suggest that partner uncertainty and market uncertainty impact the likelihood that a contract contains an option-to-acquire clause.  Moreover, the risk from misappropriation of intellectual property rights determines which partner is likely to hold an option.  Finally, the trade-off between initial equity ownership and the use of an option in joint ventures depends on who holds the option clause. 
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Uncertainty and Cultural Distance in Joint Venture Contracting

1.
Introduction

A joint venture is justified if synergy exists between the two parties (Contractor and Lorange, 1988) and there are transaction costs or information asymmetry problems that make outright acquisition of the other party economically unjustified (Balakrishnan and Koza, 1993; Hennart, 1988).  With a joint venture, any partner is unlikely to possess all the necessary skills to develop new technologies or to access new markets.  Through equity ownership sharing, joint venture partners share not only the risk of, but also the investments in, developing unproven technologies or accessing unknown markets.  Building upon real options theory, Kogut (1991) proposed that joint ventures can be viewed as real options.  The underlying feature of real options theory is managerial flexibility.  Kogut maintained that a joint venture bridges the option to expand production and that of waiting to invest.  Thus, from a real options perspective, a joint venture can be viewed as an instrument for the joint venture partners to learn about the markets, technologies, or each other’s capability while limiting their own downside risk.  Within this context, an option-to-acquire clause in a joint venture contract provides the partners with the flexibility of making a small initial investment, instead of a large one, and at the same time, allows them to expand the venture in the future (Bowman and Hurry, 1993).  Such an option is valuable to both joint venture partners.  

An important contract feature in joint ventures is the allocation of equity ownership.  Because the allocation of equity ownership represents the partners’ bargaining power and control over the venture, initial contract negotiation can be a sticky point.  The issue of ownership allocation can become more problematic when the joint venture partners are from culturally different backgrounds.  Partners from different cultures may view division of equity ownership differently due to differences in their social norms, shared beliefs and values.  Building an alliance requires a certain degree of trust between partners.  Das and Teng (1998) asserted that equity ownership is a manifestation of the level of trust between partners.  As a result, when dealing with partners from different cultures, unequal allocation of ownership may be construed as a reflection of distrust or inequity.  Legal systems that mandate an MNE to comply with the host country’s ownership requirement can further complicate the division of equity ownership problem.  Indeed, Morosini (1999, pp. 208-209) illustrated the initial contractual negotiation difficulty between Fuji and Xerox, who eventually managed to overcome their cultural differences and the legal barriers in creating a workable joint venture.  

In addition, in countries with inadequate legal protection against misappropriation of intellectual property, a multinational firm may demand that the contract contain an option clause because of the risk that its local partner will withdraw from the relationship without adequately paying for what it has learned.  For the joint venture partner holding the option-to-acquire clause, such a clause allows it to acquire the other partner’s stake in the event it has learned from the other partner or developed the skills to expand into the market.  The selling joint venture partner is willing to sell its stake because it can expect to recoup more than its original investment in the joint venture by selling this stake.  Furthermore, for the selling partner, the presence of an option-to-acquire clause in the joint venture contract serves to remove the exit barriers associated with the mutual hostage situation in joint ventures.  Because an option clause provides flexibility, and equity sharing in joint ventures can be used to balance the incentives of partners to provide resource contributions to the agreement, there is a trade-off between the presence of an option clause and the initial allocation of equity ownership.

The purpose of this study is to provide empirical evidence on the conditions that give rise to the use of an option-to-acquire clause in the joint venture contracts and its relationship with equity ownership allocation.  Specifically, we examine the contractual features of joint ventures between two partners and test the predictions of Chi and McGuire (1996), who developed a theoretical model based on the transaction cost and strategic option perspectives.  We address the following questions: What determines the presence or absence of an option-to-acquire clause?  Under what conditions will a foreign multinational enterprise (MNE) or a local partner hold an option-to-acquire clause?  What is the relationship between the presence of an option-to-acquire clause and the initial allocation of equity ownership?  

  Understanding the contractual features of a joint venture agreement is important because they can affect the performance of a joint venture.  For instance, Merchant and Schendel (2000) showed that equity ownership – a contractual component of the initial joint venture agreement – is an important determinant of joint venture performance, although the strength and direction of the relationship is not always clear (Park and Russo, 1996).  Furthermore, dispute over the contractual features of a joint venture during the negotiation phase can result in missed market opportunities, and thus, can be costly to both partners.

Overall, our empirical results support Chi and McGuire’s (1996) predictions.  Specifically, our findings suggest that the presence of an option-to-acquire clause depends on both partner uncertainty and market uncertainty.  Moreover, the degree of risk from misappropriation of intellectual capital determines who is likely to hold the option-to-acquire clause.  Finally, we found that there is a trade-off between the use of an option-to-acquire clause and the initial division of equity ownership.  

The paper is organized as follows.  Section 2 discusses the related theory and outlines our hypotheses.  We describe the sample and methodology in Section 3.  Empirical results are presented in Section 4, and we close the paper with a discussion and concluding remarks in Section 5.

2.
Related Theory and Hypothesis Development

Previous studies of joint ventures use the transaction cost (Williamson, 1975) argument to explain why a joint venture is formed.  The idea that joint ventures and other operations of global scope are real options is rapidly gaining acceptance (Kogut, 1991; Peng and Wang, 2000).  Finance theory suggests that the value of an option increases with the volatility of the underlying asset’s payoffs (Black and Scholes, 1973).  In making strategic investments, firms must deal with uncertainty.  Greater uncertainty creates the needs for greater managerial and operating flexibility.  The traditional discounted cash flow valuation approach is inferior to the real options pricing method because the former does not explicitly capture the value of flexibility associated with an investment project.  Since the payoffs from joint venture investments are uncertain and such investments allow for operating flexibility, the real options framework is well suited for examining joint ventures.  

