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Abstract

In this paper we explore the strategy implications of the somewhat ignored phenomenon of foreign operation mode packages used by internationalising companies, rather than the more common preoccupation of single mode use. Using a number of company examples we show how companies may be able to more effectively penetrate foreign markets through creative use of mode combinations. Sometimes mode combinations develop over time as modes are added in response to evolving conditions in the foreign market or evolving company relationships. Mode addition may be a far less disruptive way of extending foreign market penetration than wholesale mode replacement. In general, it would seem that international strategic flexibility is enhanced by a company’s ability to build mode combinations or packages, and to move modes into, and out of, the assembled packages over time.

1.  Introduction

Recent research has pointed to the way in which firms often use foreign operation modes in combination in the process of penetrating a foreign market (Clark et al., 1997; Petersen and Welch, 2002). This is in contrast to the long-standing focus of research emphasising individual mode choice by companies – eg a choice between local production via a license arrangement with a local operator and local production through own subsidiary. Early research on internationalisation typifies this focus: following the evolving mode use pattern by companies in foreign markets as a way of gaining insight into the process of internationalisation (Johanson and Wiedersheim-Paul, 1975; Luostarinen, 1979). Mode change in foreign markets was shown by a shift from one specific form to another, providing a seemingly clear-cut indicator of concrete steps in the development of a company’s international business activities (Petersen et al., 2001). More recently, as well, there has been an emphasis on mode (so-called ‘entry mode’) choice decisions and the factors driving such decisions, under constrained decision criteria, with a distinct choice between individual modes and the selection of ‘a’ or ‘the’ mode as most appropriate in a given situation. As an example, Hill (2000) lists six entry modes that an entrant firm may choose between: (1) Export, (2) Turnkey project, (3) Licensing, (4) Franchising, (5) Management contract, and (6) Production subsidiary. 

While there are clear advantages in terms of empirical and theoretical clarity in dealing with the issue of foreign operation modes as distinct singular entities, both in a mode choice situation at a point in time and in a longitudinal context when dealing with mode change, it is clear that this does not accord with reality. Frequently, firms use mode packages or combinations to enter or develop foreign markets. While there has not been any comprehensive empirical investigation to confirm the extent to which firms use mode combinations rather than singular modes, disparate studies of management contracts, licensing, franchising and exporting reveal heavy use of mode packages (Petersen and Welch, 2002). It should be stressed that these studies did not set out to investigate the issue of mode combinations, but their existence and use arose out of broader studies. A more targeted empirical study may well find even greater preponderance of mode combinations. Further, recent research has found that it is not uncommon for firms to add another mode to existing mode use in a given foreign market, rather than making a switch from one mode to another (Clark et al., 1997; Petersen et al., 2001). In the process, a mode package is necessarily created, if not existing previously. Clearly, the reality of mode combinations makes the potential decision-making situation for companies far more complex than has been presented so far, and obviates a need to redraw theories and approaches to empirical research in this area. 


However, in this article we will not focus on the theoretical and empirical consequences of viewing mode choice and change in the light of mode packages, important as that task is. Rather, we shall concentrate on the strategic consequences of mode packages: why, and in what circumstances, can and should companies use mode packages as a way of more effectively penetrating foreign markets. It is clear that they already do so, and we shall utilise a number of company examples to illustrate the many possibilities for companies once they free up their thinking on mode use. Some research has shown that companies tend not to consider the full array of operation mode possibilities when approaching foreign market entry (Larimo, 1987). By fully opening up the world of mode package possibilities, companies should be able to enhance their ability to internationalise.   

