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  Preface 

  The Centre for International Business & Innovation (CIBI) at Manchester 
Metropolitan University hosted the 42nd Annual Conference of the Academy 
of International Business (AIB) UK & Ireland Chapter on 16–18 April 2015. This 
conference met at an opportune time to consider the relevance and impact of 
international business (IB) research for policy and practice, in light of recent 
challenges faced by the international economy, international organisations, 
governments and firms. This book contains a selection of the best papers 
presented at the conference under its theme, ‘International Business Research: 
For the Bookshelf or the Boardroom and Corridors of Power?’ 

 The conference location was an ideal backdrop to the theme of the con-
ference. Manchester is the birthplace of the industrial revolution, free trade, 
the computer and the women’s suffrage. Karl Marx and Friedrich Engels began 
to write the Communist Manifesto at Chetham’s Library, the oldest public 
library in the English-speaking world. Manchester is also a prime example of 
a major international city that has transformed itself from an industrial city 
dependent on manufacturing to a thriving and diverse multicultural, modern, 
knowledge-based city, which is among the top ten European locations for aca-
demia, science and business, and the home of regional and national head-
quarters of major multinational companies. 

 Reflecting the theme of the conference, high-profile keynote speakers 
from the research user communities addressed the relevance of international 
business research for their work, programmes and policies, and highlighted 
topics and challenges that require answers and solutions by the IB community. 
This opened up subsequent avenues for IB research to better inform and 
support their policy responses and initiatives. Keynote speakers included Dr 
Ulrich Hoppe, Director General of the German–British Chamber of Industry 
& Commerce; Ms Penny Fowler, Head of the Private Sector Team at Oxfam GB; 
and Dr Michael Gestrin, Senior Economist at the OECD. 

 In light of the untimely passing of Professor Alan Rugman, there was a special 
panel session to honour his contributions to the field of IB. Professor Rugman 
was one of the ‘founding fathers’ of the field of IB, a worldwide renowned 
leading IB scholar, a dedicated mentor to early career researchers and doctoral 
students and a strong supporter of the AIB UK & Ireland annual conferences. 
The Alan Rugman Memorial Session Panelists were Professor Peter J. Buckley 
OBE, University of Leeds, Professor Mark Casson, University of Reading, 
Professor Alain Verbeke, University of Calgary, Dr Michael Gestrin, OECD and 
Dr Jing Li, Simon Fraser University. 



Preface xiii

 The AIB UK & Ireland Chapter was delighted to award the inaugural John 
Dunning Award for Lifetime Achievement to Professor Stephen Young, 
Emeritus Professor of International Business at Glasgow University. The prize, 
presented during the conference gala dinner, was awarded in recognition of 
his contributions to the field of IB, to the growth of the next generation of IB 
researchers and  to the AIB UK & Ireland Chapter. His passion for, and support 
and guidance of, doctoral students and early career researchers has made a 
major contribution to the development of the next generation of IB researchers 
and thus to safeguarding the long-term well-being of IB as a subject area. He is 
a founder and previous chair of the AIB UK Chapter and has remained a strong 
supporter and friend of the Chapter. 

 The 42nd Annual Conference attracted over 200 delegates from over 20 
countries, including countries in Europe, South America, the Middle East, 
Africa, North America, Australia, China, India and beyond. The exploration 
of the relevance and impact of IB research in the research user communities, 
together with the high standards of papers and discussions in the doctoral 
colloquium, plenary and paper sessions, provided much stimulating food for 
thought – as did the special tracks that linked IB research with economic geog-
raphy, comparative institutionalism and international marketing strategies of 
emerging country firms. 

 The work at the annual conference, which is reflected in the chapters in 
this book, signifies the commitment of the Chapter to promote and develop 
IB research and its application in the United Kingdom, Ireland and beyond. 
The AIB UK & Ireland Chapter is the main forum and leading association of 
scholars and specialists in the field of international business and international 
management in the United Kingdom and Ireland, and its federated position 
within the wider Academy of International Business links to work advancing 
IB worldwide. The Chapter organises annual conferences, special seminars 
and events and provides resources and information to advance the quantity 
and quality of IB research. Please visit our website ( http://www.aib-uki.org ) to 
explore the work of the Chapter and find out how to become involved in its 
work. 

  Heinz Tüselmann  
  Chair, Academy of International Business  

  UK and Ireland Chapter    

http://www.aib-uki.org
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   Over the last several decades the international operations and activities of firms 
have evolved immeasurably in scale, scope, reach and form. In addition to, 
inter alia, the heightening of complex international interconnectivity between 
firms, institutions and economies at national and sub-national levels, new or 
nontraditional sources of international investment and trade, such as state-
owned multinational enterprises (MNEs) and small and medium-sized enter-
prises (SMEs), are becoming increasingly important. At the same time, the 
international community is confronted with a new set of challenges, the scale 
and complexity of which are virtually unprecedented, such as ongoing eco-
nomic crisis with prolonged and lacklustre return to growth and profitability 
in the aftermath of the worst financial crisis since the Great Depression; unsus-
tainable economic and social developments; and heightened security threats. 
The impact of these challenges on firms, governments, international organisa-
tions and civil society, invites the research community to intensify its efforts to 
supply useful insights, answers and innovative ideas. 

 Research in the field of international business (IB) over the past decade or so 
would appear to offer a wealth of guidance on these issues. Questions never-
theless remain. Notably, how relevant has IB research been to decision makers 
in the ‘boardroom’ and ‘corridors of power’? Has research in this discipline been 
overly isolated from practical applications, and, if so, how can it be orientated 
towards greater use outside the ‘ivory tower’ to offer solutions for ‘real world’ 
problems? Indeed, the question of relevance has become a general concern in 
business and management research, reflected inter alia by the current inter-
national demand of research-funding councils, national research assessment 
exercises and business school accreditation bodies to assess the impact and 
benefit of research beyond academia. 

 These issues relate directly to the wider controversy on the ‘rigour–relevance 
gap’ in management research. On the one hand, there is the assertion that the 
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twin requirement for academic rigour and practical relevance is fundamentally 
unbridgeable because researchers and research users inhabit separate social 
systems (Kieser and Leiner, 2009). On the other hand, there are numerous 
counter-illustrations where current management and business research gener-
ates knowledge that is both socially useful and academically rigorous, as well as 
being of practical relevance to managers of firms and organisations and/or poli-
cymakers in government (Hodgkinson and Rousseau, 2009). Notwithstanding, 
there are heightened demands for IB research to provide guidance to decision 
makers on how to solve actual problems faced by the international business 
community. 

 Current IB research has been criticised for not addressing sufficiently those 
issues that are relevant and interesting for practitioners today, and despite 
being theoretically and empirically relevant, not explaining properly the prac-
tical relevance for managers and government officials (Cuervo-Cazurra et al., 
2013; Oesterle and Wolf, 2011). For IB research to provide answers to current 
challenges and problems faced by the international community and to bridge 
the gap between academic rigour and relevance for the research user commu-
nities, this may require among other things: (1) stronger links between aca-
demic research and practice and policy, and involvement of stakeholders in the 
conceptual phase of research projects; (2) stronger links to major international 
and national policy programmes and initiatives (e.g.  EU 2020 Entrepreneurship 
Action Plan  [European Commission, 2013],  New   High-Tech Strategy – Innovations 
for Germany  [Federal Ministry for Economic Affairs, 2014],  Investment for 
Development  [UNCTAD, 2014]); (3) questioning of conventional wisdom and 
re-consideration of classical IB issues; (4) a greater emphasis of variables that 
can be influenced by practitioners; (5) locating the focus on particular ques-
tions within the context of the ‘bigger picture’; (6) a greater willingness of IB 
researchers to take a stance on bigger politically sensitive issues (e.g. discrim-
ination, ethics, human rights, poverty alleviation issues); (7) more systematic 
multidisciplinary approaches to offer solutions that reflect the multi-faceted 
and complex issues we face at sub-national, national, regional, bilateral and 
multilateral levels, necessitating among other things that IB research draw 
upon and incorporate related disciplines (e.g. economic geography, institution-
alism, entrepreneurship, and international political economy). For a detailed 
discussion see e.g. Oesterle and Wolf, 2011; Schmid 2010; UNCTAD, 2014. 
Importantly, IB research needs to move beyond operating in ‘response mode’ 
in order to inform and provide guidance to management and policymakers on 
current issues and problems, to also drive the future agendas in the research 
user communities. 

 The aim of this book is to address the issues and challenges raised above 
and to provide both academically rigorous as well as practical relevant contri-
butions on a number of important IB issues. This volume contains selected 
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papers with particular relevance to the theme  International Business Research: 
For the bookshelf or the boardroom and corridors of power?  of the 42nd Academy of 
International Business (UK & Ireland Chapter) Conference, held at Manchester 
Metropolitan University in April 2015. As well as advancing IB research and 
providing fresh empirical and conceptual insights, a unifying attribute of 
all chapters in this book is their relevance for policy and practice. This book 
provides exemplars of successful collaborative research between academia and 
research users that bridge the rigour–relevance gap. It contains chapters that 
revisit classical IB issues in light of new realities, advance theoretical and con-
ceptual issues of importance for both academia and practice, tackle current 
issues and problems faced by firms and organisations, and incorporate insights 
of other related disciplines into IB research in search of solutions in a complex 
and multi-faceted contemporary IB context.  

  Part 1: Impact of locations, institutions and governments 

 Papers in this part focus on the importance and impact of national and regional 
location aspects, institutional developments and governance structures on IB 
activities. 

 In Chapter 1, Chen examines the effects of geographic, institutional and 
linguistic regions on return on investment in foreign subsidiaries of UK multi-
national enterprises (MNEs) using a large panel dataset consisting of 55,726 
subsidiaries over the period 1996–2005. The results show significant regional 
differences in the profitability of foreign direct investment (FDI) locations. 
For UK firms, FDI into EU member countries is likely to be more profitable 
compared to FDI into other countries. Secondly, FDI in the United States, 
Canada, Australia and New Zealand is more profitable compared with the rest 
of the world, excluding Europe. Thirdly, the effect of EU membership on sub-
sidiary performance is greater than the effect of geographic distance, which in 
turn is greater than the effect of English language. 

 In Chapter 2, Smith examines the regional level impact of corruption and 
crime on multinational and domestic firms. She investigates the assump-
tions that investment should be unprofitable in the environments with ‘bad 
institutions’: foreign firms are likely to avoid places where negative growth of 
domestic firms is also expected. Using data of regions in Russia in 1995–2011, 
this chapter investigates these assumptions by quantifying the relationship 
between MNEs and domestic firms SMEs on the one hand, and corruption 
and crime on the other. While a significantly negative impact of corruption 
on MNEs is detected, such an impact is positive in the case of SMEs. When 
it comes to crime, however, despite the adverse effect of the current levels 
on foreign and domestic businesses, the (one year) lagged effect is positive. 
Smith suggests that there may be ‘an adjustment’ mechanism that kicks in 
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as businesses ‘settle’ across the country – that is, as they get familiar with the 
environment they begin to take advantage of ‘bad institutions’. 

 In Chapter 3 Nguyen examines the determinants of reinvested earnings of 
the multinational subsidiary. This chapter draws upon internalisation theory 
to develop hypotheses and empirically test them using original primary survey 
data from British multinational subsidiaries in six emerging economies in the 
ASEAN region. This study provides three new findings that have important 
implications for subsidiary managers and policymakers. First, reinvested earn-
ings are a type of firm-specific advantage (FSA) in financial management of the 
subsidiary. Second, the perceptions and assessment on host country location 
factors by subsidiary managers influence reinvestment decisions. The two 
most important location variables are access to customers and the reliability 
and quality of local infrastructures. Third, the duration of operation of the 
subsidiary has a significant positive effect on reinvested earnings. 

 In Chapter 4 Brandl, Darendeli, Hamilton and Mudambi investigate the 
impact of actors, such as foreign MNEs and local firms, and the influence of 
time on global intellectual property (IP) protection standards exhibiting insti-
tutional change processes in developing country contexts. As such, 60 devel-
oping countries that became part of the Trade Related Intellectual Property 
Standards (TRIPS) agreement by the World Trade Organization (WTO) and 
their compliance with IP protection standards are studied. The authors argue 
and show that pressures by foreign MNEs and domestic firms influence insti-
tutional change processes and the pace of these processes. Countries with a 
high composition of foreign MNEs comply much faster to TRIPS than coun-
tries with a high composition of domestic firms. This study highlights the 
benefits for policy and practice from detailed insights on actors that impact 
policies and how their pressures impact institutional changes.  

  Part 2: International entrepreneurship and innovation: 
contexts and outcomes 

 Papers in this part examine important international entrepreneurship issues 
and outcomes in the context of high-tech industries and business strategies, as 
well as the impact of FDI on innovation in domestic firms, including SMEs. 

 In Chapter 5 Ketolainen, Nummela and Kalinic develop the concept of 
affordable loss in the context of decision-making in entrepreneurial inter-
nationalisation and offer both an in-depth conceptual analysis and prac-
tical application in the biotechnology sector. Their findings highlight that 
affordable loss seems to be connected to short-term, operative decisions, but 
is less applicable for long-term, strategic decisions. Furthermore, the use of the 
affordable loss principle appears to be more common in decisions involving a 
single decision maker than in shared decision-making. However, their findings 
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challenge the premise of effectuation theory, as affordable loss and expected 
reward do not seem to present alternative elements when viewing decision-
making in the context of entrepreneurial internationalisation. Instead, they 
are used in parallel, indicating that making a single decision may include the 
use of both causation and effectuation-based logic. 

 In Chapter 6 Torkkeli, Saarenketo, Kuivalainen and Puumalainen examine 
the influence of business strategies in internationalisation outcomes of SMEs. 
They highlight that business strategies focused on unique products devel-
opment and quality have been found to determine the international success of 
rapidly internationalising firms known as ‘born-globals’. However, it remains 
unclear if these strategies are also applicable in the context of internation-
alising SMEs in general. They apply a cross-sectional sample of 119 Finnish 
SMEs and examine how the two business strategies determine international-
isation outcomes among SMEs. The main findings are: (1) unique products 
development is a differentiating factor between born-globals and other SMEs, 
and is linked to increased turnover growth at the start of internationalisation; 
(2) the quality focus has no such effects; and (3) neither of the focal strategies 
is linked to increased international performance. 

 In Chapter 7 Ha examines the extent to which the impact of FDI on indi-
genous firms’ innovation varies according to environmental features such as 
levels of dynamism. The study explores unobserved contingency factors in 
terms of indigenous firms’ task environments to propose the specific condi-
tions under which the impact of FDI on indigenous firms is likely to be 
positive. It focusses on the influence of environmental dynamism. Based on 
Korean Innovation Survey data, Ha shows that indigenous firms’ innovation 
performance is likely to be affected positively by horizontal FDI spillovers in a 
stable environment and by backward FDI spillovers in a dynamic environment. 
This study extends recent research by showing how the impact of FDI depends 
on dynamic features of the environmental setting in the host country.  

  Part 3: Strategy and management: ownership modes, networks 
and people 

 The papers in this part consider strategy and management issues at country, 
industry and firm level with particular reference to modes of ownership, value 
creation and networks and human resource management issues. 

 In Chapter 8 Wang, Larimo and Nguyen analyse the determinants of the 
ownership mode strategies of multinationals in China at three levels: country, 
industry and firm levels. Their study is based on a sample of 402 manufac-
turing investments made by Nordic firms in China from 1987 to 2012. The 
findings indicate that the ownership mode strategy of Nordic firms is deter-
mined by factors at multiple levels. Furthermore, country-specific determinants 
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(regional institutional advancement) significantly interact with firm-level vari-
ables (international experience and degree of product diversification). They 
highlight the implications of their findings for managers of firms originating 
from small open economies. 

 In Chapter 9 Degbey and Hassett examine the issue of creating value in cross-
border merger and acquisitions (M&As) through strategic networks. Their study 
views M&As in their context, that is, the network in which the focal firms are 
embedded. The purpose of this chapter is: first, to study a focal firm’s network 
position in the external environment of the industry; and, second, to analyse 
how the dissolution of acquired firm customers’ network may influence a focal 
actor’s ability to reduce its excess capacity. The empirical research is based on 
a case study of a European stainless steel company. The main findings suggest 
that the embeddedness of a focal actor in networks of external relationships 
with other actors may help shape its network position and network structure 
for superior value creation. Degbey and Hassett suggest that business relations 
are a strong antecedent for gaining preferred network position, and that the 
dissolution of acquired firm’s customer networks may impact the acquirer’s 
ability to reduce its excess capacity. 

 In Chapter 10 Sofikitis, Manolopoulos and Dimitratos shed light on determi-
nants of professional career paths in MNC subsidiaries. Contemporary theor-
etical approaches on career choice have gained extensive credence in the career 
research stream. However, earlier contributions that favour more traditional 
career shapes have lately been revisited. Their study considers this career choice 
theme in the context of knowledge professionals’ career preferences over a 
single or a hybrid career path. Research evidence based on a large-scale study 
of 921 professionals employed in 70 R&D units of MNC subsidiaries in Greece 
suggests that the type of R&D unit, employee age and marital status stand out 
as significant predictors of knowledge professionals’ career choice over either a 
single or a hybrid path.  

  Part 4: Rigour and relevance: some roadmaps for 
internationalisation research 

 Papers in this part provide exemplars of successful engaged scholarship research 
in bridging rigour and relevance in IB research as well as conceptual papers 
addressing future avenues for academic research that addresses issues that are 
relevant and useful for practitioners. 

 In Chapter 11 Fletcher, Young and Dimitratos address calls for more 
policy-relevant academic research. They utilise an engaged scholarship 
approach to study an innovative evaluation and research (E&R) study of the 
Scottish Enterprise Global Companies Development Programme (GCDP). 
The latter was a public policy initiative to support the internationalisation 
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of small- and medium-sized enterprises (SMEs) in Scotland. The study was 
undertaken by academics and included a combined formal evaluation and 
research study; a follow-up workshop and group interviews; and policy-
maker reflections. The findings suggest that researchers and policymakers 
produced excellent results when they worked cooperatively over a longtime 
period, so that stakeholder groups acquired ownership of the outputs of 
their cooperation. 

 In Chapter 12 Cao, Criscuolo and Erkko develop a roadmap of future 
research areas for the exploration of the mechanisms that influence the SME 
internationalisation process and subsequent firm performance. They argue 
that small and medium-sized enterprises (SMEs) internationalisation is an 
entrepreneurial strategy that shapes these companies’ future business devel-
opment. The process of internalisation allows SMEs to survive and thrive 
through deployment of unique resources and the building of local capabilities. 
Resource elements, strategic dispositions and firm growth strategy constitute 
important determinants of the SME internationalisation process and subse-
quent firm performance. This chapter provides a comprehensive examination 
of the research in this stream and, more importantly, identifies the inadequate 
theoretical arguments and empirical evidences that need to be addressed to 
advance the understanding of the field. Based on their findings, they develop 
a roadmap of future research in this area. 

 In Chapter 13 Yamin and Kurt demonstrate how specific features of social 
network analysis (SNA) can enhance our understanding on firm internation-
alisation, particularly in the context of the liability of outsidership (LOO) per-
spective. The arguments are developed with specific reference to the revised 
Uppsala model in which internationalisation is regarded as overcoming LOO 
and building insidership in relevant networks. SNA is proposed as an analytical 
research tool through which structural and positional attributes of networks, 
which affect the process of overcoming LOO, can be deeply and systematically 
investigated. The chapter contributes to the greater appreciation of the value of 
SNA in deepening our knowledge on the process of overcoming LOO in inter-
nationalisation research.  

  Conclusions 

 While certainly not exhaustive, this book examines various contemporary IB 
issues from various viewpoints, draws on research conducted in different coun-
tries, examines IB issues in both developed and emerging country contexts, 
offers various theoretical perspectives and different methodologies. It provides 
both rigorous empirical and conceptual advances and insights that are useful 
and relevant for managers and policymakers in their search for solutions in face 
of current challenges posed by the international environment.  
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   Introduction 

 Whether or not internationalisation benefits firms has been a key ques-
tion in international business for at least the last 30 or so years (Gomes and 
Ramaswamy, 1999; Hitt et al., 1997). However, despite the extensive research 
and attempts to develop a general model explaining the link between inter-
nationalisation and performance (e.g. Contractor et al., 2003; Lu and Beamish, 
2004), findings between studies are often conflicting. One reason that has 
been suggested for the conflicting findings is that the performance benefits of 
internationalisation vary according to the region where the firm internation-
alises. In several studies, Rugman et al. (Rugman and Oh, 2013; Rugman, 2007; 
Rugman and Verbeke, 2004; Rugman and Collinson, 2004; Oh and Rugman, 
2006; Collinson and Rugman, 2008) have extensively documented how the 
world’s leading MNEs have strong home-regional preferences in their inter-
nationalisation strategies. Other researchers (e.g. Oh and Contractor, 2014; 
Nguyen, 2014; Chen and Tan, 2012; Qian et al., 2008) have shown how the 
host countries and regions into which firms internationalise may affect the 
performance benefits firms obtain from internationalising. 

 However, there are a number of limitations with previous studies. First, some 
researchers have suggested that the findings of home-region preference are an 
artefact of how regions have been defined in the study. Different researchers 
have used different definitions of regions and different ways of classifying 
firms according to their regional preferences. 

 Another reason for the conflicting findings is that different studies have used 
different performance measures. These include a ratio of profits to total assets, to 
give return on total assets (ROA), or a ratio of profit to total sales, to give return 
on sales (ROS). Other studies have used market-based measures such as return 
on equity (Rugman et al., 1985) or Tobin’s Q (Lu and Beamish, 2004). A problem 
with these measures is that they only measure performance at the aggregate firm 

  1 
 Effects of Geographic, Institutional and 
Linguistic Regions on FDI Performance   
    Stephen   Chen    



12 Stephen Chen

level. They do not measure performance at the subsidiary level, so it is difficult 
to distinguish the impact on performance of a particular subsidiary. The aims 
of this chapter are to address the limitations above. First, it tests the effects of 
different regions defined according to different criteria. Second, it examines the 
effects of profitability at subsidiary level rather than firm level. 

 The remainder of the chapter is organised as follows: first, I provide a review 
of the theoretical background and literature on FDI and firm performance; 
second, I describe the data collection, analysis and results of the study; third, 
I discuss the implications of the results, limitations of the study and possible 
future directions for research.  

  Theoretical background 

 The relationship between internationalisation of firms and firm performance 
has long been a topic of interest to international business researchers (e.g. 
Hymer, 1976; Rugman, 1979; Caves, 1982; Gomes and Ramaswamy, 1999). 
However, despite many years of research, there is no clear consensus about the 
relationship between internationalisation and performance. Two of the prob-
lems that have been highlighted in previous studies are the measures used 
and the possible effect of additional contingency factors such as the economic, 
institutional and cultural characteristics of the host country and region. 

  Host region factors 

 There are good reasons to believe that subsidiary performance may vary with 
the regions that the firm enters when internationalising. As shown by Rugman 
(2000), even among the world’s most internationalised companies, most still 
derive the bulk of their sales in their home region. Other studies have since 
confirmed the preference of firms to internationalise to countries in their home 
region (Rugman, 2007; Rugman and Verbeke, 2004; Rugman and Collinson, 
2004; Oh and Rugman, 2006; Qian et al., 2008). By definition, home regional 
markets are geographically closer. This reduces transportation costs. As they 
are in the same time zone, it is also easier to coordinate activities. Rugman and 
Verbeke (2004: 13) assert that ‘adaptation costs are simply higher in host-re-
gion markets than in home-region markets’. Another explanation is suggested 
by the internationalisation process model (Johanson and Vahlne, 1977) which 
indicates that firms seek regional markets that are proximate to their current 
markets because the degree of learning to operate in such markets is lower. 
Elango and Sethi (2007) proposed that firms face lower risks and incur reduced 
operational and coordination costs when operations are conducted regionally. 

 A number of studies have also examined the relationship between region-
alisation strategies and performance (Rugman and Oh, 2010; Qian, Peng and 
Qian, 2008; Banalieva et al., 2012), but results are inconsistent. One criticism 
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that has been levelled against previous studies by some researchers is that there 
is no consensus on how a region is defined and so the results could simply 
be an artefact of how different researchers have chosen to define regions and 
how they classified firms’ regional strategies. For instance, in commenting 
on Rugman’s (2000) classification of firms as home-regional, host-regional, 
bi-regional or global, Oswegowitsch and Sammartino (2008) commented that 
the classification was very sensitive to the threshold criteria set for different 
categories and that a minor shift in sales distribution would pull some firms 
into a different category. Furthermore, they noted that home-regional sales 
in Rugman’s (2000) classification include domestic sales so the results may be 
distorted by firms that are primarily domestic. Consequently, they suggested 
that studies of firm-specific internationalisation advantages should exclude 
domestic sales in order to exclude the effect of advantages in the home country. 
This was confirmed by Asmussen (2009) who found that much of the regional 
effect reported by Rugman and Verbeke (2004) is due to a home country effect. 
There is, therefore, some question in the extant literature about both the most 
appropriate way to measure regional effect in strategies of firms and the size of 
the region effect on firm performance. The next section discusses three ways 
that have been suggested to define regions and the following section explains 
how the effects due to different definitions of regions were compared in this 
study.  

  Geographically defined region 

 The most common method of defining regions is according to geography. 
Geographic distance has been long regarded as a barrier of international 
trade (Deardorff, 1998; Harrigan, 2005). Anderson and Van Wincoop (2004) 
have comprehensively reviewed trade costs estimated in the literature, and, 
according to them, the total transport cost for the United States, for example, 
is estimated to be 21 per cent of the free-on-board (f.o.b) price. In US–Canada 
trade, the trade cost due to geographic distance is estimated to be 16 per cent of 
the f.o.b. price. Korinek and Sourdin (2009), using a newly available dataset on 
maritime transport rates, estimated that trade declines by 6 to 8 per cent with 
every 10 per cent increase in maritime transport costs (Korinek and Sourdin, 
2009). While evidence for effects of geographic distance on international-
isation performance of individual firms is limited (Ellis, 2007), it seems likely 
that investments in geographically close regions incur the least costs and so, all 
else being equal, would be expected to generate the greatest profits. Therefore, 
the first hypothesis tested was as follows:

   Hypothesis 1:  Internationalisation by UK firms within the geographic region 
of Europe should lead to greater performance compared with international-
isation outside Europe.    
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  Institutionally defined region 

 Other researchers have argued in favour of regions based on trading blocs on 
the basis that firms in the same trading bloc benefit from reduced market entry 
barriers. Banalieva et al.’s (2012) findings indicate the need for alignment of firm 
regionalisation strategies with the degree of market integration to explain per-
formance. In the case of the United Kingdom, by virtue of the United Kingdom 
being a Member State of the European Union (EU), firms from the United 
Kingdom have access to the world’s largest single market of 500 million people. 
In addition to the benefits from the single market, UK firms benefit more dir-
ectly in other ways, such as reduced costs of employment, communications, 
energy, transport and trade. The right of free movement for EU citizens enables 
UK firms to recruit from a far wider pool. EU competition rules have also kept 
costs of telecommunications and energy down. A significant benefit for UK 
exporters is that businesses only have to deal with one set of rules rather than 
27 different sets of rules when exporting to or operating in more than one EU 
Member State. For all the above reasons, membership in the EU should reduce 
the costs of doing business in the EU for UK firms and make internationalisation 
within the EU more profitable compared with internationalisation to countries 
outside the EU. Therefore, the second hypothesis tested was as follows:

   Hypothesis 2:  Internationalisation by UK firms within the European Union 
should lead to greater performance compared with internationalisation 
outside the EU.    