2.1.
Partner Uncertainty and the Option Clause  

Two distinguishing features of joint ventures are joint rights to ownership and control, and a mutual commitment of resources (Kogut, 1988).  In addition, a joint venture is best suited in an environment with a high degree of uncertainty.  Chi and McGuire (1996) asserted that a joint venture is subject to both partner uncertainty and market uncertainty.  The joint venture partners are individually unlikely to have all the requisite skills needed to develop new, unproven technologies.  Even if they do, a joint venture partner may suspect that the other partner might behave opportunistically.  Thus, partner uncertainty arises because a joint venture partner is uncertain about the other partner’s behavioral tendencies or its ability to contribute to the venture.  

When the joint venture partners have no prior collaborative experience, partner uncertainty tends to be high.  This uncertainty becomes even more severe when the collaboration involves partners from culturally distinct countries.  Buckley and Casson (1996) argue that similar cultures reduce transaction costs because misunderstandings between joint venture partners from different cultural backgrounds can be more easily avoided.  When knowledge sharing is critical to the success of an international joint venture, a joint venture partner will only share its knowledge with those who can be trusted to reciprocate.  They suggested that for this reason a joint venture between partners from the same cultural group is preferred.  Moreover, because trust is a dynamic concept, past experience and interaction foster trust (Rempel et al., 1985).  From their experiments, Glaeser et al. (2000) indeed found that both trust and trustworthiness increase with the degree of social connection.  Interestingly, their experiments also revealed that the tendency to cheat one another increases when partners have national and racial differences.  In the context of an alliance, Gulati (1995) found that trust, engendered by repeated interactions between alliance partners, is important in explaining why their future contracts tend to be less stringent.  As a result, we have the following hypothesis:

Hypothesis 1.  Other things being equal, a joint venture agreement is more likely to contain an option-to-acquire clause when partner uncertainty is high.  

2.2
Market Uncertainty and the Option Clause  

The MNE has more incentive to team up with a local partner when overseas market uncertainty is greater.  Consider an MNE that is contemplating entry into an unknown, overseas market.  The MNE may attempt to sell products from its existing product line or have a new product tailored to the overseas market.  In such a situation, the MNE is unlikely to possess complete information about the nature of the local market demand, and thus may engage in a joint venture agreement with a local partner.  Leaving aside the aforementioned partner uncertainty, the joint venture is still subject to unforeseen changes in market demand (Kogut, 1991).  Such unforeseen demand changes may be due to unexpected political and economic events that affect the local population’s purchasing power.  An example of this would be the 1997 Asian financial crisis.  

Similarly, an MNE may wish to form a joint venture with a local partner to secure access to raw materials or to lower its labor costs.  Such a venture is subject to uncertainty or restriction in the market for production factors (Contractor and Lorange, 1988).  Uncertainty in the factors market can also be driven by unexpected political events that lead to social unrest and government instability, which in turn, can cause production disruption.  Production disruption is costly, because it limits the venture’s ability to serve its product market in a timely manner.  Because the payoffs from a joint venture are affected by market uncertainty, a joint venture contract with an option-to-acquire clause is valuable to the joint venture partners (Chi and McGuire, 1996).  Hence, 

Hypothesis 2.  Other things being equal, a joint venture agreement is more likely to contain an option-to-acquire clause when market uncertainty is high.  

2.3.
Misappropriation Risk and the Designation of Option Holder  

When an MNE forms a joint venture with a local partner, there is an additional risk that the local firm might absorb the MNE’s proprietary knowledge and withdraw from the relationship without properly compensating it.  A joint venture provides an opportunity for partners to learn from and about each other (Barkema et al., 1997).  Through this learning experience, the MNE may discover later that the misappropriation of economic rents does not necessarily arise from the local firm’s opportunistic behavior.  Rather, such a misappropriation may simply be due to the imperfections in the host country’s legal system, so that there is not adequate protection for intellectual and industrial property rights (Stopford and Wells, 1972).  Later discovery of misappropriation due to insufficient intellectual property rights protection is costly to the MNE.  Once the proprietary knowledge is revealed, there may be little that the MNE can do to contain the loss from misappropriation.  

Numerous researchers have recognized that the issue of property rights is critical for an effective contractual relationship (e.g. Coase, 1960; Demsetz, 1967).  Recent finance literature has also documented the importance of property rights protection in explaining stock price movements (Morck et al., 2000).  The property rights literature stresses that ownership matters.  Furubotn and Pejovich (1974) argued that the rights of ownership of an asset take three forms: the right to use the asset, the right to appropriate returns from the asset, and the right to change the form and/or substance of the asset.  The MNE may underestimate the local partner’s ability to improve upon the MNE’s original proprietary knowledge.  Once the local partner has made the improvements, it can expect to have the right to appropriate returns from the knowledge.  Inadequate protection of property rights will then blur the ownership of this new knowledge.  Anticipating potential misappropriation of economic rents from its proprietary knowledge – due to the weak legal protection of property rights – an MNE may be overly cautious about sharing proprietary knowledge with its local partner.  Thus, 

Hypothesis 3. Other things being equal, the MNE (local firm) is more likely to hold an option to acquire the other partner’s equity interest when the degree of misappropriation risk is high (low).

