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CHOICE OF FOREIGN MARKET ENTRY MODE: 
IMPACT OF OWNERSHIP, LOCATION 

AND INTERNALIZATION FACTORS 

Sanjeev Agarwal* and Sridhar N. Ramaswami** 
Iowa State University 

Abstract. Firms interested in servicing foreign markets face a 
difficult decision with regards to the choice of an entry mode. 
The options available to a firm include exporting, licensing, joint 
venture and sole venture. Several factors that determine the 
choice of a specific foreign market entry mode have been identified 
in previous literature. These factors can be classified into three 
categories: ownership advantages of a firm, location advantages 
of a market, and internalization advantages of integrating trans- 
actions. This study examines the independent and joint influences 
of these factors on the choice of an entry mode. Multinomial 
logistic regression model is employed to test the hypothesized 
effects. 

INTRODUCTION 

A firm seeking to enter a foreign market must make an important strategic 
decision on which entry mode to use for that market. The four most common 
modes of foreign market entry are exporting,1 licensing, joint venture, and 
sole venture. Because all of these modes involve resource commitments 
(albeit at varying levels), firms' initial choices of a particular mode are 
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2 JOURNAL OF INTERNATIONAL BUSINESS STUDIES, FIRST QUARTER 1992 

difficult to change without considerable loss of time and money [Root 
1987]. Entry mode selection is therefore, a very important, if not a critical, 
strategic decision. 

Previous studies in the areas of international trade, industrial organization, 
and market imperfections have identified a number of factors that influence 
the choice of an entry mode for a selected target market. Integrating perspec- 
tives from these areas, Dunning [1977, 1980, 1988] proposed a comprehensive 
framework, which stipulated that the choice of an entry mode for a target 
market is influenced by three types of detennminant factors: ownership advan- 
tages of a finn, location advantages of a market, and internalization advantages 
of integrating transactions within the firm. Several empirical studies have 
attempted to directly or indirectly use the Dunning framework in explaining 
choice between joint venture and sole venture [Kogut and Singh 1988], 
licensing and sole venture [Caves 1982; Davidson and McFetridge 1985], 
extent of foreign direct investment [Cho 1985; Dunning 1980; Kimura 1989; 
Sabi 1988; Terpstra and Yu 1988; Yu and Ito 1988], and ratio of acquisition 
to total subsidiaries [Wilson 1980]. 

While these studies have made substantial contributions to our understanding 
of the entry mode behavior of firms, an important gap in the empirical 
literature is the issue of how the inter-relationships among the deterninant 
factors influence firms' entry choices.2 The importance of examining the 
effects of inter-relationships derives from the fact that they may explain firn 
behaviors that cannot be captured by the independent effects of the factors. 
For example, firms that have lower levels of ownership advantages are 
expected to either not enter foreign markets or use a low-risk entry mode 
such as exporting. However, many such firms have been observed to enter 
foreign countries, especially those that have high market potential, using 
joint ventures and licensing arrangements [Talaga, Chandran & Phatak 
1985]. This type of firm behavior can be better explained if the joint effect 
of ownership advantages of the firm and location advantages of the market 
is examined. A critical theme that this study pursues is the examination of 
a number of such firm behaviors by evaluating the joint impact of a set of 
determinants. 

A methodological feature of this study is the use of the survey technique to 
obtain information on the determinant factors. An important advantage of 
this technique is that it provides direct measures (as compared to proxy 
variables used by most researchers) of both location and internalization 
factors. The direct measures are obtained by evaluating managerial percep- 
tions about market potential and investment risks (location advantages), and 
costs of writing and enforcing contracts, risk of deterioration in the quality 
of services, and risk of dissipation of knowledge (internalization advan- 
tages) in a given host country. Perceptual measures are particularly useful 
in the measurement of internalization advantages since past experience has 
shown that it is a difficult construct to quantify. Unlike location advantages, 
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CHOICE OF FOREIGN MARKET ENTRY MODE 3 

indicators of internalization advantages have not been appropriately identi- 
fied in the entry mode literature to date.3 

Managerial perceptions are also relevant for the assessment of the location 
advantages of a specific country. While previous research has assumed that 
the location advantages are exogenous4 and hence constant across firms for 
a given host country, our study allows us to measure these variables as a 
function of the perceptions of managers. It should be noted that these per- 
ceptions may be different due to variations in managers' past experiences 
in that country (and other countries), level of knowledge about that country, 
individual biases, etc. There is wide support from the organizational behavior 
literature for the importance of managerial perceptions in decisionmaking 
[Cyert and March 1963]. 

The remainder of the paper is organized into three parts. The first part 
reviews the relevant literature to develop the hypotheses. The second part 
details the research setting, the operational measures, data collection, and 
research method. The last section provides the results and discusses impor- 
tant managerial, theoretical, and public policy implications. 

LITERATURE REVIEW AND HYPOTHESES 

Normative decision theory suggests that the choice of a foreign market entry 
mode should be based on trade-offs between risks and returns. A firm is 
expected to choose the entry mode that offers the highest risk-adjusted 
return on investment. However, behavioral evidence indicates that a firm's 
choices may also be determined by resource availability and need for control 
[Cespedes 1988; Stopford and Wells 1972]. Resource availability refers to 
the financial and managerial capacity of a firm for serving a particular 
foreign market. Control refers to a firm's need to influence systems, methods, 
and decisions in that foreign market [Anderson and Gatignon 1986]. Control 
is desirable to improve a firm's competitive position and maximize the 
returns on its assets and skills. Higher operational control results from 
having a greater ownership in the foreign venture. However, risks are also 
likely to be higher due to the assumption of responsibility for decisionmaking 
and higher commitment of resources. 