  Linguistically defined region 

 In addition to the geographic and institutional factors above, a third factor that 
has been examined in the literature on firm internationalisation is cultural 
similarity between the home and host countries. The Uppsala model of inter-
nationalisation (Johanson and Vahlne, 1977) proposed that firms internation-
alise incrementally from ‘psychically close’ countries to ‘psychically distant’ 
countries. This would predict a pattern of internationalisation in which one 
would find more internationalisation in familiar countries in the first stage and 
more internationalisation in less familiar countries in the latter stages. There 
are many dimensions of culture that may influence the ease of international-
isation of firms. However, one dimension that has been highlighted by a number 
of international business researchers is linguistic similarity. West and Graham 
(2004) showed that linguistic distance is highly correlated with values-based 
measures of cultural distance, while Hutchinson (2006) showed that linguistic 
distance affects trade flows at the country level. For example, Ghemawat (2001: 
3) has found that ‘[all] other things being equal, trade between countries that 
share a language ... will be 3 times greater than between countries without a 
common language’. Ashkanasy et al. (2002) found that countries in the ‘Anglo 
Cluster’ comprising Australia, Canada, England, Ireland, New Zealand, South 
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Africa, and the United States share many cultural characteristics, such as an 
individualistic performance orientation, a preference for charismatic inspir-
ation, a participative leadership style and predominantly male orientation, 
although valuing gender equality. Therefore, based on these studies, the third 
hypothesis tested was the following:

   Hypothesis 3:  Internationalisation by UK firms within the English-speaking 
countries (USA, Canada, Australia and New Zealand) should lead to greater 
performance compared with internationalisation outside these countries.     

  Methodology 

  Sample and data collection 

 The hypotheses were tested with a sample of UK companies drawn from 
the Annual Foreign Direct Investment (AFDI) Survey from the UK Office of 
National Statistics (ONS). The purpose of the annual foreign direct investment 
(FDI) surveys is to collect financial information on the relationship between 
UK companies and foreign parents and associates (inward FDI) and between UK 
companies and foreign subsidiaries, affiliates and branches (outward FDI). The 
information is primarily required for measuring the UK’s balance of payments 
and international investment position. It covers the investment flows into and 
out of the direct investment enterprises, the earnings attributable to investors, 
current remittances (dividends and interest) to and from investors and the 
overall stock of direct investment at the end of the inquiry period. Data for 
the banking sector are collected by the Bank of England; data for other sectors 
are collected by the Office of National Statistics via sample surveys (Gilhooley, 
2009). 

 The AFDI is conducted in two parts: an inward inquiry and an outward 
inquiry. The inward inquiry concerns the subsidiaries/associates of foreign 
firms operating in the United Kingdom, while the outward inquiry covers the 
investment made by UK firms in their overseas operations. This study only 
examined outward FDI by UK firms. UK firms are asked to provide information 
on a variety of aspects of their subsidiaries and branches in foreign countries. 
Notable areas include: country of ownership/investment, profit and loss, earn-
ings, tax credits, sales/purchases of shares/loans, and gains/losses resulting 
from movements in exchange rates. 

 The outward AFDI survey includes observations on between 2,388 and 3,302 
enterprise groups and between 11,168 and 13,393 subsidiaries per year over 
the period 1996–2005. However, many firms had to be excluded owing to 
incomplete information on some items. The final sample amounted to a total 
of 39,126 subsidiaries and 55,726 subsidiary-year observations over the period 
1996–2005. Table 1.1 shows the breakdown of firms and observations in the 
sample by region and Table 1.2 shows the breakdown by industry.            
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  Multilevel model 

 A multilevel, crossed random effects model (Rabe-Hesketh and Skrondal, 
2008) was used to test the hypotheses. Multilevel or hierarchical linear models 
have found widespread application when the data have a nested structure. In 
our case the subsidiaries are nested both within enterprise groups and host 
regions/countries; however, an enterprise group can be present in many host 
countries/regions and subsidiaries within a host region/country can belong 
to multiple firms. In such a case, a crossed random effects model is required 
in order to distinguish the region, firm and subsidiary effects (Zaccarin and 
Rivellini, 2002). 

 This is represented by the following regression equation:

  y = β 1  + β 2 X 1  + β 3 X 2  + β 4 X 3 ...   + β n X n−1 + ζ 1i  + ζ 2j  + ζ 3k  + ε ijk    

 where y is subsidiary/branch performance, β 1  is the intercept, β 2..n X 1 ... n−1  rep-
resent the effect of the variables X 1 -X n−1 , ζ 1i  is the region effect, ζ 2j  is the firm 
effect, ζ 3k  is the subsidiary effect and ε is the residual.  

 Table 1.1     Sample by region 

 Region  No. of firms 

Western Europe 17,506
Asia 6,884
North America 4,570
Africa 2,221
Pacific 2,110
South America 1,707
Eastern Europe 1,657
Central America 1,317
Middle East 1,189
Total 39,161

 Table 1.2     Sample by industry 

 Industry  No. of firms  Industry  No. of firms 

1 Agriculture 5,118 5 Wholesale 5,531
2 Mining 9,371 6 Transport 5,913
3 Manufacturing 3,946 7 Business Services 6,591
4 Utilities 1,873 8 Other 818

Total 39,161
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  Variables and measures 

  Dependent variable 

 Subsidiary/branch performance was measured by subsidiary/branch profit 
divided by net book value of the subsidiary/branch. As mentioned above, a 
common problem in many studies of FDI performance is that they measure 
performance at the aggregate firm level and they do not measure performance 
at the subsidiary/branch level so it is difficult to distinguish the specific 
impacts of foreign investments. As shown by Rugman, Yip and Jayaratne 
(2008), return on foreign assets (ROFA) provides a much better measure of the 
strategic performance of foreign subsidiaries in comparison to the traditional 
metrics of return on total assets (ROA) and the ratio of foreign to total sales or 
assets (F/T), as it directly measures the return a firm obtains from international 
investments. This paper makes use of performance data from individual sub-
sidiaries/branches and so enables a more direct measure of returns on a par-
ticular foreign investment.  

  Independent variables 

 Since the definition of geographic region can vary, the effect of a number of 
different host regions was tested by including a number of dummy variables, 
coded as follows:

   EU: 1 if the subsidiary located in the European Union; 0 otherwise  
  EU_NA: 1 if the subsidiary located in Europe or North America; 0 otherwise  
  EU_NA_PA: 1 if the subsidiary located in Europe, North America or Pacific 

(Australia or New Zealand); 0 otherwise.  
  Geographic-Europe: 1 if the subsidiary/branch is located in a country within 

the geographic continent of Europe; 0 otherwise.  
  English-speaking: 1 if the subsidiary/branch is located in a country where 

English is an official language; 0 otherwise.     

  Control variables 

 I also controlled for the following factors:

SIZE OF INVESTMENT (LNINVEST): This was measured by the natural loga-
rithm of the net book value of the subsidiary and was used to control for the 
potential effect of scale economy differences. Logarithmic transformation not 
only makes the results easy to interpret, because the changes in the logarithm 
domain represent relative (percentage) changes in the original metric and also 
makes the distribution of data closer to normality. 

 INDUSTRY: To control for differences in profitability across industry sectors, I 
used dummy variables coded according to the industry of the subsidiary. 
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 YEAR: To control for differences in profitability across years, I used dummy 
variables coded for the year of the observation. 

 BRANCH: The AFDI survey distinguishes between subsidiaries and branches. 
This was coded as 1 if it was branch, 0 otherwise. 

 DIVERSIFICATION: Some subsidiaries operate in a different industry sector 
from the parent company and this might lead to performance differences, so 
to control for this I included a dummy variable coded as follows: 1 if the first 
digit SIC of the industry of the parent company is different from that of the 
subsidiary; 0 otherwise.    

  Results 

 The results show clearly that the performance gains from FDI vary signifi-
cantly depending on whether internationalisation takes place within the home 
region or outside the region.      

 Table 1.3 shows the effect of subsidiary/branch location in the European 
Union. This confirms that subsidiaries and branches of UK firms which are 
located in the EU earned significantly higher earnings on investment compared 
to subsidiaries and branches outside the EU, after controlling for the size of the 
investment, industry, year, diversification and branch. Earnings in industry 
seven (business services) and year one (1996) also showed up as significantly 
higher compared to the rest. Diversification and branch were not significant.      

 Table 1.4 shows the effect of subsidiary/branch location in Europe or North 
America. This confirms that subsidiaries that are located in the combined 
EU–North America region earned significantly higher earnings on investment 
after controlling for the size of the investment, industry, year, diversification 
and branch/subsidiary. Earnings in industry seven (business services) and 

 Table 1.3     Cross effect multilevel regression of return on foreign investment: Europe 

 Coef.  Sig.  Coef.  Sig. 

EU 0.27318 * year_1 −0.527 **
lninvestment −0.1804 **** year_2 −0.3384
Industry_1 −0.1295 year_3 −0.1387
Industry_2 −0.6153 year_4 −0.1672
Industry_3 −0.9141 year_5 −0.1836
industry_4 −0.9645 Branch −0.102
industry_5 −0.8091 Random-effects Estimate S.E.
industry_6 −0.502 Geographic Region .0000386 .0000853
industry_7 −1.0486 * Firm .6155782 .1075213
industry_8 −0.8504 Subsidiary 1.873956 .259548
Diversify −0.0476 Residual 10.65904 .0690627

     Notes : * indicates < 0.1, ** indicates < 0.05, *** indicates < 0.01, **** indicates < 0.005.    
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year one (1996) also showed up as significantly higher compared to the rest. 
Diversification and branch/subsidiary were not significant.      

 Table 1.5 shows the effect of subsidiary/branch location in Europe, North 
America or the Pacific (Australia and New Zealand). This confirms that sub-
sidiaries that are located in the combined Europe, North America and Pacific 
region earned significantly higher earnings on investment after controlling 
for the size of the investment, industry, year, diversification and branch/sub-
sidiary. Earnings in industry seven (business services) and year one (1996) also 

 Table 1.4     Cross effect multilevel regression of return on foreign investment: Europe 
and North America 

 Coef.  Sig.  Coef.  Sig. 

EU_NA 0.33573 ** year_1 −0.5294 **
Lninvestment −0.1889 **** year_2 −0.3383
industry_1 −0.1 year_3 −0.1378
industry_2 −0.6105 year_4 −0.166
industry_3 −0.9149 year_5 −0.1806
industry_4 −0.9573 Branch −0.0882
industry_5 −0.802 Constant 1.67695 ***
industry_6 −0.4823 Random-effects Estimate S.E.
industry_7 −1.0489 * Geographic Region 9.35e-07 .0000802
industry_8 −0.8557 Firm .6234491 .1068631
Diversify −0.0556 Subsidiary 1.869732 .2601175

Residual 10.65903 .0690649

     Notes : * indicates < 0.1, ** indicates < 0.05, *** indicates < 0.01, **** indicates < 0.005.    

 Table 1.5     Cross effect multilevel regression of return on foreign investment: Europe, 
North America, Pacific 

 Coef.  Sig.  Coef.  Sig. 

EU_NA_PA 0.40725 ** year_1 −0.5311 **
lninvestment −0.1911 **** year_2 −0.3398
industry_1 −0.0728 year_3 −0.1388
industry_2 −0.5965 year_4 −0.1691
industry_3 −0.9033 year_5 −0.1829
industry_4 −0.9388 branch −0.0766
industry_5 −0.7929 constant 1.60017 **
industry_6 −0.4666 Random-effects Estimate S.E.
industry_7 −1.0408 *  Geographic   Region 4.12e-06 9.86e-06
industry_8 −0.8303 Firm .627233 .1064929
diversify −0.0563 Subsidiary 1.866511 .2604928

Residual 10.65893 .0690607

     Notes : * indicates < 0.1, ** indicates < 0.05, *** indicates < 0.01, **** indicates < 0.005.    
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showed up as significantly higher compared to the rest. Diversification and 
branch/subsidiary were not significant.           

 The above results confirm that geographic distance, EU membership and 
English language are all significant factors which affect the profitability of 
UK FDI. However, in order to more directly compare the relative contributions 
of regions defined according to each of these factors, a further analysis was 
conducted using industry and regions as random factors. This showed that the 
industry effect was much larger than the region effect. However, there were also 
significant differences in the size of the region effect depending on how the 
region is defined. Tables 1.6 and 1.7 show the relative effects of geographically 

 Table 1.6     Relative impacts of EU membership versus geographic region 

 Coef.  Sig. 

lninvest −0.13798 ***
diversification −0.13589
year_1 0.16915
year_2 0.367619
year_3 0.354308
year_4 0.326287
year_5 0.531316 *
constant 0.781659 ***
Random-effects Parameters Estimate Std. Err.
EU member country 1.11E-12 5.12E-10
Geographic region 2.90E-14 1.41E-13
Industry 0.080111 0.074542
Residual 117.6847 1.187961

     Notes : * indicates < 0.1, ** indicates < 0.05, *** indicates < 0.01, **** indicates < 0.005.    

 Table 1.7     Relative impacts of English-language versus geographic region 

 Coef.  Sig. 

Lninvest −0.13889 ***
diversification −0.13562
year_1 0.168429
year_2 0.367219
year_3 0.350493
year_4 0.319004
year_5 0.527512 *
constant 0.784281 ***
Random-effects Parameters Estimate Std. Err.
English-speaking country 1.05E-13 3.66E-12
Geographic region 1.81E-08 7.28E-08
Industry 0.098304 0.092644
Residual 117.6744 1.207235

     Notes : * indicates < 0.1, ** indicates < 0.05, *** indicates < 0.01, **** indicates < 0.005.    
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defined region versus EU membership and English-language country respect-
ively (shown as random effects in the table). Table 1.6 shows that EU mem-
bership explains a much larger proportion of the variance in profitability 
compared with just taking geographic region into account (approximately 50 
times). Table 1.7 shows that the English language of the country explains only 
a small proportion of the variance in comparison with the geographic region 
(by a factor of approximately 100,000 times).  

  Discussion and conclusions 

 The findings from this study confirm the findings of Rugman and others 
(Rugman, 2007; Rugman and Verbeke, 2004; Rugman and Collinson, 2004; 
Oh and Rugman, 2006; Qian et al., 2008) who found a strong preference for 
the home region in the internationalisation of MNEs based on foreign sales at 
the corporate level. However, our results show that there are regional effects on 
profitability of foreign subsidiaries as well as sales. 

 Foreign subsidiaries and branches in Europe are shown to be significantly 
more profitable compared with foreign subsidiaries in other regions whether 
the region is defined according to geography or EU membership. However, EU 
membership is shown to be a much more significant factor than the region 
defined according to geographic criteria. This confirms the importance of 
institutional arrangements such as the European Union on the profitability 
of foreign investments compared with simple geography. The results from the 
variance decomposition show that the effect of EU membership is estimated 
to be some 50 times greater compared with the geographically defined Europe 
region. 

 The results also show that in the case of UK firms, FDI into English-speaking 
countries such as the United States, Canada, Australia and New Zealand also 
contributes positively to profitability of investments compared with invest-
ments in other countries. This can be attributed to the long cultural associa-
tions between the UK and these former colonies. This is also reflected in the 
relatively large number of investments in these countries. After Europe, North 
America is the most popular destination for FDI by UK firms (Table 1.1).  

  Implications for management/policy 

 The findings have a number of implications for research on the relationship 
between internationalisation and firm performance. First, the results show 
that it is not just total foreign investment that matters but, more importantly, 
in which region the foreign investments are made. Second, the results show 
that how a region is defined makes a significant difference when assessing the 
effect on profitability. The study shows clearly that the effect of region defined 
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according to trading blocs far outweighs the effect of region defined geograph-
ically and shows that even within a geographically defined region the institu-
tional trading arrangements have a significant effect. 

 The study also shows that the effect of linguistic similarity may extend 
beyond the geographically defined region. In the case of UK firms the effects 
on profitability extend beyond the home geographic region to include the 
Anglophone countries in North America (United States and Canada) and Asia 
Pacific (Australia and New Zealand). This is consistent with research by Dow 
and Karuratna (2006), among others, who have highlighted the importance of 
linguistic similarity between home and host countries on the performance of 
internationalising firms. 

 The findings also have some implications for managers of firms considering 
FDI. The findings suggest that, for UK firms, FDI into EU member countries 
is likely to be more profitable compared to FDI into other countries. This is 
perhaps not surprising but it highlights the importance of trade agreements 
and trading blocs compared with geographic distance of countries. Even where 
countries are geographically close, trade agreements such as the European 
Union treaty play a much more significant role in determining profitability 
of FDI. The findings also show that in the case of UK firms, FDI into English-
language-speaking countries is more profitable compared to FDI in non-Eng-
lish-speaking countries, although the difference is less compared with the 
effect of EU membership.  

  Limitations and further research 

 Clearly this study has limitations and there are several opportunities for further 
research. First, the sample may be biased as it only includes firms that provided 
the required financial data. Results may be different for firms that were excluded 
because they did not provide the necessary data. Secondly, although the results 
strongly suggest that geographic distance, trading blocs and cultural factors 
play a role in determining the choice of country and resulting performance of 
subsidiaries, there is no data on what actually motivated these firms to inter-
nationalise in the first place and what factors contributed to their choice of 
location. Further research might attempt to examine this question. 
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   Introduction 

 It is now common knowledge that foreign direct investment (FDI) can be 
one of the key catalysts for technological development of a country. Indeed, 
to the extent it entails a transfer of technological, managerial and organisa-
tional skills, or provides access to other resources unavailable to certain econ-
omies, FDI can have a marked impact on the productivity spillovers, resulting 
in economic growth as technology transferred by multinationals enterprises 
(MNEs) stimulates domestic investment (Blomström et al., 2001) and facilitates 
improvements in institutions (Smith and Thomas, 2015b). Since FDI consti-
tutes a very large share of capital formation in transition countries (UNCTAD, 
2015), the FDI-promoting effect of good institutions should be the key channel 
in the overall growth and development for these economies. 

 That said, because the role of FDI in a number of developing countries has 
been limited, the resources needed to finance investments have to be generated 
locally (Ghura and Goodwin, 2000, p. 1820). This calls for domestic policies 
that should be directed at establishing an environment conducive to the devel-
opment of the domestic private sector. A business environment with ‘good 
institutions’ (for example, with a sound domestic institutional framework) is a 
necessary condition for attracting FDI; it is also vital, however, for promoting 
domestic firms’ investment (World Bank, 2003, p. 2). Hence, in implementing 
policies to improve the investment climate, both foreign and domestic invest-
ments should be taken into account. 

 The surge in FDI has motivated a host of empirical studies of its determinants 
and identified various factors that either attract or deter foreign investment. 

     2 
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One stream of this research has focused on institutions proxied by various 
indices of socio-political instability (Daude and Stein, 2007; Buchanan et al., 
2012) and political freedom and democracy (Feng, 2001; Mathur and Singh, 
2013) with the basic theoretical rationale that instability (in the form of social 
unrest, for example) can increase investment risks. The main conclusion these 
studies make is that institutional quality can affect the costs and/or risks of 
doing business in the country in question. For example, political freedom and 
democracy might reflect an increased stability and property rights might be 
more secure in countries ruled by good institutions. 

 The study adds to this literature by providing a more detailed understanding 
of the impact of institutions on investments. It expands on previous studies by 
estimating the impact of institutions on foreign and domestic investments sim-
ultaneously. Indeed, although within a country foreign and domestic investors 
can be similarly motivated (for example, expecting the highest possible return 
for the least amount of risk), they differ in many ways: they have different 
alternative investment opportunities, different perceptions of risks and face a 
different set of regulations. 

 The study performs an econometric analysis of the effect of ‘bad institutions’ 
(that is, corruption and crime) on the accumulation of multinational (MNEs) 
and domestic small and medium-sized firms (SMEs) across Russia, controlling 
for the host market potential in the model (these variables are specified from 
vast FDI literature). Russia is an interesting country in which to study insti-
tutions. First, it is the largest post-communist country with significant geo-
graphical, economic and ethnic diversity. Second, as a transition economy, it 
provides an interesting context to explore the impact of institutions on eco-
nomic outcomes ‘as the entire set of formal institutions has been remodelled 
in the 1990s’ (Bevan and Estrin, 2004, p. 44) and a distinct yet diverse business 
environment has evolved in the process of transition from socialist planning 
to the market economy (Meyer, 2001). 

 The idea of this study resides in the perception of bad institutions in Russia by 
both foreign and domestic investors (FIAC, 2012): various data indicate corrup-
tion in Russia is widespread and crime rates have been sharply increasing. This 
can have a significant effect on MNEs’ decision on whether or not to invest in 
the country. Likewise, it can have a significant effect on the potential owners 
of SMEs’ decision on whether to start a business in Russia. Indeed, for a country 
like Russia it is important to have a complete understanding of the role that bad 
institutions play in affecting the investment environment, since the former 
may produce uncertainty affecting the domestic economy as a result. To the 
best of the author’s knowledge, this is the very first study that provides com-
parable results of such an impact. 

 The approach to the estimation is simple. Econometrically, a model that 
includes bad institutions as a predictor of MNEs/SMEs (along with other 
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potential determinants) is estimated, using the approach that controls for endo-
geneity of crime and corruption. An aggregate measure of crime along with 
corruption is used to understand the association between crime and MNEs/
SMEs. All crimes are then disaggregated into two types (property and violent) 
and the effect of each type of crime is examined. Such an approach gives an 
opportunity to understand if different types of crime have different impacts 
on MNEs versus SMEs. 

 The study finds a significant effect of corruption: negative in the case of 
MNEs but positive in the case of SMEs. Despite the adverse effect of the current 
levels of aggregated and disaggregated crimes on foreign and domestic busi-
nesses, their (one year) lagged effects are positive. Interestingly, higher stocks of 
MNEs are found in regions with higher current level of violent crimes. Overall, 
the results suggest there may be a sort of ‘adjustment’ mechanism that kicks 
in as businesses ‘settle’ across the country: as they get familiar with the envir-
onment they begin to take advantage of bad institutions. 

 Finally, and rather importantly, the process of MNE and SME accumulation 
in Russia has been dynamic: previous values of stocks (and flows) of MNEs and 
SMEs across the country had a significantly positive impact on their present 
values. The regions with more economically developed markets, with more 
power given to their regional governments in economic matters, and those that 
have generated more corporate tax, have attracted more MNEs and developed 
more SMEs. While natural resource abundance has deterred foreign investors, 
it did not stop the SME accumulation. The impact of (transport) infrastructure 
has also varied: it was important for SMEs’ growth but there were more MNEs 
attracted to regions with poorer infrastructure. 

 The study is structured as follows. The next section sets out a conceptual 
framework. The study then presents the model, data and describes the vari-
ables used in the study. The results are discussed afterwards. The final section 
concludes, suggesting some potential areas for further research. It also discusses 
the relevance of this study for policymakers.  

  Conceptual framework 

  Institutions and business 

 The main function of institutions is to reduce the transaction costs (of negoti-
ation, search, surveillance and enforcement) in the economy that arise due to 
the exchange of goods (North, 1990; Smith and Thomas, 2015a). Institutions 
put constraints on the behaviour of economic agents (Kostova et al., 2008) and 
their strategic choice through transaction costs (Hitt et al., 2011), and reduce 
the risk of opportunistic behaviour (North, 1990). Institutional theory has 
provided a rich theoretical foundation in MNE research (e.g. Dacin et al., 2002; 
Djelic and Quack, 2003). Recent developments in the literature have, however, 
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questioned the nature of the relationship between MNEs and their institutional 
environments (Kostova et al., 2008). Emerging views suggest that MNEs have a 
lot of discretion and freedom in responding to their environments (Hoffman 
and Ventresca, 2002). 

 Institutional quality is one of the many aspects of business environment 
that can provide a framework for discussing firms’ activities (Meyer and Peng, 
2005). For example, North (1990) highlights that, to reduce uncertainty expe-
rienced by firms, an environment that increases information flow among the 
actors is imperative. Indeed, firms can be either constrained or empowered by 
institutions (Scott, 2008; Gohmann, 2012; Gupta et al., 2012; Stenholm et al., 
2013; Smith and Thomas, 2015a) and entrepreneurs channel their efforts in 
different directions depending on institutional quality (Baumol, 1990). 

 The institutional structure determines the relative reward to investing entre-
preneurial activities into productive market activities versus unproductive pol-
itical and legal activities (for example, lobbying and lawsuits) (Baumol, 1990). 
SMEs can grow strong in a supporting institutional environment because they 
can benefit, for example, from well-organised and smoothly operating markets 
and from the opportunities for financing their activities (venture capital, 
business angels, crown funding). 

 Various risks (driven by the institutional forces that impact stability) have 
been linked to the nature and extent of firms’ transactional interactions 
(Ghoshal, 1987). Indeed, as risk must be compensated for by higher expected 
gains, its perceived level has been significant in attracting FDI. For example, 
the risky environments have been shown to limit the ability of SMEs to form 
alliances (Dickson and Weaver, 2011) and deter FDI (Oxley, 1999; Henisz, 
2000), particularly in the settings in which there is a history of government 
expropriation of foreign-held assets. 

 Equally, volatility of regime change can increase uncertainty of investors 
about the host country’s future economic policies but stable domestic pol-
itical institutions reduce the risk for foreign capital (Li and Resnick, 2003). 
Government stability, law and order and quality of bureaucracy can be key in 
attracting FDI (Busse and Hefeker, 2007). In transition economies, for example, 
political and macroeconomic stability and transparent legal regulations have 
been important factors attracting potential investors (Resmini, 2000) and good 
institutions have helped innovation (Smith and Thomas, 2014; Smith et al., 
2014; Smith and Thomas, 2015a, b). 

 Aidis et al. (2008), for example, show that Russia’s institutional environment 
is important in explaining its relatively low levels of entrepreneurship devel-
opment (measured by a number of start-ups). Smith and Thomas (2015a) reveal 
that SMEs in Russia prefer to operate in the informal economy because of 
corruption (possibly because they do not want to get involved with the public 
sector). One reason for this is the financial cost of regulatory compliance and of 
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dealing with bureaucratic obstacles. These costs are usually the same whatever 
the size of the business, and therefore regulation at the federal, regional and 
municipal levels affects SMEs disproportionately. In other words, for SMEs these 
costs represent a higher percentage of their profits than that paid by MNEs. 

 Moreover, poor quality of bureaucracy can deter investors as they con-
ceive it as a high transaction cost which directly affects profitability of their 
investment projects (Kinoshita and Campos, 2003; Smith and Thomas, 2015a). 
Thus, institutions are important determinants of FDI location and SME opera-
tions. However, recent surges of political instability and domestic conflict have 
demanded new research on true correlation between investments and institu-
tions. For example, the very strategies that are promoted by MNEs (as means for 
achieving their own growth) may lead to different types of domestic conflict 
in host countries if these countries stop receiving the investments they expect 
(Habib and Zurawicki, 2002). In particular, domestic stability and absence of 
violence can be significant in affecting the economic activity (Lederman et al., 
2002).  