2.4.
Option Clause and Initial Equity Ownership  

Adverse selection and moral hazard are two potential contractual hazards between two parties (Akerlof, 1970; Holmstrom, 1979).  An adverse selection problem arises when agents hold private information that would be useful to the other partner prior to entering a relationship. Balakrishnan and Koza (1993) noted that a potential buyer of an asset could form a joint venture with the asset owner to alleviate the adverse selection problem.  A moral hazard problem exists when an agent’s action is unobservable or unverifiable.  The moral hazard problem arises in a joint venture due to the difficulty in monitoring partners’ contributions.  In this case, the use of equity sharing is appealing because it serves as an important incentive device to induce the partners to make their resource contributions (Chi, 1996).

Including an option-to-acquire clause in a joint venture contract can alleviate the adverse selection and moral hazard problems (Chi and McGuire, 1996).  Moreover, when two contracting partners make relationship-specific investments, a contract containing an option clause can induce the parties to make efficient investments (Nöldeke and Schmidt, 1998).  The reason is as follows: A contract that allocates a higher initial equity stake to one partner (partner A) encourages this partner to make the requisite investment, because its claim on the joint venture payoffs depends on that investment.  Partner A will find the option held by the other partner (partner B) valuable, because partner A can expect to capture more than its original investment when partner B decides to exercise the option to acquire the venture.  At the same time, partner B that has a lower initial equity stake and an option is protected from downside risk.  Partner B will also find the option valuable because it will be able to benefit from the venture’s upside potential when it exercises the option.  Therefore, 

Hypothesis 4a.  Other things being equal, partner A is more likely to have a lower initial equity ownership when it holds an option to acquire partner B’s equity interest than when it does not hold such an option.  

As a corollary, a joint venture partner’s initial equity ownership should also depend on the option-to-acquire clause that the other partner holds.  Since this relationship was not explicitly stated in Chi and McGuire (1996, p. 303), we hypothesize that 

Hypothesis 4b.  Other things being equal, partner A is more likely to have a higher initial equity ownership when partner B holds an option to acquire partner A’s equity interest than when partner B does not hold such an option.  

3.
Methodology

3.1
Sample Selection

This study focuses on joint venture agreements between two partners.  Our data comes from five different sources, namely:  Euromoney, the Fraser Institute, Hofstede (1980, 2001), LaPorta et al. (1998), and the Securities Data Corporation.  The unit of our analysis is the joint venture agreement.  To be included in the sample, each joint venture agreement must have information with respect to the variables of interest (to be described below).  Our final sample contains 2,209 global joint venture agreements that were announced between 1990 and 1999. 

As our sample is global, it includes both international and domestic joint ventures.  There are 648 joint ventures between parent firms from the same nation.  The remaining 1,561 are between partners from different countries.  There are a total of 63 countries represented among the parent firms.  The United States, China, Japan, United Kingdom, and Canada represent (with decreasing frequency) the five most frequent parent company headquarters.  The joint ventures themselves are based in 64 countries.  The five most frequent joint venture locations are, in order of decreasing occurrence: China, the United States, Australia, India, and Malaysia.

3.2.
Dependent variables

Option clause.  The dependent variable for hypotheses 1 and 2 is a dichotomous variable indicating the presence or absence of the option-to-acquire clause in a joint venture agreement. This information was obtained from the Securities Data Corporation.  Joint venture i in country j announced during year t was coded as 1 if the agreement contains an option-to-acquire clause, otherwise as 0.  Out of the 2,209 joint venture agreements in our sample, 252 contain an option-to-acquire clause.

Option holder.  Hypothesis 3 uses a categorical dependent variable that signifies who holds the option clause in a joint venture agreement.  Joint venture i in country j announced during year t was coded as 0 if the agreement contains no option clause.  Joint venture i in country j announced during year t was coded as 1 if the MNE partner holds an option to acquire additional equity interest, while one in which the local firm holds an option to acquire additional equity was coded as 2.  Of the 252 joint venture agreements that contain an option clause, there are 146 agreements where the MNE is the option holder.  In 97 agreements, the local firm is the option holder.  There were only nine agreements in which both the MNE and local partner have an option to acquire additional equity. 

Initial equity ownership.  The dependent variable in hypothesis 4 is a continuous variable representing the joint venture partner’s percentage of initial equity ownership.  We obtained initial equity ownership information for the two joint venture partners from the Securities Data Corporation.  On average, the first and second partners have initial ownership holdings of 51.4% and 48.6%, respectively. 

3.3.
Independent variables

Partner uncertainty.  We used three variables as a proxy for partner uncertainty.  The first proxy is prior joint venture experience between the two partners, as suggested by Chi and McGuire (1996).  For each joint venture agreement in a given year, we examined the Securities Data Corporation database to identify whether the two partners had any previous joint venture experience with each other.  A joint venture in which the partners have had prior collaborative effort was coded as 1, otherwise as 0.  Out of the 2,209 joint venture agreements in our sample, 90 are between partners with prior joint venture experience.

The second proxy is the cultural distance between the two joint venture partners.  Based on Hofstede’s (1980, 2001) four dimensions:  power distance, uncertainty avoidance, masculinity/femininity, and individualism/collectivism, cultural distance between the two joint venture partners was computed for each joint venture agreement by using the Kogut and Singh (1988) method.  The usefulness of Kogut and Singh’s cultural distance index has been validated in numerous studies on joint ventures (e.g. Hennart and Larimo, 1998).

Although the two proxies measure partner uncertainty, there is an important difference between them.  Prior joint venture collaboration between the two partners measures the potential for misappropriation by a partner due to their limited prior interaction.  Cultural distance represents the tendency for one partner to take advantage of the other partner due to their national cultural differences (Glaeser, et al., 2000).

