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Down with MNE-Centric Theories!
Market Entry and Expansion as the Bundling of MNE and Local Assets

Abstract

Both Anderson and Gatignon and the Uppsala Internationalization model see the initial mode of
foreign market entry and subsequent modes of operation as unilaterally determined by
multinational enterprises (MNES) arbitraging control and risk and increasing their commitment as
they gain experience in the target market. OLI and internalization models, on the other hand, do
recognize that foreign market entry requires the bundling of MNE and complementary local
assets, which they call location or country-specific advantages, but implicitly assume that these
assets are freely accessible to MNEs. In contrast to both of these MNE-centric views, | explicitly
consider the transactional characteristics of complementary local assets and model foreign market
entry as the optimal assignment of equity between their owners and MNEs. By looking at the
relative efficiency of the different markets in which MNE and complementary local assets are
traded, and at how those two categories of assets match, | am able to predict whether equity will
be held by MNEs or by local firms, or shared between them, and whether MNEs will enter
through greenfields, brownfields, or acquisitions. The bundling model | propose has interesting
implications for the evolution of the MNE footprint in host countries and for the reasons behind

the emergence of Dragon MNEs.



INTRODUCTION

Anderson and Gatignon’s “Modes of Foreign Entry” (1986) and the Uppsala Internationalization
Model (Johanson and Vahlne 1977; 1990) have both played an influential role in shaping the way
international business (IB) scholars look at how the multinational enterprise (MNE) chooses its
initial mode of entry into a foreign market and subsequently decides whether to increase its
involvement there. For those authors, MNEs make these decisions unilaterally based on a tradeoff
between their need for control and their tolerance for risk (Anderson and Gatignon, 1986), with
the latter a function of their degree of familiarity with the host country (Johanson and Vahlne
1977; 1990).

In contrast, OLI and internalization scholars have stressed that, in order to operate in a
foreign country, MNEs need to bundle two sets of assets, their transferable firm-specific
advantages (FSAs) on one hand, and location, or country-specific advantages (CSAS), such as
natural resources and low-cost labor, on the other (Dunning, 1988; Dunning and Lundan, 2008;
Rugman and Collinson, 2006; Rugman and Verbeke, 1990; Verbeke, 2009). Accordingly, the
relative strength of these country-specific advantages determines whether firms will serve foreign
markets through exports from the home country or through local production, and in the latter
case, which markets they will decide to enter. But these models pay little attention to the
conditions under which MNEs can access such country-specific advantages, and how those
conditions may affect their initial mode of foreign entry and subsequent operation.

A few authors have, however, recognized that country-specific advantages have owners,
that the optimal mode of entry must be one which maximizes the welfare of those owners as well
as that of the MNE (Chen, 2005; Hennart, 1988; 1989; 2000; Yeung and Mirus, 1989), and that
the end result may be that those local owners end up with the bulk of the profits (Teece, 1986). |
build on this literature to develop a model of the optimal mode of MNE foreign market entry. The

model yields a number of new insights. Unlike some studies of entry modes that have focused on



an MNE’s choice between a wholly-owned subsidiary (WOS) and an equity joint venture (EJV),
but have not included the licensing alternative (e.g. Gatignon and Anderson, 1988; Hennart,
1991), or that have focused on the choice between licensing proprietary assets or integrating into
WQOSs, but have excluded the EJV option (e.g. Arora and Fosfuri, 2000; Davidson and
McFetridge, 1984), | am able to consider licensing, EJVs, and WOS simultaneously.
Furthermore, looking at the relative efficiency of the different markets in which MNE and
complementary local assets are traded, and at how these assets match, allows me to explain an
MNE’s establishment mode, i.e. its choice between greenfields, brownfields, and acquisitions.
The model also offers an interesting perspective on the evolution of the MNE footprint in host
countries and on the emergence of Dragon MNEs.

| start by reviewing Anderson and Gatignon’s (1986) model of the determinants of modes
of entry, the Uppsala model of the dynamics of modes of operation in a host market (Johanson
and Vahlne 1977; 1990), as well as OLI and internalization theories of foreign production
(Dunning, 1988; Dunning and Lundan, 2008; Rugman and Verbeke, 1990) and of entry dynamics
(Buckley and Casson, 1981; Rugman, 1981). | show that these theories are by and large MNE-
centric because they tend to overlook the role played by owners of complementary local assets. |
then review two seminal articles that took early on a different tack and set the foundations on
which to model the role played by those assets, Hennart’s (1988) transaction cost theory of joint
ventures (EJV) and Teece’s (1986) model of who profits from technological innovations.

After a short discussion of the three alternative markets in which exchange can take place
and of the role of apportionment of equity in maximizing the rents derived from exchange, I
integrate the Hennart and Teece insights into a model of the MNE’s mode of entry, its
establishment mode, and the trajectory taken by its expansion in a given market. | conclude by
discussing the implications of the model for the impact of institutional contexts on foreign market
entry and whether and how the rise of emerging market MNEs calls for a revision of extant

theories of the MNE.



MNE-CENTRIC THEORIES OF INITIAL AND SUBSEQUENT ENTRY MODE
CHOICES

A long-accepted strand in the IB literature has modeled the choice of mode of entry as
unilaterally determined by MNEs. Anderson and Gatignon’s (1986) theoretical framework states
that MNEs “trade various levels of control for reduction of resource commitments in the hope of
reducing some forms of risk while increasing their returns” (p. 3). Their first proposition is that
MNEs should insist on a WOS when exploiting highly proprietary products and processes abroad,
but choose EJVs when their products and processes are not proprietary, while in their sixth
proposition they argue that when MNEs have considerable international experience they should
also choose a WOS. Anderson and Gatignon’s framework is widely used by IB scholars studying
the choice between WOSs and EJVs. Padmanabhan and Cho (1996: 47), for example, write that
the choice “involves tradeoffs related to the [MNE’s] level of resource commitment, the degree of
control, the specification and assumption of risks and returns, and the degree of global
rationalization,” while Brouthers (1995: 11) states that “in selecting the appropriate entry mode
firms have to answer two questions: (1) what level of resource commitment are they willing to
make? (2) What level of control over operations do they desire?” Similar statements are also
found in Ahmed, Mohamad, Tan, and Johnson (2002), Wei, Liu, and Liu (2005), and Sanchez-
Peinado and Pla-Barber (2006), among others.

Other 1B models of the evolution of an MNE in a host country also see it as primarily
determined by the MNE itself, with owners of complementary local assets playing no explicit role
in the outcome. The Uppsala Internationalization model (Johanson and Vahlne 1977; 1990),
predicts that an MNE will progressively deepen its commitment to a specific market, moving
from contractual entry to EJV and to WOS as it gains additional experience from its current
activities in the host market. Other authors have argued that MNEs unilaterally choose between

greenfield entry and acquisition based on their international (Barkema and Vermeulen, 1998;



Vermeulen and Barkema, 2001) or mode-specific experience (Padmanabhan and Cho, 1999).
Similarly, complementary local assets play no part in Buckley and Casson’s (1981) model of the
evolution of MNE entry modes from exports to licensing to foreign production, which they see as
driven by differences in the level of fixed costs between these modes.!

Dunning’s (1988) OLI paradigm of the MNE does take local complementary assets into
account, since it states that firms will serve foreign markets through exports when their firm-
specific advantages (FSAs) are best exploited in conjunction with home factors of production,
and will engage in foreign production when such exploitation requires complementary inputs
which are located outside their own country. The quality and quantity of these host-country
assets, called location advantages by Dunning (1988), and country-specific advantages, or CSAs
by Rugman and Verbeke (1990), thus determine an MNE’s choice between exports and foreign
production. Rugman and Verbeke (1990) develop a matrix of how FSAs and CSAs interact to
determine an MNE’s global strategy and its chances of survival. MNEs will survive if they have
strong FSAs and/or if they are located in home and host countries with strong CSAs. None of
these authors explicitly consider the transactional characteristics of CSAs that may influence
whether and how they can be accessed by MNEs. Yet, as | will show, the level of transaction
costs involved in accessing these complementary local assets impacts the MNE’s mode of entry
and its subsequent footprint in the host country.