  Corruption and business 

 One measure of institutional quality often used in the studies is the prevalence 
of corruption (defined as an act of using the power for personal gain by public 
officials breaching the rules of ‘the game’; see Jain, 2001; Aidt, 2003) due to its 
particularly damaging economic effect relative to the other indicators of insti-
tutional quality. For example, Schleifer and Vishny (1993) underline the distor-
tionary effect of corruption in relation to regular taxation and consider the 
bribes’ expenses to be inefficiently allocated resources and, thus, more costly 
than taxation. 

 The literature emphasises a disincentive effect of corruption (by amplifying 
the risk and uncertainty a business might face) (e.g. Getz and Volkema, 2001). 
For FDI, the role of ‘the grabbing hand’ of corruption has been empirically 
detected (Habib and Zurawicki, 2002; Lambsdorff, 2003; Voyer and Beamish, 
2004): by extracting rents from foreign investors, bureaucrats in host countries 
can increase the cost of doing business (Smith et al., 2014; Smith and Thomas, 
2015b). 

 However, the role of corruption in raising efficiency through, for example, 
contract enforcement has also been emphasised (Shleifer and Vishny, 1993; 
Boycko et al., 1996). Empirically, ‘the helping hand’ of corruption for FDI has 
been confirmed (Smith et al., 2014; Smith and Thomas, 2015b): it can speed 
up business processes in overcoming bureaucratic issues or gaining favourable 
treatment regarding public-funded projects (Tanzi and Davoodi, 2000). When 
the governmental and regulatory situation allows corrupt practices, it may 
increase business profits, enhance their efficiency and eventually raise FDI 
levels (Leff, 1964; Smith and Thomas, 2015b).  
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  Crime and business 

 In its adverse impact on investment climate, crime can deter or delay invest-
ments. It can divert investment away from business expansion and product-
ivity improvement. It can lead to a less than optimal operating strategy and 
to business losses (arising from theft, extortion and fraud), as well as to loss 
of output (due to reduced hours of operation) or loss of workdays arising from 
outbreaks of violence and avoidance of some types of economic activity. 

 During the past decades, crime rates have risen considerably. Since the late 
1960s, crime rates in industrialised countries have increased by 300–400 per 
cent (Fajnzylber et al., 2000): from the early 1980s to mid-1990s murder rates 
in Eastern Europe and Central Asia increased by more than 100 per cent, where 
in 2005–2009 about 20 per cent of domestic and foreign firms were victims of 
a crime (World Bank Group, 2010). 

 As indicated in Table 2.1, between 2002–2009 there were over 28 per cent of 
domestic and 20 per cent of foreign firms in Russia that reported corruption 
as the key obstacle for their business operations (World Bank Group, 2010). 
Similarly, crime was the major obstacle for about 20 per cent of domestic and 
24 per cent of foreign firms. Of foreign firms, 56.8 per cent were affected by 
crime and 37.3 per cent by corruption, while there were more than 50 per cent 
of Russian domestic firms affected by corruption (World Bank Group, 2010).      

 For various reasons the literature examining the impact of crime on busi-
nesses is scarce. Data on murders have been of special interest in the studies. 
In cross-national and regional studies, the justification for the use of data on 
murders is given by the fact that it is less sensitive to changing definitions 
across legal systems. It can suffer the least from the problems of underreporting 
that afflict official crime statistics (Fajnzylber et al., 2000), it is ‘a fairly reliable 
barometer of all violent crimes’ and ‘no other crime is measured as accurately 
and precisely’ (Fox and Zawitz, 2000, p. 1). 

 Table 2.1     Percentage of domestic and foreign firms reporting corruption and crime as 
major obstacles to operations in Russia, 2002–2009 

Ownership
 2002   
(%) 

 2005  
 (%) 

 2009  
 (%) 

Corruption  Domestic 15.2 17.7 50.1
 Foreign   9.9 13.5 37.3

All crimes (including thefts and disorders)  Domestic 15.7   7.6 37.3
 Foreign   4.2 11.1 56.8

Observations Total 886 473 1004

     Note:  These firms reported crime and corruption to be the major obstacle for their business conduct 
in Russia.  

   Source :  www.doingbusiness.org     

http://www.doingbusiness.org
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 Although official statistics on crimes might not give an accurate represen-
tation of the extent of actual criminal activity, it can be a useful indicator of 
socio-economic environment (Lotspeich, 1995). As Donohue (1998, p. 1425) 
has put it, ‘while homicide data may not be perfectly reflective of the time 
trend in all crimes, it does seem to follow the pattern of most other crimes 
fairly well ... while murder may not be a perfect proxy for crime, it is simply the 
best available’. 

 Empirically, Daniele and Marani (2010) examined and found that organised 
crime (the sum of extortion, bomb attacks, arson and crimes of criminal asso-
ciation) deterred FDI inflows in Italy. Brock (1998) concluded that crime rates 
should be decreased to attract more FDI in Russia. Despite the limited attempts, 
however, the exact effect of crime on foreign and domestic investment in tran-
sition economies and Russia alike is understudied. The impact of crime along 
with corruption on the international flows of investment at the intra-country 
level of foreign and domestic investors has been a neglected area. 

 To sum up, the quality of institutions should matter for both domestic and 
foreign investments in the following ways. Good institutions may attract 
foreign and help domestic investors by raising productivity prospects. Bad 
institutions can bring additional costs to investors (for example, in the case 
of corruption, see Aidis et al., 2008; Anokhin and Schulze, 2009). Investors 
(especially foreign) can be vulnerable to any form of uncertainty (including 
uncertainty stemming from poor government efficiency, policy reversals, graft 
or weak enforcement of property rights and of the legal system) due to high 
sunk costs. 

 Therefore, institutional quality of a country should have a significant effect 
on its economic outcomes since it is expected that investors are likely to invest 
in places with good institutions. On the other hand, they might disinvest or 
not invest at all if the government or other parties in the economy (with bad 
institutions) are likely to take over the investment efforts (Acemoglu et al., 
2002).   

  Model specification and methodology 

  Model 

 Based on the discussion above, the study builds and estimates the following 
equation:

   Yit  =  α + β1 Yt–1 +  β2 CORRit +  β3 CORRit–1  + β4 CRIMEit +  
β5 CRIMEit–1 +  β Xit + dt +  η i   +  ε it  (2.1)   

 where  Y  is the dependent variable, either (stock of) MNEs, namely  MNEST  or 
(stock of) SMEs, namely  SMEST.  The two key variables of interest are corruption, 
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namely  CORR  (measured by the number of economic crimes registered) and 
crime, namely  CRIME  (measured by the number of all crimes registered by the 
police);  MURD  (or violent crimes) is measured by the number of murders and 
murder attempts and  PROP  (or property crimes) is measured by the number 
of thefts and burglaries. To account for the population differences across the 
country, the crime data used are per 100,000 people. 

 Vector of control variables  βXit  (specified from vast FDI literature) includes: 
 POWER  (measured by the volume of regional expenditures) that controls for the 
role of local (or regional) governments and semi-national bodies in attracting 
MNEs and in development of SME sector;  CORPTAX  (measured by the volumes 
of regional revenues from corporation tax) controls for laws regarding corporate 
tax;  HUMCAP  (measured by the number of people with secondary and higher 
education qualifications per capita) controls for human capital or skilled labour. 

 In addition,  INFRA  (measured by the total length of paved roads per square 
kilometre) controls for regional transport infrastructure;  MARKET  (measured 
by gross domestic product per capita) controls for market size and  NATRES  (a 
dummy that takes value 1 for any positive volumes of oil, gas and gas con-
densate extracted in a region) controls for natural resources abundance. 

 Time dummies were added to account for the unobserved economic shocks. 
All variables (except the dummy) are used in the logarithm form. The data 
source is Rosstat (Russia’s National Bureau of Statistics). The crime data consist 
of a balanced panel covering the period 1995–2011. The data on property and 
violent crimes consist of a balanced panel covering the period 2000–2011. 
Descriptive statistics of the variables is in Table 2.2.       

  Methodology 

 The process of attracting MNEs and of SME sector development in a region 
may be dynamic (with current realisations of the dependent variables influ-
enced by their past values). To account for this possibility, the dynamic panel 
data model was utilised. Estimating Equation (2.1), however, may yield biased 
and inefficient coefficient estimators due to a number of issues. First, as caus-
ality may run from corruption and crime to FDI and SMEs (respectively) and 
(vice versa), this can lead to endogeneity. Second, there might be some time-
invariant regional characteristics correlated with the explanatory variables, 
resulting in autocorrelation (the past values of corruption and crime can have 
a significant effect on their current values). 

 To deal with these possible problems, the system generalised two-step method 
of moments (as more efficient in this case, see Roodman, 2009) with corrected 
standard errors (Windmeijer, 2005) was applied (see Arellano and Bond, 1991; 
Arellano and Bover, 1995; Blundell and Bond, 2000). To obtain robust results, 
the specification was tested using Arellano-Bond test (for serial autocorrelation 
in the residuals) and the Sargan-Hansen test (of over-identification). 
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 To further check for robustness, Equation (2.1) was (1) re-estimated by using 
alternative measures of (i) dependent variables (measured by the number of 
MNEs and SMEs) and (ii) corruption and crimes (measured by the number of 
crime cases registered as a share to Russia’s average). The results held (these are 
not presented but available on request).   

  Results and discussion 

 The main results are summarised in Table 2.3.      
 The study confirms that institutions, indeed, matter for businesses: both 

corruption and crimes have been the key predictor of how much (or little) 
of MNEs a region attracts and of its SME sector development. There is evi-
dence of ‘the helping hand’ of corruption for SMEs but not for MNEs and 
of the ‘grabbing hand’ of the current level of crimes for all firms (except for 
violent crimes in the case of MNEs that were found to have a positive effect 
on MNEs). 

 It seems there might be a sort of ‘adjustment’ mechanism that has developed 
that kicks in (within a year) as businesses ‘settle’ across the country: as firms 
get familiar with the environment and, most importantly, with the institu-
tions, they begin to learn how to take advantage of institutional weaknesses, 
possibly by adjusting their strategies. That is, contrary to the expectation based 

 Table 2.2     Descriptive statistics 

 Variables Observations Mean
Standard 
Deviation Min Max

 MNEST 1135 602.0141 2731.412 0 35952
 MNE 1135 85.72159 316.4443 0 3361
 SMEST 1391 103833.3 253459.4 100 3444500
 SME 1392 13422.86 26496.39 100 279000
 CORR 1245 192.8167 270.2491 13.97849 3272.464
 RCORR 1245 1 1.381757 0.11651 20.72853
 CRIME 1411 2006.699 732.0106 58 6249
 RCRIME 1338 1 0.3384805 0.031777 2.991935
 PROP 996 1074.991 494.9737 38.89515 6551.613
 RPROP 913 1 0.3887826 0.0364942 2.456806
 MURD 996 60.69397 41.48094 7.680491 441.9355
 RMURD 996 1 0.6825742 0.1579492 9.088399
 POWER 1399 0.0121515 0.0206243 0.0006081 0.2256699
 HUMCAP 1397 0.004277 0.0018168 0.0001761 0.0451613
 INFRA 1454 118.5627 99.03367 0.8 672
 CORPTAX 914 16.67112 10.94546 0.3 95.7
 MARKET 1386 0.0011111 0.0023891 7.38E-06 0.037904
 NATRES 1493 0.422639 0.4941445 0 1
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on the literature reviewed, it is the environments with poor institutions that 
have attracted more MNEs and accumulated a higher level of SMEs. 

 One likely explanation for this central finding is that MNEs and SMEs may 
have learned to deal with corruption and crimes using this ability to their 
advantage: to capture the market and fill in the void left by the displaced, 
or the non-materialised (possibly due to inefficiency of institutions) domestic 
private sector. One typical example is the protection offered by criminal gangs 
to businesses. In this case, one would expect that SMEs should be more flexible 
in dealing with such a situation, whereas MNEs may consider any such inter-
action as too risky, costly and, hence, prohibitive. This study confirms this is 
not always the case. 

 It seems that, first, firms may have learned how to benefit from dealing with 
corruption and violence (hence, have expanded possibly by support offered 
by the patronage of criminals) and may have considered this as a (somewhat 
fixed) cost. Second, however, the current levels of crime and corruption (for 
MNEs) may have been far too unpredictable (hence, an overhead) for them, so 
no value could be attached to them, and, by consequence, markets with high 
criminal activity have not been entered at all, or have been possibly exited 
once such activity was detected. 

 Economic dynamism is usually premised on the more economically developed 
areas (perhaps due to extracting enterprises operating in such places): indeed, 
corruption and crime have been correlated with foreign and domestic firms 
conditional on the regional market potential. It is also likely that the regional 
authorities in these places may have been involved in the crime through rent 
seeking (which could potentially be higher in more decentralised places) due to 
higher rents they can gain from the dynamism of such places. Indeed, the sig-
nificance of positive effects of corruption and of a control for the role of local 
(or regional) governments and semi-national bodies in attracting MNEs and in 
development of SME sector confirms this can, indeed, be the case. 

 Besides, the fact that higher stock of MNEs is found in the regions with 
poorer transportation infrastructure (and SMEs – in places where infrastructure 
is better) may be due to the possibility that these regions have also been among 
the most corrupt (as corruption goes hand in hand with infrastructure projects). 
It equally possible that such ‘dynamic’ regions have been picked up as ‘likely 
targets’ for MNE/SME activities in their early stages of economic development 
(when it is the informal institutions that mostly prevail). 

 That said, it is expected that, as institutional importance becomes more 
obvious in these places, MNEs and SMEs may put (more) pressure on the local 
communities to introduce ‘better’ formal institutions or to improve the formal 
institutions that already exist. The gradual introduction of the formal institu-
tions (or their improvement) may then identify as crimes activities that were 
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not considered as such in the context of the informal institutional context, or 
may offer legitimacy to now reported crimes (that would not have been previ-
ously reported due to either lack of appropriate legislation or perhaps because 
reporting them would have been ‘socially unacceptable’). If this stands, the 
increase in crimes in economically dynamic regions would only be a by-product 
of redefining what actually constitutes a crime in newly introduced formal 
institutional environments, coupled with a more effective framework for 
tackling committed crimes that makes it worth reporting them.  

  Conclusion 

 Using dynamic panel data for regions in Russia from 1995 to 2011 and con-
trolling for endogeneity of institutional factors (corruption and crime), this 
chapter examined the link between corruption and crime (on the one hand) 
and the growth of MNEs and SMEs (on the other) across Russia. To the best 
of the author’s knowledge, this is the very first study that accomplished 
such investigation at the intra-country level. Its contribution is, therefore, 
twofold. 

 First, it added value to the FDI literature: there is still not much known as 
to the effect of crime on FDI. Secondly, it added value to the literature on 
international entrepreneurship which shed only little light on the impact of 
crime (and corruption) on domestic firms’ start-ups. It estimated the impact 
of corruption and crime per se and of two different types of crime (violent 
and property) on the growth of FDI and SMEs across the large and heteroge-
neous transition economy of Russia. This is something that has not yet been 
accomplished. 

 This chapter yields a central result: higher levels of crime and corruption 
have been associated with higher stock of FDI and SMEs in a region. That 
is, in Russia, domestic and foreign businesses have been expanding in places 
with bad institutions. The most plausible explanation of this finding is that 
investing in such environments is advantageous to investors: MNEs that have 
invested in Russia and domestic SMEs may have already been or become prone 
to navigating in such a business environment. 

 As such environments are usually more corrupt due to institutional ineffi-
ciency, it is also possible that MNEs may have, indeed, been tempted to go to 
the places where they can bribe government officials (possibly to avoid costly 
government regulation, to obtain some preferential treatments and to win 
permissions to execute public capital projects). That said, equally possible in 
this case since crime rates are usually high in more economically dynamic 
regions, if SMEs and FDI were to ‘relocate’ to places with better institutions 
(providing such a place can be found) crime would follow them.  
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  Implications and relevance for policymakers 

 The results of this investigation have vital policy implications. If anything, 
policymakers and business practitioners should have a better understanding 
of how economic and socio-economic factors are related to FDI/SMEs. This 
understanding may, for example, reduce the willingness of policymakers to 
attract MNEs in the absence of a strong and transparent legal framework that 
could prevent foreign firms from participating in the criminal activities and 
gaining from institutional inefficiencies. 

 Bad institutions result in immense costs for businesses. Corruption, in par-
ticular, is a crime that increases these costs. Crime can increase cost through 
racketeering and retail market limitations and/or through distortions to the 
goods and correct functioning of the market and institutions (Dawid et al., 
2002). For example, especially in the 1990s, this has been the case in transition 
economies (in general) and Russia (in particular) through crime’s traditional 
methods of discouraging competition with illegal tactics ranging from threats 
to murder (Lotspeich, 1995). 

 Crime poses a significant cost to businesses but also to individuals and 
society. Indeed, vast resources are wasted as governments spend public funds 
for police departments, prisons and jails, courts and treatment programs. The 
amount of time spent during court trials also takes away from productivity. 
Economic productivity can be affected through loss in developmental oppor-
tunities, and domestic and foreign investments. 

 With all that, crime as an aspect of an unfavourable business climate could be 
a disincentive for the growth of domestic and foreign firms. And, indeed, this 
is how it should be seen by policymakers in Russia (and other countries as well) 
where, according to numerous economic surveys, the increased costs of crime 
have made its already complex process of starting and opening a business even 
more difficult, scaring off would-be entrepreneurs and inhibiting the devel-
opment of a market economy. 

 Specific strategies must be developed to jointly combat corruption and crime. 
For example, lending institutions (the World Bank, the IMF) may want to con-
sider withholding their investments to ‘criminal countries’. Among other 
things, there is a need to include focused efforts by police, making the pun-
ishment (if caught) more severe and eliminating all plea bargaining. Moreover, 
policymakers should (through legislation) make foreign firms combat crime 
by, for example, making them avoid places with high crime. 

 That said, if all MNEs were to take concerted action and simultaneously 
relocate to such ‘non-corrupt and non-crime’ regions as a political gesture (and 
to ensure they are more effective as a result of collective action), criminals and 
corruptors may follow them. Therefore, this zero-sum game is likely what keeps 
MNEs located in areas with some level of crime. This is not to say that MNEs 
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do not prefer more crime-free (and less corrupt) environments; they, however, 
often are more pragmatic towards sacrifices that they have to accept to obtain 
the final goal they seek in those environments (for instance, increased market 
share, profit maximisation). 

 Several limitations of this study must be considered. Reliance on crime data 
is problematic. A longitudinal analysis of more objective data (whenever such 
data become available) may be considered in future research. It is important to 
remember that correlations and causal connections are not the same. Indeed, 
the causal connections can rarely be proven. Therefore, given a sustained 
record of FDI influx into the Russian areas, presumption must be that crime in 
any given country is likely to be decisive for that country’s ability to sustain its 
FDI-led economic development. 

 This is equally relevant to the development of SMEs: given higher stocks 
of SMEs accumulating in places with bad institutions, presumption must be 
that it is but good institutions that are likely to be decisive for that country’s 
sustainable economic development. It is possible that ‘regular’ crime may not 
have any impact on FDI if this crime is committed against domestic firms 
rather than MNEs. In this case, the discussion has to be based on the crimes 
that affect MNEs and their subsidiaries directly. However, to investigate this 
hypothesis, a different type of data (currently unavailable) is needed. 

 Overall, the literature on the impact of institutions does not provide suffi-
cient evidence as to the effect of crime on business (neither foreign or domestic). 
This chapter calls for such research. The international business field will also 
benefit from research that will further examine the reasons behind the will-
ingness of MNEs to locate and for SMEs to start up their business, in places that 
are not ‘crime-prone’, and the impact of MNEs and SMEs on crime. For all that, 
it is hoped that this study is a good starting point.  
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   Introduction 

 Reinvested earnings (profit reinvestments) of multinational subsidiaries refers 
to subsidiaries reinvesting their own retained earnings into the existing opera-
tions. Retained earnings are a type of internal equity financing, that is, internally 
generated financing sources (Nguyen and Rugman, 2015). They are important 
resources to finance incremental investments for continuing expansion and 
growth of foreign subsidiaries of multinational enterprises (MNEs) from 
advanced economies operating in emerging economies, as financial markets 
in host countries are underdeveloped compared to home countries. 

 Reinvested earnings are a major component of global foreign direct 
investment (FDI) flows. One third of inward FDI income is retained within 
host countries as reinvested earnings (UNCTAD, 2013). An important feature 
of reinvested earnings is that they come from within host countries and do 
not involve cross-border fund transfer compared to two other components of 
FDI, equity investments and intra-firm loans, which give rise to cross-border 
transactions (UNCTAD website, 2015). In terms of absolute value, the world’s 
reinvested earnings have increased from 258 billions of dollars in 2005 to 499 
billions of dollars in 2011 (UNCTAD, 2013). 

 However, reinvested earnings have been largely under-researched in the 
international business (IB) literature, despite important implications for 
managers and policymakers (Lundan, 2006; Dunning and Lundan, 2008). 
There are very few studies that examine reinvested earnings using subsidiary-
level data (Mudambi, 1998; Song, 2002; Nguyen and Rugman, 2015; Demirbag 
et al., 2015). This topic has received some attention in the financial economics 
literature in the context of domestic businesses and small enterprises in devel-
oping countries (Johnson et al., 2002; Cull and Xu, 2005; Chakravarty and 
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Xiang, 2011). However, the insights of these studies might be difficult to 
transfer to multinational subsidiaries, which are influenced by their parent 
firms with operations in diverse international environments. Thus, this lit-
erature warrants further research. 

 The focus of our study is to examine the determinants of reinvested earnings 
of multinational subsidiaries in emerging economies. Specifically, we address 
two research questions:

   1.     To what extent do the perceptions and assessment on host country location 
factors by subsidiary managers affect reinvested earnings decisions? Do all 
location variables have the same effects?  

  2.     How does the duration of operations of subsidiaries influence reinvested 
earnings?    

 We make three significant theoretical and empirical contributions to the lit-
erature. First, we establish that reinvested earnings is a type of firm-specific 
advantage (FSA), as this reflects the development of new capabilities and deci-
sion-making in financial management of the subsidiary in response to defi-
ciencies in financial infrastructures in emerging countries in general and in 
the ASEAN region (except Singapore). Second, we provide a compelling theo-
ry-driven explanation on reinvestment decisions of subsidiaries, in which 
the most notable factors are duration of operations, access to customers, 
and the quality and reliability of local infrastructures. Third, we use a new 
primary dataset of British multinational subsidiaries in six countries (Malaysia, 
Indonesia, the Philippines, Singapore, Thailand and Vietnam) in the ASEAN 
region (Association of South East Asian Nations).  

  Theoretical synthesis and hypotheses development 

  Internalisation theory 

 Internalisation theory (Buckley and Casson, 1976; Hennart, 1982; Rugman, 
1981) postulates that the MNE expands internationally by transferring its tacit 
knowledge in intermediate products by establishing a network of foreign sub-
sidiaries rather than exporting or licensing. The MNE creates an internal market 
within its hierarchical structure to substitute for the missing market for the sale 
of knowledge. This is an example of the firm overcoming an externality. There 
are many such imperfections in the goods and factor markets which have led to 
the need for internalisation of markets within the structure of the MNE. 

 Rugman (1981) popularises internalisation theory with the matrix of 
country- specific advantages (CSAs) and firm-specific advantages (FSAs). CSAs 
are strengths and benefits to a country which results from its competitive envir-
onment, labour force, geographic location, government policies, industrial 
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clusters, and so forth. FSAs are strengths and benefits to a firm and a result 
of contributions which can be made by its product and process technology, 
brands, marketing or distribution skills (Rugman, 1981; Rugman and Collinson, 
2012). FSAs can be created by both parent firms and by foreign subsidiaries.  

  Development of sustainable financial management strategies by 
multinational subsidiaries in emerging economies 

 Emerging economies offer prospects for business growth, and opportunities for 
sourcing and production advantages (Rugman and Collinson, 2012). However, 
emerging economies present challenges for MNEs due to institutional voids 
(Khanna and Palepu, 2010). Institutional voids refer to the absence of inter-
mediaries, and the deficiency in market institutions and regulatory systems 
which facilitate the effective functioning of markets. 

 Subsidiary managers in emerging economies have in-depth knowledge and 
insights into these institutional voids. With their cumulative experience they 
develop necessary capabilities to overcome such challenges. We establish that 
reinvested earnings are a type of FSAs in financial management, along with 
other traditional knowledge-based intangible FSAs. Reinvested earnings are 
related to the three most important decisions, namely, investment, financing 
and dividend in the parent-subsidiary relationships in financial management. 
The subsidiary must balance its needs for financial resources (retained earn-
ings), and the requirements of profit repatriation to the parent firm through 
dividend distribution, interest and royalty payments (Nguyen, 2013; Desai 
et al., 2007), as the parent firm can claim profits from the subsidiary. 

 To establish the nature of reinvested earnings as an FSA, it is necessary to rec-
ognise that external capital markets in emerging economies in general and in 
the ASEAN region in particular (except Singapore) are imperfect due to different 
types of institutional voids. There might be deficiency in credit availability, 
the costs and interests of borrowing are high, and access to finance may be 
challenging (Nguyen and Rugman, 2015). Subsidiary managers make strategic 
decisions to use their own retained earnings to finance new investment oppor-
tunities. These projects are reviewed, assessed and approved by the headquarters 
in the annual budgeting in accordance with required reinvestment rates, as 
the corporate finance function tends to be centralised in the MNE (Rugman, 
1980). This is in line with the pecking-order theory (Myers and Majluf, 1984). 
Due to adverse selection and information asymmetries, firms prioritise their 
sources of financing, in which internal funds (retained earnings) are used first, 
and when that is exhausted, debt is issued, and when it is not sensible to issue 
any more debt, equity is issued. In short, subsidiary managers have developed 
FSAs in financial management in response to challenges of underdeveloped 
financial markets in the host countries. Our empirical findings on the major 
financing sources of subsidiaries support theoretical propositions here.   
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  Hypotheses development 

  Subsidiary managers’ perceptions and assessment on host country 
location factors and reinvested earnings 

 We draw upon the literature on determinants of inward FDI and profit rein-
vestments to develop our hypothesis. Dunning and Lundan (2008), and Flores 
and Aguilera (2007) provide lists of host CSAs which influence inward FDI. 
Enright (2009) suggests that location factors can be broadly grouped into 
demand, supply and institutional features. Demand features include the size, 
the growth and the affluence level of the market. Host economy market size 
(Flores and Aguilera, 2007; Sethi et al., 2003), growth (Loree and Guisinger, 
1995; Sethi et al., 2003) and affluence (Root and Ahmed, 1978) are found to 
have positive relationships with inward FDI. Supply-side features focus on 
the quality of infrastructure and capabilities in a nation, and prevailing costs 
(Enright, 2009). These include the quality of infrastructure (Wells, 1993), 
technological capabilities (Kuemmerle, 1999), managerial experiences (Caves, 
1998) and wage rates (Woodward and Rolfe, 1993). Apart from legal features, 
there are various institutional features that advance firm’s operation in an 
economy. These include political stability (Krobin, 1976), economic openness 
(Root, 1987) and tax rates (Desai et al., 2002; Grubert and Mutti, 1991). Flores 
and Aguilera (2007) use measure of political and legal institutions to represent 
host nation institutions. Defever (2006) uses a measure of quality of judicial 
system as a proxy for institutional environment. 