Entry mode choices are often a compromise among these four attributes. 
The exporting mode is a low resource (investment) and consequently low 
risk/return alternative. This mode, while providing a firm with operational 
control, lacks in providing marketing control that may be essential for 
market seeking firms. The sole venture mode, on the other hand, is a high 
investment and consequently high risk/return alternative that also provides 
a high degree of control to the investing firm. The joint venture mode 
involves relatively lower investment and hence provides risk, return, and 
control commensurate to the extent of equity participation of the investing 
firm. Finally, the licensing mode is a low investment, low risk/return alter- 
native which provides least control to the licensing firm. 
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4 JOURNAL OF INTERNATIONAL BUSINESS STUDIES, FIRST QUARTER 1992 

By including firm-specific and market-specific factors that influence these 
criteria (control, return, risk, and resources), Dunning [1977, 1980, 1988] 
developed a framework for explaining choice among exporting, licensing, 
joint venture, and sole venture modes (see Figure 1). A brief description of 
the main effects of these factors is presented below and is mainly used for 
validating the results of this study. The main thrust of this research is on 
examining the effects of interrelationships among these independent factors. 
A detailed discussion of these effects is presented in the next section. 

Ownership Advantages 

To compete with host country firms in their own markets, firms must possess 
superior assets and skills that can earn economic rents that are high enough 
to counter the higher cost of servicing these markets. A firm's asset power 
is reflected by its size and multinational experience, and skills by its ability 
to develop differentiated products. 

When a firm possesses the ability to develop differentiated products, it may 
run the risk of loss of long-term revenues if it shares this knowledge with 
host country firms. This is because the latter may acquire this knowledge 
and decide to operate as a separate entity at a future date. This risk is 
especially relevant for international transactions because interorganizational 
infrastructures are often poorly developed, likely to change frequently, and 
particularly weak across national boundaries [Van de Ven and Poole 1989]. 
Therefore, when the firm possesses these skills, higher control modes may 
be more efficient. There is substantial empirical support for the use of higher 
control modes with higher levels of product differentiation [Anderson and 
Coughlan 1987; Caves 1982; Coughlan 1985; Coughlan and Flaherty 1983; 
Davidson 1982; Stopford and Wells 1972]. 

Firms need asset power to engage in international expansion and to success- 
fully compete with host country firms. Resources are needed for absorbing 
the high costs of marketing, for enforcing patents and contracts, and for 
achieving economies of scale [Hood and Young 1979]. The size of the firm 
reflects its capability for absorption of these costs [Buckley and Casson 
1976; Kumar 1984]. Empirical evidence indicates that the impact of firm 
size on foreign direct investment is positive [Buckley and Casson 1976; Cho 
1985; Caves and Mehra 1986; Yu and Ito 1988; Terpstra and Yu 1988; 
Kimura 1989]. In other words, the size of the fim is expected to be positively 
correlated with its propensity to enter foreign markets in general, and to 
choose sole and joint venture modes in particular. While the preference for 
sole ventures is not surprising, the choice of joint ventures may be explained 
by the fact that a larger organization may be less concerned than a smaller 
organization with the potential possibility of exploitation by the host country 
partner [Doz 1988]. 

Another form of asset power, a firm's level of multinational experience, has 
also been shown to influence entry choices. Firms without foreign market 
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FIGURE 1 
A Schematic Representation of Entry Choice Factors 
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experience are likely to have greater problems in managing foreign operations. 
They have been observed to overstate the potential risks, while understating 
the potential returns of operating in a foreign market. This makes choice of 
non-investment modes more probable for these firms [Caves and Mehra 
1986; Gatignon and Anderson 1988; Terpstra and Yu 1988]. Conversely, firms 
with higher multinational experience may be expected to prefer investment 
modes of entry. 

Location Advantages 

Firms interested in servicing foreign markets are expected to use a selective 
strategy and favor entry into more attractive markets. This is because their 
chances of obtaining higher returns are better in such markets. The attrac- 
tiveness of a market has been characterized in terms of its market potential 
and investment risk.5 

Market potential (size and growth) has been found to be an important 
deterninant of overseas investment [Forsyth 1972; Weinstein 1977; Khoury 
1979; Choi, Tschoegl and Yu 1986; Terpstra and Yu 1988]. In high market 
potential countries, investment modes are expected to provide greater long- 
term profitability to a firn, compared to non-investment modes, through the 
opportunity to achieve economies of scale and consequently lower marginal 
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cost of production [Sabi 1988]. Even if scale economies are not significant, 
a firm may still choose investment modes since they provide the firm with 
the opportunity to establish long-term market presence. 

The investment risk in a host country reflects the uncertainty over the 
continuation of present economic and political conditions and government 
policies which are critical to the survival and profitability of a fmn's operations 
in that country. Changes in goverment policies may cause problems related 
to repatriation of earnings, and in extreme cases, expropriation of assets [Root 
1987]. Researchers have suggested that the restrictive policies of a host coun- 
try's government are likely to impede inward foreign investments [Rugman 
1979; Stopford and Wells 1972]. In these countries, a firm would be better 
off not entering; but if it does, it may favor use of non-investment options. 

Internalization Advantage (Contractual Risk) 

Low control modes are considered superior for many transactions since they 
allow a firm to benefit from the scale economies of the marketplace, while 
not encountering the bureaucratic disadvantages that accompany integration 
[Williamson 1985]. However, low control modes will have a higher cost 
compared to integrating the assets and skills within the firm if managers are 
unable to predict future contingencies (problem of bounded rationality/external 
uncertainty) and if the market is unable to provide competing alternatives 
(problem of small numbers/opportunism). High external uncertainty, given 
bounded rationality, makes the writing and enforcement of contracts that 
specify every eventuality and consequent response more expensive [Anderson 
and Weitz 1986]. Similarly, the small numbers problem makes the enforce- 
ment of contracts meaningless and possibly inefficient since the firm may 
not find other partners. Under these conditions, exporting and sole venture 
modes provide better control due to retaining of the assets and skills within 
the firm. 