2.  Why Mode Combination?
Basically, a foreign operation mode can be looked at as a configuration of three dimensions: What activities should be carried out where (locally or from home), and by whom - the entrant firm solely (as owner or contractual operator), jointly, by a contractual partner, or by an independent, local firm as a discrete market transaction. Hence, a management contract, focused on management activities, is carried out locally by the entrant firm itself (on a contractual basis). However, it is also evident that Hill’s foreign operation mode sextant is a simplification. Whereas the where question can be condensed to a binary choice between performing the activities locally or not (from home or a third country), the whom question to four alternatives (solely, jointly, contractually, independently), the what question covers a multitude of business activities. The value chain as outlined by Porter (1980) includes five primary activities (inbound logistics, operations, outbound logistics, marketing and sales, service) and four support activities (procurement, technology development, human resource management, firm infrastructure), but each of these nine activities covers a number of sub-activities. As an example, “Marketing and Sales” include such disparate sub-activities as market intelligence, sales force training, customer visits, and advertising. These activities vary considerably in terms of their inherent scale and scope economies, transaction costs, resource and competence requirements – each of which may determine an optimal localisation and ownership structure. Thus, in their quest for the best possible performance, managers of entrant firms are likely to address the where and whom questions for each individual sub-activity, not for a bundle of sub-activities (such as “Marketing and Sales”). To the extent that this is true (and we have difficulties in seeing why it should not be so) the number of potential foreign operation modes is almost indefinite – and the scope for combination even greater. 

In this disaggregated value chain perspective we would expect entrant firms to ascribe different ownership and localisation configurations to different (sub-) activities. As an example of different localisation configuration, many European and Japanese manufacturing subsidiaries in the People’s Republic of China are based on component sourcing from the parent (Schroadt et al., 1993). Because manufacturing sub-activities differ in terms of factor input, transport costs, tariffs, etc., the European and Japanese firms have found it beneficial to locate some manufacturing operations at home and some in the host country. Similarly, firms may opt for different ownership configurations for different marketing and sales sub-activities: because sales force training usually is characterised by scale economies and high asset specificity, firms may choose to perform this sub-activity in-house, whereas customer visits due to scope economies and a relatively low degree of asset specificity are outsourced to a local, contractual partner (eg a distributor). 
In the abovementioned examples the combination of foreign operation modes is related to the differences between value chain (sub-) activities in terms of optimal localisation and ownership structure. Together, the different operation modes – the ‘mode package’ – make up the value chain pertaining to the foreign market. Since a subtle division of labour exists among the operation modes we can use the label ‘mode complementarity’ (Petersen and Welch, 2002). However, mode combination may also occur as a result of customer segmentation (Valla, 1986). Here, one specific value chain (sub-)activity may have different localisation and ownership configurations depending on the targeted customer segment. As an example, it is common practice that multinational computer firms have more than one operation mode in European countries because customer segments have different requirements (Gabrielsson et al., 2002). When the customer is another (multinational) firm the computer firms are performing the sales and service activities themselves, whereas these activities are handed over to local value-adding re-sellers as regards the household segment. Another example of segmented modes is multinational fast food restaurant chains’ use of firm-owned outlets at locations where customers tend to be infrequent buyers (eg outlets close to freeways) and franchised outlets (in urban areas) where customers are mainly frequent buyers (Brickley and Dark, 1987). Here, the risk of free-riding on the brand name through low quality standards makes it beneficial to the entrant firm to combine franchised and company-owned outlets as two distinct foreign operation modes.  
To complete the picture two other forms of foreign mode combination should be mentioned. Multinational firms with very diversified business activities may practise mode combination in so far as divisions or strategic business units in different product areas may operate their own, separate units in the foreign markets. The operations of the Norwegian multinational, Norsk Hydro, in India are an example of this. Five of its product divisions, using different foreign operation modes, operate relatively independently (Tomassen et al., 1998). Another example is the Danish multinational Coloplast (www.coloplast.com), a provider of healthcare products and services. In Hungary Coloplast is operating through a sales representative, a sales subsidiary (of another product division), and since 2002 also a production subsidiary - a worldwide supplying factory. Hence, Coloplast is practising unrelated/segmented and complementary mode combination (Source: Personal communication). 
Finally, entrant firms may end up in ‘mode competition’ where one customer segment is catered for by more than one unit. As an example, firms’ introduction of web-based sales channels may in some instances conflict with existing export sales channels. Needless to say, ‘mode competition’ is not desirable, and the management challenge is simply to avoid this form of mode combination, as in the following example. Chr. Hansen A/S  (http://www.chr-hansen.com) is a producer of natural ingredient solutions to the food, pharmaceutical, and agricultural industries. In the USA Chr. Hansen sells its products via the regional HQ in Milwaukee. In addition to the production subsidiary in Milwaukee Chr. Hansen operates six other factories in the USA. In order to sell its products to the wine industry Chr. Hansen has appointed an intermediary, GusmerCellulo, in California. Hence, Chr. Hansen is practising segmented mode combination. Furthermore, Chr. Hansen has recently introduced a so-called Customer Web Centre, where customers can order directly through the Internet. Thus, complementary mode combination also is practised by Chr. Hansen. The intermediary does not currently have the possibility of offering on-line sales, and an issue will be how to handle customers who want to be able to order on-line without ending up in channel conflict, i.e. competing mode combination (Source: Personal communication). 