 Similarly, the literature on the determinants of profit reinvestments has iden-
tified institutional and contextual factors as significant variables for a firm’s 
reinvestment decisions. These include the security of property rights (Johnson 
et al., 2002; Cull and Xu, 2005), access to external financing (Chakravarty and 
Xiang, 2011; Cull and Xu, 2005), corruption and quality of judicial system 
(Demirbag et al., 2015). Our study draws upon the insights of subsidiary 
managers with whom we interact during the data collection process. We under-
stand that they examine the economic and competitive environments of the 
host countries to identify opportunities for expansion and growth, and to use 
their own retained earnings to finance. Thus, we predict that 

  Hypothesis 1:  The perceptions and assessment on host country location 
factors by subsidiary managers are positively related to reinvested earnings 
by the subsidiary into the existing locations.  

  Duration of operations and reinvested earnings 

 Subsidiaries accumulate experience and knowledge of cultures and institu-
tions of the host countries from their operations (Butler, 1995; Gao et al., 
2008; Luo and Peng, 1999; Makino and Delios, 1996; Mudambi, 1998). 
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Cumulative experience and learning comes from different sources, including 
from direct experience, from previous decision outcomes, and from observing 
experiences of other firms (Gao et al., 2008). The accumulation of know-
ledge enables subsidiaries to deal with challenges in emerging economies, 
and to reduce their liabilities of foreignness. Subsidiary managers’ percep-
tions on host countries’ uncertainty and risks likely decrease, and they face 
less operational difficulties (Delios and Beamish, 2001). They develop expe-
rience-based capabilities, refined routines, and the ability to adapt, which is 
a type of FSA (Henderson, 1999; Baum and Shipilov, 2006). Over time, they 
are able to manage their business more effectively (Gao et al., 2008), and 
the performance of subsidiaries is likely better (Slangen and Hennart, 2008). 
Better performance in turn encourages profit reinvestments (Lundan, 2006; 
Nguyen and Rugman, 2015). 

 Furthermore, compared to headquarters managers, subsidiary managers are 
in better positions to identify incremental investment opportunities which 
can be traced to their experience and insightful knowledge of local markets 
(Nguyen and Rugman, 2015). Mudambi (1998) finds that a subsidiary with 
a greater experience of a particular known location is more likely to reinvest 
there than a firm with less experience. Thus, we predict 

  Hypothesis 2:  The duration of operation of a subsidiary is positively related to 
its reinvestment into the same host country.   

  Methodology 

  Research context, data sources, samples and questionnaire survey 

 We used OneSource Database by Thomson Reuters, Reuters Research Inc. to 
compile a list of the largest British firms by total sales (Yip et al., 2006). We 
identified a total of 91 parent firms having operations in the ASEAN region 
after we manually consulted their annual reports and websites. Among these 
firms, 78 firms were publicly listed, and 13 firms were private. From the list of 
91 parent firms, and from the websites of British, US and European chambers 
of commerce, we identified a total of 504 British MNE subsidiaries in six coun-
tries (Malaysia, Indonesia, the Philippines, Singapore and Thailand) out of ten 
member countries of the ASEAN. 

 We used a 40-question questionnaire to collect data for a number of research 
projects. We carefully designed our questions based on theories of inter-
national business, finance and accounting standards. We documented our 
survey in English, using simple and concise language. We avoided ambiguous 
and unfamiliar terms, academic jargon, and double questions. We pre-tested 
our questionnaire with five experienced subsidiary managers. All these proce-
dures ensured that all questions were easy to understand. 
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 We invited managers of British multinational subsidiaries to participate in the 
survey by email. This method allowed us to interact and to exchange with sub-
sidiary managers, to ask follow-up questions, to collect additional information, 
and to obtain their insights which were not in the original survey. However, 
the process was very challenging and time-consuming (between July 2010 and 
February 2011). Participating subsidiaries provided data for the period 2003–2007 
(due to commercially confidential reasons, they provided recent data only). 

 We achieved a good response rate of 20 per cent, which compared favourably 
to previous studies using surveys with managers (for response rate in mail 
surveys, see Harzing, 2000). A total of 101 replies were returned with no missing 
values for the analysis. Ninety per cent was responded to by the top man-
agement team. The respondents have approximately eight years of working 
experience in the ASEAN region. 

 All 101 subsidiaries are private, that is, their shares are not listed on the stock 
exchanges in the host countries. They belong to 78 parent firms, of which 
44 are public and 13 are private. We collected data of public parent firms; 
however, information for 13 private parent firms was not available. From the 
annual reports of 44 public parent firms, we found that, as of the end of the 
year 2008, they had average revenues of GBP 23,906 million, and average assets 
of GBP 167,101 million. 

 We found that the average invested capital of the participating subsidiaries 
was US$78 million in 2007 (subsidiaries were asked to report financial data in 
US$ currency in the survey). The average age of the subsidiaries at the time 
of data collection was 26 years. They generated 77 per cent of their total sales 
from domestic sales, and 23 per cent from exports. They operated in a wide 
range of industries which are classified into service sector at 56 per cent and 
manufacturing/processing sector (including energy, petroleum and refining) 
at 44 per cent.  

  Non-response bias test 

 To check whether the potential non-response bias exists, we compared key 
characteristics (sales, assets and employee data for 2008) of the publicly listed 
parent MNEs of the respondent and non-respondent subsidiaries. The results of 
t-tests showed no significant differences at a 5 per cent significance level (two-
tailed test) between two groups. Armstrong and Overton (1977) argue that late 
respondents represent non-respondents. We compared data characteristics of 
early and late respondents, and there were no significant differences between 
the two groups.  

  Common method variance 

 To mitigate the risks of potential common method variance, we implemented 
a number of ex-ante and ex-post procedures (Chang et al., 2010; Podsakoff 
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et al., 2003). The ex-ante procedures were included to assure respondents of 
complete confidentiality and anonymity. A number of questions were fact-
based; subsidiary managers could obtain these data from their accounting and 
reporting systems. Furthermore, we used multi-item constructs, and we varied 
scale formats to minimise potential consistency. Scale items of interest were 
spread throughout the questionnaire and they were separated as far apart from 
one another as practically possible. 

 The ex-post procedures included a Harman’s one-factor test which was used 
to check the presence of common method effects. The test results did not reveal 
one overarching factor, and thus suggested that common method variance was 
not present. Additionally, we adopted data triangulation by using archival 
sources and we used complex regression models. All these careful procedures 
confirmed that common method variance was not a serious problem in this 
dataset.  

  Dependent, independent and control variables 

  Dependent variable 

 Subsidiary reinvested earnings: This construct was developed on the basis 
of the pecking-order theory (Myers and Majluf, 1984). Subsidiary managers 
were asked to self-report the percentages of major financing sources of the 
subsidiary’s capital (retained earnings; capital investment by parent firms; 
intra-firm borrowing, i.e. intra-firm loans from parent firms and/or sister affili-
ates; borrowing/loans from bank(s), and/or venture capital(s) within the host 
country, and borrowing from international bank(s) outside the host country). 
Reinvested earnings are measured by the percentage of profits that were rein-
vested in the subsidiary.  

  Independent variables 

 Subsidiary managers’ perceptions and assessment on host country location 
factors: This construct was developed from the insights of Rugman’s FSA/CSA 
matrix (Rugman, 1981), and Dunning’s eclectic paradigm and four FDI motives 
of market-seeking, efficiency-seeking, resource-seeking and strategic-asset-
seeking (Dunning, 1998; Dunning and Lundan, 2008, Box 10.1, pp. 325–326). 
Subsidiary managers were asked ‘to think about when you were selecting the 
host country location where it currently operates and/or when you were consid-
ering to expand the operation, how influential/ important would you say that 
each of the following was to your decision?’ A Likert 7-point scale was used 
from 1=not very influential at all to 7=very influential. The ten-item location 
factors include: access to customers; access to suppliers; access to raw materials; 
stable economic, social and political environment; ease of doing business, legal 
regulations and law enforcement; availability of grants and incentives; taxes; 
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access to finance; labour (availability, quality and regulations); and the reli-
ability and quality of infrastructure. 

 In the OLS regression analysis, this construct is first tested as a ten-item 
summated scale with a Cronbach alpha of 0.743. After that, all ten items are 
included one –after another in a series of regressions in the attempt to identify 
the most important location factors which influence subsidiary managers in 
their reinvestment decision into the existing known location. 

 Duration of operations of subsidiaries: is measured by the number of years 
that the subsidiaries have been in operation since the year of establishment 
(Luo and Peng, 1999; Gao et al., 2008; Makino and Delios, 1996). It is coded as 
7=established since 1880; 1=established in the 2000s onward.  

  Control variables 

 We include a comprehensive set of control variables: parent firm characteris-
tics, subsidiary characteristics, historical links with the United Kingdom, and 
sectors. 

  Parent firm characteristics 
 Parent firm size: is measured by the number of employees of parent firms, 
using data from OneSource database. It is coded as 1=10,000 employees and 
7=70,000 employees or more.  

  Subsidiary characteristics 
 Subsidiary size: is measured by the number of employees (Demirbag et al., 
2015), using survey data, and is coded as 1=below 500 employees; 7=2,000 
employees or more. 

 Relatedness to parent firms’ activities: We follow the procedures in Slangen 
and Hennart (2008) to measure the relatedness to parent MNEs’ activities in 
which relatedness to parent firm’s activities takes the value of 0, otherwise 1. 

 Subsidiary autonomy: Subsidiary autonomy is defined as the level of freedom 
of the subsidiary in decision-making rights relative to the parent firm and 
the role it has to fulfil (McDonald et al., 2008; Nobel and Birkinshaw, 1998). 
We follow previous studies to collect information on subsidiary autonomy 
by questionnaire (Birkinshaw and Hood, 1998; Roth and Morrison; 1992; 
Slangen and Hennart, 2008). Subsidiary managers were asked ‘to indicate 
your subsidiary’s level of freedom to make a range of decisions without ref-
erence from headquarters (HQ)/regional offices on different areas of deci-
sions’. These include supply chains (key suppliers, production/service delivery 
process); sales, marketing and distribution (product/ service offerings, key 
customers, advertising, promotion and brands); human resources man-
agement (selection, recruitment, remuneration, training and development of 
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employees); international financial management (investment, financing and 
dividend), and non-business infrastructure relations. A Likert 5-point scale was 
used: 1=decisions exclusively made by HQ; 2=decisions largely made by HQ; 
3=shared decision; 4=decisions largely made by subsidiary; 5=decisions exclu-
sively made by subsidiary. The result of scale reliability test showed a Cronbach 
alpha of 0.870. 

 Ownership forms: is a dummy variable which assumes the value of 1 if the 
equity of the affiliate is a WOFS, and 0 if it is a JV (Kim and Gray, 2008). 

 Foreign entry mode: We control for the potential effects of foreign entry mode, 
using a dummy variable 1=acquisitions, 0=greenfields (Slangen and Hennart, 
2008). 

 Historical links with the United Kingdom: We use a dummy variable 1= having 
historical links with the UK (former British colonies), otherwise 0 (Ghemawat, 
2001). 

 Sectors: A dummy control variable assumes the value of 1 for manufacturing, 
and 0 for service.    

  Results and discussions 

 We find that equity capital by parent firms accounts for 56 per cent of total 
funding in British subsidiaries. They have effectively utilised these financial 
resources, and they have operated at a profit. A proportion has been repatri-
ated to their parent firms (dividend payments), and a proportion has been 
retained and reinvested. Retained earnings are important financing sources, 
accounting for 29 per cent of total funding. Intra-firm borrowing from parent 
firms and/or sister affiliates accounts for 8 per cent, and external debts for 7 
per cent of total funding. 

 Our hypotheses are tested by OLS regressions. We report key descriptive 
statistics and correlations for all variables in Table 3.1. We have carefully exam-
ined our data to ensure that they comply with the requirements of regression 
analysis in terms of linearity, equality of variance and normality. The plot-
ting of standardised residuals against standardised predicted values shows no 
major violations. There is sufficient variance of independent variables and low 
correlation of the zero order correlation matrix (r<0.4). This is consistent with 
Hair et al. (2010) who suggest that the correlation should be below the usual 
threshold of 0.50.      

 We examine the tolerance for individual variables in the model, and they all 
exceed 0.7. We also examine the variance inflation factor (VIF) values for indi-
vidual variables across models. They do not exceed the value of 2 and they are 
below the commonly specified cut-off values of 10 (Hair et al., 2010). All these 
procedures confirm that multicollinearity is not a problem in our dataset. 
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 We report our regression results in Table 3.2. Model 1 includes control vari-
ables. Model 2 contains independent variables only (summated scale of host 
country location factors, and duration of operation). Model 3 is a full model.      

 Our two hypotheses are empirically supported. Specifically, hypothesis 1 
predicts that the perceptions and assessment on host country location factors 
by subsidiary managers are positively related to reinvested earnings by the 
subsidiary into the existing locations. The coefficients in the models are 
statistically significant. Thus, hypothesis 1 is fully supported. Hypothesis 2 
predicts that the duration of operation of a subsidiary is positively related to its 
reinvestment in the same host country. The coefficients confirm statistically 
significant positive effects of this variable on reinvestment. Thus, hypothesis 2 
is fully supported. Our finding is consistent with Mudami (1998) and Demirbag 
et al. (2015). 

 In order to obtain an in-depth understanding of which location factors are 
the most important in influencing perceptions and assessment of subsidiary 
managers, we include 10 location factors one –after another in a series of 
regressions. Due to space constraints, we report the final regression results in 

 Table 3.2     Multiple OLS regressions (models 1–3) 

 Variables  Model 1  Model 2  Model 3 

(Constant) 27.42*** (1.98) 21.62*** 22.56*** (3.05)
 Independent variables 
Subsidiary managers’ perception 

and assessment of host country 
location factors (summated scale)

1.033*** (0.42) 0.77**   (0.43)

Duration of operation 0.84***   (0.29) 0.56**   (0.34)
 Control variables 
 Parent firm characteristics 
Parent firm size 0.08      (0.16) −0.02      (0.17)
 Subsidiary characteristics 
Subsidiary size 0.53      (0.36) 0.47      (0.36)
Relatedness to parent firms’ 

activities
3.16      (2.27) 3.13      (2.23)

Subsidiary autonomy −0.41      (0.48) −0.25      (0.48)
Ownership forms 1.10      (0.99) 0.73      (0.98)
Foreign entry modes −0.63      (0.88) −0.38      (0.88)
 Institution 
Historical links with the 

United Kingdom
2.83**   (0.83) 2.02**   (0.87)

 Sectors 0.08      (0.81) −0.09      (0.79)
 R square  0.16  0.13  0.23 
 F-change  2.24**  7.51***  2.50** 

     Notes : n = 101. Variables are shown with unstandardised coefficients followed by standard errors in 
brackets. * p <0.1; ** p <0.05; *** p <0.01.    
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Table 3.3. We carefully check the variance inflation factors (VIF) of these 10 
location items and find no multicollinearity.      

 We find that only two location factors are the most influential in reinvestment 
decisions of subsidiaries: access to customers, and the reliability and quality 
of infrastructures. Access to customers reflects market-seeking FDI motives of 
multinational subsidiaries. This is consistent with Nguyen (2014), who finds 
that market-seeking is the predominant FDI motive of foreign subsidiaries in 
the ASEAN region (66 per cent for manufacturing subsidiaries and 71 per cent 

 Table 3.3     Multiple OLS regressions (models 1, 2) 

 Variables  Model 1  Model 2 

(Constant) 20.91*** (2.59) 21.69*** (3.24)
 Independent variables 
Access to customers 0.53*     (0.33) 0.56*     (0.35)
Access to suppliers −0.33      (0.35) −0.41      (0.37)
Access to raw materials −0.13      (0.29) 0.16       (0.33)
Stable economic, social, and political 

environment
−0.23      (0.46) −0.35      (0.50)

Ease of doing business, legal regulations 
and law enforcement

0.34      (0.46) 0.27      (0.48)

Availability of grants and investment 
incentives

0.31      (0.28) 0.01      (0.31)

Taxes −0.07      (0.35) −0.36      (0.36)
Access to finance 0.03      (0.26) 0.13      (0.26)
Labour (availability, quality and 

regulations)
0.17      (0.34) 0.13      (0.34)

Reliability and quality of infrastructure 0.53*    (0.37) 0.79**    (0.39)
Duration of operation 0.71*** (0.32) 0.47**    (0.36)
 Control variables 
 Parent firm characteristics 
Parent firm size −0.04       (0.18)
 Subsidiary characteristics 
Subsidiary size 0.30       (0.39)
Relatedness to parent firms’ activities 4.63*     (2.62)
Subsidiary autonomy −0.33       (0.53)
Ownership forms (WOFS vs. JV) 0.63       (1.01)
Foreign entry modes (greenfields vs. 

acquisition)
0.07       (0.93)

 Institution 
Historical links with the United Kingdom 2.32**    (0.95)
 Sectors 0.13        (0.92)
 R square  0.19  0.28 
 F-change  1.97***  1.63*** 

     Notes : n = 101. Variables are shown with unstandardised coefficients followed by standard errors in 
brackets. * p <0.1; ** p <0.05; *** p <0.01.    
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for service subsidiaries). The reliability and quality of local infrastructures, 
which facilitates business activities, is an important factor. Our finding is con-
sistent with previous studies which find a positive relationship between local 
infrastructures and aggregate inward FDI (Cheng and Kwan, 2000; Loree and 
Guisinger, 1995; Wells, 1993). We find that access to suppliers, access to raw 
materials and labour (availability, quality and regulations) are not influential 
location factors. This is in line with Nguyen (2014) who finds that efficien-
cy-seeking is not primary FDI motives of British subsidiaries in the ASEAN 
region (25 per cent for manufacturing subsidiaries and 26 per cent for service 
subsidiaries). 

 Other institutional factors, such as stable economic, social and political 
environment, ease of doing business, legal regulations and law enforcement, 
availability of grants and incentives, taxes, and access to finance have no sig-
nificant effects on reinvested earnings of subsidiaries. Our findings differ 
from previous studies on reinvestments using data of small businesses in post-
communist countries and in transitional and developing countries (Johnson 
et al., 2002; Cull and Xu, 2005; Chakravarty and Xiang, 2011; Demirbag et al., 
2015). Johnson et al. (2002) find that weak property rights discourage firms 
in post-communist countries from reinvesting their profits, even when bank 
loans are available. Chakravarty and Xiang (2011) find that access to external 
financing plays an important role in a small firm’s reinvestment decision in 
developing countries. We suggest that ASEAN subsidiary managers have devel-
oped necessary capabilities to deal with institutional challenges in the host 
countries and to operate successfully (Nguyen and Rugman, 2015). 

 We offer a plausible explanation why access to finance is not an influential 
location factor for multinational subsidiaries in their reinvestment decisions. 
British MNEs have access to their home country and international capital 
markets which help them lower costs of capital compared to domestic firms. 
They use these financial resources to make equity capital in their foreign sub-
sidiaries. In other words, MNEs overcome imperfections in external capital 
markets by developing efficient internal capital markets within their own 
organisation structures to redistribute financial resources (Rugman, 1980; 
Mudambi, 1999; Aulakh and Mudambi, 2005; Desai et al., 2004; Nguyen and 
Rugman, 2015). Foreign subsidiaries can overcome constraints of local capital 
markets in emerging economies. This reflects finance-specific competitive 
advantages of MNEs (Oxelheim et al., 2001). Our findings on major financing 
sources confirm the importance of internal capital market for multinational 
subsidiaries in which internal financing sources account for 93 per cent of total 
funding, whereas external debt accounts for only 7 per cent. 

 The relationships between control variables and dependent variable also 
present interesting findings. We find that parent firm size has no effect 
on reinvested earnings of subsidiaries (Table 3.2), which is consistent with 
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Nguyen and Rugman (2015), and Slangen and Hennart (2008). We find that 
subsidiary size has no effect on reinvestment, which differs from Demirbag 
et al. (2015). 

 Subsidiary autonomy has an insignificant effect on reinvested earnings of 
subsidiaries, which is consistent with McDonald et al. (2008), and Nguyen and 
Rugman (2015). Subsidiaries might use autonomy to engage in rent-seeking 
behaviour (Mudambi and Navarra, 2004) and to gain bargaining power 
(Ciabuschi et al., 2012; Chen et al., 2012; Dorrenbacher and Gammelgaard, 
2011). Autonomy might prompt subsidiaries to take peripheral positions in the 
multinational networks, which might result in less support from parent firms. 
Thus, Taggart and Hood (1999) maintain that autonomy should not be seen as 
an end in itself and it should be reduced in integrated MNEs. 

 We find that ownership forms and foreign entry modes have no significant 
impact on reinvested earnings of subsidiaries. Our findings are consistent 
with Tran (1977), Eckert and Rossmeissl (2007) and Williams (1998). Historical 
links (former colonies) with the United Kingdom have a significant positive 
effect on reinvested earnings of subsidiaries. Our finding is consistent with 
Ghemawat (2001), who uses country-level aggregate trade data and reports that 
colony-coloniser relationships have a positive significant relationship with 
trade. Finally, sectors do not have any explanatory power on reinvested earn-
ings of subsidiaries. ASEAN countries do not protect specific industries and 
sectors, nor promote national championships and regionalism compared to a 
large emerging economy like China. The competitive environments that might 
influence the structure of these industries and sectors do not affect reinvested 
earnings of subsidiaries.   

  Robustness tests 

 We perform additional robustness tests to exclude alternative explanations. 
We replace our survey data of subsidiary managers’ perceptions and assess-
ment on host country location factors with public data of economic freedom 
of the world index (EFWI) published by Fraser Institute, Vancouver, Canada. 
The EFWI is a summated scale of five areas, including size of government 
(expenditures, taxes and enterprises); legal system and property rights (legal 
system and security of property rights); sound money (access to sound money); 
freedom to trade internationally; regulation (regulation of credit, labour and 
business). We use the average of the index for six ASEAN countries for the 
period 2003–2007. We find a positive significant relationship between eco-
nomic freedom index and reinvested earnings of subsidiaries. However, we 
cannot include all sub-index components in a series of regressions due to high 
multicollinearity among them. Due to space constraints, the results are not 
reported here.  
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  Managerial and public policy implications 

 Our findings provide important implications for managers and public poli-
cymakers. Reinvested earnings are a proactive sustainable investment and 
financing strategy for subsidiaries. Retained earnings are low-risk means to 
finance reinvestment activities for continuing expansion and growth, which 
is in line with the pecking-order theory. This strategy benefits foreign subsid-
iaries which ultimately contribute to the overall performance of parent firms. 

 We address the roles of multinational subsidiaries in economic development 
of the host countries (Hood and Young, 1976). We find that multinational 
subsidiaries in emerging economies use their own internal financing sources, 
and depend less on external debt financing from local financial institutions. 
They act as development agencies through their foreign subsidiaries to fund 
economic development of the host countries (Nguyen, 2013; Nguyen and 
Rugman, 2015). Thus, it is recommended that host governments develop pol-
icies which encourage greater use of retained earnings for reinvestments of 
foreign subsidiaries. 

 We find that the most important factors influencing reinvestment decisions 
of subsidiary managers are access to customers, the reliability and quality of 
infrastructures, and the length of operations. It is recommended that host 
governments focus their scarce national resources on promoting free trade 
and developing high-quality and efficient infrastructures to facilitate firms to 
do business effectively. Investment agencies should devote effort to encourage 
investors with current operations to reinvest as they are likely to do so.  

  Conclusion 

 In this study we establish that subsidiary-level reinvested earnings are an 
important FSA, along with other traditional FSAs, as this reflects capabilities 
and decision-making in financial management of the subsidiary. We show that 
subsidiary managers have in-depth knowledge about challenges and opportun-
ities of emerging economies, and they have developed sustainable strategies in 
financial management thanks to their cumulative experience. We find that 
British subsidiary managers act strategically to use their own retained earnings 
to finance reinvestments for continuing expansion and growth. We provide a 
compelling theory-driven explanation on the determinants of reinvested earn-
ings of subsidiaries. We find that the most important variables influencing 
reinvestment decisions are access to customers and the reliability and quality 
of infrastructures, and the duration of operations. 

 Our study is subject to several limitations, some of which might provide 
avenues for future research. We use a dataset of British subsidiaries in the 
ASEAN region. Future research might examine subsidiaries of MNEs from 
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other countries having active operations in the ASEAN region. It will be inter-
esting to compare and to contrast with our findings. In addition, the context 
of subsidiaries in other emerging economies might be considered for future 
research.  
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   Introduction 

 The rise of developing countries is undeniably evident in the global business 
arena. There is increasing evidence of innovative and highly intellectual 
business activities from these countries, for example in the form of new drug 
developments from India and technological innovation from China. These 
innovations often require searching for and utilising tacit knowledge (Asheim 
and Coenen, 2005) which is prone to asymmetric information problems and 
intellectual property (IP) abuse. Thus, a firm that operates in these environ-
ments emphasises either loose or stringent IP protection standards which then 
influences the firm’s decision regarding the nature and location of innovative 
activities, in addition to capability endowments and cost calculations (Buckley 
and Casson, 1976; Dunning, 1988; Teece, 2006). As a result, governments are 
in continuous search for optimal levels of IP protection standards (varying 
from high to low levels) to ensure that there is a conducive environment for 
the advancement of local innovation systems (Chaminade et al., 2012; Jaffe 
et al., 1993). This is especially true in developing countries. 

 While high IP protection standards long have been introduced and enforced 
by institutions in developed countries, many developing countries transitioned 
to higher IP standards only after they became signatories to the World Trade 
Organization (WTO) and its Trade-Related Intellectual Property Standards 
(TRIPS) agreement in 1995 (Li, 2008; Waguespack et al., 2005). The TRIPS agree-
ment set a minimum level of rules and regulations in order to secure consistent 
IP protection levels among WTO member states. Many developing countries 
were required to pass certain IP laws and implement innovation policies to 
reach these standards. In order to allow this transition, developing countries 
were given transition options such as a ten-year grace period or the possibility 

     4 
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of amending the original TRIPS text, which either led to a fast or a slow change 
process. We are interested in these change processes of IP protection standards 
and why some developing countries adapted fast while others adapted slow 
changes to these processes. 

 Institutional theory suggests that IP protection standards are driven by gov-
ernment policies which are decided collectively through political strategies, 
actions, lobbying and connectedness of actors inside and outside of a country 
(Boddewyn and Brewer, 1994; Dolowitz and Marsh, 1996, 2002; Suchman, 1995; 
Bonardi et al., 2005). More specifically, change processes of institutional regu-
lations are influenced by pressures inflicted through actors and time (North, 
1990). Thus, our main argument is that different actors, such as domestic firms or 
foreign MNEs, differently impact local policy decisions of developing countries, 
which result in varying TRIPS implementation choices by local governments. 

 The existence of variation among ratification of TRIPS in developing coun-
tries and their rate of compliance to TRIPS suggest these changes do not always 
comply with national interests (Scholte, 2001). National interests can be based 
on various indicators or pressured by different actors that operate in the coun-
tries. The data on developing countries’ TRIPS compliance process suggests 
that if foreign MNEs have a high presence in the local innovation system in 
a developing country, such countries comply to TRIPS faster and, conversely, 
developing countries with a high composition  1   of domestic firms transition 
into full compliance with TRIPS slowly. We will continue to elaborate on this 
statement with some empirical support in the following sections of this book 
chapter. We first elaborate on the background of TRIPS and this empirical 
support, then use the data to support our theoretically derived arguments. We 
discuss and conclude the chapter with implications for policy and practice as 
well as future research directions.  