EFFECTS OF INTERRELATIONSHIP 
AMONG DETERMINANT FACTORS 

Size/Multinational Experience and Market Potential 

The above discussion of the main effects suggests that investment modes 
would be preferred (a) by firms that are larger and that have more multinational 
experience, and (b) in countries that are perceived to have high market 
potential. Therefore, we can expect their combined impact to result in a 
preference for investment modes when both factors are high, and a preference 
for no involvement when both factors are low. This expectation is trivial as 
it does not add any new information about firms' behavior except maybe 
strengthening the direct effects of each factor. A more interesting question 
is how larger and more multinational firms respond in countries that have 
relatively lower market potential, and vice versa. A cursory review of actual 
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firm choices shows that investment modes may be chosen by larger multi- 
national firms even in low potential countries, and by smaller and less 
multinational firms in high potential countries. 

Countries that have relatively lower market potential can be expected to 
have a lower likelihood of attracting foreign firms. However, firms that are 
larger and that have a regional or worldwide presence may be interested in 
entering these markets for achieving their growth and profit objectives. 
Note, for example, that developing countries such as Brazil and India, even 
though not as attractive as the developed countries, may still have sufficient 
potential and strategic importance to warrant consideration. An additional 
benefit offered by these target markets is the opportunity for higher returns 
(in excess of the risks taken) due to the presence of greater market imper- 
fections. Ecological models predict that only larger organizations have the 
resources required to bear the risks associated with entering low potential 
markets [Lambkin 1988]. 

If these firms do decide to enter relatively lower potential markets, they 
may have a higher propensity to choose a sole venture mode to satisfy their 
strategic need to coordinate activities on a global basis [Bartlett 1986; 
Bartlett and Ghoshal 1986; Doz, Prahalad and Hamel 1988]. Research on 
global strategy has suggested that such firms will or should be more concemed 
with global strategic position than with the transaction costs associated with 
a given market [Porter and Fuller 1986]. Though exporting and joint venture 
arrangements may be more appropriate for low potential markets from a 
risk reduction perspective, they may not allow the strategic control, change, 
and flexibility that are needed to secure long-term global competitiveness. 
The presence of joint venture partners, in particular, can create an impedi- 
ment to strategic coordination. Their motivations are often incongruent with 
that of the investing firm, which can lead to significant difficulties [Prahalad 
and Doz 1987]. On the other hand, firms can gain competitive advantage 
by exploitation of the strategic options provided by integrated operations 
[Kogut 1989]. They can spot opportunities and threats that may be beyond 
the horizon of individual operations; they can bring the full weight of their 
resources to bear on selected competitors or markets; they can shift resources 
across national boundaries very easily; and they can use the experience 
gained in one country in another where it may be relevant. 

In addition to the above strategic advantages, globally integrated firms 
prefer complete control of their foreign operations because overall profit 
maximization requires that their foreign ventures be tightly subordinated to 
the parents. Thus: 

H1: Finns that are larger and that have higher multinational expenence, 
are more likely to choose a sole venture for entry in relatively 
lower market potential countries. 

Firms that are snmaller and have lower multinational experience are not 
expected to have sufficient resources or skills to enter a large number of 
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foreign markets. They therefore can be expected to use a selective strategy 
and concentrate their efforts in the more potential foreign markets. This is 
because their chances of obtaining higher returns are better in such markets. 
In addition, resource limitations (including size) make them prone to utilize 
proportionately more joint ventures than do industry leaders [Contractor and 
Lorange 1988; Fayerweather 1982; Stopford and Wells 1972]. Joint venture 
arrangements allow them to share costs and risks, as well as complementary 
assets and skills with host country partner firms [Harrigan 1985]. By doing 
so, a firm is able to reduce the long-term uncertainty at a lower cost than 
through pure hierarchical or market approaches [Beamish and Banks 1987]. 

H2: Finns that are smaller and that have lower multinational experience 
are more likely to choose a joint venture mode in countries 
that have a higher perceived market potential. 

Ownership Advantages and Investment Risk 

In environments characterized by high investment risks, the main effect 
suggested that firms are better off not entering, and exporting rather than 
investing if they do choose to enter. However, firms vary in their capacity 
to deal with investment risks depending upon their ownership advantages. 
Specifically, firms with valuable assets and skills (that are needed in these 
markets) may be able to bargain with host governments for concessions that 
provide them immunity against investment risks [Leontiades 1985]. If these 
concessions are not granted, they may be unwilling to enter such markets. 

Empirical evidence shows that firms that possess a proprietary product or 
technology have been able to increase their bargaining position over the 
host government [Lecraw 1984; Vernon 1983]. On the other hand, firm size 
and multinationality do not necessarily provide this bargaining advantage 
[Fagre and Wells 1982]. The primary explanation for this difference is that 
while a host government may be able to find alternative sources of capital, 
it may not easily find altemative sources of technology. This implies that 
desirable technology can command an unusually high degree of leverage 
and bargaining position even in countries that are characterized by higher 
investment risks [Ting 1988]. 

In addition, risk-reducing considerations may push firms that have proprie- 
tary products or technology to choose higher control modes. Such modes 
allow firms to modify their investments in such a way that the assets they 
place in the foreign country are less profitable to the host government in 
case they are expropriated [Eaton and Gersovitz 1983]. Without this control, 
these firms face an omnipresent threat that host governments will change 
their policies at a future date in favor of local firms. Thus: 

H3: Firms that have higher ability to develop differentiated products 
are more likely to choose a sole venture mode in markets that 
have high investment risk; on the other hand, firms that are 
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larger and have higher multinational experience may have a lower 
probability of choosing a sole venture mode in such countries. 