3.  
Different Roles of Foreign Operation Mode Combinations
Before we consider the ramifications of the use of mode combinations for companies’ international strategy, it is important to address the question of why they are using mode combinations. What role are they seen to perform in the type of situations where they are being used? It would appear that there is a wide range of reasons for mode combinations, driven by a host of internal and external factors, bearing in mind that they may be employed at the outset of foreign market entry, or as foreign activities unfold over time, in mode switching situations or as modes are added to existing operations. An understanding of why and how mode combinations are being used by companies provides a foundation for developing the concept of mode combination strategy in international operations.
Control

Companies often are unable to achieve their desired level of control over operations in foreign markets because of, for example: government constraints; limited resources, so that, higher control options are not pursued; lack of suitable takeover targets, alliance partners, licensees, etc, forcing companies into compromise, and lower control ways of operating; lack of experience and understanding of the foreign market in question, thereby restraining the preparedness to commit to higher control modes; the way in which an opportunity arises – sometimes in a direct, specific form, such as an approach by a potential joint venture partner, that is at a lower level of control than if the company had initiated the market entry process itself.

Having made foreign market commitments in the situations noted, often there is a concern to find alternative ways of delivering a degree of control that will provide the company with an acceptable level of ‘control comfort’. In such a context, mode combinations may provide the means of achieving increased control. For instance, it is quite common for companies to add licensing agreements to joint ventures as a way of increasing control that is seen as not being delivered via the level of equity, particularly in minority joint venture situations (Welch, 1999). 

Risk

Whatever the desired level of control, and actions taken to achieve it, risk considerations are also likely to affect the way in which companies approach mode use, although they are clearly connected to thinking about control. If control of a foreign operation is perceived by the company to be strengthened by a broader mode package, there is bound to be an effect on risk perception – presumably lowering it in this case. Of course, there are different forms of risk that may occasion companies to use extended mode packages as a way of dealing with perceived exposure. Licensing may be added to joint ventures as a way of lowering the risk of intellectual property leaking through the joint venture, or as a way of ensuring an additional path of income repatriation, thereby lowering financial risk (Petersen and Welch, 2001).
Opportunity to create additional revenue

As a result of broadening its mode package in a foreign market, a company may be able to generate additional revenue. For example, it is not uncommon for licensing arrangements to be associated with exporting by the licensor to the licensee. While the licensing deal may have been the basis for foreign market entry, associated export sales have been shown to be potentially significant, even dominating revenue in some cases. The licensing arrangement can lead to importing from the licensee, perhaps opening up a new line of business for the licensor in the domestic market (Oravainen, 1979; Welch, 1999). Likewise, licensing is commonly used in association with foreign direct investment, particularly, but not solely, in joint venture situations. While potentially performing a number of different roles in this association, licensing may be used in order to generate additional revenues (beyond profit) from the direct investment, perhaps via taxation reduction (Petersen and Welch, 2002). Such an approach may be driven by constraints on profit remittance by the host government or by what is perceived as excessive taxation of profits. 

Research has shown that management contracts are sometimes employed following completion of a major project to ensure effective performance of the completed facility – such as a mine, factory, refinery or water treatment plant. As with licensing, the company concerned often is able to make additional sales to the ongoing operation, particularly when its own managerial staff are in place, enhancing overall revenue from the activity (Sharma, 1983). Having established a foreign operation, in whatever form that takes, there is inevitably an incentive for companies to consider ways of exploiting the operation to generate additional revenue, which may necessitate expansion of the mode package for the market concerned.