  Trade-related intellectual property standards and developing 
countries 

 When the World Trade Organization designed the Trade-Related Intellectual 
Property Standards, the aim was to establish a minimum level of rules and 
regulations to secure consistent IP protection levels among member states. 
While these regulations were easy to meet for developed countries, developing 
countries commonly applied significantly lower levels of IP standards and were 
required to reach TRIPS standards through new IP laws and innovation pol-
icies. In order to ease this process, 60 developing countries were given various 
transition options at the time of signing the WTO agreement in 1995. 

 First, countries could use a ten-year grace period to decide when and how fast 
to ratify TRIPS in their domestic national assemblies and make the international 
treaty part of local jurisdiction (Kale, 2010; Li, 2008). Thus, some countries 
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ratified TRIPS without delay while others gradually changed or delayed ratifi-
cation to the end of the ten-year period (Hamdan-Livramente, 2009). 

 Second, beside the transition period, developing countries were given the 
flexibility to propose and introduce amendments to the original TRIPS text, 
designed by the WTO, during the enforcement of the protection laws in their 
domestic legal system (Li, 2008; WTO, 2012). Similar to the ten-year grace 
period, some developing countries made amendments (in a few cases even 
applied changes beyond TRIPS regulation minimum levels) or did not capit-
alise on this option at all (Yang and Sonmez, 2013). Accordingly, countries had 
four options: adopt or not adopt a ten-year grace period, and/or amend or not 
amend the original TRIPS text. 

 The impact of TRIPS is most significant in the development of a country’s 
innovation system, especially for IP-intensive industries such as pharma-
ceutical, electronics, as well as computer and software industries. We use these 
IP-intensive industries as empirical support in this chapter (similar to Delgado 
et al., 2013), and combine data from the WTO (to outline TRIPS decisions) and 
the Harvard Patent Data Verse with its United States Patent and Trademark 
Office (USPTO) data (to outline a country’s innovation system). Table 4.1 

 Table 4.1     TRIPS decisions and developing countries 

TRIPS decision # of countries Country name

(1)  no transition period 
and no amendment(s)

14 Argentina, Barbados, Belize, Botswana, 
Brazil, Colombia, Cyprus, Indonesia, 
South Korea, Malaysia, Mexico, 
Nicaragua, Trinidad and Tobago, Turkey

(2)  use of transition period 
with early* ratification 
and no amendment(s)

10 Bahrain, Bolivia, Cameroon, Côte 
d’Ivoire, Dominica, El Salvador, Gabon, 
Grenada, Pakistan, Tunisia

(3)  use of amendment(s) 
only

6 Estonia, Philippines, Poland, 
Singapore, Uruguay, Venezuela

(4)  use of transition period 
with late* ratification 
and no amendment(s)

27 Brunei, Chile, Costa Rica, Egypt, Ghana, 
Guatemala, Guyana, Honduras, Israel, 
Jamaica, Kenya, Kuwait, Macau, Malta, 
Mauritius, Morocco, Namibia, Nigeria, 
Papua New Guinea, Paraguay, Peru, Saint 
Lucia, Sri Lanka, Surinam, Thailand, 
United Arab Emirates, Zimbabwe

(5)  use of transition period 
and amendment(s)

3 China, Hong Kong, India

Total 60

     Note : * ratifications between 1995 and 1998 are early ratifications, from 1999 to 2005 are late 
 ratifications.   

  Source : WTO (2012).  
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provides an outline of all 60 developing countries in the sample and their 
TRIPS decision.      

 Most of the 60 developing countries in the sample used either the ten-year 
grace period and/or amendments as intended by the WTO. Thus, these coun-
tries ratified the TRIPS agreement late in their national assemblies so the juris-
diction of the international agreement came into force later than in developed 
countries (TRIPS decision 2 and 4). To the contrary, 30 per cent of the devel-
oping countries did not use the ten-year grace period and did not introduce 
any amendments ratifying TRIPS immediately (TRIPS decision 1). Introducing 
amendments (TRIPS decision 3) and using the ten-year grace period and amend-
ments (TRIPS decision 4) were less observed cases among the countries.  

  Actors within innovation systems and institutional change 

 Institutions are a collection of formal and informal rules that shape 
behaviour and human interaction. These rules are reflected in legal systems, 
regulations, habits and customs (Coriat and Weinstein, 2002; Scott, 2001). 
While there is an established literature on institutions, less attention was 
placed on the aspect of institutional change processes. We focus on the insti-
tutional change process which transforms established norms impacting the 
operations or conditions that provide legitimacy to organisations within 
the institutional environment (North, 1990). Dacin et al. (2002) argue 
that institutional change processes imply various indicators such as levels 
of change, approach and periods/time and different levels within organi-
sations, macro-societal and even global, can impact these institutional 
changes. Transformations can be caused by functional, political and social 
sources (Oliver, 1992), that is, through internal or exogenous change; for 
example, external pressures are caused by professional associations or non-
governmental international organisations such as the WTO which is prom-
ulgating new standards, conceptions and practices (Boli and Thomas, 1999). 
Moreover, change can be both incremental in an evolutionary way or dra-
matic with sudden and abrupt changes with actors that often cannot predict 
the development and outcome of institutional transformations (Darendeli 
and Hill, forthcoming). 

 The existing literature has connected institutional changes with variations 
in either internal factors such as the development level of countries (Park, 
1995), changing income levels (Jacobson and Weiss, 1998) and changing 
governments (Li and Resnick, 2003) or external factors such as trade activity 
and becoming a member of the WTO (Yang and Sonmez, 2013). However, as 
Waguespack et al. (2005) point out, we still have a limited understanding of 
how a country’s innovation-related institutions develop. 

 What we know is that institutions impact economic change (North, 1990; 
Williamson, 1985) and that a country’s government establishes these formal 
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institutions that determine the domestic borders of the legal and regulatory 
environment (Peng et al., 2008), based on sole decision-making power and 
complete information, such as in the case of national innovation systems (Nill 
and Kemp, 2009). However, studies show that governments often have only 
limited and imperfect information (Coriat and Weinstein, 2002), and often 
lack an understanding of innovation (Paraskevopoulou, 2012). 

 We question if a single actor, such as the government, has complete infor-
mation on creating institutions and policies and argue that additional actors 
such as firms influence institutions as much as institutions influence deci-
sions of firms. For example, firms try to increase performance by shaping 
institutional contexts (Feinberg et al., 2015). Moreover, incentives and power 
dynamics of  different  actors within the institutional environment shape insti-
tutions (Greenwood and Suddaby, 2006). 

 Thus, the relationship between regulation and organisational innovation 
should not be considered as unidirectional and static, but rather is bi- directional 
and dynamic. Organisations seek to influence the direction of institutional 
change towards their motives and incentives, and in-turn the newly emerged 
institutional environment changes other organisations. Based on different 
selection processes in institutional environments, this change process can 
take different trajectories which then lead to institutions changing at different 
paces in different contexts (Carney and Gedajlovic, 2002). Along those lines, 
we argue that the level and complexity of interaction of different actors within 
the institutional environment is central in deciding the change trajectory in 
terms of pace of institutional change (see, similarly, Cantwell et al., 2010). 
Firms are among the most influential actors in the emergence of institutions 
(North, 1990), domestic or foreign. 

 The potential for institutional volatility in developing countries makes the 
relationship between institutions and organisations more salient (Makino 
et al., 2004). For developing countries, institutional change processes and 
implications of actors, as well as path dependency, is important as the coun-
tries imply more institutional complexity (Li et al., 2000). Next, we investigate 
TRIPS compliance processes from the perspective of foreign and domestic firms 
considering the pace of institutional change in developing countries. 

  Foreign firms’ pressures 

 The literature on institutional voids argues that MNEs are often active in law-
making processes in developing countries and thus also influence IP standards 
(Khanna et al., 2005). Since lower levels of IP protection in developing coun-
tries hinder firms engaging in competence-creating activities in such loca-
tions, multinational firms are often very protective of their IP and competitive 
assets (Cantwell and Mudambi, 2005). Moreover, the literature has argued 
that MNEs have the capabilities to develop organisational connections with 
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leading figures and entities in the government as well as personal connections 
(Cuervo-Cazurra, 2006; Sun et al., 2010). 

 Especially in developing countries, relational political behaviour has been 
found to shape institutional change decisions (Hillman and Hitt, 1999). As a 
result of increasing pressures from foreign MNEs, developing-country govern-
ments raise IP standards to attract MNEs especially if they are seeking new 
innovation and R&D (Dunning and Lundan, 2008). For example, in the case 
of the pharmaceutical industry, MNEs and governments from mature market 
economies extensively lobbied towards a fast ratification of TRIPS during TRIPS 
talks (Kale and Wield, 2008). Thus, a high composition of foreign MNEs in 
an innovation system of developing countries results in no usage of a 10-year 
grace period. Moreover, amendments to original IP regulations are also imple-
mented faster, as is the adaptation of a ten-year grace period, resulting in a 
faster transition to full TRIPS compliance. 

 Figure 4.1 supports this argument and shows assignee compositions of the 
60 developing countries that did not use a ten-year grace period or introduced 
amendments. As seen in the figure, eight out of 13 of these developing coun-
tries reflect a national innovation system that is dominated by foreign MNEs. 
Out of these eight countries, six countries have a significantly higher compos-
ition of foreign MNEs than local firms. Moreover, the five remaining countries 
with no innovative activity showed no innovation policies prior to TRIPS and 
simply did not take advantage of the grace period or amendments, probably 
because there was no lobbying activity of any kind.      
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 Figure 4.1      TRIPS decision 1 – composition of innovation systems in 1996 

  Note : Barbados, Belize, Botswana, Nicaragua, and Trinidad and Tobago had no active innovation 
system in 1996.  
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 Similarly, Figure 4.2 shows the compositions of the national innovation 
system of developing countries that used the ten-year grace period but ratified 
TRIPS early (before 1998). As the figure indicates, only one of eight countries 
showed innovative activities by foreign MNEs. This suggests that the coun-
tries initially took advantage of the ten-year grace period, but since they did 
not have any firm lobbying one way or the other, they ended up ratifying the 
TRIPS agreement right away. Only Dominica had some innovative activities 
from foreign MNEs in 1996, during the TRIPS compliance decision process. 
The remaining actors in the national innovation system in these countries 
were either investors or foreign universities.      

 Figure 4.3 shows the compositions of innovation systems within developing 
countries that introduced amendments to the original TRIPS text, but did not 
use the ten-year grace period. As the figure shows, all of these countries already 
had some kind of innovative activity by local or foreign firms. Foreign firms 
dominated two of the countries’ innovation systems, which explains why they 
did not use a ten-year grace period. However, Singapore’s local firm compos-
ition was very high compared to countries in the prior cases and the local 
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 Figure 4.2      TRIPS decision 2 – composition of innovation systems in 1996 

  Note : Bahrain, Bolivia, Cameroon, Côte d’Ivoire, El Salvador, Gabon and Grenada had no active 
innovation system in 1996.  
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 Figure 4.3      TRIPS decision 3 – composition of innovation systems in 1996 

  Note : Uruguay and Venezuela had no active innovation system in 1996.  
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firms and foreign firms make up most (44 per cent) of the total innovations 
in these countries, suggesting that maybe local institutions were influential in 
pushing the local governments to introduce amendments in cases where local 
firm assignees were missing.       

  Domestic firms’ pressures 

 Domestic firms of a country are interested in the development of the domestic 
market and thus inform, train and engage with governments to influence deci-
sions that change policies, laws and regulations (Fisman, 2001; Hillman and 
Hitt, 1999). In the case of intellectual property protection, the incentives of 
domestic firms are different from incentives of foreign firms. In a developing 
country, and especially in the early stages of development, most domestic firms 
will possess process capabilities which allow them to develop new process inno-
vations rather capabilities that allow for the development of new innovations 
on the whole (Kumaraswamy et al., 2012). For instance, Brandl and Mudambi 
(2014) show that Indian firms were not able to compete with foreign firms in 
the national innovation system early on in the country’s development but only 
over time were able to develop capabilities to compete. 

 Lower IP protection standards can help domestic firms, especially in devel-
oping countries, to learn how to source knowledge from other firms and form 
collaborations, allowing them to capitalise on imitation activities and know-
ledge spillovers (Kumaraswamy et al., 2012). The firms are then able to develop 
necessary absorptive capacities to move to the next stage of development (Awate 
et al., 2012). Thus, only with low IP protection regulations implemented and 
supported by local governments are these activities possible. Local govern-
ments are aware of domestic firms’ innovative capabilities and maturity to 
compete with multinational firms (Li, 2008). Domestic firms can then collect-
ively act with the objective of influencing government policies or, in our case, 
IP protection policies, in order to get them designed and implemented with 
their own interests in mind (Edquist, 2001). As found by Bonardi et al. (2005), 
firms lobby for their own interests and influence policies. These activities are 
evident in the innovation systems of developing countries. Consequently, high 
composition of domestic firms in innovation systems of developing countries 
results in the usage of a ten-year grace period and introduced amendments to 
original IP regulations, resulting in a slow transition to full TRIPS compliance – 
see Figures 4.4 and 4.5 for empirical support. 

 Figure 4.4 shows the composition of the innovation systems of developing 
countries which used the ten-year grace period entirely with ratification in 
2005 or ratified TRIPS late (after 1999). Thus, TRIPS compliance process took 
longer and was slower than in the prior three TRIPS decisions. As the figure indi-
cates, local firm composition was much higher in these countries, compared to 
prior decisions. In three of the 27 developing countries local firms dominated 
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innovative activities. Sixteen of the developing countries did not have an active 
innovation system in 1996, and in these countries either the local institutions 
could have been active in lobbying governments to slow down the TRIPS com-
pliance process or governments intentionally wanted to slow down the process 
in order to start building up innovative capability slowly.      

 Lastly, Figure 4.5 shows the compositions of innovation systems of devel-
oping countries that used the ten-year grace period, ratified TRIPS late and 
introduced amendments to the original TRIPS text. As the figure indicates, all 
of the countries had at least some amount of local firms active in innovation 
processes, which was not the case in countries which decided to comply with 
TRIPS faster. Although Hong Kong’s innovation system is well advanced (in 
terms of total number of patents), local firms dominated innovative activities. 
Strong local institutions lobbying for a slower compliance to TRIPS back up 
the low composition of local firms compared to foreign firms in India as also 
argued by Brandl and Mudambi (2014).        

  Concluding discussion and implications 

 This chapter set out to study the impact of actors and time on institutional 
change in a developing-country context. It aimed to shed light on the aspect of 
the pace of change and drivers as well as actors of change in a unique country 
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 Figure 4.4      TRIPS decision 4 – composition of innovation systems in 1996 

  Note : Brunei, Chile, Guatemala, Guyana, Honduras, Jamaica, Macau, Mauritius, Morocco, Namibia, 
Paraguay, Saint Lucia, Sri Lanka, Surinam, United Arab Emirates, and Zimbabwe did not have an 
active innovation system in 1996.  
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context studying TRIPS ratification processes. The above outlined discussion 
supported by tables and figures shows that countries with a high amount of 
patent output by local firms show a slow transition to TRIPS IP protection 
standards. This leads to the conclusion that local firms do hinder and influence 
the compliance to TRIPS. As argued above, local firms in a national innov-
ation system of a developing country try to influence policies to hinder TRIPS 
compliance for as long as possible. In addition, the composition of foreign 
MNEs in the national innovation system of a developing country also has an 
impact on TRIPS compliance: the higher the composition of foreign MNEs, the 
faster TRIPS compliance is achieved. The pressure by multinational firms is 
impacting local governments to comply with TRIPS regulations faster. Or, put 
differently, the lower the composition of foreign MNEs in the national innov-
ation system of the developing country the less pressure is on governments and 
the more impact domestic firms have slowing down TRIPS compliance. 

 These results show two main findings. First, change process of institutions 
and the differences in terms of time and pace of change. We can see that 
different countries apply changes differently. Depending on country contexts 
and decisions taken by the country, compliance to TRIPS regulations is either 
fast- or slow-paced similar to earlier discussions on institutional changes. 
Second, in line with this finding, we identify two major actors that influence 
these changes and the pace of institutional changes. We found that political 
activism and lobbying (Boddewyn and Brewer, 1994; Hillman and Hitt, 1999), 
as argued earlier, is responsible for these influences with varying impact on 
institutional change processes. 

 We combine these two findings to generate a contribution to the academic 
literature, to bring together the focus on actors of institutional change proc-
esses and aspects of time and pace in institutional change processes (Dacin 
et al., 2002) which has not been attempted thus far (Cantwell et al., 2010). 
We offer a contribution with an extension of institutional change theory that 
presents the different actors that influence institutions and their impact on 
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 Figure 4.5      TRIPS decision 5 – composition of innovation systems in 1996  
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the pace of change, especially extending North (1990, 2006) who argued that 
actors not only adapt to given institutions, but aim to shape institutions by 
providing a process mode of interactions. 

  Implications for policy and practice 

 Our findings strongly suggest that policymakers, especially from developing 
countries, need to be aware of competing and complementing actors within 
the institutional environment of their countries to ensure that governments 
develop an optimal set of rules and regulations that are conducive to their 
national innovation system and, as a result, the catch-up process of their 
countries in terms of innovation capabilities. If not considered satisfactorily, 
they can end up implementing suboptimal standards which might curtail 
further development of the developing country and slow or even hinder this 
catch-up. Moreover, it is important to know the different actors and their drive 
to influence and pressure policymakers. Knowing their intentions allows the 
government to take appropriate actions to both acknowledge and act upon or 
act against these pressures. 

 Moreover, findings related to the pace and change process of institutions, 
influenced by these actors, could allow policymakers and governments to 
make educated assumptions of further developments of their country and 
the impact policies in other fields or industries could have on institutional 
changes. However, this finding of time and pace needs to be considered with 
caution, as there is a strong country and situation context. TRIPS regulations 
and the need to reach a certain IP standard was forced through the WTO 
and can be considered as an exogenous shock and driver for change, also in 
relation to the pace of change. A natural process of institutional change might 
have different outcomes with different institutional change processes as well 
as pace. Moreover, these results suggest lessons for managers of domestic and 
foreign firms that are active in the innovation systems of developing coun-
tries. As variation among developing countries in their TRIPS compliance deci-
sions indicate, if domestic firms increase their presence within the innovation 
system, they can slow down the institutional change towards higher IP stand-
ards so that they might have more time to transform their output capabilities 
to innovation capabilities. Conversely, if foreign MNEs increase their compos-
ition within innovation systems of developing countries, they can speed up 
the compliance to global standards, which will decrease uncertainties related 
to institutional voids in developing-country contexts.  

  Suggestions for future research 

 When we consider institutional change we mean the change of institutional 
rules and regulations regarding IP protection standards before TRIPS and after 
TRIPS ratification. We do not study the actual change that happens and do 
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not consider institutional design in developing countries pre- and post-TRIPS. 
Moreover, TRIPS ratification implies institutional changes and changes of IP 
protection standards, especially in a developing country context with initial 
low protection levels that need to reach high protection levels according to 
TRIPS requirements. Thus, these changes are exogenously influenced and 
driven, and thus not a ‘natural’ occurrence. Institutional change in this study 
is forced and time-restricted to a maximum of ten years (the ten-year grace 
period). Future studies could see if our arguments hold in a non-restricted 
context where institutional change in developing countries is not influenced 
by exogenous pressures. Moreover, we only consider two actors as influencing 
factors for institutional change with regard to TRIPS. However, there are add-
itional actors in- or outside of national innovation systems that might influence 
these change processes. We purposefully left out national or foreign institu-
tions such as national laboratories or universities that are connected to govern-
ments making these institutional change decisions. The connection between 
these institutions and governments are strong and may skew the decision of 
institutional change. Additionally, the influence of supranational institutions 
such as the IMF might have an impact on institutional change processes as 
well, and future research could follow up on this aspect.   

    Note 

  1  .   The composition of a national innovation system is calculated as the proportion 
of specific actors (e.g. domestic firms, foreign firms, national institutions, indi-
viduals) in relation to all actors of an innovation system, using patent assignees as 
indicators.   
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   Introduction 

 Despite the extensive amount of research on decision-making in the context of 
international business, some elementary themes have been almost neglected. 
In particular, criticism concerning the assumption of rational decision-making 
has been growing and there has been an explicit call for studies that place the 
decision-makers under exhaustive scrutiny (Aharoni et al., 2011). Furthermore, 
some key elements of the decision-making process have been ignored. Although 
earlier examples of international business research (e.g. Aharoni, 1966) high-
light the importance of uncertainty as well as the cognitive constraints of the 
decision-maker, the number of studies that focus on these themes is surpris-
ingly low. 

 This lack of interest is unexpected, particularly in the field of international 
entrepreneurship where processes typically involve the parallel execution of a 
variety of activities to exploit recognised opportunities (Mathews and Zander, 
2007). This in turn generates a continuous flow of concurrent decisions. In inter-
national entrepreneurial firms these decisions are made under the condition 
of genuine uncertainty and so entrepreneurs adopt different strategies to cope 
with it. Entrepreneurial judgement is a cognitive process that is influenced by 
the person, the place and access to relevant knowledge (Mainela et al., 2014). In 
the context of entrepreneurial internationalisation, uncertainty is embedded 
in the cultural, political, economic and institutional environment (Ellis, 2011), 
and is highlighted here because of less rational approaches to decision-making, 
such as hunches, intuition, and incomplete or biased information. It is possible 
that if the perceived opportunity is evaluated too high, the decision-maker will 
refrain from taking action (Shane and Venkataraman, 2000). Entrepreneurs 
may try to reduce any uncertainties by gathering information over the course 
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of time or they may exploit opportunities immediately, thereby anticipating 
that the instant returns and first-mover advantages will cover the costs of 
uncertainty (Choi and Shepherd, 2004). In practice, international entrepre-
neurial firms need to constantly balance the acceptable level of uncertainty 
with the time frame in which the industry operates. 

 Decision-making under the condition of uncertainty is steered by a number 
of criteria that determine the chosen action. In the recent literature on effectu-
ation, it is suggested that decision-makers would either choose an opportunity 
to maximise their expected returns or, alternatively, keep the decision-related 
risks at an acceptable level, thus resulting in affordable loss (Sarasvathy, 2001). 
Of these two options, our knowledge of the former is fairly extensive and the 
possibilities for calculating the expected returns are numerous. Regarding the 
latter, research has previously explored the concept of affordable loss from 
a mainly theoretical point of view (e.g. Read et al., 2009). Nevertheless, the 
empirical evidence is limited and so far it has failed to provide indicators that 
force decision-makers to follow affordable loss principles rather than focusing 
on mechanisms for returns on investment. 

 This study advances our understanding of affordable loss in entrepreneurial 
internationalisation with the help of a conceptual analysis and three illus-
trative case studies from the Finnish biotechnology industry. In particular, 
this study focuses on the decisions made when the companies were expanding 
their operations abroad. Three key findings, each making a distinct contri-
bution to the previous research, were derived. First, the empirical evidence 
suggests that the principle of affordable loss is typically used for short-term, 
operative decisions. On the other hand, when a decision is more long term 
and strategic in nature, affordable loss and risks are assessed but they are also 
compared with the expected rewards. In addition, contrary to what Sarasvathy 
(2001) suggests, our study showed that affordable loss and expected returns are 
used as complementary decision-making criteria since they can be applied sim-
ultaneously. Second, it seems that when only a single person is involved in the 
decision-making process, it is more likely that the decision-makers will base 
their decision on the affordable loss principle. Conversely, when the number 
of decision-makers increases, the decision-making process follows a more 
causation-based logic. Third, the concept of affordable loss seems to be closely 
related to the context. In rapidly developing industries, such as information 
technology, it is important to meet objectives in a timely fashion. However, 
due to the nature of the industry, entrepreneurial biotechnology companies 
appear to favour losing time over losing money. 

 This study looks at international entrepreneurship with a particular focus on 
the components of affordable loss principle, while also contributing to both the 
emerging theory of effectuation and adding to our understanding of entrepre-
neurial internationalisation. The prevailing assumptions are challenged and a 
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critical view is taken, particularly on the applicability of previous research in 
the context of biotech firms.  

  Affordable loss in decision-making 

 For entrepreneurial firms it is typical that two central concepts, namely the firm 
and the market, are not given: the firms are new, the markets are new, or both 
(Dew et al., 2008). In the case of biotechnology firms, the latter is often true 
and thus the decision-maker faces the dilemma of not being able to predict or 
control the development of either the market or the firm. Decision-makers in 
these firms have to make decisions based on the knowledge and capabilities at 
hand (e.g. Kalinic et al., 2014). One could argue that they are operating under 
Knightian uncertainty since human creative action produces a non-existent 
and hard-to-predict future (cf. Wiltbank et al., 2006). In the turbulent and 
global environment of biotechnology firms, the application of effectual logic 
becomes lucrative because it is non-predictive, that is, it does not require clear 
goals, accurate predictions or an adaptive stance towards a largely exogenous 
environment (Dew et al., 2008). Furthermore, it has been argued that effectual 
logic is particularly suitable for environments with a high level of uncertainty 
(Sarasvathy, 2001), which is the case in the field of biotechnology. 

 Sarasvathy (2008), Dew et al. (2009a) and Sarasvathy et al. (2014) have 
discussed the principles of effectual logic. These principles have been referred 
to as  bird-in-hand, affordable loss, crazy quilt, lemonade  and  pilot-in-the-plane . The 
first,  bird-in-hand , refers to the means-oriented approach. Entrepreneurs are 
likely to make their decisions based on the given means instead of first setting 
the goals. They tend to focus on the question ‘What can I do?’ instead of ‘What 
should I do?’ (Dew et al., 2009a; Sarasvathy et al., 2014). Second,  affordable loss  
refers to the situation where entrepreneurs base their decisions on what they 
can lose (affordable loss) instead of focusing on the expected returns (Dew 
et al., 2009a). Affordable loss is easily calculated when the entrepreneur knows 
what he/she has and can estimate what the affordable loss is (Sarasvathy et al., 
2014). 

 Third, when following effectual logic, entrepreneurs prefer to commit key 
stakeholders instead of completing detailed competitive analyses. This is 
referred to as  crazy quilt  (Sarasvathy et al., 2014). The fourth principle,  lem-
onade , refers to leveraging unexpected environmental contingencies instead of 
exploiting pre-existing knowledge. As Sarasvathy et al. (2014) have stated, the 
process of ‘turning lemons into lemonade’ by embracing contingency plays out 
through the effectual process, which is based on the evolving means, goals and 
stakeholders of the venture.  Pilot-in-the-plane , the fifth principle, was added by 
Sarasvathy (2008). It is the  explicit rejection of inevitable trends  and refers to the 
logic itself (Sarasvathy et al., 2014). 
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 From the viewpoint of this study, the interesting aspect of this classification 
is the suggestion that the decision-maker uses affordable loss as a decision-
making criterion instead of expected returns (cf. Perry et al., 2011; Sarasvathy, 
2001). Affordable loss as a concept refers to the  decision-  maker’s subjective per-
ception of what he/she estimates to be able to put at risk and potentially lose as an 
outcome of the action  (Dew et al., 2009b). Particularly during the early phases 
of the venture, it is typical for the decision-maker to not have a clear view of 
the size of the market or the potential of the product; hence, the expected 
returns are impossible to calculate using traditional means. Instead, the deci-
sion-maker needs to judge the potential loss and make an explicit decision 
(Wiltbank et al., 2006). In order to make this decision, the decision-maker 
evaluates the resources at his/her disposal: who they are, what they know and 
who they know (Sarasvathy, 2001). Based on this preliminary information, he/
she makes the decision. 