Ownership Advantages and Contractual Risk 

The main effect of internalization advantage suggested that firms will refrain 
from entering a country if the perceived risk of dissipation of knowledge, 
risk of deterioration of quality of services, and costs of writing and enforcing 
contracts are high. This is particularly critical for firms that have specialized 
knowledge, protection of which must be an important priority [Hill, Hwang 
and Kim 1990]. However, these firms are also interested in maximizing the 
economic rents on their knowledge (as suggested by the main effect of this 
factor). This creates a decision scenario in which the need for protection 
will be traded against return potential. Lack of protection would make 
sharing of specialized knowledge risky in the long run particularly since it 
would limit the flexibility a firm has in adapting to future contingencies. 
Since a flexible arrangement is difficult to achieve in a contractual setting, 
a firm that has specialized knowledge will be expected to opt for an internal 
organization. On the other hand, when the contractual risks are low, a firm 
may be more willing to share its specialized knowledge. This is because as 
the risk of dissipation falls, the opportunity for mutually beneficial contractual 
arrangements increases at the expense of an internal market [Rugman 1981]. 
This opportunity also will be higher in countries where the cost of writing 
and enforcing contracts is low. For those firms that do not possess any 
specialized knowledge, the presence of contractual risks may not be a critical 
issue. These firms may be willing to opt for contractual arrangements even 
when the contractual risks are high [Rugman 1982]. Thus: 

H4: Firms that have higher ability to develop differentiated products 
are likely to choose a sole venture mode in countries characterized 
by high contractual risks; on the other hand, firms that do not 
have this ability may choose a contractual mode even when 
the risks are high. 

The contractual risks also do not pose a threat to firms that have ownership 
advantages arising from size and multinationality as much as they do to 
ownership advantages arising from its knowledge base and hence are not 
considered here. 

Market Potential and Investment Risk 

The direct effect of high market potential indicates a choice of investment 
modes, while low market potential indicates a choice of no entry. On the other 
hand, the direct effect of high investment risk indicates a choice of no entry 
while low investment risk indicates a choice of investment modes. The com- 
bined effect of market potential and investment risk, therefore, for high/low 
combination should be an investment mode and for low/high combination 
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should be no entry. However, it is not clear what modes are likely to be 
chosen in countries that have high market potential and at the same time 
are characterized by high investment risks. While this interaction effect is 
intuitively interesting, a review of the literature did not provide any theoretical 
rationale or empirical evidence that could help us develop a specific hypothesis. 
We speculate, however, that the need to establish market presence in high 
potential countries may be traded against the need to minimize investment 
risks. Firms may therefore choose to export or create joint ventures because 
these modes not only insulate them somewhat from investment risks, but 
also provide access to markets. In the case of exporting, the investment to 
exploit the foreign market is made in the home country and hence provides 
immunity from investment risks in the host countries. In the case of joint 
ventures, a part of the risk is shifted to a partner in the host country who 
can also help in negotiations with the host government and thus help reduce 
the investment risk for the firm. 

H5: In countries characterized by high market potential and high 
investment risk, fims may show a higher preference for exporting 
and joint venture modes. 

METHOD 

Research Setting 

In order to test the above hypotheses, the U.S. equipment leasing industry 
(a service industry) has been chosen for this study. Although the FDI theory 
was originally developed to explain foreign production, its application to 
service industries is considered equally appropriate [Boddewyn, Halbrich, 
and Perry 1986]. The model has been applied in the past to explain the 
internationalization of the hotel industry [Dunning and McQueen 1981], the 
banking industry [Cho 1985; Gray and Gray 1981; Sabi 1988; Yannopoulos 
1983], and the advertising industry [Terpstra and Yu 1988]. 

Leasing is a generic term used for all types of secured equipment financing. 
Any type of equipment can be financed through leasing; some of the typical 
products that are leased include aircrafts, agricultural equipment, automobiles, 
computers, containers, health care equipment, and ships. While leasing has 
been traditionally popular in the U.S., U.K., Germany, and Japan, recent 
years have seen leasing take on much more importance in countries such as 
Brazil, Venezuela, South Korea, Hong Kong, and the Philippines. The pene- 
tration of leasing (in capital formation) in North America increased from an 
estimated 14.7% in 1978 to 25.5% in 1982; the overall penetration world- 
wide during the same period rose from an estimated 9.2% to 15.0% demon- 
strating the increasing use of leasing in the capital formation of countries 
worldwide [Clark 1985]. 

The international leasing business can be divided into two basic categories: 
(a) cross-border (or export) leasLng, and (b) overseas leasing (through foreign 
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affiliates/subsidiaries). Cross-border leasing, which is similar to exporting, 
involves leasing of equipment owned by a finn in one country to a firm in 
another country. It usually provides for the purchase of the equipment by 
the lessee at the end of the lease contract period. In most countries, such 
cross-border leases obtain government financing and guarantees similar to 
those given to direct exports of equipment [Meidan 1984]. 

Overseas leasing involves setting up affiliates or subsidiaries through con- 
tracts and investments, respectively. These affiliates/subsidiaries draw upon 
the experience and knowledge of the parent firm for servicing the market 
in the host country. For example, United States Leasing International, Inc., 
has contractual arrangements in Australia, Brazil, Colombia, Ecuador, Jordan, 
Malaysia, Mexico, the Philippines, and Sweden; a sole venture in the United 
Kingdom; and a joint venture in Japan. In a contractual arrangement, the 
technical and management know-how possessed by a firm is licensed to a 
foreign firm. In a joint or sole venture arrangement, a firm attempts to 
develop a foreign market by directly investing in that market. Leasing firms 
invest for acquisition of equipment that can be leased in the host country. 
They can operate alone or in partnership with a local finn. While manufacturing 
is not carried out by leasing firms, the organizational structures employed 
by them are no different from those employed by manufacturing firms. 

Operational Measures 

Pre-study interviews with fourteen leasing fims were instrumental in devising 
the operational measures for this study. They were especially important in 
adapting the measures used in previous literature to the international leasing 
context. 

Ownership Advantages 

Ability to Develop Differentiated Products. Ability to develop differentiated 
products is measured by the perceived ability of the firm to create new and 
creatively structured leasing transactions, and the perceived quality of the 
firm's training program in preparing employees to conduct leasing transac- 
tions. The knowledge and skill developed through training has been consid- 
ered to be important for creating differentiated products [Hood and Young 
1979]. The reliability coefficient for this measure was found to be 0.51. 