The third proxy is the legal origin of the joint venture partners.  This proxy differs from the previous two in that it measures partner uncertainty from the perspective of the legal mindset of the partners rather than from their prior interaction or cultural clusters.  We obtained data on legal origin from La Porta et al. (1998).  For each joint venture, we created an English legal origin dummy variable that takes on a value of one if at least one of the joint venture partners came from English legal origin, and zero otherwise.  There are 1,754 joint venture agreements in which at least one of the partners is of English legal origin.   

Market uncertainty.  Euromoney annual country risk ratings, which have been used by O’Donnell (2000), were used as a proxy for market uncertainty in the country where the joint venture operates.  To obtain an overall country risk score, Euromoney assigns a weighting to nine risk categories.  These categories are political risk, economic performance, debt indicators, debt in default or rescheduled, credit ratings, access to bank finance, access to short-term finance, and discount on forfaiting.  The country risk scores range from 0 to 100.  For ease of interpretation, we rescaled the country risk score so that a higher country risk score indicates greater risk.  Because the country risk score captures indicators of investment restrictions, creditworthiness, and the country population’s purchasing power, it measures the attractiveness of a country for foreign investments.  

Misappropriation risk.  As a proxy for misappropriation risk, we used the index of Legal Structure and the Quality of Judiciary, which is a component of the index of Economic Freedom constructed by the Fraser Institute.  Some of the world’s leading economists, including Gary Becker, Milton Friedman, and Douglas North helped to develop the index.  Using objective data, combined with expert judgment, the Fraser Institute provides an assessment of economic freedom for 123 countries.  Data on various indicators of economic freedom is available for every five-year interval from 1970 – 1999.
  The overall index of Legal Structure and the Quality of Judiciary is a composite of scores from six categories: rule of law, protection of property, protection of intellectual property, judiciary independence, legal corruption, and impartial courts.  The score ranges from 1 to 10 with higher scores indicating a better quality legal system.  We used the Fraser Institute’s index of Legal Structure and the Quality of Judiciary because it contains an explicit measure of the protection of intellectual property rights.  Such an explicit measure of intellectual property rights protection is not available from, for example, the International Country Risk Guide’s political risk rating, even though the latter index contains an assessment of corruption, law and order, and government stability.
  

3.4.
Control variables

Industry effects.  Past studies of alliance formation suggest that a firm’s primary industry is an objective measure of its environment (e.g., Osborn and Baughn, 1990).  Hagedoorn and Narula (1996) found that the use of joint ventures is negatively related to the technological intensity of the industry.  Most technology partnering in the high technology sectors is done through non-equity arrangements.  To control for industry effects in our analysis, we used Hagedoorn and Narula’s definition of high technology sectors to create a dummy variable that takes a value of 1 if the joint venture agreement is in the high technology sectors, and 0 otherwise.  

Joint venture size.  Joint venture size is defined as the expected total investment (cost) to both partners to establish the venture.  With a larger investment in the venture, both partners have more at stake in the venture’s success, thereby inducing each partner to make a strong, long-term commitment to the venture.  On the other hand, because a joint venture has an option to expand in the future, it may pay to make a small initial investment instead of a larger one.  When the opportunity materializes later, the option to expand can be exercised (Bowman and Hurry, 1993).  Data on joint venture size is available from the Securities Data Corporation.  On average, the size of joint ventures in our sample is US$195 million.

Joint venture partner size.  Because the joint venture parents in this sample include both private and public domestic and foreign firms, it was impossible to obtain financial data on each.  As a result, we created a dummy variable whereby a joint venture parent was coded as 1 if it was a member of the Fortune Global 500 list during the year the joint venture was formed, and 0 otherwise.  In our sample of 2,209, there are 582 joint ventures in which at least one parent is a member of the Fortune Global 500.  In addition to measuring a partner’s bargaining power, joint venture partner size is also a proxy for the partner’s reputation (Fombrun and Shanley, 1990).

Types of joint venture activity.  A joint venture with a marketing focus may have different contractual characteristics compared to one with a manufacturing focus.  To control for possible variation in contractual terms that may be affected by the venture’s functional activities, following Kogut (1991), we created three dummy variables for joint ventures involved in the following activities: manufacturing, marketing, and high technology.  High technology activity involves research and development, and technology transfer, and is carried out by companies that belong to the high technology sectors in Hagedoorn and Narula’s (1996) study.  The Securities Data Corporation provided information about the activity of a joint venture.  

Business similarity.  It is generally assumed that a joint venture is formed to enhance the economic interest of the parent companies.  When there is a high degree of business similarity between the joint venture partners, partners are better able to monitor each other for any signs of opportunistic behavior (Merchant and Schendel, 2000).  In addition, partners may more fully realize their transactional gains because business similarity facilitates production and allows the partners to communicate better.  We measured business similarity by looking at the primary SIC codes of the partners and the joint venture SIC code at the four-digit level.  Following Reuer and Koza (2000), we used four dummy variables to indicate these cases of business similarity: (1) when the joint venture SIC code is the same as the primary SIC code of only one of the partners, and the partners do not have the same SIC codes, (2) when both partners and the joint venture do not share the same SIC codes, (3) when the partners and the joint venture share the same primary SIC codes, and (4) when both partners’ primary SIC codes are the same but the joint venture has a different SIC code.  Case (1) involves a partial business overlap.  In case (2), all entities operate in different industries.  Case (3) describes a situation where the business environment of the partners completely overlaps with that of the joint venture, and case (4) is a venture between direct competitors.
 

Table 1 presents descriptive statistics and a correlation matrix of the variables.

4.
Results

For hypotheses 1 and 2, we used logistic regression models to examine the effect of partner uncertainty and market uncertainty on the likelihood that a joint venture agreement contains an option-to-acquire clause.  We also included dummy variables for years 1991 – 1999 in the logistic regressions.  The results are reported in Table 2.  To conserve space, the coefficient estimates for the dummy variables are not reported.