 Earlier research on effectual decision-making identified three main 
elements that, when combined, push the decision-makers to adopt effectual 
logic rather than causal logic and, in particular, the affordable loss prin-
ciple versus the expected returns mechanism (Sarasvathy, 2008; Dew et al., 
2009b). The first element is the  perception of uncertainty  (Sarasvathy, 2008). In 
conditions of high uncertainty, or when the entrepreneurs perceive a high 
level of uncertainty, they are not able to predict the future outcome or con-
struct different scenarios and, therefore, cannot best identify the scenario 
with the highest returns and lowest risks. Therefore, the higher the per-
ception of uncertainty, the more likely it is that the entrepreneur will adopt 
the affordable loss principle. 

 The second element is the  desire for control  (Wiltbank et al., 2006). The entre-
preneurs can choose how much they try to control the external environment. 
On the one hand, they can try to move fast and adapt to a rapidly changing 
environment in order to identify good opportunities. In this case the emphasis 
on control is low. On the other hand, they can focus on the means of disposal; 
they can transform them, interact with potential stakeholders and create new 
and unexpected goals/opportunities. In this example, the emphasis on control 
is high, so the entrepreneurs do not try to estimate a potential for return in 
the future, but instead they downsize today’s risk. Therefore, the higher the 
desire for control over resources, the more likely the entrepreneurs will adopt 
the affordable loss principle. 

 The third element is the  willingness to lose/invest  a certain amount (Dew et al., 
2009b). Each entrepreneur estimates how much he/she or the firm is willing to 
invest and how much they can lose if the investment fails or does not reach its 
goals. In the ultimate analysis, if the decision-maker, that is, the entrepreneur, 
is not willing to commit and invest a certain amount, there will be hardly any 
financial gain. 
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 These three elements are all rather general and vague. It is not easy to under-
stand what actually influences the decision-makers and how they decide to follow 
effectual logic rather than causal logic. In their conceptual paper, Dew et al. 
(2009b) went into more detail, although they were not very explicit in their dis-
cussion. Although they discussed the consequences and influences of affordable 
loss, they did not explicitly state what they meant by affordable loss. In this 
chapter we intend to build on their thoughts and, based on empirical evidence, 
examine the conditions under which an entrepreneur is more likely to adopt 
the affordable loss principle rather than the maximisation of returns theory. 
Additionally, we intend to shed light on the indicators that might encourage or 
discourage decision-makers in applying the affordable loss principle.  

  Research design 

 In order to increase our understanding of the applicability and usefulness of 
the affordable loss concept in international entrepreneurship, a qualitative 
case study approach was chosen. We pursued the principles of data collection 
established by Eisenhardt (1989) and Yin (1994), and used multiple sources of 
evidence when gathering our data (interviews and company documentation). 
A qualitative approach was considered appropriate because it describes life-
worlds ‘from the inside out’ or, rather, from the point of view of the people 
who participate. By doing so it seeks to contribute to a better understanding of 
social realities and to draw attention to processes, meaning patterns and struc-
tural features (Flick et al., 2004). On the other hand, case study as a research 
strategy allows for the inductive, in-depth investigation of the research topic, 
analysis of the phenomenon in its contextual setting, and a more holistic 
coverage of the companies selected (cf. Ghauri, 2004). In order to minimise 
the effects of environmental and situational factors, we limited the number of 
cases to three Finnish biotechnology companies. 

 The choice of context is imperative, as the appropriateness of the inter-
nationalisation strategies depends on the industrial context in which the 
companies operate (Andersson, 2004). It can also be asserted that the decision-
making logic of international entrepreneurial firms may be different across 
industries. The biotechnology industry is a science-led industry that can be 
described as entrepreneurial, knowledge-intensive and rapidly changing (Hine 
and Kapeleris, 2006; Brännback et al., 2007). Although there seems to be agree-
ment as to what biotechnology is – the application of science and technology 
with living organisms, as well as parts, products and models thereof, to alter 
living or non-living materials for the production of knowledge, goods and serv-
ices (OECD, 2014) – included in that definition are numerous heterogeneous 
subfields, such as healthcare biotechnology, agricultural biotechnology and 
industrial biotechnology (EuropaBio, 2015). 
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 The present study is limited to healthcare biotechnology (also known as 
red biotechnology or life sciences), and the biotechnology industry refers to 
organisations conducting research and development (R&D) activities in order 
to develop healthcare-related products or technologies. This focus was chosen 
for several reasons. First, it is economically significant due to the applications 
used in product development in the pharmaceutical industry (Brännback et al., 
2001; Pisano, 2006). Second, it has high growth potential due to the devel-
opment of medical research (Burns, 2005). Third, the product development 
processes are long and expensive: biotechnology applications are expected 
to generate cost savings in the long run by shortening and improving these 
processes and thereby reducing risks or making time-consuming diagnostic 
methods more efficient (Hermans et al., 2005; Bains, 2006). This long product 
development process has made the industry very capital intensive and highly 
regulated, which means that capital needs to be raised continuously (Hine and 
Kapeleris, 2006). When looking at decision-making criteria, these character-
istics are very interesting from the perspective of this study as the theories of 
expected return and affordable loss might be relevant here. 

 Healthcare biotechnology as an industry is characterised by two phe-
nomena: convergence and consolidation. It is converging in order to create 
new, innovative healthcare solutions, and so the division between the core 
technologies (drugs, diagnostics and devices) is becoming blurred (Eselius 
et al., 2008). This requires a global business approach as the best partners and 
providers are located around the world. Second, a wave of consolidation has 
polarised the industry. On the one hand, the so-called Big Pharma (the largest 
pharmaceutical companies) dominate the market, yet their future success is 
increasingly dependent on collaboration with small, innovative biotech-
nology companies (Weintraub, 2008). Therefore, it is not surprising that in 
recent years we have witnessed the rise of international entrepreneurial bio-
technology firms in all industrialised economies. 

 In order to shed light on the concept of affordable loss, we studied the 
decision-making of three new Finnish ventures in the biotech industry. The 
selection of cases is a crucial decision in the research process and theoretical 
sampling is recommended (Eisenhardt and Graebner, 2007). This involves 
choosing cases that are likely to replicate or extend the emergent theory 
(Eisenhardt, 1989). The theoretical qualifications of the case also have to be 
kept in mind; in other words, how well they comply with the conceptual cat-
egories and the extent of their explanatory power (Eisenhardt, 1989; Smith, 
1991). Besides being Finnish biotechnology firms, the companies in this case 
study all share the following characteristics: they are small and medium-sized 
(SMEs), they operate in healthcare life sciences, they have a commercialised 
product and they are international. Key information regarding the case com-
panies is summarised in Table 5.1.      
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 The cases can be described as instrumental (Stake, 1995) since they illus-
trate the phenomenon under study in real-life contexts. The empirical data 
for the study was collected in 2012 and the main source of data was face-to-
face interviews with the case companies’ management. The case companies 
chosen fulfilled the pre-set requirements and the persons interviewed were 
the key individuals behind each company’s decision-making. In two of the 
companies the interviewees were CEOs or managing directors. In the third 
company, the key decision-maker, the managing director, was on parental 
leave and, therefore, three people (deputy managing director, production 
manager and head of marketing) were interviewed. We considered these people 
to be key sources of information because the international growth of their 
company reflects company strategy, which is based on their decisions. The 
persons involved in the process were willing to discuss their experiences, but 
in order to preserve the anonymity of the interviewees, the case companies 
were disguised. 

 In order to follow the decision-making logic of the interviewees, we adopted 
a semi-structured process that facilitated the free expression of the entrepre-
neur’s ideas. This kind of ‘think-aloud’ method has been used in earlier studies 
of entrepreneurial effectuation (Sarasvathy et al., 1998). On the other hand, 
the themes studied in each interview allowed us to compare responses across 
subsequent interviews and secure for data equivalence during the data collec-
tion. Collecting data through interviews and observations is considered appro-
priate in the context of effectuation (Perry et al., 2011). The interviews were 
conducted by two or three individuals, thereby increasing our confidence in the 
reliability of interpretation. The interview questions dealt with several topics, 
such as the internationalisation of the company, the decision-making process 
and the evolution of the company. With the consent of the interviewees, the 
discussions were recorded and transcribed verbatim. All the interviews were 
conducted in English, although some of the interviewees added a few words 
and comments in Finnish during the interviews. 

 The data obtained was further analysed in several phases (cf. Yin, 2009). First, 
the interview recordings were transcribed and a within-case analysis of each 
company was conducted (Eisenhardt, 1989). Consequently, the information 
obtained from the interviews was reorganised to form descriptive narratives 

 Table 5.1     Key characteristics of the case companies 

Turnover 
(Euro)

 Employees 
 (5/2012) Founded

Share of 
Exports

Start of 
Exports

A 131,000 10 2004 90% 2011
B 356,000 10 2009 75% 2009
C 879,000 10 2007 85% 2007
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which helped us to identify the key events and the background of each case. 
We then augmented the interview data with some additional information 
available from databases, company websites and other secondary sources. The 
internationalisation of each case company was described using the critical-
incident technique (cf. Butterfield et al., 2005) in terms of its international-
isation activities and evaluated from the viewpoint of affordable loss. Finally, 
we included a cross-case comparison in order to reveal the similarities and 
differences among the companies.  

  Analysing affordable loss 

 Our analysis began with the aim of understanding the decision-making logic 
of the case companies, particularly when making decisions regarding inter-
nationalisation and market expansion. In other words, we were interested 
in whether the entrepreneurs/key decision-makers framed their decisions 
using either causal or effectual thinking. In line with Perry et al. (2011) and 
Sarasvathy (2001), this classification was conducted according to the following 
dimensions: goal-setting versus given means as the driver for decision-making; 
expected returns versus affordable loss as a decision-making criterion; decisions 
based on environmental analysis versus strategic alliances and prior commit-
ments; exploitation of existing knowledge versus leveraging opportunities; and 
predicting versus controlling the future. 

 All in all, the decision-making in the case companies was very entrepreneurial 
in nature. In fact, the interviewees often compared their decision-making with 
that of large multinationals and pointed out that in entrepreneurial firms like 
theirs, decision-making is often flexible and less bureaucratic: 

  I worked 12 years for big companies and I   have to say that this is so much more 
fun. You are not leading like quarter to quarter to quarter to quarter, you are not 
spending your time filling totally meaningless papers. The amount of bureaucracy 
is so much lower. (Company C)  

  Well, I’ve understood that when the headcount goes from 20 to 40 there are significant 
changes. ... There has to be more structured communication, more official meetings, so 
less talking in the corridor. You then have five that you   have to report to and they again 
have five and so on, so you don’t engage with the people so much. (Company B)    

 The decision-making processes of these entrepreneurial firms were also experi-
enced as being faster and shorter than those of multinationals, as the following 
quotes demonstrate: 

  And when the size of the organisation grows you   have to have, make some defined  
 decision-making routes, and they bring a certain kind of ... inflexibility. Time 
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consuming things. You lose the agility and flexibility ... everything has to be done 
in meetings or boards or whatever. We can make decisions just by shouting to the 
next room here. (Company A)  

  The difference between a small   start-up and a multinational company is in the 
structure and   decision-making processes. It’s a lot quicker and you can move 
quicker when you’re a small company. (Company B)    

 The interviewees also emphasised that even if, from the company’s per-
spective, it is all about balancing the investment, the viewpoint of the board 
may be different. In particular, the representatives of the venture capitalist 
often emphasise the expected returns and pay less attention to the short-term 
losses.  

   It is a balance between expected returns by the venture capitalist and the losses the 
company can afford – but all needs to be earned back. (Company A)    

 Next, in order to dig deeper into the construct, we continued by analysing it 
according to the dimensions of affordable loss (Dew et al., 2009b): acceptable 
risk, predetermined level of affordable loss, available internal means, amount 
of information needed for making a decision, and which resources are consid-
ered ‘losable’ or ‘patient’. In order to provide a contextualised explanation of 
the concept, we also investigated the context when the affordable loss principle 
was used (i.e. for what kind of decisions, in what kind of situations, when and 
by whom). The key findings are discussed in the following section.  

  Affordable loss – when, what and how? 

 The interviews indicated that the affordable loss principle was typically used 
when making  ‘smaller’ decisions  that involved a  limited window of opportunity  
and required a fast decision. These decisions were often related to the daily 
operations of the company, independently of the task or function that they 
were related to. The use of the affordable loss principle was spread throughout 
the company to all of its functions, such as marketing, purchasing, pricing, 
R&D and order processing. Commonly, as illustrated by the following quote, 
these decisions were made by a single decision-maker such as the managing 
director, CEO or marketing manager:

  Basically , regarding pricing, I have the freedom to make decisions. Of course, we 
discuss it, different options, with the top management team. (Company C)    

 In the case of more significant decisions that have a long-term impact, the deci-
sion-making was the responsibility of the whole management team and/or the 
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board. In the latter case, the affordable loss principle was no longer applied in 
the decision-making, or at least not as the main or only criterion. On the con-
trary, external information was searched for, sometimes even extensively, and 
that information was utilised in decision-making in order to assess the related 
risks, investment required and  expected rewards.  This kind of decision-making 
was considered to be more ‘safe’, but also time consuming and, therefore, it 
could only be applied to the most important decisions.  

   As a group, you can make a better   risk-assessment and it’s more certain. ... (If there 
are many people involved in the   decision-making process) you will need more infor-
mation or more data and also it will take more time. (Company C)    

 When more people are involved in the decision-making process, they need 
some common basis on which to build their decisions. This basis can be data 
from, for example, market surveys or competitor analysis, as the following 
quotation demonstrates:

    ... when we changed the direction (of the company), we went through a number of 
market reports, publications, all kind of news, everything, we just tried to collect as 
much information as we could. (Company A)    

 The expected rewards were never used as the sole decision-making criterion, 
but they were always assessed in relative terms compared with affordable loss or 
acceptable risk. The evaluation of risk varied across interviewees, but two main 
types of risk were identified: risk of losing time and risk of losing money. 

 Risk of losing time referred to delays in operations and delivery or loss of 
the interviewee’s personal efforts. These were considered as something the 
company could afford to lose and so no financial value was calculated for them. 
This might be due to the nature of the business; for these companies, it is not 
about being the fastest to market but more about having the best product.  

   The only thing I’m investing in is plane tickets and then time. So what I stand to 
lose is perhaps one year in business if they are not performing because then we ter-
minate the agreement and find another partner. So that’s the largest risk: a delay 
in launching or implementing business in a certain country. (Company B)    

 In the biotechnology industry, it is typical that the product development 
process takes years. Therefore, the speed of operations is also considerably 
slower than it is in many other fields and so companies do not purposefully 
target being the first ones in the market.  

   I will never be the first in the market, it is a very established market. ... We are 
playing in the niche; we have a niche strategy within the market. (Company B)    
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 In the biotechnology industry, it is also typical that market development and 
value creation are blurred and the estimation of future market development is very 
difficult to make. Therefore, it is not surprising that most of the interviewees pre-
ferred to estimate risk in terms of time instead of money. However, one informant 
from Company A was able to evaluate the affordable loss in financial terms:

    ... say, a very rough number is 100,000   euros or something like that. So, it’s not the 
world’s biggest sum of money if you start to develop a test, go a little bit and stop 
it there. Maybe you have burned something like 10, 20, 30,000   euros. So it’s not 
really a big thing to stop such a project. (Company A)    

 Interestingly, the interviewees also stressed the fact that their personal 
investment in the business was often limited. As is usual in the biotechnology 
industry, the first years of business are seldom profitable. The business opera-
tions are run with venture capital and the financial risk is divided among the 
entrepreneur, business angels and investors. Additionally, some business models 
involve very little financial risk for the company, as they involve building a 
long-term relationship and getting the other party (partner) committed. This 
is demonstrated in the following quotations: 

  But to be able to estimate the risks. ... The risk I think is best to limit ... but it’s some-
thing that you have to little bit jump into cold water and see how it goes. ... Well, 
the thing is, I don’t   have to invest (a lot) when I start with a partnership because it 
starts with them purchasing products from me. (Company B)  

  I don’t know if we are looking for fast income. ... At least I’m not thinking that way. 
We’re looking for   long-term relationships and we maybe have to start by putting 
in a little bit of money, giving some samples and so on, you know, starting slowly. 
(Company C)    

 Besides the concept of risk or loss, whether it was affordable or acceptable also 
seemed to vary. Interestingly, the interviewees with considerable previous 
experience considered many issues to be acceptable just because they thought 
it was ‘the name of the game’. In other words, it was an essential feature of the 
business and so out of their control.  

   We wouldn’t have the company in place, basically. We would have run out of 
money, before we ... would have been in a situation where we have some initial 
sales. Because it’s, this is, running a company like this, it’s kind of a, game of, 
funding at the same time. (Company A)    

 On the other hand, the less experienced interviewees reported spending con-
siderable time discussing the issues with other team members and decision-
makers in order to determine an acceptable level of risk.  
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   And usually, when we make decisions, we really think about the risks and we are 
thinking ‘Are we going to take this risk?’ If we take it, then we took it. ... Yeah, like 
basically our current cash flow doesn’t allow us to take any huge risks. (Company C)    

 Our findings therefore challenge some earlier thoughts on affordable loss. For 
example, instead of treating the different types of risk as alternatives or oppo-
sites, time versus money (Dew et al., 2009a), our informants seemed to consider 
the two as complementary methods of mental accounting.  1   In addition, we 
were able to identify decisions where affordable loss and expected return logic 
did not just complement each other, but were actually used simultaneously. 
Finally, it seems that the level of experience and learning of the decision-maker 
has an impact on the interpretation of affordable loss. All this indicates that 
using a standardised tool, such as quantitative scales, for assessing affordable 
loss and the related decision-making may not provide an accurate picture of 
the concept.  

  Conclusions and implications 

 In this chapter we analysed decision-making regarding the internationalisation 
process of three Finish international ventures and achieved a deeper knowledge 
about affordable loss in the context of entrepreneurial internationalisation. We 
found that the nature of the decision and the number of decision-makers both 
seem to affect whether the affordable loss principle is used in decision-making. 
When a single person is making the operational decisions, the affordable loss 
principle is often used. However, when the number of individuals making the 
decision increases and, for example, the board becomes involved, the decision-
making process becomes slower, longer and leans more towards additional 
information and calculations of expected returns. Hence, the gut feeling and 
previous experience of one particular individual are no longer important. 

 Affordable loss was conceptualised as loss of time, loss of financial resources 
and loss of independence. Entrepreneurial firms seem to consider time and the 
efforts of personnel to be losable resources which do not endanger the company. 
Accordingly, they were not included in calculations of any financial value. 
Considering time as an affordable loss can be seen as very much a context-re-
lated issue; companies in the biotechnology industry are used to long product 
development and patent processes and so for them it is not always crucial to be 
the first and fastest to the market. As the temporal context is so decisive when 
studying affordable loss, we may assume that the findings might be different if 
we were to study an industry with a faster pace of operations. 

 Estimating affordable loss in terms of finance was very demanding since all 
financial loss is taken extremely seriously in small companies with limited 
resources. Decision-makers following the affordable loss principle were also 
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worried about the loss of independence. The managers of these entrepreneurial 
companies were not only worried about their personal loss of control but also 
about the risk of being acquired or merged with some other company due to 
being too dependent on the investors’ money. Hence, the level of affordable 
loss is also evaluated on the basis of ‘how much investment we need and how 
much external funding we should accept’. Additionally, the findings point 
out that a contextualised interpretation of the concept is recommended when 
studying the phenomenon. 

 The previous literature has suggested that, in the early phases of the venture, 
the decision-makers do not have a clear image of the market or the expected 
returns, and this drives the decision-makers to consider the affordable loss. 
The case companies’ decision-makers considered both the affordable loss and 
expected returns when making their decisions. These two issues were present 
as complementary aspects of decision-making, although they were also consid-
ered simultaneously. This might be because the case companies studied here 
were not pure new ventures, but were more accurately in the transition phase 
from being a ‘new’ to being a ‘more established’ venture.  

  Implications and suggestions for future research 

 One important implication for entrepreneurs and management teams consists 
of showing that the type of decision-making adopted depends on the size of 
the company. In smaller and more dynamic companies, it is possible to make 
rapid decisions and so the decisions can be taken by one or few people. In this 
case the amount of necessary information on which the decision is based is 
lower and decision-makers can adopt the affordable loss principle. Affordable 
loss is often quantified in terms of time, individual efforts and money. Small 
companies can afford to lose plenty of time, but only a very limited amount of 
financial resources. However, it is important for decision-makers to recognise 
that in rapidly changing industries time should also be considered as a valuable 
resource, and losing it might ultimately lead to losses in financial terms. 

 The findings of this study propose several avenues for future research. For 
example, it might be interesting to expand on the earlier works regarding the 
composition of top management teams in international entrepreneurial firms. 
After all, prior research does indicate that the mindset of the entrepreneur 
(Nummela et al., 2004) and the characteristics of the top management team 
(Reuber and Fischer, 1997, 2002) both affect the firm’s internationalisation. 
Furthermore, the need to augment the management teams of these firms has 
also been recognised (Loane et al., 2007). If this is the case, it raises the ques-
tion of what kind of team composition would be optimal in international 
entrepreneurial firms from the viewpoint of decision-making. Should the team 
include members who work according to similar logic or would it be better 
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to have people working with both the affordable loss principle and expected 
returns mechanisms? Future research projects might shed light on these intri-
guing questions. 

 The present study is a qualitative study and as such it produces context-
specific knowledge that can be applied to different contexts only with caution. 
Future research will hopefully extend this investigation to different sectors 
and countries. Moreover, we focused on fairly new international ventures. 
Although this category of firm has received considerable attention over the 
last few years, most of the SMEs are not international since inception and they 
have followed different internationalisation pathways. Therefore, it is also 
important to understand how such companies make their decisions during 
their entrepreneurial internationalisation. Finally, this is a longitudinal retro-
spective study. This type of study suffers from the interviewees’ capability to 
correctly recall events that happened previously, sometimes more than ten 
years before. We therefore suggest performing real-time longitudinal studies 
by, for example, observing the internationalisation process at various points 
by revisiting the company from time to time and by personally pointing out 
the differences.  

    Note 

  1  .    Mental accounting is a set of cognitive operations used by individuals and households to 
organise, evaluate and keep track of financial activities  (Thaler, 1999).   
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   Introduction 

 In this chapter, we investigate the influence of business strategies upon the 
internationalisation of SMEs. In particular, we investigate the effect of stra-
tegic aim for unique products development and quality focus, the two business 
strategies suggested to be linked to the international performance of rapidly 
internationalising firms by Knight and Cavusgil (2004). These firms have been 
defined as  ‘born-  globals’  (Rennie, 1993; Knight and Cavusgil, 1996; Madsen and 
Servais, 1997), and in Knight and Cavusgil’s (2004) article (see also Cavusgil 
and Knight, 2015), these business strategies, along with leveraging organisa-
tional competences, were suggested as acting as main intermediators of stra-
tegic orientation towards their increased performance. 

 In this chapter, we suggest that the result is both interesting and in need of 
further elaboration for several reasons. First, much of the scholarly research 
on born-globals has been conducted in the field of international entrepre-
neurship, or  ‘ the discovery, enactment, evaluation, and exploitation of oppor-
tunities – across national borders – to create future goods and services’ (Oviatt 
and McDougall, 2005, p. 540), where the discussion of business strategies has 
tended to concentrate on managerial decision-making related to internation-
alisation and entry-mode decisions (Spence, 2003; Levesque and Shepherd, 
2004; Gleason and Wiggenhorn, 2007; Tuppura et al., 2008) rather than 
product, service and customer strategies as such. Thus, the role of strategic 
frameworks such as global marketing strategies (Zou and Cavusgil, 2002) and 
export marketing strategies (Cavusgil and Zou, 1994) has received less atten-
tion in the literature on born-globals and on international entrepreneurship 
in general. 

 Second, while the argument can be made that smaller firms may, in general, 
have less formalised and pre-planned strategies for internationalisation, Knight 
and Cavusgil (2004) found that certain strategic focuses may be relevant 
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even for the most rapidly internationalising firms. This implies that studying 
business strategies in a more formal sense may also be called for in the context 
of smaller internationalising firms as well. 

 Third, more elaboration is called for in terms of different types of interna-
tionalising firms, particularly SMEs. Born-globals have been defined in various 
ways (see Gabrielsson et al., 2008). The review of international entrepreneurship 
studies by Jones et al. (2011) concludes that the term ‘born-global’ is generally 
considered to encompass firms that internationalise early and rapidly, with 
Knight and Cavusgil (2004, p. 124) defining born-globals as  business organi-
zations that, from or near their founding, seek superior international business per-
formance from the application of   knowledge-based resources to the sale of outputs in 
multiple countries . While this definition does not restrict born-globals by the 
size of the firm, other studies have denoted them as small knowledge-inten-
sive firms (Knight, 1996; Moen, 2002; Gabrielsson et al., 2008), which they 
often tend to be, particularly in small open economies with limited domestic 
markets and the prevalence of niche-oriented high-technology start-ups. Thus, 
they can be contrasted to non-born-globals, that is, internationalising SMEs 
that do not fit the definition of a born-global. 

 This contrasting may be relevant in order to elaborate on the internation-
alisation business strategies of different types of small firms, particularly as 
an earlier exploratory study by Bell et al. (2004) found differences between 
business strategies and internationalisation of firms from knowledge-intensive 
and more traditional manufacturing fields. This implies that the dynamics of 
business strategies may vary between born-globals and other types of interna-
tionalising small firms. 

 For these reasons we consider it relevant to continue the investigation by 
Knight and Cavusgil (2004) and examine the relevance of the business strat-
egies of SMEs to their internationalisation. In doing so we aim to investigate 
whether the relevance of the business strategy varies between born-globals 
and other types of internationalising SMEs, whether strategic focus is linked 
to more rapid foreign expansion in SMEs overall, and whether the positive 
influence of the product development and quality-focused strategies on inter-
national performance of born-globals (Knight and Cavusgil, 2004) are also 
generalisable to SMEs as a whole. 

 This chapter is constructed as follows: the next section discusses the theor-
etical background and the extant literature on the topic of business strategies 
and internationalisation of SMEs, and consequently presents our hypotheses 
derived from the literature review. The third section explicates the empirical 
data and the research methods used, with the fourth section presenting the 
results of the empirical analysis. The fifth section discusses the policy and 
practical implications of the results, and we conclude in section six by assessing 
the limitations of this study and potential future research avenues.  
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  Literature review 

 Born-globals are the type of firms that by nature seek to internationalise earlier 
and more intensely than more traditional types of SMEs. In doing so, their 
emergence has challenged the traditional models of internationalisation, such 
as the ‘Uppsala Model’ (Johanson and Wiedersheim-Paul, 1975; Johanson and 
Vahlne, 1977, 2003, 2009) that have tended to present internationalisation 
in the SME context as a gradual learning process. The emergence of new 
knowledge- intensive industry sectors such as the software industry (Bell, 1995) 
has, in particular, often presented scholars with a host of small firms that tend 
to leap-frog some of the stages in the internationalisation process suggested 
by the traditional models. Accordingly, various typologies and definitions of 
these firms have risen in the field of international entrepreneurship (see Jones 
et al., 2011). 