Firm Size. Firm size is measured by its sales volume. A number of other 
measures have been used by researchers such as total assets [Dubin 1975; 
Kogut and Singh 1988; Yu and Ito 1988], equity and deposits [Cho 1985], 
employee size [Norburn and Birley 1986], and domestic market sales 
[Kimura 1989]. Since we can expect a high degree of correlation among 
these variables, we chose the total sales volume of the firm as an indicator 
of firm size. 

Firm's Multinational Experience. A firm's multinational experience is 
measured in this study using three items: percent of total earnings attributed 
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to foreign operations, perceived degree of multinationality, and perceived 
readiness to handle international business. The reliability coefficient for this 
measure was found to be 0.81. 

Location Advantages 

Market Potential. The indicators of this measure include perceived mana- 
gerial assessment of market size, growth potential, acceptability of leasing 
as a financial tool in the host country, host government's attitudes toward 
foreign firms in general and the leasing industry in particular. The last two 
items are important because the leasing industry's potential is critically 
dependent on the host government's laws (accounting procedures and tax 
laws) that make leasing attractive as a financing tool. Inter-item correlations 
indicated good correlation among the five items. The reliability coefficient 
for this measure was found to be 0.81. 
Investment Risk. Investment risk includes the risk that a host government 
will interfere with the repatriation of profits and the control of foreign assets, 
and the risk of a breakdown in the international trade and investment policies 
of the government [Herring 1983]. These are measured by managerial per- 
ceptions of the host government's policies toward conversion and repatriation 
of profits, expropriation of assets, and the stability of the political, social 
and economic conditions in the host country. The reliability coefficient for 
this measure was found to be 0.90. 

Internalization Advantages 

Contractual Risk. The assessment of internalization advantage is based on 
the relative costs (or risks) of sharing the assets and skills with a host country 
firm versus integrating them within the firm. Because such costs are difficult 
to estimate [Buckley 1988], researchers have recommended the measure- 
ment of contractual risks associated with sharing the firm's assets and skills 
[Dunning 1980]. The risks involved in using contracts include costs of 
making and enforcing contracts in a foreign country relative to the United 
States, risk of dissipation of proprietary knowledge, and risk of deterioration 
in the quality of services if operated jointly with a host country partner or 
licensee. The reliability coefficient for this measure was found to be 0.58. 
All of the above items, except sales and foreign earnings of the firm, were 
measured on appropriate 7-point bipolar scales. A list of these items is given 
in the Appendix. Independent assessments of these items were obtained 
from each firm for three different countries, namely, the United Kingdom, 
Japan and Brazil. These countries were chosen to reflect different political 
and economic systems. 

Entry Choice 

The dependent variable is the choice of entry mode for a particular country. 
Respondents indicated their choice preference among five alternatives including 
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no involvement, exporting, licensing, joint venture, and sole venture for 
each of three countries (U.K., Japan, and Brazil) included in this study.6 

Data Collection 

The preliminary questionnaire instrument comprising the above scales was 
discussed with the presidents of four leasing companies as well as with three 
academicians. Based on their comments, some of the questionnaire items 
were modified. The revised questionnaire was then pre-tested with ten ran- 
domly selected finns. The objective of this test was to confirm that the items 
were understandable and unambiguous. The questionnaire was modified on 
the basis of comments received during the pre-test. 

The population of leasing firms in the U.S. comprised 1196 firms in the 
year 1986. After excluding firms that were owned by foreign firms, firms 
whose business was confined to a city or town and that was not even 
regional or national, and firms which used leasing to support their other 
primary businesses (e.g. investment bankers), the population was reduced 
to 550 firms. This was further reduced to 536 firms after excluding firms 
that were used in preliminary tests. Key informants for the information 
needed for this study were designated to be either the President or CEO of 
the firm. 

Discussions with executives during the pre-test phase of the study led to the 
conclusion that only the CEO/ President had complete knowledge required 
for this study. Efforts were therefore made to make the responses of these 
key informants as representative of the true situation as possible. The guide- 
lines provided by Huber and Power [1985] for using a single informant in 
terms of motivation of informants to cooperate with the study seriously, 
assessment of alternate framing of questions, and use of structured questions 
were strictly followed in this study. The final questionnaire was mailed to 
the Presidents or the CEOs of the study sample. The first wave of mailing 
to 536 firms, followed by a second wave of mailing to 250 firns, yielded 
responses from 119 finns, resulting in a response rate of 22.8%. Out of the 
119 firns, 22 were excluded since they contained large numbers of missing 
values, resulting in a final sample of 97 firms. Since each firm provided its 
choices and evaluations for three countries, the total number of observations 
available for statistical analysis was 285 (six choices had to be omitted due 
to missing values). 

Research Method 

Factor analysis was used to assess the psychometric properties of the study 
constructs. Since size and multinational experience indicators were highly 
correlated (and the hypothesized relationships were parallel), these were 
combined to form a single factor. After confirming the unidimensional 
nature of the constructs, internal consistency among the items was further 
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TABLE 1 
Psychometric Properties of Measures 

Factor Factor Factor Factor Factor 
1 2 3 4 5 

A. Product Differentiation 
1. Quality of training program -.14 .03 -.04 .01 80 
2. Innovation potential .12 -.06 .18 -.01 .78 

B. Size and Multinational Experience 
1. Firm size -.05 .06 .68 .06 .20 
2. Foreign earnings/total earnings -.07 .08 -.07 -.09 
3. Perceived multinationality -.07 .12 -.09 -.09 
4. Perceived ability to handle .06 .10 81 -.16 .23 

international expansion 

C. Market Potential 
1. Acceptability of leasing as a .76 .43 .05 -.14 .05 

financial tool 
2. Market potential 84 .36 -.14 -.05 -.02 
3. Growth potential 24 .28 .10 .04 .01 
4. Attitude of government toward 