This almost exclusive focus on the MNE and the relative neglect of the role played by
local complementary assets may account for the lack of consistent empirical support for some of
the hypotheses presented above (Brouthers and Hennart, 2007). Contrary to the prediction of
Gatignon and Anderson (1988) that firms with highly proprietary assets will seek WOSs, Gomes-
Casseres (1989) in the case of US firms, and Hennart (1991) in that of Japanese ones, found that
R&D intensive MNEs did not show a greater probability of choosing WOSs than their less R&D
intensive counterparts (in the Japanese case the results were robust to different measures of

research intensity), while Kogut and Singh (1988) found that R&D intensive firms preferred entry



through EJVs. Similarly, Vermeulen and Barkema’s (2001) hypothesis that experienced MNEs
will choose greenfields over acquisitions has received mixed support (Slangen and Hennart,
2007). The same is true for the predictions of Johansen and Vahlne (1977) and Anderson and
Gatignon (1986) that, as firms gain more experience in a particular target country, they will
increase their commitment to that country. Millington and Bayliss (1990) found that U.K. MNEs
set up plants in other European Union countries without previous experience in those countries.
Hennart (1991) and Delios and Beamish (1999) found that MNEs with host country experience
were more likely to choose WOSs over EJVs, but this was not supported by Gomes-Casseres
(1999) or Padmanabhan and Cho (1996).
THE EXTANT ASSET BUNDLING LITERATURE

In contrast to those basically MNE-centric views, a number of authors have taken what I call an
‘asset bundling’ approach in which the initial entry mode and its subsequent evolution are
determined by the transactional characteristics of the assets being bundled. A first step has been
to explicitly consider the transactional characteristics of complementary local assets. In their
empirical studies of the choice between WOS and EJVs, Gomes-Casseres (1989), Hennart
(1991), and Delios and Beamish (1999), argue that MNEs are more likely to opt for EJVs when
venturing abroad in resource-based industries because local firms often enjoy privileged access to
natural resources. Hennart and Reddy (1997) find that the organizational structure of the U.S.
firms that hold the complementary assets needed by Japanese entrants explains whether the latter
will enter the U.S. through greenfield EJVs or through acquisitions. Eapen (2007) shows that the
absorptive capacity of Indian technology recipients determines whether technology transfer to
India will take the form of a licensing agreement or that of an EJV. The next step has been to
model the choice of entry mode as resulting from the transactional characteristics of both MNE
and local assets. Teece (1986) models whether innovators will capture the profits from their
innovations based on the nature of their interaction with owners of complementary assets.

Hennart (1988) develops a theory of EJVs as resulting from the interaction between at least two



owners of complementary assets. Yeung and Mirus (1989) look at the mode of market entry and
the evolution of that mode as an equilibrium contract between the MNE and local factor owners.
Chi (1994) investigates the trading of imperfectly imitable and mobile resources between firms
and analyzes the choice between acquisitions of whole firms, parts of firms, and cooperative
ventures, which he defines as both contracts and EJVs. Chen (2005) models the choice between
OEM, licensing and vertical integration as a function of the level of transaction costs in the
markets for two complementary assets, technology and manufacturing. In this paper | review,
integrate, and extend the insights of Hennart (1988; 2000) and Teece (1986) which, to the best of
my knowledge, other authors have kept entirely separate, and show that they can provide the
foundations of a more complete theory of the role of complementary local assets in foreign
market entry. | start by briefly outlining the main contribution of both works before combining
them into a model of the modes of foreign market entry and expansion.

Hennart (1988; 2000)

The goal of Hennart (1988) is to show that transaction cost theory can be used to describe the
necessary and sufficient conditions for the choice of EJVs as a first-best strategy, with EJVs
defined as both greenfield joint ventures and partial acquisitions. | argue that vertical integration
(i.e. owning equity in an activity) is used to bypass high-transaction costs markets. EJVs will
arise when at least two owners hold complementary assets that they want to bundle, and the
market sale of those assets would incur high information, bargaining, and enforcement costs. To
illustrate the argument, | consider the case where efficient production requires the combination of
two types of complementary knowledge held by firms A and B. | use a 2x2 matrix (reproduced as
Figure 1) to show that EJVs occur whenever the knowledge contributed by both A and B is
subject to high information, bargaining, and enforcement costs, and licensing when this is the
case for only the knowledge held by A or that held by B.

Put Figure 1 about here



In the second part of my argument, | investigate the circumstances under which bundling
the services of assets through EJVs is preferable to bundling them in the market for assets or asset
services through greenfields, or in the market for firms through acquisitions. | argue that EJVs are
preferable to acquisitions whenever bundling the assets via the market for firms would incur
higher information, bargaining, and enforcement costs than other options. Besides cases where
acquisitions are illegal or would lead to ill will, EJVs are preferable to full acquisitions when the
assets that each party needs are a subset of the assets held by the respective firms, but are hard to
separate from the assets that are not needed. Bundling the service of assets through EJVs is
preferable to bundling assets through greenfields whenever assets can be shared by many users
without reducing the amount available to each (they are what economists call “public goods”)
since in that case it is cheaper to obtain access to an existing asset than to replicate it.

In Hennart (2000) I suggest how my 1988 2X2 could be adapted to describe an MNE’s
mode of entry. If firm A is the MNE, and firm B is a local firm, then cell 2 in Figure 1
corresponds to a wholly-owned local firm, cell 3 to a wholly owned MNE subsidiary, and cell 4
to an EJV between the two (Hennart, 2000: 98). This reasoning is used to predict when the so-
called ‘new forms of investment’ (Oman, 1984) are likely to be efficient.? But there is no
systematic analysis of the role played by complementary local assets and no implications for
MNE survival.

Teece (1986)

Teece (1986) shows that when imitation is relatively easy, the profits from innovations may
accrue to the owners of certain complementary assets rather than to the innovators. He illustrates
this point with the story of the CAT scanner developed by the U.K. firm EMI. Eight years after
EMI introduced its scanner in the U.S., it conceded that market to General Electric (GE) and
exited the business altogether. EMI failed because it did not invest into the service network

needed to train users.® GE, as a highly reputed distributor of medical equipment to hospitals, did



have such a network and, after having successfully reverse-engineered the scanner, put EMI out
of the scanner business.

Teece argues that whether innovators (e.g. EMI) or imitators (e.g. GE) capture the fruits
of innovation hinges on three factors: (1) the appropriability regime; (2) the dominant design
paradigm; (3) the nature of complementary assets. The appropriability regime refers to the extent
to which an innovator can prevent imitation; this depends on the nature of the technology and on
the efficacy of the legal systems of protection. The emergence of a dominant design makes it
easier for imitators to compete with the innovator. In almost all cases successful
commercialization of innovations requires that they be combined with other assets such as
manufacturing, distribution, after-sales services or complementary technologies. These
complementary assets can be generic, in the sense that they do not need to be tailored to the
innovation, or non-generic, i.e. specialized or co-specialized with the innovation, as in the case of
container ships and container terminals.

The interaction of appropriability regime and complementary assets determines who
profits from innovations. Innovators with strong appropriability are almost sure to gain. They will
license owners of generic assets, and integrate into specialized assets. If innovators do not enjoy
high appropriability, then everything hinges on the terms under which they can access
complementary assets. If such assets are generic, the innovator can contract for them. If they are
specialized, then access to them will become a key success factor. If innovators are unable to
access such assets in due time, then owners of complementary factors may end up capturing most
of the gains of the innovation, as in the case of EMI and GE.

With its focus on innovations, Teece’s framework is less general than Hennart’s, which
can be applied to any combination of assets. In fact, Teece is somewhat vague about the precise
strategies to be used by innovators to integrate into complementary assets. His model is set in a
domestic context, and his seminal contribution has not, to the best of my knowledge, been applied

to foreign market entry and post-entry growth. Nevertheless, it is clear that the Hennart and Teece
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frameworks are complementary. In the following pages | combine them into a general theory of
the forms of market entry and of their evolution post-entry.
A BUNDLING MODEL OF FOREIGN MARKET ENTRY MODE

Figure 2 modifies Hennart’s (1988) original 2x2 (Figure 1) to address the optimal way in
which two parties, a foreign firm seeking to exploit innovations (an MNE) on one hand, and a
local owner of complementary resources on the other, combine their assets in order to undertake
value-adding activities in a foreign market. In the rest of this paper | will assume that knowledge
is the main firm-specific advantage that MNEs seek to exploit in foreign markets. | adopt a wide
definition of knowledge which includes ideas, information of various types, new management
techniques, business models, and new products and processes. The axes in Figure 2 refer to the
transaction costs that are incurred in selling knowledge and complementary local assets in the
markets for the services of assets, in the market for assets, and in the market for firms owning the
assets.

Figure 2 about here

| start by developing two fundamental concepts: (1) the relationship between markets for
the service of assets, markets for assets, and markets for firms; (2) the role of residual claimancy
(the apportionment of equity) in maximizing rents from the exchange. I then develop the model.

Interactions between economic agents can take place in three markets: the market for the
services of assets, the market for assets, and the market for firms owning the assets. An MNE
eager to exploit its knowledge has three choices: (a) sell it on the market for asset services
through licensing; (b) access the market for assets by bundling its know-how directly with a
variety of purchased assets and incorporating all of these into goods and services, thereby
engaging in exporting or producing abroad close to the foreign customer; (c) access the market
for firms by selling itself or parts of itself to another firm. Likewise, a local firm that owns land
that is needed by an MNE can rent it in the market for land services, sell title to it in the market

for land, or sell itself to the MNE, and ipso facto transfer its land.
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When one market is subject to high transaction costs, agents may switch to another
(Alchian and Allen, 1977). As the theory of the MNE tells us (Buckley and Casson, 1976;
Dunning, 1988; Hennart, 1982), foreign production in MNE subsidiaries corresponds to the
special case where production takes place in a foreign country and firms find it more efficient to
sell their knowledge incorporated in products and services than in the market for the services of
their knowledge assets (licensing) or in that for firms (selling themselves to other firms).