 In this study we concentrate on the difference between born-globals and 
other types of SMEs. With the former we adhere to the definition by Knight 
and Cavusgil (1996) and Knight et al. (2004, p. 649) which ‘is consistent with 
those used to operationalise other studies on born-global firms’, where born-
globals are those firms that have: (1) begun internationalising within three 
years of firm foundation and (2) generate at least a quarter of their total sales 
from abroad. Similarly, when discussing SMEs we refer to firms employing less 
than 500 people (OECD, 2005; Knight, 1996). 

 Overall, organisational emergence is said to occur through the actions taken 
by the organisation rather than its characteristics, that is, through achieving 
strategic rather than conforming legitimacy (Tornikoski and Newbert, 2007). 
In the context of internationalisation, a seminal study by Knight and Cavusgil 
(2004) found that international strategic orientations in born-global firms 
come to determine their business strategies, two of which are related to lever-
aging the organisational competences and the competences of foreign distribu-
tors for the firm. There are also two main strategies related to the products 
of the firm: those related to unique products development and quality focus. 
These are strategies that in turn lead to increased performance in international 
markets. In particular, unique products development ‘reflects the creation of 
distinctive products, and is akin to differentiation strategy, which involves cre-
ating customer loyalty by uniquely meeting a particular need’ (Knight and 
Cavusgil, 2004, p. 131). Accordingly, quality focus ‘reflects efforts to develop 
products that meet or exceed customer expectations with respect to features 
and performance’ (ibid., p. 131). These definitions, taken together with the 
results of the study, imply that for born-globals a strategy focused on delivering 
innovative products that respond to the needs of, and meet the expectations 
of, the customers of the firm will result in increased success in global markets. 
On the other hand, strategy formation of SMEs has been suggested to occur 
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through opportunistic behaviour (Crick and Spence, 2005) and their inter-
nationalisation process through serendipity (Merrilees et al., 1998; Meyer and 
Skak, 2002). 

 Consequently, we could assume that the beneficial effects of such strategies 
are more clearly seen in born-globals, compared to internationalising SMEs in 
general. For one, enterprises that internationalise early tend to apply strategies 
appropriate to their unique characteristics, such as age and size (Cavusgil and 
Knight, 2015). Market response to the internationalisation of born-globals can 
be distinctly positive (Gleason and Wiggenhorn, 2007), and globalisation tends 
to facilitate conduction of born-global strategies (Andersson and Wictor, 2003). 
As born-global–type firms tend to be in abundance, particularly in innovative 
high-technology sectors, it is therefore not surprising that innovative product 
development and focus upon quality is linked to increased success among 
these firms. 

 However, the internationalisation process and the accompanying strategies 
may be different in more traditional manufacturing firms (see Bell et al., 2004). 
Thus, we might expect not only that these business strategies are linked to per-
formance among born-globals (as suggested by Knight and Cavusgil, 2004), but 
also that other types of internationalising SMEs might not benefit from these 
strategies in equal measure. This would imply that SMEs with more focused 
business strategies would tend to be born-globals, rather than non-born-
globals: 

  Hypothesis 1 : The higher the focus of an SME on unique products devel-
opment, the more likely it is a born-global. 

  Hypothesis 2 : The higher the quality focus of an SME, the more likely it is a 
born-global.   

 Similarly, once an SME enters its first foreign market, and thus turns from a 
domestic into an international operator, we could expect its product devel-
opment and quality-focused business strategies to lead to increased growth. 
This would be in line with the definition of born-globals as firms that not only 
internationalise early, but also do so intensely, acquiring a large share of their 
turnover from abroad within a few years of starting their internationalisation 
process (e.g. Rennie, 1993; Knight and Cavusgil, 1996; Chetty and Campbell-
Hunt, 2004). If born-globals in particular tend to benefit from such strategic 
focus, we might posit that the more focused SMEs are in their business strat-
egies, the more rapidly they are able to grow abroad: 

  Hypothesis 3 : The higher the focus of an SME on unique products devel-
opment, the more rapid its growth in international markets. 
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  Hypothesis 4 : The higher the quality focus of an SME, the more rapid its 
growth in international markets.   

 Finally, Knight and Cavusgil (2004) explicitly linked these business strategies 
to the increased international performance of born-globals. In doing so they 
applied a measure based on managerial assessment of the extent of performance 
related to the prior expectations of the managers, as well as of the extent of 
success with products and compared to the main competitors of the respond-
ents. We refer to this performance as ‘subjective international performance’ 
(as opposed to, for example, degree of internationalisation calculated directly 
from the absolute amount of foreign sales or the number of countries in which 
the firm operates), and posit that this applies to internationalising SMEs in 
general: 

  Hypothesis 5 : The higher the unique products development of an SME, the 
better its subjective international performance. 

  Hypothesis 6 : The higher the quality focus of an SME, the better its sub-
jective international performance.    

  Research methodology 

  Data collection 

 The empirical data to test the hypotheses was collected in Finland via an online 
survey during the first half of 2008 (February–July). We considered the country 
context relevant due to much of the extant research on born-globals, having 
found the phenomenon particularly prevalent in small open economies such 
as that of Finland (e.g. Autio et al., 2000; Jantunen et al., 2008; Kuivalainen 
et al., 2007; Laanti et al., 2007; Tuppura et al., 2008). Moreover, a cross-sectional 
sample of SMEs was sought that would include both knowledge-intensive and 
less knowledge-intensive firms across several industry sectors, as knowledge-
intensiveness has been noted as a major factor distinguishing between born-
globals and other types of SMEs (Bell et al., 2004; Kuivalainen et al., 2007; 
Cavusgil and Knight, 2015), with the former leveraging their knowledge-based 
resources when aiming for rapid internationalisation (Knight and Cavusgil, 
2004). Thus, a sample covering five industry sectors was sought: metal, fur-
niture and food industry firms were selected to present the more traditional 
manufacturing industries, with the software industry and knowledge-inten-
sive business services industries selected to present the more knowledge-inten-
sive group. Moreover, by applying the definition of SMEs suggested by OECD 
(2005) and Knight (2001), we limited the search to those firms employing less 
than 500 people. 
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 The Amadeus online database was used to draw up the initial sample. By 
using the limitations discussed above, 1,147 SMEs were found. These firms 
were then contacted by phone and asked to participate in the study. To those 
who agreed to take part, an email was sent with a link to the online survey. 
The survey itself was prepared with the online questionnaire tool Webropol, 
back-translated with the help of a professional translator and pre-tested with 
managers from two different fields. The prospective respondents were offered 
a printed questionnaire as an alternative, but no respondent took the offer; all 
preferred to respond online. 

 To those firms that had promised to participate in the survey, reminder 
emails were sent one week apart, up to four times each. When the data collec-
tion was concluded in July 2008, 298 SMEs had responded to the question-
naire, giving a response rate of 26 per cent. A total of 119 firms were listed as 
having foreign operations, and thus comprise the final sample in this study. At 
the time of the data collection, these internationally operating SMEs were, on 
average, 23 years old, employed an average of 77 people, and had an average 
turnover of 9.3 million euros. The respondent managers could identify as a 
 ‘managing director’, ‘owner’,  or  ‘other key person’.  Among the international firms 
the vast majority (81) were managing directors, with 15 identifying themselves 
as owners and 18 as ‘other key person’. Consequently, we conducted ANOVA 
tests among the key variables in order to ensure that the respondent type did 
not significantly influence the given responses. No statistically significant 
differences at the 5 per cent risk level were found, and thus all the responses in 
the sample were deemed adequate for the analysis. We also checked for non-
response bias, following the suggestions by Armstrong and Overton (1977), 
and found no problems with the data.  

  Measure development 

 The measures for the strategy focuses were adapted from Knight and Cavusgil’s 
(2004) born-global study. We included both the items describing unique prod-
ucts development and the items describing quality focus into a primary com-
ponent factor analysis using varimax rotation, and when necessary dropped 
an item due to a poor fit to a factor (i.e. one exhibiting a low commonality or 
cross-loading on several factors). The resulting two-factor solution captured 61 
per cent of the total variation. Consequently, a five-item scale for unique prod-
ucts development focus with adequate reliability (Cronbach’s alpha = 0.80) was 
developed:

   Our primary product/service caters to a specialised need that is difficult for  ●

our competitors to match.  
  In our industry, our products/services represent a new, innovative approach  ●

to addressing the customer’s basic need.  
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  Compared with our main competitors’ offerings, our products/services are  ●

unique with respect to design.  
  Compared with our main competitors’ offerings, our products/services are  ●

unique with respect to technology.  
  Compared with our main competitors’ offerings, our products/services are  ●

unique with respect to performance.    

 The items for the quality focus factor also exhibited sufficient reliability as a 
scale (alpha = 0.72) and were as follows:

   Emphasising quality customer service is important to our firm’s strategy in  ●

this market.  
  Emphasising product/service quality is important to our firm’s strategy in  ●

this market.  
  For us, success in this market is driven by truly satisfying the needs of our  ●

customers there.    

 Subjective international performance was measured via a set of 7-point Likert 
scale items which were designed to inquire about the extent of success of inter-
national operations of the firm from the point of view of the management. 
Thus, the scale essentially measured the international performance of the firm 
subjectively, similarly to Knight and Cavusgil’s (2004) study. The items formed 
a one-factor solution capturing 77 per cent of the total variation and exhib-
iting high reliability (alpha = 0.95). While such a high Cronbach’s alpha may 
in theory suggest potential redundancy between the individual items in the 
scale, the threshold itself is debatable (see e.g. Clark and Watson, 1995), and 
the inter-correlations between the items remained at a feasible range. Thus, the 
final scale used included items as follows:

   Generally speaking, we are satisfied with our success in the international  ●

markets.  
  We have achieved the turnover objectives we set for internationalisation.   ●

  We have achieved the market-share objectives we set for internationalisation.   ●

  Internationalisation has had a positive effect on our company’s profitability.   ●

  Internationalisation has had a positive effect on our company’s image.   ●

  Internationalisation has had a positive effect on the development of our  ●

company’s expertise.  
  The investments we have made in internationalisation have paid them- ●

selves back well.    

 We operationalised the difference between born-globals and other SMEs by 
dividing the sample firms into two groups according to the definition of 
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 born-globals by Knight and Cavusgil (1996). As a result, a dichotomous variable 
was created distinguishing between born-globals (1) and other types of SMEs 
(0). The rapidity of foreign market expansion was measured by the share of 
turnover the firm derived from foreign markets three years after the first entry. 
The three-year threshold has been suggested repeatedly in the context of born-
global definitions (Knight et al., 2004; Knight and Cavusgil, 2005; Jones et al., 
2011). Since born-globals have been suggested to be distinguishable from other 
types of firms by their level of knowledge-intensity, we also controlled for the 
knowledge-intensity of the sample firms. We created a dichotomous variable 
denoting knowledge-intensive firms (1), that is, the sample firms from software 
industry and knowledge-intensive business services, and the other types of 
more traditional manufacturing SMEs (0), that is, sample firms from metal, 
food and furniture industries. Finally, in our analysis we also controlled for 
firm size (as measured by number of employees) and age. The descriptive statis-
tics and intercorrelations between the variables can be seen in Table 6.1.        

  Results and discussion 

 First, we conducted binary logistic regression analysis in order to test for H1 and 
H2, that is, if the strategic focus of SMEs would determine whether they had 
become born-globals or not. The results, as shown in Table 6.2, provide support 
for H1. The model with the control variables was non-significant (Chi-square = 
4.68, p>0.05), with neither of the two control variable coefficients statis-
tically significant. We included the main explanatory variables to the second 
regression model, and this model was significant at the 5 per cent risk level 
(Chi-square = 13.31, p<0.05). In particular, the coefficient for unique products 

 Table 6.1     Descriptives and intercorrelations of the variables used in hypotheses 
testing 

Mean
Std. 
dev. 1 2 3 4 5 6 7 8

1  Unique Prod. 
Devel.

4.70   1.05 1

2 Quality Focus   6.11   0.78 0.19* 1
3  Foreign Share of 

Turnover
35.63 31.79 0.22 −0.06 1

4 Firm type   0.55   0.50 0.27* −0.10 0.76** 1
5  Subjective Int. 

Perform.
  4.33   1.74 0.19 0.16 0.33* 0.04 1

6 Firm Age 23.02   19.75 −0.27** 0.13 −0.21 −0.32* 0.06 1
7 Firm Size 77.30 200.89 −0.18 −0.00 0.34* 0.15 −0.08 0.10 1
8 Industry Sector   0.33     0.47 −0.08 0.07 −0.23 −0.15 −0.04 −0.23* −0.05 1

     Notes : ** p <0.01, * p <0.05.    
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development was both positive and significant (0.85, p<0.05), indicating that 
the strategy of unique products development determined the likelihood of an 
SME having become born-global. Interestingly, the strategy of quality focus 
did not have a similar effect, and the coefficient was in fact negative (−0.66, 
p>0.05). This implies that the non-born-globals in the sample would have been 
more likely to adhere to the strategy of quality focus, although this result was 
not remotely significant in the statistical sense.      

 Next, we applied linear regression models in order to test if the strategic 
focus of SMEs in general was linked to the intensiveness of their international 
expansion (H3–H4). Table 6.3 illustrates the result, and while the model 
including only the control variables (Model 1, Table 6.3) was non-significant 
(F=2.46, p>0.05), model 2 with all the variables included was statistically sig-
nificant (F=2.79, p<0.05), while explaining a fifth of the growth that the SMEs 
had achieved from foreign markets immediately following their international-
isation (adjusted R 2  = 0.19). Notably, the results were similar to Table 6.2 in that 
higher levels of focus in unique products development were positively related 
to increased share of turnover from foreign markets (β = 0.35, p<0.05), thus 
supporting H3.      

 On the other hand, H4 did not receive support from the analysis, as the 
coefficient for quality focus was again negative and non-significant (β = −0.22, 
p>0.05). Interestingly, the industry type was negatively related to foreign 
market growth (β = −0.36, p>0.05), indicating that the knowledge-intensive 
SMEs had not been successful in growing rapidly in terms of scale of their 
international operations. This was a surprising result, as extant research in 
general has supported the idea of knowledge-intensive firms internationalising 
rapidly and intensely (Bell, 1995; Bell et al., 2004; Kuivalainen et al., 2007). 
However, in our sample the knowledge-intensiveness of firms was negatively 

 Table 6.2     Results of testing for H1–H2 

Variables

Model 1 (Controls) Model 2 (All variables)

B Wald B Wald

Unique Prod. Develop. 0.85 2.34*
Quality Focus −0.66 2.23
Firm Size 0.00 0.59 0.01 1.12
Industry Sector 1.05 2.55 0.91 1.57
Model Chi Square 4.68 13.31*
Cox and Snell R² 0.09 0.23
Nagelke R² 0.12 0.30
% correctly classified 56 73

     Notes : ** p <0.01, * p <0.05. Dependent variable: Firm Type (1=born-global; 0=other).    
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correlated with their born-globalness (see Table 6.1), and although the correl-
ation was not significant, we suggest that may have been due to the nature of 
firms in the knowledge-intensive business services sector not fully aligning 
with that of the software industry (which is clearly an industry sector where 
born-globals are prevalent; see Bell, 1995; Boter and Holmquist, 1996; Sharma 
and Blomstermo, 2003; Freeman et al., 2006). 

 Finally, we tested for H5 and H6, in order to investigate if the dual strategic 
focus would be linked to increased international performance in SMEs overall, 
as they have been linked in born-globals specifically (Knight and Cavusgil, 
2004). The results, shown in Table 6.4, provide no support for these hypotheses. 
First, the controls-only model (Model 1, Table 6.4) was non-significant (F = 
0.28, p>0.05). Similarly, the model with the strategy variables included (Model 
2, Table 6.4) was also non-significant (F = 1.13, p>0.05), and neither unique 
products development (β = 0.19, p>0.05) nor quality focus (β = 0.11, p>0.05) 
coefficients were statistically significant. Therefore, no link was found between 
the strategic focus of SMEs and their international performance, a contrary 
result in comparison to that found in the born-global context (Knight and 
Cavusgil, 2004).      

 In sum, the results suggest that the strategy of unique products devel-
opment determines whether an SME can successfully realise its born-global 
status by internationalising within three years of its foundation, while sim-
ultaneously growing its foreign share of turnover to more than a quarter of 
its total turnover. Interestingly, the strategy of quality focus is not a differen-
tiating factor among different types of SMEs. This is a contrary result to that 
of born-globals (Knight and Cavusgil, 2004) and may suggest that focusing 
on customer satisfaction in terms of experienced quality may be particu-
larly relevant for born-globals. However, we also note that there are various 

 Table 6.3     Results of testing for international expansion (H3–H4) 

Variables

Model 1 (Controls) Model 2 (All variables)

β t-value β t-value

Unique Prod. Develop. 0.35 2.22*
Quality Focus −0.22 −1.44
Firm Age −0.30 −1.84 −0.18 −1.08
Firm Size 0.01 0.09 0.02 0.11
Industry −0.40 2.46* −0.35 −2.28*
Adj. R² 0.10 0.19
F 2.46 2.79*

     Notes : Significance levels: ** p< 0.01, * p< 0.05. Dependent variable: Foreign share of turnover 3 years 
after internationalisation.    
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definitions of what constitutes a born-global in extant literature, and the one 
used in our analysis is merely one of them. Innovativeness in product devel-
opment, however, proves a significant factor differentiating born-globals from 
other types of companies, and also predicts faster international growth imme-
diately following the start of internationalisation among the SMEs. This result 
is in line with Knight and Cavusgil’s (2004) study, and thus extends the impli-
cations to SMEs in general. 

 The results further suggest that the dual business strategies may not have an 
influence on international performance of the SMEs. This result is contrary to 
the findings of Knight and Cavusgil (2004), and may imply that the beneficial 
effect of a focused business strategy on product innovativeness or quality may 
be particularly heightened in born-globals, while the more traditional SMEs 
may not expect similarly satisfactory results when internationalising with 
such focus. This may further imply that strategic focus on innovativeness and 
product quality are competitive advantages unique to born-globals, advantages 
that enable them to accrue international success, whereas potential customers 
globally do not value the same product and service characteristics in non-
born-global SMEs. It may also be that there is an underlying factor which may 
explain these differences in more detail. For instance, in certain contexts, social 
and business networks may mediate a relationship between born-globals and 
their performance: Zhou et al. (2007) provide such an example in the Chinese 
context, while several studies (e.g. Rasmussen and Madsen, 2001; Sigfusson 
and Chetty, 2013) point towards similar implications on the importance of 
networking in a developed small, open economy context. Individual business 
relationships (Agndal and Chetty, 2007) as well as social capital (Agndal et al., 
2008) may also have a relevant role. In addition, we also consider it possible 
that the market or institutional environment may moderate such relationships 
in the general SME context.  

 Table 6.4     Results of testing for subjective international performance (H5–H6) 

Variables

Model 1 (Controls) Model 2 (All variables)

β t-value β t-value

Unique Prod. Develop. 0.19 1.61
Quality Focus 0.11 1.03
Firm Age 0.07 0.61 0.10 0.83
Firm Size −0.08 −0.71 −0.04 −0.39
Industry −0.03 −0.26 −0.01 −0.09
Adj. R² −0.03 0.01
F 0.28 1.13

     Notes : Significance levels: ** p <0.01, * p <0.05. Dependent variable: Subjective international performance.    
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  Implications and relevance for policy and practice 

 The results of this study point towards several implications for both managers 
and for public policymakers. First, they suggest that specific strategic focus 
towards innovation may enable an SME to internationalise rapidly and 
intensely, thus enabling it to become a born-global rather than a gradually 
internationalising company. This is a crucial implication, since born-global as 
a definition (see Rennie, 1993; Madsen and Servais, 1997; Knight and Cavusgil, 
2004) merely distinguishes such firms, rather than providing managers of SMEs 
the strategic tools to help their company achieve born-global status. By finding 
that emphasising strategic focus towards unique products development will 
result in an SME becoming born-global and in rapid foreign market expansion, 
we suggest that innovativeness may provide unique competitive advantage 
that helps domestic SMEs to break into foreign markets. This is crucial in par-
ticular to SMEs originating from small, open economies such as Finland, that 
are characterised by small domestic markets and relatively high labour costs, 
where continued growth of enterprises can generally only be realised through 
internationalisation. 

 Second, the results indicate that all strategic focuses are not created equal: 
emphasising quality may not provide an SME a fast track into foreign markets, 
particularly in contexts such as ours where competitors tend to favour quality 
focus as well. This further implies that, in order for an SME to successfully realise 
rapid and intense internationalisation, it may need to emphasise strategic focus 
that distinguishes it from its domestic competitors, rather than developing a 
focus similar to them. For public policymakers, this correspondingly implies 
that, instead of aiming to help SMEs enhance the strategic strengths prevalent 
in the industry and in the national context, public institutions should rather 
concentrate on helping companies develop in areas that are not their main 
operative strengths: as seen in the results, in the Finnish context this means 
supporting SMEs in their innovativeness-related, rather than quality-related 
strategies. 

 Such a decision in public policy towards supporting SMEs may have far-
reaching results, as growth-seeking enterprises have a crucial role in becoming 
both significant employers as well as payers of substantial corporate tax, thus 
having a dual impact on national economies. For the managers of interna-
tionalisation-seeking companies, the noted difference between unique prod-
ucts development and quality-focused strategies further implies that strategies 
aimed at product differentiation carry potential for rapid growth through 
internationalisation, growth that will not necessarily be available through 
quality-enhancing efforts. 

 Third, the fact that neither of the strategic focuses were linked to subjective 
international performance (i.e. strategic success of internationalisation, as 
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measured by managerial assessment) emphasises that internationalisation 
may be unpredictable, enabling companies to grow rapidly, yet not in a way 
foreseen by the management when developing overall company strategy for 
internationalisation. The internationalisation process may therefore be, as 
Schweizer (2012) has suggested, a ‘muddling-through’ process, one where rapid 
foreign market entry and expansion is facilitated by product-related strategies 
rather than ex-ante internationalisation strategy as such. Managers of interna-
tionalisation-seeking SMEs should therefore be wary of developing far-reaching 
market strategies aimed at specific internationalisation outcomes, and instead 
concentrate on the product level. Correspondingly, public policy towards SMEs 
should therefore also be geared towards innovation-seeking, rather than inter-
nationalisation-seeking strategic development. 

 Simultaneously, we note that different market contexts may require different 
focus: while strategies aimed at optimising quality may not provide unique 
competitive advantage among SMEs in the Nordic context, other market areas 
(such as China and other developing markets) may still offer such possibilities 
for differentiation through quality. However, our study was conducted in the 
empirical context of Finland, and thus we are confident in its applicability 
in the context of similar small and open economies (e.g. Denmark, Norway, 
Sweden or Ireland). Therefore, as SMEs further proceed in expanding the scale 
and scope of their international operations, we suggest that SMEs may have to 
reassess their product strategy depending on their subsequent target markets. 

 Still, for many companies the first foreign market entry proves a major chal-
lenge. They need to overcome it rapidly in order to achieve the growth they 
require to cover sunk costs, for example, those committed to product R&D. 
The main resulting implication for both public policy and managerial practice 
therefore remains that focus on innovation, conceptualised here as the stra-
tegic focus on unique products development, may present a key to overcome 
that challenge, and may be crucial to accelerating internationalisation of SMEs, 
even as the results of that impact do not closely adhere to the formal organisa-
tional goals set for the internationalisation process.  

  Conclusion 

 The aim of this study was to investigate how the product- and service-related 
business strategies of SMEs are linked to their internationalisation outcomes. We 
further conceptualised these outcomes in terms of how rapidly and intensely 
SMEs were likely to internationalise (i.e. whether it could be defined as born-
global or not), whether these business strategies enabled them more rapid inter-
national growth (i.e. how rapidly their foreign share of turnover had grown in 
the years immediately following their internationalisation) and whether the 
international performance of SMEs in general could be explained through the 
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dual strategies of unique products development and quality focus, as suggested 
by Knight and Cavusgil (2004) to be the case with born-globals. Such an exam-
ination was called for, since the internationalisation strategies of SMEs may differ 
depending on their knowledge-intensity (Bell et al., 2004), and knowledge-inten-
sity is a main characteristic denoting a born-global firm (Knight, 1996; Moen, 
2002; Gabrielsson et al., 2008). In addition, the strategies of internationally oper-
ating SMEs have been examined in international entrepreneurship literature 
mainly through the lens of entry mode and internationalisation path decisions. 
Thus, providing a view of product- and service-based strategies in this context 
contributes to an increasingly holistic view into the phenomenon of business 
strategies conducive to the internationalisation of SMEs. 

 Our study also contains several limitations. A cross-sectional survey nat-
urally limits the interpretation of causal relationships between the variables to 
hypothesising based on theory and extant literature. A follow-up study could 
therefore be called for, in order to establish temporal relationships. We also 
note that for clarity our investigation did not distinguish firms beyond born-
global–type SMEs and other types of SMEs. That is to say that we did not spe-
cifically consider firm types such as international new ventures (Oviatt and 
McDougall, 1994) which can be argued to be distinct from born-globals in 
general (see Coviello, 2015). As our sample is restricted to SMEs, it does not 
account for the possibility of larger born-globals. 

 Due to our sample size, we also were not able to establish direct relationships 
through for example, structural equation modelling, and thus examining the 
antecedents of the business strategies (e.g. international strategic orientations; 
see Knight and Cavusgil, 2004) is left for future research. Accordingly, we 
suggest that exploring moderation and mediation effects by business networks 
and networking (see Rasmussen and Madsen, 2001; Zhou et al., 2007; Sigfusson 
and Harris, 2013) could shed further light on the dynamics between strategic 
focus and internationalisation outcomes among SMEs. Finally, organisational 
competencies were not part of our study, and should be included in future 
analysis. However, by extending the view of the dual business strategies to the 
SME context in general, the present study contributes to increasing our under-
standing of their role in determining the differences of business strategy on 
outcomes of not only born-globals specifically, but SMEs in general. In doing 
so it provides an extension to the results by Knight and Cavusgil (2004) by 
investigating the impact of strategic focus on internationalisation outcomes 
while distinguishing between born-globals and other types of SMEs.  

    References 

 Agndal, H. and Chetty, S. (2007). ‘The impact of relationships on changes in internation-
alisation strategies of SMEs’,  European Journal of Marketing , 41(11/12), 1449–1474. 



Business Strategies in Internationalisation Outcomes 109

 Agndal, H., Chetty, S. and Wilson, H. (2008). ‘Social capital dynamics and foreign 
market entry’,  International Business Review , 17(6), 663–675. 

 Andersson, S. and Wictor, I. (2003). ‘Innovative internationalisation in new firms: 
Born globals–the Swedish case’,  Journal of International Entrepreneurship , 1(3), 
249–275. 

 Armstrong, S.J and Overton, T.S. (1977). ‘Estimating nonresponse bias in mail surveys’, 
 Journal of Marketing Research , 14(3), 396–402. 

 Autio, E., Sapienza, H.J. and Almeida, J.G. (2000). ‘Effects of age at entry, knowledge 
intensity, and imitability on international growth’,  Academy of Management Journal , 
43(5), 909–924. 

 Bell, J. (1995). ‘The internationalization of small computer software firms: A further 
challenge to “stage” theories’,  European Journal of Marketing , 29(8), 60–75. 