-leasing industry .24 .00 -.13 .00 
-foreign firms .13 .01 -.22 -.04 

D. Investment Risk 
1. Volatility .33 .87 .16 -.24 .03 
2. Risk of converting/repatriating .36 .90 .07 -.20 -.04 

income 
3. Risk of asset expropriation .40 .91 .10 -.33 .01 

E. Contractual Risk 
1. Cost of making and enforcing -.06 -.41 -.14 .07 

contracts 
2. Maintenance of quality standards -.09 -.31 -.08 81 -.17 
3. Risk of dissipation of knowledge -.18 -.09 .00 77 .09 

Eigenvalue 3.30 3.17 2.68 1.90 1.45 
% variance explained 19.4 18.7 15.8 11.2 8.6 

assessed by estimating coefficient alpha and dropping items with low item- 
to-total correlations. Finally, the reduced set of items was rechecked for 
internal consistency via factor analysis, confirming the original unidimen- 
sional nature of the constructs obtained [Nunnally 1978]. The factor load- 
ings structure was employed to determine the factor scores of each firm on 
the five constructs. All the scale items loaded highly on factors (constructs) 
they represented, and weakly on other factors. The five factors accounted 
for 73.3% of the total variation in the sample (see Table 1). 

Since the factor scores are expressed as standardized scores, they create a 
problem when interactions are expressed as products. For example, a 
low/low combination would yield a large positive term, making low/low 
and high/high combinations indistinguishable. An interaction is interpretable 
only if the low/low combination is represented by a smaller number relative 
to the high/high combination. We have used a transformation suggested by 
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Cooper and Nakanishi [1983] of the original factor scores to calculate the 
interaction term in order to resolve this problem. It involves determining a 
zeta squared value that is given by the following equation: 

42.=1 + Z2J if Zij > ?) 

= 1/(1+Z2) if Z.i < 0, 

where Zij is the standardized factor score of firm i on variable j. This 
transformation provides interaction terms that have a lower bound of zero 
and an upper bound of infinity. 

Multinomial logistic regression was then used to obtain the maximum likelihood 
estimates of the main effect and interaction parameters. Three separate 
models were evaluated: (1) using "no involvement" as the base case from 
which deviations are interpreted (Model I), (2) excluding the "no involve- 
ment" option and using "exporting" as the base case (Model II), and (3) excluding 
"no involvement" and "exporting" options and using joint venture as the 
base case (Model III). All three of these models fit the data very well. A 
total of 62.5%, 68.0% and 70.3% of the observations are classified correctly 
in the three models respectively, compared to 34.0%, 48.0% and 56.6% that 
would have been expected due to chance. In addition, two logit models, one 
including interaction terms and the other excluding these terms, were esti- 
mated to determine the overall relevance of the interaction terms. Inclusion 
of the six interaction terms helped the log likelihood ratio to decrease by 
51.81, 44.28, and 5.31, respectively for Models I, II, and III. In addition, 
the inclusion of the interaction terms resulted in a change in chi-square 
values by 103.62, 88.56, and 10.64, respectively for Models I, II, and III, 
with a corresponding change of 18, 12, and 6 degrees of freedom (also see 
Table 2). The changes in chi-square values are significant at the .001 level 
for Models I and II suggesting strong evidence for including the interaction 
terms in the choice model, and at the .101 level for Model III, suggesting 
moderate evidence for including the interaction terms in the choice model. 

The results of the multinomial logistic regression analysis are presented in 
Table 2. The logistic regression results evaluate the effects of the interacting 
variables when both are high or low. However, they cannot distinguish the 
effects of the interacting variables when one of the variables has a high 
value and the other a low value. These effects were therefore evaluated 
using chi-square analysis after splitting the sample into high and low cate- 
gories for each of the interacting variables (Table 3). 

RESULTS 

Main Effects 

The main effect results confirm, with one exception, previous empirical 
findings in the entry mode literature. Larger and more multinational firms 
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TABLE 3 
Association between Low/High Levels 

of Interaction Variables and Mode Choices 

1. Size/Multinational Experience (SM) and Market Potential (MP) 

NI EXP JV SV 

Low SM and High MP 31 1 25 12 
High SM and Low MP 12 7 21 27 
Low SM and Low MP 34 3 26 11 
High SM and High MP 21 2 19 34 

Chi-Square (9 d.f.) - 37.47 p = 0.000 

showed a greater tendency to enter foreign markets (Model I and II). Although 
they may choose any entry mode, if they chose to invest, they show a 
preference for a sole venture mode over a joint venture mode (Model III). 
While finns that have a high ability to develop differentiated products also 
had a greater tendency to enter foreign markets, they tended to prefer non- 
investment modes (Model I and II). Except for the last result, the other main 
effect results support the role of ownership advantages as hypothesized in 
previous studies. 

With reference to the location advantages, it was found that firms preferred 
to enter the more potential markets using investment modes (Model I and 
II) and among those markets that were chosen for investments, finns pre- 
ferred sole venture in markets that were perceived to have higher market 
potential (Model III). On the other hand, firms tend to avoid markets that 
have high investment risks (Model I, II, and III), while choosing to only 
export to markets that have high contractual risks (Model I, II and III). 

Interaction Effects 

The interaction effects are evaluated using results from both logistic regression 
(Table 2) and cross-tabulation results (Table 3). The regression estimates 
provide information on the significance of the high/high and low/low com- 
binations of the interacting variables, while the cross-tabulations examine 
the significance of the high/low and low/high combinations of the interacting 
variables. The results are presented for each hypothesis separately. 

Hi: Table 3 shows that larger and more multinational firms have 
a higher propensity to choose sole venture and joint venture 
modes, and a lower propensity for no involvement in low 
potential countries, supporting H1. This confirms our expectation 
that such firms may be guided more by strategic considerations 
than by cost-benefit trade-offs in such markets. 

H2: Table 3 also shows that smaller and less multinational firms 
have a higher propensity for no entry or entry through a joint 
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venture mode in high potential markets, supporting H2. These 
firms are interested in expanding into high potential markets, 
but do not have the requisite resources to do so by themselves. 