What is the most efficient way to bundle the services of complementary assets when their
sale is subject to positive transaction costs? Property rights theory (Barzel, 1989; Chi, 1996;
Eswaran and Kotwal, 1985) states that the party who should be the residual claimant, i.e. who
should be entitled to what remains after all contractual payments to owners of collaborating
factors of production have been made, should be the one whose behavior is the most difficult to
monitor, i.e. whose behavior can potentially impose the highest cost on the other parties. Equity is
the right to the residual income of a business, and hence should be given to the party whose
output is the most difficult to measure, i.e. who incurs the highest transaction costs, because by
becoming equity owner her performance does not have to be monitored. She will make a fixed
payment to the other party whose performance is relatively easier to measure and will keep the
residual gain or loss of the venture.* Note that the model predicts the most efficient way to bundle
assets, not necessarily the way economic agents will always end up doing it. Agents will make
mistakes, but we would expect that inefficient arrangements would not survive in the long run.

Let us now examine the two axes of Figure 2, the transaction costs involved in
transferring knowledge from MNEs to owners of complementary assets, and those of transferring
local complementary assets to MNEs. | begin by discussing what determines whether the transfer
of knowledge incurs high or low transaction costs, before investigating the determinants of

transaction costs in the transfer of complementary local assets.
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Markets for knowledge and appropriability

The columns of Figure 2 refer to the costs incurred in transferring knowledge from MNEs to local
owners of complementary assets. To simplify, | put these costs into two categories, high and low.
Also for simplicity, the MNE stands here for innovators based outside the host country. | describe
below the various alternative markets in which knowledge can be traded and show that the
efficiency of its transfer varies significantly across knowledge types and institutional
environments.

Knowledge is sometimes available on the licensing market. In that market, it is put into a
patent and its use licensed to others. The efficiency of that market is impaired by factors which
have been extensively discussed elsewhere (Hennart, 1982, 1989; Teece, 1986). Some types of
knowledge, such as formulae for chemicals and pharmaceuticals, can be efficiently transferred
through licensing, while others cannot (Arora, Fosfuri and Gambardella, 2001; Levin, Klevorick,
Nelson and Winter, 1987). In some cases knowledge is easily available in the market for
consulting services: specialized engineering firms are routinely hired to design and construct
chemical plants (Arora and Gambardella, 1998) and best-practice management and advertising
skills can often be bought from professional service firm (Zeng and Williamson, 2007).

Knowledge can be tacit, and consequently embedded in individuals. It can then be
accessed in the employment market. Pearl River Piano, the Chinese firm that is the world’s
largest piano maker, was able to obtain the knowledge it needed by hiring “...more than ten
world-class consultants to assist in improving every aspect of piano making, from design to
production to final finish” (Zeng and Williamson, 2007: 52). Tacit knowledge that resides in a
group of workers or in firm routines is hard to separate from the firm in which it has been
developed. If such knowledge is difficult to obtain through technical assistance agreements, an
alternative is to take over the firm that owns it or to joint venture with it. The Chinese firm
Huawei built up its expertise in optical network technologies by buying OptiMight and

Cognigine, two small high-tech U.S. firms (Zeng and Williamson, 2007: 141). Accessing
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knowledge by hiring experts or by taking over firms that employ them requires sophisticated
management skills because employees are free to defect at any time (Verbeke, 2009).

Lastly, knowledge is sometimes embedded in products. By buying components, laptop
PC assemblers can access up-to-date PC technology and incorporate it into products sold to final
users. Manufacturing technology can also be obtained by purchasing equipment and being trained
in its use (Mathews, 2002). To sum up, knowledge can be accessed on three alternative markets
and at transaction costs that range from low to high.

Markets for complementary local assets

The rows of Figure 2 refer to complementary local assets. MNEs that integrate into foreign
markets need access to such assets, for example manufacturing and distribution. Manufacturing
and distribution, in turn, require land, utilities, and labor and managerial services. Contrary to the
implicit assumptions of OLI and internalization theories, these local complementary assets
(country-specific assets or location advantages) are not always freely accessible to MNEs. In
some cases contracting for the services of these local assets, for the assets themselves, or for the
firms that hold them will incur high transaction costs. A joint examination of the transactional
characteristics of both MNE and local complementary assets is thus needed to explain the choice
of mode of entry.

As examples of markets for local complementary assets, | will focus on just one physical
asset, land, and one human asset, distribution skills. I show below that (1) complementary
physical assets can be transacted on a variety of markets while the employment market and the
market for firms are alternative ways of obtaining the services of human assets; (2) the efficiency
by which these markets can transfer complementary local assets varies with the type of asset and
the host country’s institutional environment. In some cases all markets will fail and MNE entry
will not be possible.

Let’s consider first land. Land services can often be accessed in rental markets. This

poses problems when there is site specificity, i.e. when the value of land is affected by the actions
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of the renter (Williamson, 1985). When this is the case, renters are exposed to the possible
expropriation of their quasi-rents through the ex-post abrogation or renegotiation of their lease. If
consumers, for example, come regularly to a specific location to shop, the store will lose part of
its clientele if its lease is cancelled and it has to relocate elsewhere.

Similar problems arise in the case of mineral deposits. In many countries resources below
land surface are government property and hence cannot be owned by MNEs. Then MNEs that
make site-specific investments to develop the resource are vulnerable to being held up and to
having their quasi-rent confiscated by governments, a process Vernon (1971) has called the
“obsolescing bargain”.

When rental contracts fail due to site specificity, one alternative is for MNEs to buy the
land on which they want to establish their business. This may be difficult if there are no private
property rights in land, if land titles are insecure due to non-existent or poorly kept land registers,
or if they are not fully transferable, for example because they are subject to zoning laws. Wal-
Mart left Germany because it could not acquire fast enough the large parcels of land it needed for
its stores (Verbeke, 2009). A third solution is to acquire the firms that occupy the desired land.’
This is not always fail-safe because it still exposes the MNE to expropriation in countries without
enforceable property rights in land. Hence the ability and the method chosen by MNEs to access
the land they need are likely to depend on the foreign country’s institutional environment.

Distribution is one asset that MNEs entering a foreign country need to access to
commercialize their innovations. Logistical services can usually be bought on competitive
markets. However if consumers rely on distributors for advice, demonstration, and repair,
effective distribution may require that distributors make significant physical (warehouses and
repair facilities), intellectual (understanding the product), and relational investments
(understanding customer needs). Independent distributors may refuse to make the optimal amount
of investments if they see them as specific to particular manufacturers for fear of being held up by

those manufacturers. Distribution contracts may also fail when the successful sale of a product
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requires its adaptation to local conditions. Independent distributors may resist providing
marketing feedback if they fear that by doing so they run the chance of being replaced by
employees of the manufacturer. A third reason why distribution contracts may incur high
transaction costs is that successful sales sometimes require the joint effort of manufacturers and
distributors so that buyers cannot easily separate their respective contributions, and may blame
one for the failings of the other. Manufacturers can in principle solve this problem by putting
behavioral constraints on distributors, requiring them to make the necessary investments in stores,
equipment, and stock, and to undergo proper training, but this only works if these measures are
reliably correlated with performance (Hennart, 2000).

Whenever contracting for distribution services experiences these types of problems,
MNEs will have to integrate into local distribution (Anderson and Coughlan 1987; Hennart, 2000;
Klein, Frazier, and Roth, 1990), either by hiring their own sales force or by taking over existing
distributors. This can be quite difficult. In some countries, MNE are prohibited from establishing
a local distribution network. Even when permitted, this can be a difficult and lengthy process, as
local customers may have formed strong bonds with existing local distributors. Taking over these
distributors may be blocked by host country governments. If allowed, it may require sophisticated
post-integration management skills. Hence access to host-country distribution is often a
challenge, and, as we will see below, the inability of MNEs to do so has often hampered their
entry and jeopardized their survival. To sum up, MNES can access complementary local assets on
alternative markets, but it cannot be assumed that there will always be one efficient market where
they can obtain the services of these assets.
Determinants of MNE equity levels
I now turn to the cells in Figure 2. Take the case of an American MNE that has developed a new
technological process that can profitably be used in Japan. Figure 2 shows that there are three
possibilities. First, the American innovator could set up a WOS in Japan (cell 3), either a

greenfield subsidiary firm (this means that it will contract for the services of all the
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complementary assets, land, permits, etc., or acquire them, and strike employment contracts with
human assets, so as to build and operate the needed manufacturing and distribution facilities), or
by acquiring an existing Japanese firm and transferring its new process technology internally to
the new acquisition. Second, a local Japanese firm that owns complementary local assets may be
able to acquire the knowledge developed by the American MNE by taking a technology license
from it, by purchasing equipment from it, by hiring away key personnel from it, or by buying the
American MNE in the market for firms (cell 2). Lastly, both the American and the local Japanese
firm that owns complementary assets may jointly own the operation, the U.S. MNE contributing
its process, and the Japanese firm local complementary assets (cell 4). This can be the result of
the American firm taking a partial stake in an existing Japanese firm, or from both firms setting
up a new greenfield EJV. | do not differentiate between the greenfield and the acquisition
versions of these three basic scenarios at this point, as | will deal with this issue later.