Figure 1: Example of mode package



Other factors

There are many other factors apart from risk, control and revenue which could be important in the decision by companies to expand their foreign operation mode packages beyond the use of single modes. Some of these may be in response to specific market circumstances which are encountered. McDonald’s has employed quite varied approaches in different markets to the combination of company-owned and franchised outlets. In the UK it pursued a strong company-owned policy in the initial stages and only after a considerable period of time expanded the number of franchised outlets (Love, 1986). Company-owned operations still figure heavily. In contrast, McDonald’s in France and Australia has emphasised franchised outlets. Amongst a variety of reasons for using a combination of company-owned and franchised outlets (eg sometimes revenue – keeping the most profitable locations for the franchisor), company-owned activities provide a base for market experimentation and training, and in general serve as a reference point for the operations of franchisees. 

Figure 2: A franchising-related mode package


In association with either or both company-owned and franchised activities in the foreign market, companies typically operate through an organisational entity, often a joint venture or a master franchising agreement with a local company, which could be seen as a further component of the mode package in the market in question (Petersen and Welch, 2000). For example, in Norway, McDonald’s operates through a 50:50 joint venture with a Norwegian company, having 62 outlets at the beginning of 2003 of which 50 were franchised and 12 company-owned (Fuller, 2003). McDonald’s entered the Japanese market quite early in its internationalisation via a joint venture arrangement that was seen to be important in delivering local market (particularly cultural) knowledge. Despite the perceived attractiveness of the Japanese market, McDonald’s felt that it was not equipped to undertake operations by itself, and was conscious of the extent of differences from the US market (Love, 1986). In this case the mode package was particularly influenced by the sense of uncertainty about, and lack of experience in, Japanese operations. The bulk of McDonald’s outlets in Japan are company-owned and run (Hutton, 1998). 
Management contracts, as noted above, may be used in combination with exporting as a way of exploiting a continuing market opportunity. At the same time though, they can perform the role of setting up the contractor to expand its market position in the future through having its management involved in contributing to decision-making regard future investments, etc (Sharma, 1983). Clearly, there is considerable diversity in the factors that might influence whether a firm uses a mode package in its operations in a particular market, and the form of the mode package.

FedEx in China 

The Chinese operations of FedEx, the US-based express delivery firm, are illustrative of some of the influences and responses noted above – for example, until recently foreign freight forwarding and express delivery firms have faced government restrictions on taking a majority interest in local Chinese joint ventures (Wozniak, 2003).  When FedEx first entered China in 1984, it used a representative office in Beijing and agents in various parts of China, eventually teaming up with a local logistics company (EAS) which acted as its sole agent in many cities. FedEx was conscious of the risk involved on entry and its lack of experience in the area and so opted for a low commitment, low risk form of operations – with a low profit margin! Because of what they found to be high operating costs, intense competition in the Chinese market and problems in achieving effective control, FedEx began to look for an alternative operation form in the early 1990s – focused on joint venture possibilities. It took a considerable period of time before it found a suitable partner: the 50:50 joint venture it formed eventually with the Chinese company DTW, a local logistics company, began operations toward the end of 1999. Of particular note with this joint venture was what went with it – a management contract which ensured FedEx management control of the daily operations of the joint venture. Through the joint venture, FedEx has achieved better connections with the Chinese government and the local market, while the management contract has provided the degree of control which FedEx felt was lacking in previous operations. Clearly, the move to a mode combination form enabled FedEx to more effectively deal with the specific issues it faced in what was perceived to be a difficult and constrained market environment (Chen, Cheng and Zhang, 2003).

4.  Mode Combination Strategy 

Although it is apparent that there is widespread use of mode packages by companies in their international operations, and that there are often clear and strong reasons for so doing, it is not evident that internationalising companies consciously develop mode packaging strategies. It would appear that packages evolve in situations where companies are looking for a way to enter or expand operations in a given market. With a constrained view of the mode options, it would seem that the package net is not cast as widely as it might be, and in many situations even the possibility of employing a mode package is not canvassed. Therefore, we explore what a mode combination strategy might look like for internationalising companies, and its implications.