H3: Table 2 indicates that firms that have higher ability to develop 
differentiated products do not show preference for any specific 
entry mode in markets that have high investment risk, failing 
to support H3. The coefficients for sole venture and joint venture 
modes in Model II are positive (though non-significant) and 
may suggest that such firms may have a weak preference for 
investment modes, rather than exporting in these markets. 

H4: As hypothesized, firms with higher ability to develop differenti- 
ated products show a preference for investment modes of entry 
in markets that are perceived to have higher contractual risks. 
Note that the main effect of contractual risks suggested a non- 
preference for investment modes, implying that firms place a 
premium on retaining control over valuable assets and skills. 

H5: Firms appear to prefer the exporting mode in markets that have 
high potential, but that are perceived to have high investment 
risks, partially supporting H5. This result implies that firms are 
interested in entering such markets, but would like to reduce their 
risk of investment loss. 

DISCUSSION OF RESULTS AND IMPLICATIONS 

The major objective of this study was to examine the effect of interrelation- 
ships among a firm's ownership (ability to develop differentiated products, 
size and multinational experience), location (market potential and invest- 
ment risk) and internalization advantages (contractual risks) on its choice 
of entry modes in foreign markets. The results provide broad support for the 
hypothesized effects of the interrelationships, while simultaneously confiming 
previous findings on the separate effects of each type of determinant. 

The findings of this study imply that though firns would like to establish 
market presence in foreign countries through direct investment, their ability 
to do so is constrained by their size and multinational experience. In addition, 
while the results support the general belief that firms use investment modes 
only in high potential markets, they also suggest that some firms (large 
multinationals) may invest in relatively lower potential markets if their 
strategic objectives dictate so. However, firms are hesitant to enter markets 
that are considered risky. Such caution appears understandable. The long- 
term success of any foreign investment requires significant managerial and 
financial resources even in markets that do not have high risks. In a high 
risk situation, firms could make a risk-averse choice resulting in the market 
being not served. 
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In addition to the preference for investment modes by large multinational 
firms in lower potential markets, a number of other interesting interaction 
effects emerged from the study. First, small firms with limited multinational 
experience were found to prefer entry into markets that were perceived to 
have high potential through a joint venture. This result indicates that 
smaller, less multinationally experienced firms need to complement their 
resource needs in order to service a potentially attractive foreign market. As 
argued in the hypotheses section, the sharing of costs and risks enables such 
firms to reduce the long-term uncertainty more efficiently [Beamish and 
Banks 1987]. Second, firms that have higher ability to develop differentiated 
products are concerned about the possible loss of their advantage in coun- 
tries that are perceived as having higher contractual risks. They show a 
strong dislike for the exporting mode, but are willing to choose investment 
modes in such markets. This can be attributed to the fact that the long-term 
success of leasing operations in a foreign market is highly dependent on a 
firm's ability to enforce contractual obligations by the lessee or the partner 
firm. In a personal interview with a leading multinational leasing firm, it 
was revealed that the firm did not wish to export equipment to a middle 
eastern nation because, regardless of the nature of the contract, the equipment 
became the property of the ruler of that nation. It is probably much safer to 
engage in leasing activity by investing in that nation and operating within 
the framework of the domestic laws. Third, the results reveal that while finms 
are interested in entering markets that are perceived to have high potential, 
the existence of investment risks leads them to shy away from investments. 
In such countries firms prefer to simply export. It is interesting to note that 
the main effect of investment risk suggested no entry while that of market 
potential suggested investment modes. The combined effect suggests that firms 
take a risk-averse stance and choose limited involvement in such markets. 

From an entry mode perspective, exporting is preferred to (a) no involvement, 
if firms have the ability to develop differentiated products and if contractual 
risks are high (this effect is considerably weakened for firms with the ability 
to develop differentiated products); (b) a joint venture if contractual risks are 
high; and (c) a sole venture if contractual risks are high. On the other hand, 
preference for exporting is found to be relatively low in high potential 
markets indicating that high return/high risk investment modes are better 
modes in such markets. These results imply a tendency to avoid entry 
through exporting when the potential returns through other modes are high, 
and prefer entry through exporting when the potential risks for other modes 
are high. 

The joint venture mode is preferred by larger and more multinational firms. 
It is also preferred by smaller and less multinational firms in high potential 
markets. On the other hand, this mode is not preferred when contractual and 
investment risks (even in high market potential countries) are high. When 
firns have the ability to develop differentiated products, they prefer this 
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mode in higher potential markets and in markets that have higher contractual 
risks. The last result is perplexing, even though it stipulates that the main 
effect of contractual risks will be weakened by the presence of product 
differentiation ability. 
The sole venture mode is also preferred by large, multinational firms (more 
so than those choosing joint venture), and in markets with higher potential. 
Firms, in general, do not prefer the sole venture when contractual and invest- 
ment risks (even in high market potential countries) are high. But, when finns 
have higher ability to develop differentiated products, they may enter mar- 
kets that are perceived to have high contractual risks using this mode. This 
means that firms tend to offset these risks through higher levels of product 
differentiation. This implies that firmns draw greater market power not from 
size but from the advantages that they gain through product differentiation. 
The trend towards globalization has meant that not only are multinational 
firms taking a global view of their strategies but also countries are beginning 
to recognize that their economic development strategies must take on a 
global dimension. This study shows that firms that have a higher preference 
for investment entry modes are sensitive to investment/contractual risk-related 
attributes. The governments in host countries, therefore, will not only have 
to develop policies that make it attractive for foreign firms to invest in their 
markets, but more importantly, will have to reduce their risk perceptions 
through regulations that permit repatriation of profits, majority ownership 
and control, patent protection for technology/products and enforcement of 
contracts. From the government's perspective, it should be noted that, regard- 
less of the stage of economic development of the country, policy variables 
that reduce the risk will have a positive impact on inward foreign direct 
investment and technology transfer. 
Recent trends indicate a move by developing countries to do just this, 
whereby conditions are being created for a more favorable investment climate 
through relaxation of investment controls and provision of investment incen- 
tives including better protection of property rights and enforcement of con- 
tracts. Under these circumstances, firms with higher ownership advantages 
can derive pioneering benefits by being the first to enter these countries. 
For instance, Pepsi gained entry into India through a complex contractual 
arrangement (with 39.9% equity joint venture) primarily because as the 
President and Chief Executive Officer of Pepsi-Cola International, Mr. 
Robert H. Beeby said, "We're willing to go so far with India because we 
wanted to make sure we get an early entry while the market is developing" 
[Spaeth and Naj 1988]. This gives Pepsi access to a large market that is 
expected to become less riskier in terms of enforcing contracts. 