Figure 2 makes it clear that Anderson and Gatignon (1986), Dunning (1988), and
Rugman (1981) only focus on the columns of the Table, that is on the absolute level of
transaction costs affecting the knowledge services of MNEs, with MNEs licensing local firms
when knowledge is easy to transact and vertically integrating into the local production of goods
and services incorporating their know-how when it is not. For Anderson and Gatignon and
Johanson and Vahilne, an MNE’s choice between a WOS (cell 3) or an EJV (cell 4) will then
depend only on its level of commitment and its appetite for risk.

My bundling model shows, however, that the choice of mode of entry depends on a
comparison of the costs that MNEs must incur to obtain access to the complementary assets
necessary to incorporate their knowledge into locally produced goods and services relative to
those that local owners of complementary assets incur in accessing knowledge on all of its
markets. If the market sale of the knowledge held by the MNE is subject to high transaction costs,
but the MNE can acquire complementary local assets on efficient markets, then the MNE could

potentially inflict higher costs on local owners of complementary assets than those owners could
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inflict on the MNE. The solution that maximizes the total rents from the bundle of assets is then
to give the MNE the right to the residual, and have it contract for the complementary assets. The
MNE will then enter with a WOS (cell 3). Inversely, if the market for knowledge is efficient and
so knowledge sellers can be expected to reliably deliver as promised, but, because of inefficient
markets for complementary assets, their owners cannot be expected to behave as reliably, then the
best solution is to have these owners hold the equity. This is the case when an MNE finds it very
difficult to contract with local distributors, or to manage them as employees. The optimal solution
for both parties is then to have local distributors hold the equity and obtain knowledge on
relatively efficient markets, for example by taking a license from an MNE, by hiring its
employees, or through the purchase of parts or components incorporating the needed knowledge
(cell 2).

Cell 4 corresponds to the case where the knowledge held by the MNE and the services of
complementary local asset owned by the local firm are costly to access on the market for assets
and asset services, or on that for firms owning the assets. The solution that maximizes total rents
is then to have each input provider become a residual claimant, that is to have the operation
jointly owned by the MNE and the local owner of complementary assets. It is easy to see why
such an arrangement is efficient. If the market for its knowledge is inefficient, then the MNE
needs to internalize the transaction by integrating into foreign manufacturing. Otherwise
significant costs would be imposed on the owners of complementary local assets. If the market
for local complementary assets is also inefficient, then local owners of such assets must also
integrate into making the products that make use of their difficult to sell assets. Otherwise they
would impose significant costs on the MNE. Hence both parties must simultaneously own equity,
and the best solution is therefore a ‘residual sharing arrangement’ (Hennart, 1988). In that case
giving reduced incentives to both parties is preferable to allocating higher incentives to either
party. Examples of such arrangements are greenfield EJVs, partial acquisitions, partnerships, and

sharecropping, among others.
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Looking at market entry from the point of view of both MNEs and local owners of
complementary assets allows us to use a single framework to model the choice of MNESs between
licensing their firm-specific advantages, integrating vertically into WOSs, or integrating into
EJVs. Our approach also shows that a failure of the market for the MNE’s firm-specific
advantages is not sufficient to explain the form taken by market entry because it cannot
discriminate between a WOS and a partially-owned affiliate of the MNE. This may be the reason
why, as noted above, empirical research fails to support a clear connection between an MNE’s
R&D intensity and its preference for WOSs. If complementary assets are sold on inefficient
markets, then the MNE will have to enter into a joint venture to access them.

A bundling approach also makes clear that the distinguishing characteristic of EJVs is the
method it uses to reward input suppliers. In contrast to market contracts where one of the
interacting parties is paid a fixed amount ex ante and the other keeps the residual, the owners of
complementary assets in an EJV are paid for their contribution through a share of the residual, in
other words they are joint residual claimants. This differs from the view that EJVs are efficient
because the equity stakes taken by the EJV partners provide mutual hostages (Kogut, 1988) or
because they allow for greater administrative controls than market transactions because EJV
parents have the right to monitor and control each other through the EJV board of directors
(Oxley, 1997). Because in an EJV input suppliers are residual claimants, they will also demand
residual control rights. This sharing of residual control rights in EJVs can lead to better decisions,
but can also be a source of serious problems if the parties have conflicting goals.

Another implication of the model is that there is no theoretical reason to reserve the term
EJV to, as Das and Teng put it, “new legal entities that are created separately from but jointly
owned by the partner firms” (Das and Teng, 2002: 453; see also Oxley 1997: 390). Both jointly-
owned new legal entities (greenfield joint ventures) and partial acquisitions should be called EJVs
because they have the same basic incentive structure and the same efficiency properties. | discuss

the differences between these two types of EJV in the next section.
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Williamson (1996: 51) and some transaction cost theorists believe that governance forms
can be placed along one dimension, usually called “hierarchical intensity” and that EJVs are
halfway along that continuum (Oxley, 1997; Gulati and Singh, 1998). In other words EJVs are
hybrids of market and hierarchy (Boerner and Macher, 2003; Kreps, 1990). Oxley (1997: 390),
for example, calls EJVs “the classic form of hybrid organization”. My analysis, however, shows
that EJVs are not hybrids, at least not in the way | define them in Hennart (1993), that is as
institutions where agents are simultaneously subject to both behavior and price constraints, as in
the case of franchising where outlets owners are subject to price constraints because they are the
residual claimants, but are also subject to behavior constraints imposed by their franchisor
(Brickly and Dark, 1987). By contrast individuals working for an EJV are either employees of the
EJV or employees of the parents, but in either case there is no reason to believe that they are
subject to more behavior constraints at the EJV than colleagues working directly for the parent
firms.® The essence of EJVs, along with partnerships, sharecropping, and other residual sharing
contracts, is joint hierarchy.

Because Williamson (1991) has argued that hybrids are chosen when both asset specificity
and uncertainty are at intermediate levels, some authors, for example Erramilli and Rao (1993)
and Brouthers, Brouthers and Werner (2003), have modeled the choice between WOS and EJVs
in terms of differing levels of asset specificity. My model shows that this choice is not one
between an intermediate and a full-level hierarchy, and hence does not depend on the level of
asset specificity. Rather it is one between two types of hierarchy, joint vs. unitary.
GREENFIELDS, BROWNFIELDS, ACQUISITIONS AND EQUITY JOINT VENTURES
I have argued in the previous section that the optimal choice of entry mode depends on the
relative efficiency of markets for both imported and local inputs. Hence Figure 2, where |
predicted whether the optimal entry mode would be a WOS of a foreign MNE, a wholly-owned
local firm, or an EJV between a local firm and a foreign MNE. But | did not predict whether these

wholly-owned firms would be established by bundling disembodied inputs obtained in markets
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for asset services or assets, i.e. through a greenfield operation, or by buying the firms that control
these needed inputs, i.e. through an acquisition. I now address this issue. To simplify, | set aside
two other important determinants of the choice between greenfield entry and acquisitions, (1) the
differential speed of entry afforded by these two modes and (2) their differing impact on installed
production capacity and hence on competition (Caves and Mehra, 1986; Hennart and Park, 1993).
In the following developments the term ‘acquisition’ means a full acquisition, and the term
‘greenfield” means a fully-owned greenfield, while the term ‘EJV’ refers to both a partial
acquisition and a greenfield equity joint venture.
Figure 3 about here

Figure 3 summarizes the argument and shows that the choice between greenfields and
acquisitions depends on how efficient the markets for asset and asset services are relative to those
for firms, i.e. on the extent to which assets are more easily available in disembodied form than
embedded in firms. Acquisitions will be the most efficient solution when (1) assets are embedded
in firms, and accessing them by acquiring the firms that hold them is efficient because (2) the
market for firms is efficient and (3) their access through acquisitions involves low management
costs.
Firm Embededness
The first thing to be determined is whether the market for assets or asset services is efficient. If
markets for assets and asset services are efficient, then the MNE will be able to access them in
disembodied form on these markets and will enter through a greenfield investment. Whenever
markets for assets or for asset services are inefficient, assets will be embedded in firms, i.e. they
will be owned by firms and bound to them. Then it may be easier to access them by acquiring all
or part of the firm that owns them, or by setting up a greenfield joint venture with that firm.

We have seen earlier that knowledge is often embedded in firms. This is also the case with
complementary local assets. When there is site specificity, owning the land becomes crucial.

When land titles are insecure, the most efficient way to acquire land may be to acquire the firms
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already sitting on it (Estrin, Hughes, and Todd, 1997). Permits, licenses, and quotas may also not
be tradable, and the only way to acquire them may be to acquire, or joint venture with, the firm
that holds them. Meyer and Moeller (1998) cite the acquisition by Danisco, a Danish sugar
producer, of eight small and technologically obsolete East German sugar refineries which had
been given non-tradable sugar quotas by the European Union when East Germany joined the EU.
The only way Danisco could expand was by acquiring the firms that held the quotas or by joint-
venturing with them.