Insert Table 2 about here

Hypothesis 1 proposes that partner uncertainty increases the probability that a joint venture agreement contains an option-to-acquire clause.  Using prior joint venture collaboration as a proxy for partner uncertainty, Model 2 in Table 2 indicates no significant relationship between the partners’ prior joint venture collaboration and the likelihood that a joint venture agreement contains an option-to-acquire clause.    

Using cultural distance as a proxy for partner uncertainty (Table 2, Model 2), we found that greater cultural distance between the joint venture partners actually decreases the likelihood that a joint venture agreement will contain an option-to-acquire clause (significant at the 0.10 level).  This finding indicates that a joint venture agreement between partners from two culturally distinct locations is unlikely to contain an option clause.  In our examination of which of the two partners were more likely to hold options, we found that 70% of the option holders came from countries with an English legal origin.  The six nations most represented within the English legal family are the US, Canada, Australia, Malaysia, Singapore, and the U.K.  Except for Malaysia and Singapore, there are not large cultural distances within this group (Hofstede, 1980, 2001).  Options holders who are not from the English legal family represent mostly Germany, Japan, France and Italy.  According to La Porta et al. (1998), Germany and Japan belong to the German legal origin, while France and Italy belong to the French legal origin.

Model 2 in Table 2 also shows the impact of legal origin on the likelihood that a joint venture contract contains an option clause.  The coefficient of the English legal origin is positive and statistically significant at the 0.10 level.  La Porta et al. (1998) found that countries with an English legal origin offer the strongest investor protection.  Because an option clause provides its holder with downside risk protection, our evidence is consistent with the notion that when at least one of the joint venture partners come from a country with an English legal origin, the joint venture agreement is more likely to contain an option clause. 

Model 3 (Table 2) shows that the coefficient of country risk, which is a proxy for market uncertainty, is significant at the 0.01 level.  This result supports the prediction of hypothesis 2 that a joint venture agreement is likely to contain an option-to-acquire clause when the market uncertainty is high.  Furthermore, based on the statistical significance of the coefficient estimates, the model indicates that market uncertainty has a stronger impact than partner uncertainty (cultural distance and English legal origin) has on the likelihood that a joint venture agreement will contain an option clause.  Overall, the chi-square statistics for models 1 – 3 show very strong model significance.  Results in Table 2 provide partial support for Chi and McGuire’s (1996) argument that the presence of an option clause in a joint venture agreement depends on both partner uncertainty and market uncertainty.  

Hypothesis 3 posits that the degree of misappropriation risk determines which joint venture partner is more likely to hold the option to acquire the other partner’s ownership interest.  We tested this hypothesized relationship using multinomial logistics regression models.
  Dummy variables for years 1991 – 1999 were also included in the models.  The results, omitting the coefficient estimates for these dummy variables to conserve space, are shown in Table 3.  

Insert Table 3 about here

Model 3 (Table 3) shows that the coefficients of the legal structure score are significant at the 0.01 and 0.10 levels for the MNE and local partner, respectively.  More importantly, the model reveals an interesting finding with respect to the asymmetric signs of the legal structure coefficients between the MNE and local partner.  The differences in the signs of the coefficients imply that the MNE partner is less likely to hold an option when the legal structure score is high.  In contrast, the local partner is more likely to hold an option when the legal structure score is high.  This evidence is consistent with the hypothesis that the MNE is more likely to hold an option to acquire the other’s ownership interest when the legal system is less adequate in protecting the MNE from potential misappropriation risk.  The local firm is more likely to hold an option to acquire the other’s ownership interest when the quality of the legal system is high.

Note also from Model 3 (Table 3) that country risk is statistically significant and has asymmetric signs for the MNE and local partners.  The result implies that an MNE is more likely to hold an option when there is greater market uncertainty.  On the other hand, the local firm is more likely to hold an option when there is lower market uncertainty.  Models 2 and 3 (Table 3) also indicate that greater partner uncertainty, as proxied by cultural distance, reduces the likelihood that either an MNE or a local company holds an option.  In addition, an MNE is more likely to hold an option to acquire the other partner’s interest if at least one of the partners came from an English legal origin.

Hypothesis 4a predicts a negative relationship between a partner’s option to acquire the other partner’s interest and its own initial ownership interest.  We used ordinary least squared regression models to test this relationship.  In these regression models, all t-statistics were computed using robust standard error estimates.  Year dummy variables were included in the regressions but not reported in Table 4 to conserve space.
  

Insert Table 4 about here

The negative coefficient of the option to acquire other partner’s equity stake in Model 4 indicates that, other things being equal, a joint venture partner does have a lower initial ownership interest when it holds an option to acquire the other partner’s equity.  In addition, Table 4 shows a significant negative relationship between the legal structure score and a joint venture partner’s ownership holding.  This finding implies that partner A holds a lower ownership interest, while partner B holds a higher ownership stake, when the quality of the legal system is high.  Similarly, the statistically significant positive coefficient of country risk suggests that partner A’s ownership interest is greater when market uncertainty is high.  Moreover, partner A has a higher initial ownership when the cultural distance between partners A and B is greater.

On the other hand, hypothesis 4b predicts a positive relationship between partner A’s initial equity stake and the partner B’s option to acquire additional equity interest.  As shown by the positive coefficient of partner B’s option to acquire (Model 4, Table 4), partner A does have a higher initial ownership interest if it is partner B who holds the option to acquire additional equity from partner A.  Overall, our results support the predictions of both hypotheses 4a and 4b.  As an alternative to the ordinary least squared regressions, we also performed Tobit regressions to test hypotheses 4a and 4b.  Our conclusions remained unchanged.
    