At the outset, the experience of many companies in using mode packages provides a clear indication of the potentially wide range of solutions they can deliver in diverse international business situations – as against simply relying on individual modes. By going through the process of considering the possibilities of utilising mode packages, companies are likely to widen the perceived array of strategic options available to them in international markets. As well, in situations where firms are seeking to change operation strategy in certain markets, by deepening their involvement, it may be feasible to add a mode rather than undergo wholesale change. In the longer term, alterations within a package may be more feasible than overall change. This could range from subtle changes, such as enhancing or reducing the roles of particular modes within a package, to substantial mode addition to or subtraction from an existing package. As a result, companies should be able to generate greater strategic flexibility in the use of foreign operation modes through time – a concern which they have found difficult to implement (Petersen et al, 2001). In some cases it is very difficult for companies to switch modes because of existing market commitments, contractual of otherwise. Within package alterations could be seen as a way of ‘stretching’ the use of what are seen as key modes within a package – part of the ‘core competence’ of its overall international strategy. The evolution of the Kone-Toshiba alliance provides an illustration of how mode package development over time might occur, and of the potential strategic benefits of such an approach.

Kone-Toshiba     

Kone (Finland) and Toshiba (Japan) are major players in the global supply and service of elevators and escalators, with Toshiba heavily focused on the Japanese market whereas Kone is an important supplier in a wide array of global markets. While there had been informal interactions and discussions between the two companies from 1982 onwards, the first major step by the two parties was in 1995 when Kone began exporting ‘hydraulic passenger elevators’ to the elevator systems division of Toshiba. In order to ensure that the product fitted Toshiba’s requirements technical cooperation formed an important part of the ongoing relationship between the two organisations. In 1997 Kone won a contract to supply 57 elevators for Tokyo Metro’s new subway line, in competition with Toshiba. However, the two companies agreed to cooperate on installation and maintenance in fulfilment of the contract. In 1998 the relationship was extended further through the signing of a licensing agreement covering the transfer of new technology (elevators and hoisting machines) which had been developed by Kone. The licensing agreement gave Toshiba exclusive marketing rights to use the new technology in the Japanese market, and non-exclusive rights to China, Hong Kong, Singapore, Malaysia, Taiwan and Indonesia. The companies also agreed to extend technical cooperation into new product development. In 2001 the alliance was further extended: Toshiba established a subsidiary, Toshiba Elevator and Building Systems Corporation, in which Kone took a 20% share, while this same company purchased 5% of Kone’s shares. This was the culmination of a gradually extending alliance which, at the same time, demonstrated the way that market penetration might be enhanced through mode package development. From a start via exporting with some cooperation on product modification, the alliance extended to a mode package that included exporting, widespread technical, market (eg in China) and systems (eg component sourcing) cooperation, licensing and a cross-equity arrangement. In the end, it is difficult to say what is the primary form of operation by Kone in the Japanese market: all modes in the package play essential roles in the overall activity which could be loosely termed an alliance. 

Figure 3: Kone in Japan (Source: various Kone press releases) 
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The diversity of roles that different modes in a package may perform, and the longer term flexibility that this provides, can be considered a major strength of a mode packaging strategy. As noted above, it is quite common for companies involved in international franchising to run both company-owned and franchised outlets in the same market. The former serve objectives such as training, providing a role model, serving as a base for experimentation and control. Franchised units tend to be seen as a means of delivering rapid growth and expansion, without heavy set-up costs, and of tapping into the strength of franchisee motivation (Petersen and Welch, 2000). Over time it is possible to switch emphasis depending on how sales evolve, how performance develops on the two sides and whether strategic objectives change. KFC in China had 800 outlets at the beginning of 2003 but only 10 were franchised, the rest were either fully company-owned or joint ventures. Having sorted out the supply chain, and created strong interest among potential franchisees, KFC is now in a position to expand more strongly via franchising. The head of KFC China described the company’s approach as: ‘planting seeds to start franchising with a lot of experiments’ (McGregor, 2003, p.14). The flexibility to shift from franchised to company-owned outlets can be enhanced by an option-to-buy clause in franchise contracts, such as those used by Jollibee, an international fast food company based in the Philippines (Luce, 1996).
In a study of the mode use patterns of Danish companies in south-east Asia, examples were found of companies moving from exporting via an intermediary to the establishment of a sales subsidiary in conjunction with the continued operation of the intermediary in the same market (Petersen et al., 2001). For two companies this was effectively a stepping stone strategy: the combined operations allowed them to monitor the intermediary more closely, get close to customers, evaluate intermediary staff, better understand the market, and thereby place themselves in a stronger position to dispense with the intermediary when market conditions were perceived to warrant this step. Mode packaging, albeit temporarily via mode addition, may provide a far smoother path to deeper penetration of a foreign market than simple replacement of one mode by another. It might also assist in the avoidance of some of the potentially negative consequences (eg spoiling activity, competitive action) of removing a former ‘partner’ in the foreign market (intermediary, licensee, etc) in order to become more directly involved. In a similar vein, when companies are seeking to downgrade their activities in a particular market, or even move towards full withdrawal, mode package manipulation may provide a less traumatic exit path (Benito and Welch, 1997).