There are also less obvious cases of firm-embedded assets, i.e. of assets which cannot be
acquired separately from the firm to which they are bound. In some cases customers are mobile
and MNEs can pry them away from local firms through marketing effort. But when customers
have made physical or relational investments that are specific to a particular manufacturer, they
become tied to it, and the easiest way to obtain them is to buy the firm to which they are tied.
Efficient printing, for example, requires tight coordination between printers and ink
manufacturers. Given high customer switching costs, the most efficient way manufacturers of
printing ink can gain customers is by buying other printing ink manufacturers. This is the reason
why Japanese ink makers entered the US in the 1970s through the acquisition of U.S. firms even
though this was a mode of entry with which they were unfamiliar, since acquisitions were then
relatively uncommon at home (lkeda, 2007). Customers may also have strong emotional
attachment to existing brands, as seems to be the case with beer. Then the easiest way to obtain
customers is to acquire the firms that own the brands. This may explain why entry in the beer
industry often takes the form of acquisitions (Marinov and Marinova, 1998).”

Managerial resources may also be embedded in firms if employees face substantial costs
in changing employers. Until recently, Japanese managers in large firms were assured permanent
employment in their firm. The downside was that those who lost their jobs in mid-career had little
chance of finding new employment. Experienced managers were therefore extremely reluctant to

change employer, especially to work for an unproven foreign MNE. In other words, the Japanese
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lifetime employment system embedded managers and skilled workers into Japanese firms.
Because of this embededness, MNEs entering Japan through greenfields found it difficult to hire
experienced managers (Jones, 1991).

Embededness is a question of degree. It increases the cost of acquiring resources in the
market for asset services or in that for assets relative to that of acquiring firms or joint venturing
with them. We must therefore also consider the costs involved in accessing the service of assets
through the purchase of firms.

The cost of accessing assets embedded in firms

The costs of accessing assets embedded in firms fall into two categories, (1) those of carrying out
acquisitions, i.e. is the market for firms efficient?; and those of accessing the services of the
acquired assets after the acquisition has taken place, in other words, (2) is integration efficient?

What makes the market for firms efficient? The costs of carrying out acquisitions are the
cost of finding, evaluating, and taking over firms. Those costs vary across countries and
industries. In some, acquisitions are barred or frowned upon by national authorities. Where
acquisitions are allowed, the market for firms is more efficient if their shares are quoted on stock
exchanges and their ownership widely dispersed, something which occurs in very few countries
(Healy and Palepu, 1993). In most countries there are structural barriers to acquisitions, such as
family or government ownership, cross-shareholdings, and exceptions to the one share-one vote
rule (Pedersen and Thompsen, 1997; Slangen and Hennart, 2007).

Embedded assets and a relatively efficient market for firms are not sufficient conditions
for acquisitions to be the preferred mode of entry. The costs to the acquirer of accessing the
services of the acquired assets must also be sufficiently low. These costs are essentially
management costs because many of the capabilities sought through an acquisition are controlled
by the employees of the target firm. The level of management costs depends on (1) the degree to
which the acquired assets match those of the acquirer, which itself depends on the modularity of

the acquired assets; (2) the incentive losses that come from having the acquirer appropriate the
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residual claims held by the owners of the target firm. Everything else constant, acquisitions will
be preferred to EJVs when the acquired assets are modular and when the resulting incentive
losses are minimal.

Modularity

Modularity means that the assets that are embedded in acquired firms can be easily integrated
with other assets held by the acquirer. This was the case for many of the acquisitions of Eastern
European food companies made by Western MNEs in the 1980s and 90s. The acquired assets
were usually modular because MNEs could superimpose their superior advertising and
distribution skills over local manufacturing facilities and locally-established brand names without
having to make substantial changes to these assets (Marinov and Marinova, 1998; Estrin et al.,
1997).

Acquisitions will be chosen over greenfields and EJVs even if the needed assets
embedded in a local firm make up a relatively small part of the total assets acquired, as long as
the acquired assets are modular, in the sense that the desired assets can be easily separated from
the non-desired ones without reducing the value of the latter. In that case the acquirer may
thoroughly restructure the acquisition, sometimes fully replacing its plant and equipment, its
employees, and even its products, without damaging the value of the retained assets. This type of
acquisition has been called brownfield because of its similarity to greenfield investment (Meyer
and Estrin, 2001). It occurs whenever there is a critical local asset that can be more efficiently
acquired in the market for firms than in that for the asset itself, even though that asset makes up a
rather limited part of the package of assets needed for local production. This was the case in the
Danisco acquisitions mentioned above: Danisco needed to acquire the firms to get the sugar
guotas, but was able to subsequently close all the acquired plants and to transfer the quotas to one
of its large modern plants.

Meyer and Estrin (2001) wonder if brownfields are specific to emerging markets, but

there is no good reason why this should be the case. Indeed, the brownfield acquisitions made by
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Western MNEs in Eastern and Central Europe have their parallel in some of the recent Chinese
acquisitions of U.S. and European firms. Just as Western MNESs bought Central European firms
for some of their assets, and then sold or closed off the parts they did not need, Chinese firms
have acquired Western firms for their technology, brands, and customers. They have transferred
these assets to their Chinese operations and closed or sold the acquired manufacturing facilities.
Wanxiang, a Chinese maker of universal joints, bought its US competitor Schiller in 1998 for its
brand, patents, and U.S. distribution channels. It was able to separate these from Schiller’s US
manufacturing plants, which it did not want because of its high costs. It sold the plants to a U.S.
firm, and is filling all U.S. orders from its low-cost Chinese facilities (Zeng and Williamson,
2007: 45).

Whenever acquired assets are not modular, and hence the integration of acquisitions
would be costly, MNEs will favor greenfields if asset services can be accessed in non-embedded
forms, and EJVs if they cannot. The Japanese manufacturers of automobiles, tires, televisions,
and bearings which entered the U. S. in the 1980s are a good example of the first case. Their main
competitive advantage was superior quality, obtained through sophisticated shop floor, factory,
and corporate management practices. These practices, which are based to a large extent on
employee commitment and discipline, have been called the Japanese Management System, or
JMS (Liker, Fruin, and Adler, 1999). Greenfield entry has allowed Japanese entrants to carefully
select and train a labor force that is receptive to these practices (Kenney and Florida, 1993).
Entering through acquisitions, on the other hand, has required retraining the workforce to make
them unlearn many of their existing practices so as to allow them to learn new ones. This is
difficult, because practices reflect values, and values are hard to change. As a result, the Japanese
firms relying on JMS that have entered the U. S. through acquisitions have experienced serious
problems. Brannen, Liker and Fruin (1999) describe the difficulties the Japanese firm NSK
experienced in transferring its practices to the Ann Arbor plant it acquired from Hoover. NSK

later established a greenfield factory in Clarinda, lowa, and in 2005 closed the Ann Arbor plant to
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consolidate production in Clarinda. Of the fourteen television plants established by Japanese
manufacturers in the United States in the 1980s, two, Matsushita’s Franklin Park and Sanyo’s
Forrest City, were acquisitions, all the others being greenfields. In contrast to the greenfield
plants, both acquisitions experienced serious labor problems (Kenney, 1999).
Put figure 4 about here

EJVs will be the most efficient choice whenever desired assets are embedded, and hence
costly to access in disembodied form, but are not modular, and hence cannot be separated from
non-desired assets. Consider for example a local manufacturer of household appliances who is
vertically integrated into distribution because distribution assets are firm-specific. An MNE eager
to sell personal computers in that market might be able to use that channel at very low marginal
cost. Acquiring the local firm would, however, propel the computer MNE into the manufacture of
household appliances, thus raising management costs. But because of high transaction costs in the
market for distribution services, the computer MNE would find it difficult to sell the household
appliances plants without giving the buyer of these plants an equity stake in the distribution
assets. Figure 4a illustrates this case; firm A is the computer manufacturing MNE and firm B the
local manufacturer of household appliances. Figure 4a shows that the most efficient solution is a
greenfield EJV between the computer MNE and the local household appliance manufacturer by
which both parties co-own the distribution assets (Hennart and Reddy, 1997; Kay, 1999). Note
that an EJV solves the modularity problem by making the services of the distribution assets
modular, in the sense that sharing their use with the MNE does not reduce the value of the local
firm’s other assets.
Incentive loss
In contrast to acquisitions, greenfield EJVs make it possible for an MNE to access the local
complementary assets it needs without removing them from the ownership of the local firm and
transferring them to itself. Accessing assets without owning them is efficient when the needed

assets are tied to unneeded ones (figure 4a). There is, however, another reason why EJVs may be
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efficient, and that is when the target firm possesses embedded assets which are difficult to
replicate through greenfield entry, but a full acquisition would lead to a loss of motivation on the
part of the owner-managers or employees of the acquired firm (figure 4b). When a firm is
acquired, its owners-managers, who were previously self-motivated because they were being paid
out of the residual, become employees of the acquirer. The greater the tacit knowledge held by
these owners-managers, the more important it is to elicit their cooperation. One way to do this is
to leave a part of the residual to them, i.e. to do a partial acquisition EJV (Hennart, 1988;
Ichikawa, 2009). The argument can be extended to employees if these employees value their
independence. Then a partial acquisition may encourage them to continue to provide the needed
services, while a full acquisition might lead to a mass exodus, as has occurred in so many cases of
full acquisitions of high-technology or professional firms (Inkpen, Sundaram, and Rockwood,
2000).