5.
Discussion and Conclusion

Collaboration is increasingly global in nature as firms pursue new market opportunities, scale economies, and the latest technological advances.  In this paper, we empirically tested the use of both equity ownership and an option-to-acquire clause in joint ventures.  Specifically, we analyzed the impact of the partners’ cultural distance and prior joint venture experience as well as their legal origins (partner uncertainty), along with the joint venture location’s country risk (market uncertainty), on the likelihood of a joint venture agreement to contain an option-to-acquire clause.  We further examined the conditions under which a specific partner is more likely to hold an option.  We also investigated the relationships between initial equity ownership and the presence of an option clause, and the impact of the risk of misappropriation in a particular joint venture location on the partner’s initial equity ownership.  Our empirical analysis yielded some interesting findings.

It is interesting that out of the 2,209 joint venture agreements in our sample, only 252 contain an option-to-acquire clause.  Prior studies have found that it is not uncommon for one joint venture partner to eventually buy out the other (Kogut, 1991).  Perhaps this means that there must be exceptional circumstances that warrant making the option-to-acquire clause an explicit part of the initial joint venture agreement.  This finding in itself is intriguing.

Surprisingly, the greater the cultural distance between the two joint venture partners, the less likely their agreement will contain an option-to-acquire clause.  Furthermore, prior collaborative experience between the two partners seems to be not significantly related to the use of an option clause.  We hypothesized, in accordance with transaction cost theory, that under conditions of high partner uncertainty, the two partners could reduce the likelihood of opportunistic behavior through the use of an option clause.  For instance, cultural differences would increase the costs of monitoring and negotiating due to opportunism and different mindsets.  Also, we expected prior experience to engender a degree of trust between partners, and thus reduce the need for a contractual option. 

There could be several explanations for these surprising findings.  First, some cultures are rather distrustful of legal documents.  The following quote from Ricks (1999) illustrates this point:  

One large firm went to China with a 50-plus page legal document to license pollution control technology.  The Chinese laughed at them, tossed it out, and the proposed deal would have fallen through, but because good personal relations had been established, allowed the firm to start over.  A 10-page document was then developed and accepted (p. 132).

When making strategic decisions, managers make a trade-off between opportunities for gain and threats of loss (Shapira, 1995).  Previous studies have shown that individuals tend to weigh potential losses more than potential gains (Kahnemann and Tversky, 1979; Tversky and Kahnemann, 1991).  It is possible that a partner who wants an option anticipates potential difficulties.  Also, when two firms are from very different cultures, they may recognize this fact and be much more careful in selecting the other partner in the first place.  Not demanding an option might be interpreted as a gesture of good faith in a situation when both partners recognize a broad cultural gap.  Our sample revealed that the majority of the firms holding the option clause came from Australia, Canada, the United Kingdom, the United States, Malaysia and Singapore.  The first four countries all belong to the same cultural group (Hofstede, 1980), and the last two countries have inherited a British legal system.  All these six countries belong to the same legal family (La Porta et al., 1998).  Hence, the inclusion of an option clause may be a reflection of the “anglo” legal mindset to trust written contracts over personal relationships.  Indeed, it is very possible that the lawyers for the Malaysian and Singaporean firms graduated from U.K. or U.S. universities.  Legal mindset and cultural considerations appear to counterbalance what transaction cost theory would predict.  

Second, it is possible that instead of generating trust, a prior experience between two firms was not successful.  The failure of a prior venture may not be due to opportunistic behavior by one partner, but can be the result of unfavorable changes in economic conditions beyond the partner’s control.  Rather than avoid future collaboration, the partners may incorporate more “safeguards” into future agreements.  

We also found that there is more likely to be an option-to-acquire clause when the joint venture is located in a country with a high level of market risk.  Furthermore, in these risky locations it is the MNE partner, not the local one, who is significantly more likely to hold the option.  Also, when there is a high quality legal system (low risk of physical and intellectual property misappropriation) in a given joint venture location, foreign MNEs are less likely to hold an option.  These findings support transaction cost theory, which would suggest that higher levels of country risk decrease the chances that a venture will achieve its goals, as the collaboration is exposed to the negative effects of government driven disturbances (Root, 1988).

It is worth noting that a joint venture partner is more likely to have a lower initial equity ownership share if it holds an option.  This result supports the predictions of Chi and McGuire (1996) who developed a model based on transaction cost and strategic option frameworks.  Because an option holder will exercise the option to buy an asset when the asset value exceeds the exercise price, the joint venture partner holding an option will benefit from the venture’s upside potential when it decides to exercise the option.  At the same time, the other partner that does not hold an option and commits a higher initial investment can expect to capture more than its original investment when its partner decides to exercise the option.  

Managers of firms considering joint ventures with other firms from different cultures can benefit from our results.  While trust building is important to create a viable joint venture between partners from different cultures, overcoming legal barriers across cultures is equally important.  To the extent that the inclusion of an option clause in a joint venture contract can create a misunderstanding between the partners, it may be prudent to leave such a clause out of the joint venture agreement in order to preserve their potential for long-term cooperation and venture performance.  Alternatively, if an option clause is necessary, the partner wanting to hold an option should clearly communicate to the other partner that the inclusion of an option clause is not an expression of distrust.  

Given the findings of this study, future research might extend the implications of the strategic option perspective and transaction costs theory to the performance of global joint ventures.  One direction is to investigate what happens over time with regard to the performance or longevity of joint ventures with options versus those without.  For example, in addition to looking at the conditions under which a partner actually exercises its option to acquire, it would be interesting to examine the long-term performance of the partner that exercises the option.  By adopting the Barber and Lyon (1997) methodology, such analysis would confirm whether the acquiring partner made a value-enhancing acquisition decision in the first place. 