Clearly, development of a facility for using mode packages has the capacity to significantly enhance a company’s ability to internationalise: 

· Penetration strategy – by building a package of modes it is possible to strengthen operations in different markets, in terms of intellectual property, management and marketing, while enabling higher levels of control and reducing risk.

· Longitudinal strategy – package manipulation through time offers considerable scope for more effective management of processes of expansion or reduction of activities in different markets.

· Strategic flexibility – as internal and/or external circumstances relating to foreign markets change over time, companies typically find that they want to change the way they operate in various foreign markets, and for this purpose mode package construction or manipulation, perhaps via a switch in roles within a given package, should provide a far wider range of potential responses, and thereby greater flexibility in implementing their strategies, without necessarily undergoing wholesale change. This may be particularly important when a company is faced with an emergent situation in a foreign market which requires a relatively rapid response. For example, it is not uncommon for licensing agreements to be added to pre-existing direct investment operations (joint venture or wholly owned), sometimes long after their establishment, in order to deal with situational issues that arise such as taxation concerns, profit remittance restrictions and technology seepage (Welch, 1999). Similarly, in a study of British firms’ foreign operation mode shift behaviour, Clark et al. (1997) found that amongst mode addition cases, licensing featured strongly.

5.  Managerial Implications

Analysis of foreign operation mode combination strategies used by companies gives an indication of the extent to which they are employed already by internationalising companies in a wide variety of situations, utilising diverse and sometimes complex mode packages, as in the case of Kone in Japan. At the same time, it is evident that considerable potential exists to extend this role, to raise consciousness about this issue in international strategic thinking. In this regard, academic research and writing in the area, with its focus on singular mode choice and switches, has not helped. For companies there are significant practical demands in developing a more powerful mode use strategy in international markets, with an upgrading of the role of mode packages. There may be the need for learning about many ways of operating that have not been used before. As Sanchez and Heene (1997) have noted: 
“creating a range of strategic options through competence building is therefore a fundamental way of improving a firm’s strategic flexibility to respond in various ways to evolving opportunities and threats”. 
It is not easy to drop a previously unused mode into an existing package. There is comfort in continuing to employ those modes which the company has become knowledgeable about, and adept in using, in different foreign markets. A somewhat extreme example is the British firm Pilkington, which extensively internationalised its float glass business over a very long period pre-eminently via the licensing of manufacturers in other markets (Taylor, 1994). A company will only develop the potential strategic flexibility provided by mode packages if staff are equipped and prepared to use them - in response, at times, to situations where rapid reaction is required. 

Thus companies need to embark on a deliberate program to develop mode combination strategies for different foreign markets, which might include the following steps: investigation of the current state of knowledge of and practice in mode package use within the company; identification of weaknesses relative to the broader scope which is regarded as appropriate for a more effective mode combination strategy; conduct an exercise in which different mode packages are assessed in terms of the achievement of strategic outcomes in various foreign markets; selection of a preferred mode package for each market, including the delineation of the different roles or contributions of different parts of each package to objectives; training in a wider range of modes where appropriate; implementation of the new approaches to mode package use; and development of a contingency plan for adjustments of the package in response to possible internal and external changes.
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