Everything else constant, the cost of managing integration will be a function of the
degree of post-acquisition integration that the MNE needs to efficiently bundle assets. The greater
the required degree of integration, the greater the management costs of implementing it, and the
more attractive EJVs, both greenfield joint ventures and partial acquisitions, relative to full
acquisitions.

To illustrate the preceding discussion, consider the case of Western MNESs entering Japan
in the 1980s. They needed a local manufacturing base, but Japanese managers were embedded in
firms, making greenfield entry difficult. Acquiring a local firm was made difficult by cross-
shareholding between Japanese firms and considerable public resistance to acquisitions. Given
the above, the most efficient mode of entry was a greenfield EJV, and Western firms continued to
use this mode even after the Japanese government lifted restrictions on foreign WOS (Jones,
1991).

This analysis may explain why most studies have found that MNEs which are product-

diversified prefer acquisition over greenfield entry (Slangen and Hennart, 2007, table 3), since
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such firms can easily superimpose their marketing and general management skills over local
manufacturing and distribution assets without the need to thoroughly modify the latter. It also
explains why Vermeulen and Barkema’s (2001) hypothesis that internationally experienced firms
will opt for greenfields has not been empirically supported (Slangen and Hennart, 2007, table 3),
since MNE experience has no direct bearing on the match between local and imported assets.

Chen (2008) argues that, in contrast to full acquisitions, partial acquisitions EJVs are not
motivated by capability procurement, but by other strategic motives. My model and Figure 4
show that this is not the case, as both types of EJVs are undertaken to bundle MNE and local
assets, in other words to acquire complementary capabilities, but that greenfield EJVs are
undertaken when an acquisition would substantially increase management costs by adding to the
size and complexity of the combined firm (figure 4a), while partial acquisitions EJVs are chosen
when a full acquisition would not necessarily lead to that outcome, but might reduce the
motivation of the target’s owners and key employees (figure 4b). Greenfield EJV will be chosen
when the target is large and non-divisionalized, so that the parts of the potential target which the
MNE wants cannot be separated from the parts it does not want, while partial acquisition EJVs
will be sought when it is important to safeguard the motivation of the managers of the acquired
firm, for example in the case of acquisitions of high-technology firms.

Harzing (2001) has hypothesized that the strategy followed by MNEs is an important
determinant of their choice between greenfield and acquisition entry. Based on extant arguments
(e.g. Hennart and Park, 1993: 1056) that MNEs find it easier to transfer their routines to
greenfield affiliates than to acquisitions, she argues that MNEs that follow global strategies will
choose greenfields, while those that opt for multidomestic strategies will enter through
acquisitions. MNEs follow global strategies because their investments in intangibles, both
knowledge and reputation, are subject to economies of scale, and need to be amortized through a
high volume of internationally homogeneous output. Greenfield plants are supposed to facilitate

such strategies because of their compatibility to the parent. My bundling model shows, however,

28



that the match between global strategies and greenfields on one hand, and multidomestic
strategies and acquisitions on the other, is not a perfect one since some firms following global
strategies may still choose acquisitions. While the Japanese case described above shows that it
may be necessary to set up greenfield plants to exploit innovations based on human resource
management, the case of Western investments in Eastern Europe indicates that the international
exploitation of product innovations or of reputation is compatible with acquisitions because it
requires only limited changes to the target. Hence what matters is not so much whether MNEs
follow global or local strategies, but rather the specific match between local and MNE assets.

This view gets some support from the fact that Japan and Germany, two countries known
for producing high-quality products based on superior human resources, seem to have an
unusually high proportion of greenfield entries. While the evidence is limited, data in Kogut and
Singh (1988) show that the percentage of WOSs in the U.S. that were greenfields was 44 percent
for German and 48 percent for Japanese affiliates, vs. 12 percent for U.K. affiliates and 22
percent for Dutch ones.

THE DYNAMICS OF FOREIGN EXPANSION
What happens after entry? We have seen that both Anderson and Gatignon (1986) and the
Uppsala Internationalization model (Johanson and Vahlne, 1977; 1990) predict that as MNEs
accumulate experience in a host market they will move from licensing to EJV and to WOS, but
that no robust large-sample empirical evidence supports these claims.® Figure 2 shows why.

Both Anderson and Gatignon and Johanson and Vahlne’s Uppsala Internationalization
model predict that MNEs will move from cell 2 (licensing or contractual sale of technology to
wholly-owned local firm) to cell 4 (EJV with local firm) and finally to cell 3 (WQOS). Figure 2
clearly shows that such an evolution is only one of many that are possible and suggests that a
necessary condition for a move from cell 2 (licensing) to cell 4 (EJV) is that the complementary
assets held by the local firm remain difficult to transact, while those held by the MNE change

from easy to transact to difficult to transact. Likewise, Figure 2 tells us that for MNES to move

29



from cell 4 to cell 3, and hence to take over their local EJV partner and transform their EJV into a
WOS, the market for the complementary assets held by local firms must become more
competitive, while the technological advantages held by the MNE must remain difficult to sell.

But divergent evolutions are possible. For example, it can be that with the passage of
time the efficiency of the market for MNE knowledge improves faster than that for local
complementary assets, with knowledge moving from difficult to transact to easy to transact while
complementary assets remain difficult to transact. Then the evolution will not conform to
Anderson and Gatignon nor to the Uppsala Internationalization model. The MNE footprint will
shrink rather than expand, with MNEs switching from EJVs (cell 4) to contractual relationships
with local asset owners (cell 2) rather than to WOSs (cell 3). In spite of their greater experience
of the host country, MNEs will switch from high (wholly-owned affiliates) to low control modes
(licensing or other forms of contractual technology transfer).

This is not an unusual pattern. Consider the experience of Borden in Japan. Borden, a
U.S. manufacturer of dairy products, entered the Japanese market in 1971 by licensing Meiji Milk
to make and sell ice cream (cell 2). The following year the two companies formed a 50/50
greenfield EJV, Meiji-Borden, to produce and market cheese, margarine, and ice cream (cell 4).
Meiji was a major Japanese milk producer with an extensive distribution network, but, as with
other milk producers in Japan, had no experience processing cheese and ice-cream which were
then still unfamiliar to Japanese consumers (Ono, 1991). Borden helped Meiji-Borden
manufacture these two products in a factory leased from Meiji, with the output distributed
through Meiji’s vast distribution network. Together the partners created a market for premium ice
cream, and their brand, Lady Borden, had by 1990 a 70 percent market share in that product
segment (Yuasa, 1990).

In 1990, Borden decided to go on its own and attempted to buy back Meiji’s share of the
EJV to form a WOS (cell 3). The partners were not able to come to an agreement and the EJV

was dissolved. As a result Meiji was faced with the loss of the Lady Borden brand name and of
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Borden’s technical help while Borden lost access to Meiji’s factories and distribution system. As
in the EMI-GE case, local complementary assets proved to be harder to replace than MNE
knowledge. Meiji quickly came up with two competing premium ice creams, Aya and Breuges
(Ono, 1991). Borden began importing Lady Borden ice cream from Australia and New Zealand
and enlisted Meiji’s rival, Morinaga, and Mitsui Trading, to distribute it (Yuasa, 1991). But while
Meiji was able to capitalize on its extensive distribution system and quickly gained market share
for its premium ice creams, Borden’s strategy of enlisting Morinaga and Mitsui backfired. In
1994 Borden left Japan, licensing the technology, formulation, and trademark of Lady Borden to
Lotte, a Japanese firm, hence moving back to cell 2. Not surprisingly, industry observers
attributed Borden’s exit to its failure to build its own distribution (Kilburn, 1994).

The story of what happened to Borden shows that the increased MNE footprint predicted
by MNE-centric theories is far from inevitable. When distribution is manufacturer-specific, its
contractual purchase will be inefficient. If vertical integration into distribution is not possible, the
MNE will be shut out from distribution. It will then revert to licensing its firm-specific advantage
if appropriability is strong, or, as in the EMI case, will lose the business if it is weak.