A number of studies have advanced our understanding of joint venture partner buyouts (e.g., Kogut, 1991; Reuer and Miller, 1997).  Our study provides a unique contribution to the collaborative agreement literature by providing empirical evidence of the conditions that give rise to the use of an option-to-acquire clause and the trade-off between equity ownership and the option clause in the joint venture contract.  In particular, we found that: (1) partner uncertainty and market uncertainty affect the likelihood that a joint venture agreement will contain an option-to-acquire clause, (2) the risk from misappropriation of intellectual property determines who is likely to hold the option, and (3) there is a trade-off between the presence of an option clause and initial equity ownership allocation.  These results support Chi and McGuire’s (1996) predictions.  In sum, our analysis provides strong evidence that both strategic option and transaction cost theory can predict, not only which joint venture is more likely to have an option-to-acquire clause, but also which partner is more likely to hold the option. 
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Table 1.  Descriptive Statistics and Correlations between Independent Variables (N = 2,209)

	
	Mean
	S.D.
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
	11
	12

	1.  SIC high technology
	0.25
	0.43
	
	
	
	
	
	
	
	
	
	
	
	

	2.  Joint venture size a
	3.38
	2.00
	-0.04
	
	
	
	
	
	
	
	
	
	
	

	3.  JV partner size
	0.26
	0.44
	0.17**
	0.20**
	
	
	
	
	
	
	
	
	
	

	4.  Manufacturing
	0.44
	0.50
	0.40**
	-0.01
	0.17**
	
	
	
	
	
	
	
	
	

	5.  Marketing
	0.16
	0.37
	0.12**
	-0.13**
	0.07**
	0.15**
	
	
	
	
	
	
	
	

	6.  High technology
	0.25
	0.43
	0.45**
	0.03
	0.21**
	0.17**
	0.14**
	
	
	
	
	
	
	

	7.  Business similarity 1 b
	0.27
	0.45
	-0.02
	-0.01
	-0.05*
	0.01
	-0.01
	0.01
	
	
	
	
	
	

	8.  Business similarity 2 c
	0.55
	0.50
	0.09**
	0.04
	0.11**
	0.02
	0.04
	0.06**
	-0.68**
	
	
	
	
	

	9.  Prior collaboration
	0.04
	0.20
	0.01
	0.05*
	0.07**
	-0.00
	0.00
	0.02
	-0.02
	0.04
	
	
	
	

	10.  Cultural distance
	1.30
	1.38
	0.21**
	-0.01
	0.14**
	0.30**
	0.13**
	0.13**
	-0.01
	0.08**
	0.01
	
	
	

	11.  English legal origin
	0.79
	0.41
	-0.19**
	-0.01
	-0.19**
	-0.31**
	-0.07**
	-0.07**
	-0.01
	0.00
	0.01
	-0.09**
	
	

	12.  Country risk
	21.02
	16.87
	0.01
	0.00
	-0.01
	0.18**
	-0.02
	-0.07**
	0.02*
	-0.03
	-0.01
	0.29**
	-0.16**
	

	13.  Legal structure
	6.71
	2.15
	-0.07**
	-0.02
	-0.03
	-0.28**
	-0.01
	0.05*
	0.00
	-0.01
	0.01
	-0.40**
	0.25**
	-0.82**


a Measured in natural logarithm.

b This group contains the case of partial business overlap.

c This group contains ventures where all entities operate in different industries.


*
p < 0.05.


**
p < 0.01.

Table 2.  Results of Logistic Regressions Examining the Determinants of the Option-to-Acquire Clause in Joint Venture Agreements (N = 2,209)

	Variable
	Model 1
	Model 2
	Model 3

	Constant
	0.07
	-0.65
	-1.12

	SIC technology
	-0.37
	-0.28
	-0.28

	Joint venture size a
	-0.18***
	-0.17***
	-0.18***

	Joint venture partner size
	-0.38
	-0.24
	-0.23

	Manufacturing
	-0.49*
	-0.28
	-0.36

	Marketing
	-0.67*
	-0.56
	-0.50

	High technology
	-0.59*
	-0.61*
	-0.50

	Business similarity 1 b
	0.62**
	0.60*
	0.56*

	Business similarity 2 c
	0.06
	0.09
	0.08

	Prior collaboration 
	
	0.25
	0.21

	Cultural distance
	
	-0.15*
	-0.25**

	English legal origin
	
	0.62*
	0.82**

	Country risk
	
	
	0.03***

	
	
	
	

	Log likelihood
	-347.40
	-341.71
	-331.75

	(2
	834.05***
	845.42***
	865.34***

	Pseudo R2 (%)
	54.55
	55.30
	56.60


a Measured in natural logarithm.

b This group contains the case of partial business overlap.

c This group contains ventures where all entities operate in different industries.


*
p < 0.10.