LIMITATIONS AND CONCLUSIONS 

The major objective of this study was to examine the impact that interrelation- 
ships among ownership, location, and internalization advantage factors had 
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on firms' choice of foreign market entry modes. The study provided support 
for most of the hypothesized relationships suggesting the importance of 
including interaction effects in the entry choice model. A future research 
agenda should be to test these interactions in other industries, as well as 
develop other relevant interactions. A novel feature of this study was the 
use of managerial perceptions for measuring the explanatory factors. The 
study showed that this method of operationalization was particularly useful 
for quantifying hitherto unquantifiable constructs. An important research 
direction is the development of better survey measures for those constructs 
that had relatively low inter-item consistency. 

The results and implications drawn from this study should be viewed in 
light of the research method employed. Some of the inconsistencies we 
observed could have arisen from the nature of the sample. The sample came 
from a single industry and hence the generalizability of the results is limited. 
Caution must also be exercised in drawing cause-effect inferences from the 
study because of the use of cross-sectional data. The use of cross-sectional 
design limits our ability to rule out alternative causal inferences. Studies 
involving dynamic processes such as entry mode choice may require a temporal 
focus making longitudinal designs more appropriate. In spite of these limi- 
tations, this study is among the first to capture the effect of the three types 
of advantages and their interactions. Other studies could use our study as a 
basis for extending work in this area toward a better understanding of how 
managers make entry mode decisions. 

APPENDIX 
Measurement Items 

OWNERSHIP ADVANTAGES 

Firm Size 

1. What is the gross volume of business conducted by your firm 
in the preceding financial year? 

Ability to Develop Differentiated Products 

2. How do you rate your training program in terms of preparing 
your personnel to conduct leasing transactions? 

3. How do you rate your firm's potential to create new and crea- 
tively structured leasing transactions? 

Multinational Experience 

4. Approximately, what percentage of your total earnings would 
you attribute to your foreign source income? 

5. How multinational do you think your firm is, in terms of num- 
ber of countries operated in? 
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6. How capable is your fin in terms of technological, managerial, 
and financial capabilities to handle international expansion? 

LOCATION ADVANTAGES 

Market Potential 

7. What do you think is the market potential of leasing business 
in (country)? 

8. What do you think is the growth potential of leasing business 
in (country)? 

9. What do you think is the general acceptability of leasing as a 
financial tool in (country)? 

10. What do you think about the attitude of government toward the 
leasing industry in (country)? 

11. What do you think about the attitude of government toward 
foreign firms in general in (country)? 

Investment Risk 

12. What do you think about the general stability of the political, 
social, and economic conditions in (country)? 

13. What do you think is the risk of converting and repatriating 
your income in (country)? 

14. What do you think is the risk of expropriation of firms from 
(country). 

INTERNALIZATION ADVANTAGES 

Contractual Risk 

15. Compared to that of the U.S.A., how would you rate the costs 
of making and enforcing contracts in (country)? 

16. How sure are you that your standards of quality of services will 
be maintained if you operated jointly with a local leasing firm 
in (country)? 

17. What do you think is the risk of dissipation or misuse of your 
proprietary knowledge if you operated jointly with a local leas- 
ing fmn in (country)? 

Note: All items (except 1 and 5) were measured using a 7-point bipolar scale. 

-NOTES 

1. This study examines only one type of exporting, namely, direct exporting without investment of 
assets in the host country. Some studies in the international channels literature have found differences 
between direct exporting versus indirect exporting, and hence some of our hypotheses and their 
rationale may need to be modified for the indirect exporting context. 

2. The only study that we know of that has examined interactions is by Gatignon and Anderson [1988]. 
They examined the effect of interaction between asset specificity and country risk on the choice 
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between joint venture and sole venture. While these constructs are somewhat similar to ownership and 
location factors respectively, their study was based on the transaction cost framework proposed by 
Williamson. It should be noted, however, that they did not find a significant effect for this interaction 
term. 

3. Empirical studies, because of their reliance on demographic or objective measures, have had diffi- 
culty in developing surrogate indicators of either costs and benefits or risks associated with internal 
versus external transactions. Cho [1985], for example, used 'assets and liabilities/total assets' of a firm 
and 'number of offshore markets' in which a firm has branch offices as indicators of internalization 
advantages. These measures clearly do not measure costs and benefits or risks. Further confusion arises 
because these measures have also been used as measures of ownership advantages of a finn in other 
studies (see, e.g., Caves and Mehra [1986]; Kogut and Singh [1988]). Similar operationalization 
problems were encountered by Dunning [1980]. In this study, we overcome these difficulties by 
directly measuring managerial perceptions of different types of contractual risks that can be expected 
in transactions in a particular host country. 

4. Most previous studies have measured the location advantages of a host country using demographic 
indicators such as GDP, population, literacy rate, urban population, etc. to measure the market potential 
and country restrictiveness as a measure of investment risk. The values of such variables are constant 
across all firms and industries for a particular host country. 

5. Our focus in this study is on market-seeking firms and not resource-seeking finns. Hence, we do 
not include the level of resource abundance in a particular host country as a location factor. 

6. Contrary to our expectation, only two finns chose licensing in our sample. We have therefore deleted 
this option from the analysis. 
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