China’s personal computer (PC) industry provides another example. In 1992, the two
largest sellers of PCs in China were AST, with 27 percent of the market, and Compaq with an 18
percent market share. Today Lenovo is the market leader in China, with one-third of the market,
well ahead of Hewlett-Packard and Dell (Xie and White, 2004). Lenovo started in 1987 as
Legend, a distributor of AST and other foreign-branded PCs and peripheral products (Xie and
White, 2004; Pan, 2005; Chen, Qin, Ye and Yin, 2001). At that time foreign-owned PC makers
were not allowed to own their own distribution in China. In 1988 Legend started to manufacture
motherboards and add-on cards in Hong-Kong, and in 1991 its own PCs, which it sold under its
own brand in mainland China (Xie and White, 2004). Through its experience distributing PCs for
others, Legend was able to gain an in-depth knowledge of the requirements of Chinese consumers

and to respond quickly to changes by offering customized products (Xie and White, 2004; Pan,
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2005). By 1997 Legend was China’s top PC seller, a position it has been able to hold onto up to
this day. The bundling model shows why. In the PC industry, technology is basically embedded
in components and in manufacturing equipment, which are available on competitive markets (Xie
and White, 2004). In other words, knowledge is easy to transact. On the other hand, Lenovo’s
first mover advantage in setting up what is the largest and most efficient dealer network in the IT
industry in China is harder to imitate. According to Guo Wei, the architect of Legend’s
distribution network, “the distribution business in China is not as scalable as outsiders might
think: it will take many years for any international player to develop such a network” (Chen et al.,
2001: 14). Lenovo’s position in cell 2, a wholly-owned local firm, and its dominance of the
Chinese market, can be explained by the fact that its main asset, control of Chinese distribution, is
harder for foreign MNESs to access than it is for Lenovo to access the knowledge necessary to
compete in the industry.

By considering both MNE and local resource owners, | have shown that the evolution of
MNE presence in a specific industry in a specific country will hinge on the relative change in the
level of transaction costs for the assets held by both MNEs and local firms, and not only on that
for MNEs assets, as predicted by extant theories. The bundling model suggests that if the firm-
specific advantages held by MNEs become increasingly available on the market or easier to
imitate, while MNEs still experience difficulty in acquiring complementary assets held by local
firms, the MNE footprint in the foreign market may shrink, either because the MNE ends up
selling its knowledge through licensing contracts or embedded in exports, or because local firms
will copy it and the MNE will lose the market. The result is that firms with access to distribution
will end up owning the equity because it is harder for technology or reputation-exploiting MNEs
to control the performance of distributors than it is for local distributors to control the
performance of the MNESs that sell them technology, or license them their brand names.®

The bundling model also shows that, just as in the EMI domestic case studied by Teece

(1986), the possession of hard to access complementary assets, such as distribution, is an
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important advantage that can allow local firms to successfully defend their home turf against
attacks by MNEs. These local firms can later consolidate their initial position by accessing the
necessary knowledge assets, either in the market for machinery or components, in the market for
knowledge services through licensing or technical assistance contracts, or in the market for firms.

Such attempts by emerging market firms to acquire the firms that hold the technological
inputs that complement their own firm-specific distribution assets is ostensibly behind some of
the increase in outward foreign direct investment flows by emerging countries (Goldstein, 2007;
Mathews, 2002; Morck, Yeung and Zhao, 2008; Narula, 2006; Zeng and Williamson, 2007).
Some of those investments involve the acquisition of technology-intensive or brand-intensive
Western firms by emerging market firms that have a strong hold on their domestic markets (Zeng
and Williamson, 2007: 5). Besides Lenovo’s acquisition of IBM’s PC division, Chinese firms
have made numerous acquisitions of German, American and Korean high-tech firms (Zeng and
Williamson, 2007). Huawei has bundled its strong Chinese distribution assets (Rui and Yip,
2008) with technology acquired through the purchase of two U.S. optical network leaders and an
investment in a third (Zeng and Williamson, 2007). The bundling model suggests that this
combination of strong domestic market position and easy to transact complementary knowledge
is behind the growth of MNEs from emerging markets, the Dragon MNEs (Mathews, 2002; Zeng
and Williamson, 2007).

The model also suggests that the outcome of the competition behind Western and Dragon
MNEs is likely to hinge on the relative cost incurred by the Dragons in acquiring advanced
technology and brand names vs. that that Western MNEs will face in obtaining access to
emerging market distribution. As my earlier developments suggest, a number of factors may work
out to the Dragon’s advantage. First, the increased codification and modularity of technology and
the emergence of a global market for experts have reduced the transaction costs involved in
acquiring technology (Zeng and Williamson, 2007). The part of Western technological

knowledge that is tacit and embedded in firms can be acquired in the market for firms, and here
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also the Dragons are at an advantage. Recall that assets end up embedded in firms when the
market for them, or for their services, is inefficient. The greater efficiency of markets for assets
and asset services in developed economies makes Western firms less diversified, and hence their
assets more modular. This facilitates their integration. The Dragons are thus able to access the
knowledge they need by taking over small or middle-sized R&D-intensive Western firms without
the major management problems involved in acquiring uneeded vertically-linked assets. One
major challenge the Dragons still face is that of managing the integration of their high-technology
acquisitions (Zeng and Williamson, 2007), a task that has proven difficult even for the more
managerially competent European acquirers of Silicon Valley firms (Inkpen, Sundaram and
Rockwood, 2000).

At the same time the in-depth knowledge of emerging market consumers and of their
changing needs that is held by local distributors is likely to remain tacit, and hence difficult for
MNEs to access through contract (Arora, Fosfuri and Gambardella, 2001). As we have seen, often
the only way to access such knowledge is to take over the firms that hold it. Here Western MNEs
are at a disadvantage. Markets for firms in emerging countries are often embryonic and the
acquisition of local firms is frequently discouraged or prohibited by host governments.
Furthermore, inefficient markets for assets and asset services cause firms there to be vertically
integrated (Fan, Huang, Morck, and Yeung, 2007; Silver, 1984). Their assets are therefore less
modular and more difficult for MNES to integrate. Joint venturing with local distributors may
then be the next best solution, but this solution has its own problems, as shown by the
Meiji/Borden case discussed earlier.

CONCLUSION
MNEs that enter foreign markets to exploit their firm-specific advantages must bundle those
advantages with local complementary assets. Hence one would expect the entry mode used, and
what happens afterwards, to be simultaneously determined by both the MNE and the owners of

these local complementary assets. In other words, whether MNEs enter through a licensing
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agreement, an EJV, or a WOS, and whether they find it efficient to acquire the necessary
complementary assets already bundled-up in an existing firm or in disembodied form in
competitive markets, should be the equilibrium outcome of their own decisions and of those of
owners of local complementary assets. Furthermore, whether MNES continue to expand their
host-market activities after entry or subsequently reduce their footprint should also depend on
both their own actions and those of owners of local complementary assets.

Surprisingly, this is not the way extant theories model market entry. Anderson and
Gatignon (1986) and the Uppsala Internationalization school (Johanson and Vahine, 1977: 1990)
see the choice of initial mode of foreign market entry and its subsequent evolution as unilaterally
determined by MNEs. For Anderson and Gatignon it is the result of a tradeoff between an MNE’s
desire for control and its appetite for risk, and for Johanson and Vahline it is determined by the
MNE’s host-country experience. Dunning’s OLI paradigm (Dunning, 1988) and the
internalization school (Rugman, 1981; Rugman and Verbeke, 1990) recognize the importance of
complementary local assets, which Dunning calls location advantages and internalization scholars
country-specific advantages. But they do not explicitly recognize that the transactional
characteristics of those assets affect whether, and how, they can be accessed by MNEs, and hence
influence the MNE’s mode of entry and subsequent expansion.

In this paper | argue that the choice between different modes of market entry is
essentially one of different assignments of residual rights between MNEs and local resource
owners, and that the configuration eventually chosen will be the one which maximizes total
potential rents by assigning residual rights to the party whose behavior is the most difficult to
constrain. When both behaviors are equally difficult to constrain, the outcome will be an EJV.

This formulation clarifies the connection between transaction costs, property rights, and
agency theory: high information and measurement costs in the sale of asset services make it
possible for sellers to inflict substantial costs on buyers. Giving sellers title to the residual of the

joint buyer-seller output saves on the costs that buyers would have to incur to measure the seller’s
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output. Hence when parties bundle complementary assets, the one who will take the residual will
be the one whose output is the most difficult to measure. The residual claimant will then contract
with the other party or parties. For example, whenever knowledge is tacit and there is a high
degree of information asymmetry between knowledge sellers and potential buyers (knowledge is
difficult to transact), but the services of complementary assets such as land and labor can be
contracted for on efficient markets (they are easy to transact), giving title to the residual of the
joint product of the bundle to the knowledge seller will yield a higher level of rents than the
alternative of giving the residual to owners of local complementary resources, or that of sharing
the residual between these owners and the knowledge owner. What drives our model is the
relative level of transaction costs in the markets for all necessary inputs. Note that having title to
the residual is a mixed blessing, since it entails getting both the upside and the downside of the
venture.

The model builds on Teece (1986) and Hennart (1988). | apply to foreigh market entry
Teece’s insight that owners of specialized complementary assets play a much greater role than
generally acknowledged by the literature on innovation, and that they may end up capturing the
bulk of the profits from the introduction of the innovation if the innovator’s knowledge suffers
from poor appropriability. | combine this insight with Hennart’s (1988) model of EJVs as
resulting from high market transaction costs in the sale of complementary inputs. | use this model
to predict how the relative efficiency of all markets for knowledge and complementary local
assets can explain how equity rights will be apportioned between a MNE contributing technology
and a local firm controlling complementary assets, i.e. whether the optimal solution will be a
WOS of the MNE, a wholly-owned local firm obtaining knowledge from the MNE through
markets or contracts, or an EJV between the MNE and a local firm. This yields some interesting
insights into the nature and properties of EJVs, for example that EJVs are not hybrids.