**
p < 0.05.


***
p < 0.01.

Table 3.  Results of Multinomial Logistic Regressions Examining the Determinants of the Holder of the Option-to-Acquire Clause in Joint Venture Agreements (N = 2,200)

	
	Model 1
	Model 2
	Model 3

	
	Option holder is
	Option holder is
	Option holder is

	
	MNE
	Local
	MNE
	Local
	MNE
	Local

	Constant
	-0.98
	-0.13
	-1.86*
	-0.67
	-1.63*
	-0.54

	SIC technology
	-0.12
	-0.86*
	-0.05
	-0.74
	-0.04
	-0.96*

	Joint venture size a
	-0.18***
	-0.18***
	-0.17***
	-0.17***
	-0.19***
	-0.19***

	Joint venture partner size
	-0.19
	-0.74*
	-0.02
	-0.65
	0.03
	-0.79*

	Manufacturing
	-0.34
	-0.77**
	-0.13
	-0.57*
	-0.33
	-0.38

	Marketing
	-0.76*
	-0.53
	-0.67
	-0.41
	-0.52
	-0.53

	High technology
	-0.86**
	-0.18
	-0.85**
	-0.23
	-0.63
	-0.25

	Business similarity 1 b
	0.78**
	0.32
	0.76**
	0.28
	0.70*
	0.37

	Business similarity 2 c
	0.02
	0.14
	0.05
	-0.24
	0.11
	0.24

	Prior collaboration
	
	
	-0.09
	0.70
	-0.05
	0.59

	Cultural distance
	
	
	-0.15*
	-0.15
	-0.23**
	-0.23**

	English legal origin
	
	
	0.65*
	0.57
	0.96**
	0.25

	Country risk
	
	
	
	
	0.04***
	-0.03***

	Legal structure
	
	
	
	
	-0.05***
	0.22*

	
	
	
	
	
	
	

	Log likelihood
	-501.20
	-494.89
	-449.87

	(2
	853.37***
	865.99***
	956.03***


a Measured in natural logarithm.  

b This group contains the case of partial business overlap. 

c This group contains ventures where all entities operate in different industries.


*
p < 0.10.


**
p < 0.05.


***
p < 0.01.

Table 4.  Results of Ordinary Least Squared Regressions Examining the Determinants of the Equity Holding in Joint Venture Agreements (N = 2,200)

	Variable
	Model 1
	Model 2
	Model 3
	Model 4

	Constant
	48.87***
	49.22***
	49.41***
	49.07***

	SIC technology
	0.35
	0.01
	0.07
	-0.22

	Joint venture size a
	-0.00
	-0.00
	-0.00
	-0.00

	Joint venture partner size
	-0.31
	-1.03
	-1.00
	-1.03

	Manufacturing
	0.30
	0.12
	-0.11
	0.23

	Marketing
	-1.22
	-1.11
	-1.05
	-0.39

	High technology
	0.65
	0.71
	0.84
	0.66

	Business similarity 1 b
	0.35
	1.39
	1.37
	1.27

	Business similarity 2 c
	0.71
	0.97
	0.99
	1.27

	Prior collaboration
	
	1.43
	1.45
	0.82

	Cultural distance
	
	0.01
	0.01
	0.01***

	English legal origin
	
	-1.92**
	-1.71**
	-1.38*

	Country risk
	
	
	0.03*
	0.04**

	Legal structure
	
	
	-0.03*
	-0.04**

	A holds option to acquire B d
	
	
	
	-14.65***

	B holds option to acquire A d
	
	
	
	10.01***

	
	
	
	
	

	F statistics
	1.01
	1.52*
	1.55**
	8.64***

	Adjusted R2 (%)
	0.00
	0.40
	0.55
	7.69


a Measured in natural logarithm.

b This group contains the case of partial business overlap.

c This group contains ventures where all entities operate in different industries.

d The first variable means that joint venture partner A holds an option to acquire partner B’s equity stake; while the second variable means that it is partner B who holds the option to acquire partner’s A equity stake.


*
p < 0.10.


**
p < 0.05.


***
p < 0.01.

� We experimented with two different ways to assign the index of legal structure to a country in a given year, because the index is only available on a five-year basis.  For example, the index of legal structure is available for 1990 and 1995.  Since there is no index for 1993, a joint venture announced in 1993 and located in country x would be assigned the midpoint value between the 1990 and 1995 indices for country x.  Alternatively, we applied the 1999 index score for country x to all joint ventures located in country x regardless of the announcement year.  Our conclusions were not sensitive to the different specifications.  


� We are grateful to Professor Florencio Lopez-de-Silanes for the provision of data on law and order, repudiation risk, expropriation risk, corruption, and judiciary efficiency from his study (LaPorta et al., 1998).  The sum of the scores from these five variables can be used as an alternative proxy for misappropriation risk.  This alternative proxy is highly correlated (at 0.90) with the index of Legal Structure and the Quality of Judiciary that we used.


� In our subsequent analysis, we combined complete business overlap (case 3) and ventures between direct competitors (case 4) into one group.  Keeping the four cases separate would generate large and unreliable coefficient estimates for the dummy variables for these groups in the multinomial logistic regression due to the few observations associated with cases 3 and 4 for the local firm.  The coefficient estimates of other variables were unaffected by the different classification methods.


� Country risk and the legal structure score are highly correlated.  To remove the collinearity problem, we generated residuals from a regression of country risk on the legal structure score.  Since country risk contains information about a country’s economic and market climate, and economic and market conditions are influenced by the quality of the legal system, the regression residuals capture the component of country risk that is unexplained by the quality of the legal system.  These residuals were then used as a proxy for market uncertainty.  In the multinomial logistic regression models, we removed nine observations where both the MNE and local partner hold an option to acquire each other.  Removing these observations or classifying them as the MNE or local partner having the option did not change our qualitative conclusions.


� Table 4 shows the results of the ordinary least squared regressions for one partner (partner A) only.  Since the two partners’ initial holdings are perfectly negatively correlated, the results for partner B are the same as those reported in Table 4, with the exception of the signs of the coefficient estimates.   


� To further investigate the hypothesized relationship described in hypotheses 4a and 4b, we divided the sample into three sub-samples containing joint ventures between: (1) an MNE and a local firm, (2) between two multinational firms, and (3) between two local firms.  We ran the same four models as in Table 4 with the exception that cultural distance was removed for the sub-sample of joint venture between two local firms.  We obtained similar results to those reported in Table 4.
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