I also expand on Hennart’s (1988) treatment of the choice between EJVs, wholly-owned

greenfields, and acquisitions, and show how the choice between these modes depends on the
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relative level of transaction costs for both knowledge and complementary local assets in three
alternative markets, that is, the markets for assets, asset services, and that for the firms holding
the assets. | argue that even when markets for firms are efficient, greenfields and EJVs may be
chosen when there is a mismatch between the assets of the acquirer and those of the potential
target. | also show that brownfields are a special type of acquisition, and not solely a product of
the East European institutional environment.

Finally I use the model to predict how entry modes will evolve over time. | show that the
predictions of Anderson and Gatignon and of the Uppsala Internationalization model that MNEs
gradually deepen their commitment with experience all rest on the very specific assumption that,
with the passage of time, the market for complementary local assets becomes more efficient while
that for MNE firm-specific advantages remains inefficient. | use the examples of Borden and
Lenovo to show that the reverse can also occur. When it is more difficult for MNEs to access
distribution or to garner local market knowledge than it is for local distributors to acquire
technological knowledge, local distributors will end up owning the equity and the MNE footprint
in the host market will contract rather than expand. If the MNE’s firm-specific advantages have
poor appropriability, they will be imitated by local firms. If they enjoy strong appropriability,
local distributors will access them through the purchase of parts and machinery, through licensing
and technical assistance contracts, or through the acquisition of the firms that possess these firm-
specific advantages. Acquisitions of foreign technology-intensive firms by emerging market firms
with a strong domestic market position are, in part, behind the recent surge in foreign direct
investment from developing countries and the emergence of the so-called Dragon MNEs.

Along with Chi (1994), | explain modes of entry as the outcome of the optimal
apportionment of residual rights, but there are important differences between Chi’s model and
mine. One of them is that | take an explicit international business perspective. Another is that
while Chi analyses the choice between acquisitions of full or parts of firms vs. collaborative

ventures (EJVs and contracts), | compare wholly-owned acquisitions, wholly-owned greenfields,
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partial acquisitions, and greenfields EJVs. Chen (2005), building on Chen and Hennart (1997),
also sees the choice of optimal governance structure as determined by interactions between
MNEs and local actors, but in contrast to the present model where 1 look at how the optimal
bundling of MNE knowledge and local complementary assets determines the level of equity and
the choice between greenfields and acquisitions, he analyzes the choice between licensing, OEM,
foreign direct investment, and various marketing arrangements. Lastly, along with Yeung and
Mirus (1989), I am, as far as | know, among the first to show how a bundling approach can
explain the evolution of the various modes of MNE operation in host countries.

This bundling model is only a first pass, and the evidence put forward is only illustrative.
Much more work is required to fully assess its relevance and applicability. Looking at
acquisitions as favored when assets are both embedded in firms and modular may account for
unexplained regularities in the relative use of greenfield and acquisitions across industries and
parent MNEs, but this clearly deserves further study.

Nevertheless the bundling model has a number of interesting implications for IB theory
and practice. The model suggests that practitioners should take into account the goals and
interests of owners of complementary local assets when setting up MNE strategy. The most
obvious implication for IB theory is that all IB phenomena should be analyzed from the point of
view of all parties involved. For instance, one cannot model foreign market entry and expansion,
and more generally the role played by local and foreign firms in a host country industry, without
considering the transactional structure of complementary local assets. Predicting whether it will
be the MNE or the local owners of complementary assets who will end up owning the equity of
local businesses requires the simultaneous consideration of the level of transaction costs in
various substitute markets in which MNE firm-specific advantages and local complementary
assets can be transacted. The familiar case of the MNE establishing overseas greenfield WOS
corresponds to the special one where knowledge is imperfectly appropriable, so innovators need

to incorporate it into products and services, exports are not possible, so access to local
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complementary assets is necessary, and the foreign firm is able to access them on efficient local
markets. My bundling model shows that many other cases are possible. Acquisitions of local
firms will be the preferred mode of entry when an MNE’s firm-specific advantages have poor
appropriability so operation in the foreign market is necessary, complementary local assets are
embedded in local firms, the market for these firms is efficient, and the assets they hold are
modular. But if appropriability is strong, MNEs may be able to exploit their firm-specific
advantages without the need to set up manufacturing operations in foreign countries. Instead they
will sell their knowledge to foreign owners of complementary assets incorporated into machinery
and components or through licenses or technical services agreements.

The model also has implications for the debate on how institutional contexts affect both
the ability of MNEs to enter foreign countries and the modes that they will choose to do so (Gaur
and Lu, 2007; Wright, Filatotchev, Hoskisson and Peng, 2005). The specialized complementary
assets an MNE needs to access will vary across industries. Their transactional characteristics are
likely to hinge on the specific regime of property rights in that host-country industry. Hence the
evaluation of the impact of host-country institutions on MNE entry requires going beyond macro
country factors, such as political or social institutions, and needs to focus more on the detailed
study of the actual barriers that MNEs face when accessing these needed specialized
complementary assets. Germany has highly developed institutions, yet local barriers to the
acquisition of sufficiently large plots of land has discouraged Wal-Mart from doing business there
(Verbeke, 2009). All possible markets for complementary local assets should also be considered,
since. MNEs shut out from the market for complementary asset services or from that for
complementary assets may, for example, access them in the market for firms.*

The model also throws light on the recent debate on the rise of Dragon MNEs (Mathews,
2002; 2006). Mathews claims that “their sudden appearance cannot be explained by conventional
multinational strategies” and that “the Dragon multinationals help to expose the weaknesses and

limits of traditional accounts of MNEs and of existing theories and framework of international
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business” because, contrary to the predictions of OLI theory that MNEs expand abroad based on
intangible-based firm-specific advantages, the Dragons started without initial technology
resources (Mathews, 2006: 8). Mathews proposes instead that the Dragon’s expansion is driven
by resource linkage, leverage, and learning, a framework he contrasts to OLI. Nonetheless,
Mathews does not make a break with the dominant IB viewpoint that assumes that a firm’s
internalization is driven by its transferable knowledge and reputation assets (its firm-specific
advantages), while complementary local resources (country-specific advantages) are implicitly
assumed to be freely available and hence do not provide any advantages to local firms. As | have
shown, an explicit consideration of the transactional characteristics of complementary local assets
suggests that control of such assets, distribution for example, may in fact endow the Dragons with
strong advantages which they can leverage in order to access the technology that they need. Both
the local-asset seeking investments of Western MNEs and the knowledge-seeking investments of

their Dragon counterparts thus fit comfortably within my bundling model.
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Figure 1 Hennart’s 1988 model of equity joint ventures
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Figure 2 Optimal mode of foreign market entry
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Figure 3 Greenfields, acquisitions, and joint ventures
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Figure 4 Two types of equity joint ventures
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Endnotes

! This is not strictly true in the case of Rugman (1981), who models the evolution of entry modes
on the relative cost of exporting, licensing, and running foreign operations. Owners of local
complementary factors play a limited role in that model, since the cost of licensing is that of
running the risk of having the licensee resell the licensor’s knowledge to third parties.

2 In the 1970s and 80s a number of authors such as Oman (1984) argued that contractual
arrangements between MNEs and host countries could always advantageously substitute for
equity control by MNEs. Hennart (1989) argues against this point of view.

¥ Bartlett and Ghoshal (1986) argue that EMI’s over-centralized and UK-centric organizational
structure explains why it was late in recognizing GE’s threat and in setting up an adequate
distribution system in the US.

* The reasoning is similar to the property rights theory of vertical integration which discusses the
allocation of residual rights of control (Grossman and Hart, 1986; Hart and Moore, 1990). In fact,
it makes sense for residual claimancy and residual rights of control to be aligned. | thank an
anonymous referee for help on this point.

> On the premise that “possession is nine-tenths of the law”.

® One could argue, however, that in an EJV both parents impose behavioral rules on each other,
and that in that sense they are hybrids. | am indebted to an anonymous referee for that insight.

" Leasing a brand is also possible, but the lessee runs the risk that some of the goodwill
investments it makes to build the brand will be held up by the lessor at contract renewal time.

® In contrast to Anderson and Gatignon (1986) and Johanson and Vahine (1977) who model the
switch from licensing to EJVs to WOSs, both Rugman (1981) and Buckley and Casson (1981)
model the evolution from exports to licensing and to foreign production, but do not consider
EJVs. For the sake of comparability | focus on the comparison between the first two theories and

my model.
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% Morck, Yeung, and Zhao (2008) argue along similar lines, but for them equity ends up being
vested in Chinese firms because their skills in manufacturing and cost control are less contractible
and more crucial to creating value than the MNE’s technology or brand names.

1% Wal-Mart initial entry into Germany was through the acquisition of 21 Wertkauf stores and 74
Interspar hypermarkets, but these acquisitions were insufficient to provide the volume Wal-Mart

needed to be profitable (Verbeke, 2009).
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