 Bell, J., Crick, D. and Young, S. (2004). ‘Small firm internationalization and business 
strategy an exploratory study of “‘knowledge-intensive’” and “‘traditional’” manufac-
turing firms in the UK’,  International Small Business Journal , 22(1), 23–56. 

 Boter, H. and Holmquist, C. (1996). ‘Industry characteristics and internationalization 
processes in small firms’,  Journal of Business Venturing , 11(6), 471–487. 

 Cavusgil, S.T. and Knight, G. (2015). ‘The born global firm: An entrepreneurial and cap-
abilities perspective on early and rapid internationalization’,  Journal of International 
Business Studies,  46(1), 3–16. 

 Cavusgil, S.T. and Zou, S. (1994). ‘Marketing strategy-performance relationship: An 
investigation of the empirical link in export market ventures’,  The Journal of Marketing , 
58(1), 1–21. 

 Chetty, S. and Campbell-Hunt, C. (2004). ‘A strategic approach to internationalization: 
A traditional versus a “born-global” approach’,  Journal of International Marketing , 12(1), 
57–81. 

 Clark, L.A. and Watson, D. (1995). ‘Constructing validity: Basic issues in objective scale 
development’,  Psychological Assessment , 7(3), 309–319. 

 Coviello, N. (2015). ‘Re-thinking research on born globals’,  Journal of International 
Business Studies , 46(1), 17–26. 

 Crick, D. and Spence, M. (2005). ‘The internationalisation of “‘high performing’” UK 
high-tech SMEs: A study of planned and unplanned strategies’,  International Business 
Review,  14(2), 167–185. 

 Freeman, S., Edwards, R. and Schroder, B. (2006). ‘How smaller born-global firms use 
networks and alliances to overcome constraints to rapid internationalization’,  Journal 
of International Marketing , 14(3), 33–63. 

 Gabrielsson, M., Kirpalani, V.H.M., Dimitratos, P., Solberg, C.A. and Zucchella, A. (2008). 
‘Born globals: Propositions to help advance the theory’,  International Business Review , 
17(4), 385–401. 

 Gleason, K.C. and Wiggenhorn, J. (2007). ‘Born globals, the choice of globalization 
strategy, and the market’s perception of performance’,  Journal of World Business , 42(3), 
322–335. 

 Jantunen, A., Nummela, N., Puumalainen, K. and Saarenketo, S. (2008). ‘Strategic 
orientations of born globals – do they really matter?’,  Journal of World Business , 43(2), 
158–170. 

 Johanson, J. and Vahlne, J.-E. (1977). ‘The internationalization process of the firm: 
A model of knowledge development and increasing foreign market commitments’, 
 Journal of International Business Studies , 8(1), 23–32. 

 ——— (2003). ‘Business relationship learning and commitment in the international-
ization process’,  Journal of International Entrepreneurship , 1(1), 83–101. 



110 Torkkeli, Saarenketo, Kuivalainen and Puumalainen

 ——— (2009). ‘The Uppsala internationalization process model revisited: From liability 
of foreignness to liability of outsidership’,  Journal of International Business Studies , 
40(9), 1411–1431. 

 Johanson, J. and Wiedersheim-Paul, F. (1975). ‘The internationalization of the firm: Four 
Swedish cases’,  Journal of Management Studies , 12(3), 305–322. 

 Jones, M.V., Coviello, N. and Tang, Y.K. (2011). ‘International entrepreneurship research 
(1989–2009): A domain ontology and thematic analysis’,  Journal of Business Venturing , 
26(6), 632–659. 

 Knight, G.A. (1996).  Born Global,  Wiley International Encyclopedia of Marketing, 6. 
 ——— (2001). ‘Entrepreneurship and strategy in the international SME’,  Journal of 

International Management,  7(3), 155–171. 
 Knight, G.A. and Cavusgil, S.T. (1996).  The Born Global Firm: A Challenge to Traditional 

Internationalization Theory, Advances in International Marketing , New York: Jai Press, 
11–26. 

 ——— (2004). ‘Innovation, organizational capabilities, and the born-global firm’,  Journal 
of International Business Studies , 35(2), 124–141. 

 ——— (2005). ‘A taxonomy of born-global firms’,  Management International Review , 45(3), 
15–35. 

 Knight, G.A., Madsen, T.K. and Servais, P. (2004). ‘An inquiry into born-global firms in 
Europe and the USA’,  International Marketing Review , 21(6), 645–665. 

 Kuivalainen, O., Sundqvist, S.-K. and Servais, P. (2007). ‘Firms’ degree of born-global-
ness, international entrepreneurial orientation and export performance’,  Journal of 
World Business , 42(3), 253–267. 

 Laanti, R., Gabrielsson, M. and Gabrielsson, P. (2007). ‘The globalization strategies of 
business-to-business born global firms in the wireless technology industry’,  Industrial 
Marketing Management , 36(8), 1104–1117. 

 Lévesque, M. and Shepherd, D.A. (2004). ‘Entrepreneurs’ choice of entry strategy in 
emerging and developed markets’,  Journal of Business Venturing , 19(1), 29–54. 

 Madsen, T.K. and Servais, P. (1997). ‘The internationalization of born globals: An evolu-
tionary process?’,  International Business Review , 6(6), 561–583. 

 Merrilees, B., Miller, D. and Tiessen, J. (1998). ‘Serendipity, leverage and the process of 
entrepreneurial internationalization’,  Small Enterprise Research , 6(2), 3–11. 

 Meyer, K. and Skak, A. (2002). ‘Networks, serendipity and SME entry into Eastern 
Europe’,  European Management Journal , 20(2), 179–188. 

 Moen, Ø. (2002). ‘The born globals: A new generation of small European exporters’, 
 International Marketing Review , 19(2), 156–175. 

 OECD (2005).  OECD   SME and Entrepreneurship Outlook: 2005 , OECD Paris, p. 17. 
 Oviatt, B.M. and McDougall, P.P. (1994). ‘Toward a theory of international new ventures’, 

 Journal of International Business Studies , 25(1), 45–64. 
 ——— (2005). ‘Defining international entrepreneurship and modeling the speed of 

internationalization’,  Entrepreneurship Theory and Practice , 29(5), 537–554. 
 Rasmussen, E.S. and Madsen, T.K. (2001). ‘The founding of the born global company in 

Denmark and Australia: Sensemaking and networking’,  Asia Pacific Journal of Marketing 
and Logistics , 13(3), 75–107. 

 Rennie, M.W. (1993). ‘Born global’,  McKinsey Quarterly , 4, 45–52. 
 Schweizer, R. (2012). ‘The internationalization process of SMEs: A muddling-through 

process’,  Journal of Business Research , 65(6), 745–751. 
 Sharma, D.D. and Blomstermo, A. (2003). ‘The internationalization process of born 

globals: A network view’,  International Business Review , 12(6), 739–753. 



Business Strategies in Internationalisation Outcomes 111

 Sigfusson, T. and Chetty, S. (2013). ‘Building international entrepreneurial virtual 
networks in cyberspace’,  Journal of World Business , 48(2), 260–270. 

 Sigfusson, T. and Harris, S. (2013). ‘Domestic market context and international entrepre-
neurs’ relationship portfolios’,  International Business Review , 22(1), 243–258. 

 Spence, M. (2003). ‘International strategy formation in small Canadian high-tech-
nology companies–a case study approach’,  Journal of International Entrepreneurship , 
1(3), 277–296. 

 Tornikoski, E.T. and Newbert, S.L. (2007). ‘Exploring the determinants of organizational 
emergence: A legitimacy perspective’,  Journal of Business Venturin g, 22(2), 311–335. 

 Tuppura, A., Saarenketo, S., Puumalainen, K., Jantunen, A. and Kyläheiko, K. (2008). 
‘Linking knowledge, entry timing and internationalization strategy’,  International 
Business Review , 17(4), 473–487. 

 Zhou, L., Wei-Ping, W. and Luo, X. (2007). ‘Internationalization and the performance 
of born-global SMEs: The mediating role of social networks’,  Journal of International 
Business Studies,  38(4), 673–690. 

 Zou, S. and Cavusgil, S.T. (2002). ‘The GMS: A broad conceptualization of global marketing 
strategy and its effect on firm performance’,  Journal of Marketing , 66(4), 40–56. 

    



112

   Introduction 

 Strategy, international business and economics literatures have explored 
whether foreign presence has an impact on innovation and productivity in a 
host country. A commonly shared argument is that when MNEs conduct FDI, 
host country firms are exposed to greater technological opportunities, with 
positive impact (Zhang et al., 2010). These positive externalities are known 
as FDI spillovers. Recent empirical work has advanced knowledge about FDI 
spillovers by suggesting various antecedents and moderators, such as strategies 
of senders (foreign MNE subsidiaries), absorptive capacity of recipients (host 
country firms), and modes of interaction between MNEs and local industry 
stakeholders through formal or informal collaborative linkages (Crespo and 
Fontura, 2007; Smeets, 2008). Despite sophistication of conceptual modelling 
and fineness of methodology, empirical evidence has delivered mixed results 
about the impact of foreign presence on a host country (Havranek and Irsova, 
2011; Irsova and Havranek, 2013). The lack of consensus in the empirical lit-
erature intimates that the impact of foreign presence is subject to a number of 
unobserved contingency factors (Eapen, 2012). 

 This study investigates the extent to which the impact of FDI on indigenous 
firms’ innovation is contingent on levels of environmental dynamism in the 
local market. Environmental dynamism refers to the degree of variation in 
the market and technological change (Eisenhardt, 1989; Sidhu et al., 2007). 
High levels of environmental dynamism mean a firm’s competitive advantage 
rapidly becomes obsolete. This will influence a firm’s strategy for gaining and 
protecting maximum returns from innovation. Nevertheless, existing analysis 
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of FDI’s impact on indigenous firms has neglected the dynamic aspect of task 
environments. This research gap prevents understanding of FDI impact in 
industries marked by dynamic change and hyper-competition, as seen in the 
case of FDI inflows in the UK pharmaceutical industry. 

 Our empirical analysis uses firm-level panel data for the South Korean manu-
facturing sector, drawn from three waves of innovation survey conducted in 
2005, 2008 and 2010. We use South Korea as a case which has comparative 
advantages in both fast-changing and moderately changing industries, with a 
national innovation system known for its high adaptability to global compe-
tition (Dodgson, 2009). To investigate the impact of foreign presence from the 
perspectives of various industry stakeholders, this chapter divides technology 
spillovers from FDI into two types – horizontal spillovers on competitors and 
backward spillovers on upstream suppliers. 

 This chapter makes several contributions. First, our findings show that FDI 
at different levels of environmental dynamism has varying effects on the 
innovation performance of indigenous firms. Previous studies have focused 
on the moderating effects of static levels of external resources in indigenous 
firms’ task environments, but paid little attention to environmental dynamics. 
We also conceptualise how levels of environmental dynamism interact with 
horizontal and backward channels which transfer technology spillovers from 
foreign MNEs to local competitors and suppliers differently. While previous 
studies have proposed differential potentials for each channel, few have scru-
tinised whether the two types of FDI spillover are differently sensitive to con-
textual factors. Furthermore, our study brings the literature of innovation 
in a dynamic environment to the new context, and has implications for the 
likelihood of inter-firm technology spillovers in fast-moving industries in the 
global context, compared with a single firm–level knowledge management 
strategy in the domestic context. 

 The remainder of the chapter is organised as follows. The next section reviews 
previous literature, conceptualises the moderating effect of environmental 
dynamism on the impact of FDI on indigenous firms’ innovation, and develops 
hypotheses. The methodology section follows, presenting model specification 
and estimation strategy. After a discussion of test results and new findings, the 
chapter ends with conclusions and suggestions for future studies.  

  Literature review 

 MNEs operate in multiple foreign locations based on organisational capabilities 
to create, retain and transfer knowledge through social and technical know-
ledge management mechanisms across subunits across foreign subsidiaries 
(Argote et al., 2003; Gupta and Govindarajan, 2000). On that basis, existing 
studies have postulated that the entry of foreign firms presents local firms with 
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opportunities to observe and learn from advanced benchmark technological 
and managerial knowledge, known as FDI spillover (Zhang et al., 2010). 

 FDI spillovers have implications for the innovation performance of indi-
genous firms. Foreign entry extends the overall set of advanced technology in 
a host country, as foreign subsidiaries of MNEs have access to superior firm-
specific assets from their home country or enjoy greater access to advanced 
technologies from other overseas sources (Veugelers and Cassiman, 2004). 
Foreign presence also adds technological heterogeneity in terms of the geo-
graphic origin of technology, and increases the scope of technological oppor-
tunities for firms in the host country to search, integrate with existing internal 
technology, and harness new values (Zhang et al., 2010). Therefore, innovation 
performance in an indigenous firm improves if the intensity of foreign activ-
ities increases in the local firm’s industry or in industries where its upstream 
suppliers or downstream customers operate (García et al., 2013; Liu and Buck, 
2007; Liu et al., 2009). 

 The effect of FDI spillovers is not automatic and this means foreign techno-
logical opportunities are realised contingent on unobserved factors, such as 
the characteristics of the task environments where a firm’s innovation activ-
ities are organised. Indigenous firms’ sensitivity to technological opportun-
ities from foreign subsidiaries of MNEs varies depending on different levels of 
external munificence, competition and catch-up motivation. Current external 
information and resources in the host country are required for successful acqui-
sition and learning of technologies of foreign origin (Judge and Miller, 1991; 
Tan and Litschert, 1994). A local firm is more likely to benefit from technology 
spillovers from FDI if it operates in industries of high technological intensity 
than otherwise (Buckley et al., 2007; Haskel et al., 2007; Keller and Yeaple, 
2009; Sembenelli and Siotis, 2008). The effect of FDI spillovers is also greater 
in industries where the performance gap between local technology laggards 
and foreign technology leaders is wide than otherwise (Findlay, 1978; Kokko, 
1994). Furthermore, the higher the competitive pressures within the market, 
the greater FDI spillovers that local rivals enjoy (Hallin and Holmström-Lind, 
2012; Kokko, 1994; Perri et al., 2013). 

 While studies so far have focused on static environmental features as a con-
tingency, existing studies do not inquire into the moderating effects of levels 
of environmental dynamism. There has been an implicit assumption that the 
impact of FDI is invariant across levels of environmental dynamism, or that 
FDI spillovers occur in a stable environment in terms of technological and 
market changes. However, this is not the case. In recent years an MNE’s loca-
tional decision tends to be related to the anticipation of a positive cascading 
effect of the high rate of technological and market change in the host country 
on its global production network. This means that location advantages for FDI 
amid dynamic change are determined by the extent to which an MNE can 
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leverage technological opportunities in the host country for rapid renewal of 
its competitive advantages. Locations such as newly industrialised economies 
in East Asia with a resilient manufacturing base provide task environments 
that meet MNEs’ demands for adaptability and technological entrepreneurship 
amid global competition (Dodgson, 2009; McKinsey and Company, 2010). 
Studies assuming a stable environment cannot fully explain variation in FDI 
spillovers in a dynamic setting in terms of technological and market changes. 

 Overall, the moderating effect of environmental dynamism should improve 
understanding of the impact of FDI on indigenous firms in a host country which 
has locational advantages in industries undergoing both stable and dynamic 
changes. Dynamism in a firm’s task environments has received less attention 
in empirical studies of FDI spillovers, although the Strategy and International 
Business literatures have suggested environmental dynamism as a motivation 
of innovation and variation in knowledge exchanges through inter-firm link-
ages in a dynamic environment (Baum and Wally, 2003). The next section 
develops hypotheses about the moderating effect of environmental dynamism 
on the impact of FDI on indigenous firms. We consider two types of FDI spillo-
vers, horizontal and backward spillovers.  

  Hypothesis development 

  Environmental dynamism and horizontal spillovers from FDI 

 FDI spillovers horizontally influence indigenous firms competing with foreign 
MNEs in the same industry. MNEs’ globally competitive technology and prac-
tices can support local firms’ strategies to improve performance through imi-
tation (Haunschild and Miner, 1997). MNE technology and practices are also 
diffused when workers trained by MNEs move to domestic firms, passing on 
not only knowledge and know-how, but also norms and values acquired from 
their MNE training (Lipsey and Sjöholm, 2005; Markusen, 2005). Former MNE 
employees may establish start-ups as virtual spin-offs from MNEs. Nevertheless, 
empirical evidence has returned mixed verdicts (Havranek and Irsova, 2011; 
Irsova and Havranek, 2013) because, depending on the country and industry 
context, the positive effects of foreign technological opportunities can often 
be discounted in research by the negative effect of foreign competition and 
market crowding-out (Aitken and Harrison, 1999). In other words, only under 
specific contexts might indigenous firms benefit from horizontal spillovers 
from FDI. 

 We predict that increased environmental dynamism in a host country will 
strengthen the positive effect of horizontal FDI spillovers on the innovation of 
indigenous firms. In a dynamic context, competition is about speedier intro-
duction of new products than that by competitors. It is difficult for managers to 
predict the consequences of new product and process development or adoption 
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of managerial practices. Increased environmental uncertainty promotes the 
importance of external benchmarks in a firm’s strategy in place of a firm’s 
own private information (Lieberman and Asaba, 2006). Thus, in a dynamic 
rather than stable environment indigenous firms are likely to benefit from 
the presence of MNE subsidiaries which act as sources of information about 
globally competitive products, process technology and managerial practices 
(Haunschild and Miner, 1997). 

 Another reason for stronger positive effects from horizontal FDI spillovers in 
dynamic rather than stable environments is that foreign MNEs are concerned 
less about the risk of imitation. In a stable environment, the adaptation of new 
technology from the home country or other centres of excellence may raise 
for the MNE issues of protection of intangible assets from local competitors 
(Alcácer and Chung, 2007; de Faria and Sofka, 2010). However, in a dynamic 
environment the speed at which current technology loses value is greater in a 
fast-paced industry than in a slow-paced one (D’Aveni et al., 2010). This charac-
teristic of the fast-cycle market reduces threats arising from unwanted leakage 
of technology to partners, and foreign MNEs are likely to overlook technology 
spillovers to indigenous firms in the same industry. On that basis, we postulate 
that environmental dynamism enhances the potential for positive effects of 
horizontal FDI spillovers on indigenous firms.  

   Hypothesis 1:  The impact of horizontal spillovers from FDI on indigenous 
firms’ innovation increases as levels of environmental dynamism increase.    

  Environmental dynamism and backward spillovers from FDI 

 FDI spillovers can be generated through vertical transactional linkages among 
local suppliers of intermediate inputs and foreign MNE customers (Driffield 
et al., 2002). While advanced technology is difficult to transfer due to tacit-
ness, complexity and specificity, a diffusion process can be facilitated when 
two firms share common organisational ground (Spencer, 2008). Transactional 
linkages foster persistent organisational interactions to facilitate transfer of 
technology between MNEs and local firms (Liu et al., 2009). Nevertheless, lit-
erature also reports opposing evidence. There could be limited use of supplier-
assistance programs for foreign MNEs to support local suppliers (Dries and 
Swinnen, 2004). An MNE may design a global production network to transfer 
cost-reduction pressures from downstream to upstream external suppliers in 
the first place, while blocking unwanted technology spillovers (Driffield et al., 
2002; Motohashi and Yuan, 2010). In other words, only under specific contexts 
might indigenous firms benefit from backward spillovers from FDI. . 

 We predict that high environmental dynamism will strengthen transac-
tional linkages between foreign MNEs and indigenous firms, and thereby 
result in greater positive effects from backward FDI spillovers (Spencer, 2008). 
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Unlike in a stable environment, a turbulent environment poses for downstream 
customers’ greater uncertainty and risk of product development arising from 
increased speed and discontinuity in technological and market changes. In 
response, there can be strong motivation for more frequent and intimate col-
laboration between customers and suppliers on production and development in 
a dynamic environment (Zhao and Cavusgil, 2006). Persistent organisational 
contacts in a dynamic environment facilitate trust-building between down-
stream customers and upstream suppliers (Zhao and Cavusgil, 2006), followed 
by greater commitment and assistance from customers (Vilkamo and Keil, 
2003), leading to increased opportunities for suppliers to capture backward 
technology spillovers from customers (Jones, 2003). On that basis, we postulate 
that environmental dynamism enhances the potential for positive effects from 
backward FDI spillovers on indigenous firms. 

  Hypothesis 2:  The impact of backward spillovers from FDI on indigenous 
firms’ innovation increases as levels of environmental dynamism increase.   

  Methodology 

  Data 

 To test our hypotheses, we use data from three waves of the Korean Innovation 
Survey, provided by Korea’s Science and Technology Policy Institute (STEPI). 
This survey series is equivalent to innovation surveys by other governments, 
including the EU’s Community Innovation Survey, conducted under the dir-
ection of the OECD Oslo Manual. Innovation survey data has been employed 
for various recent publications exploring innovation activities within firms 
and FDI spillover research (Crescenzi et al., 2015; Ha and Giroud, 2015; Sofka 
et al., 2014). Across three waves of survey, in 2005, 2008 and 2010, a total of 
9,753 firms participated. Our data consists of 5,032 observations of indigenous 
firms which responded to at least one of the surveys and provided full infor-
mation for variables of our interest. 

 Our dataset is pooled cross-sectional rather than panel data. While our data 
include observations that feature in more than one survey, most are observed 
only once or twice. This means panel estimation is not possible (Sofka et al., 
2014).  

  Variable specification 

  Innovation performance 

 Innovation performance in a firm is measured by counts of product patent 
application. A patent of a firm indicates the level of new-to-the-market know-
ledge that is open to the public and contributes to the public knowledge pool 
in a national innovation system (Furman et al., 2002; Salomon and Shaver, 
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2005). We consider product count application rather than those that are 
already granted in order to approximate potential innovation outputs resulting 
from innovation activities during the period covered by this study (García 
et al., 2013). We focus on product patents excluding process patents to capture 
innovation output that leads to significant changes in new products and com-
petence creation, rather than incremental changes in existing products and 
competence exploitation.  

  Horizontal and backward spillovers from FDI 

 As proxy for horizontal spillovers, we use the ratio of MNE subsidiaries in an 
industry’s total R&D expenditures. A firm is classified as an MNE subsidiary 
if it identifies itself as such. While percentage ratio of foreign ownership is 
often used as an identifier of a firm’s foreignness (Haskel et al., 2007), it does 
not necessarily show that any single foreign MNE is participating in mean-
ingful governance activities in the local firm. Due to this difficulty, this study 
depends on a respondent’s subjective judgement to determine whether it is a 
domestic firm or a subsidiary of a foreign MNE. The industry is identified by 
the two-digit NACE industry classification. We focus on a three-year lagged 
effect of FDI, that is, an indigenous firm’s innovation performance is deter-
mined by FDI that took place three years before. This is to reduce endogeneity 
bias that could be caused by the use of non-lagged FDI effect. 

 As a proxy for backward spillovers, we compute the weighted sum of foreign 
R&D expenditure ratios in all downstream industries of a local firm, excluding 
the firm’s own industry. The weighted sum is computed based on backward 
linkage coefficients from OECD’s input–output table (Blalock and Gertler, 
2008; Javorcik, 2004).  

  Environmental dynamism 

 To measure levels of environmental dynamism each firm faces, we use self-
reported responses by firm managers about the number of years the firm’s 
most important product survives in the market before replacement by a new 
product. Strategists’ perception is essential, as ultimately the impact of envi-
ronments depends on the extent to which managers perceive environmental 
dynamism (Carillo, 2005; Chen et al., 2010; Duncan, 1972). Previous studies 
have suggested cut-off points for fast, medium and slow rates of new-product 
introduction within an industry (Fine, 2000; Nadkarni and Narayanan, 2007). 
Following their definition, we assign ratings of 5 (product life < 3 years), 4 (3 ≤ 
product life < 10 years), 3 (10 ≤ product life < 40 years), 2 (40 years ≤ product 
life) and 1 (Permanent product life). In other words, 5 is the most dynamic 
environment, while 1 is the least dynamic (most stable). We acknowledge 
that our measurement is based on a single dominant product rather than all 
product lines within a firm.  
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  Control variables 

 We incorporate several other factors into the model as control variables that 
may influence an indigenous firm’s innovation performance. R&D expenditures 
(with log), R&D capacity measured as the ratio of R&D staff in a firm, and R&D 
centre as a dummy variable for the presence of permanent or temporary R&D 
teams in the organisational structure are related to the firm’s absorptive capacity 
to identify, transform and exploit external technology and organisational cap-
abilities for innovation activities. Age (with log) captures the amount of accu-
mulated knowledge through all past learnings. To capture alternative sources of 
external technologies in the domestic setting, we enter Business group, a dummy 
variable indicating whether a firm is part of a large business group or not, and 
External search, another dummy variable, capturing whether a firm has engaged 
in R&D cooperation with any industry or non-industry partners.   

  Estimation method 

 Our model follows the knowledge production function (KPF). As a modified 
version of the production function, KPF considers innovation, organisational 
capabilities and commercial success in development as dependent variables 
(Liu and Buck, 2007; Wang and Yu, 2007), instead of overall performance. 
Our baseline model regresses a firm’s innovation performance (the dependent 
variable) on proxies for horizontal and backward FDI spillovers and environ-
mental dynamism (key independent variables). Thereby, this research explores 
the link between FDI spillovers and indigenous firm innovation performance 
(Salomon and Shaver, 2005) not yet translated into commercial success and 
overall productivity changes (Motohashi and Yuan, 2010). We estimate the 
model by the negative binomial model and use robust standard errors to deal 
with potential heteroscedasticity issues. We also control for time effects and 
unobserved factors at the industry level by including dummy variables for 
observations from each year and each industry.   

  Results 

  Baseline model 

 Descriptive and correlation matrices are as reported in Table 7.1. The correlation 
matrix does not reveal any multicollnearity issues. This is complemented by a 
mean variance inflation factor (VIF) of 1.23 and a condition number of 15.41.      

 Table 7.2 shows the result of the negative binomial regression. Model 1 is the 
baseline model including control variables only. R&D expenditures, R&D cap-
acity, and R&D centre are all positively related to indigenous firms’ innovation 
performance. This is consistent with past studies’ predictions based on the 
importance of a firm’s absorptive capacity for innovation performance (Cohen 
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and Levinthal, 1989). Age also has a positive effect on a firm’s innovation per-
formance, reflecting on the prediction that cumulative firm-level learning 
from past years matters (Levitt and March, 1988). Also in line with the litera-
ture’s prediction is the positive effect of Business group and External search, 
meaning the importance of R&D collaboration, either locally within business 

 Table 7.2     FDI spillovers and the moderating effect of environment velocity 

Model 1 Model 2 Model 3 Model 4 Model 5

 <Control variables> 
R&D expenditures 0.177*** 0.179*** 0.180*** 0.179*** 0.180***

(0.0234) (0.0221) (0.0220) (0.0221) (0.0220)

R&D capacity 3.554*** 3.574*** 3.563*** 3.582*** 3.573***
(0.582) (0.566) (0.565) (0.566) (0.566)

R&D centre 2.028*** 2.074*** 2.078*** 2.088*** 2.089***
(0.155) (0.146) (0.145) (0.144) (0.144)

Age 0.436*** 0.424*** 0.427*** 0.437*** 0.438***
(0.0958) (0.0947) (0.0947) (0.0942) (0.0943)

Business group 0.920*** 0.971*** 0.942*** 0.962*** 0.938***
(0.194) (0.196) (0.195) (0.191) (0.192)

External search 0.439** 0.433** 0.439** 0.431** 0.436**
(0.163) (0.160) (0.159) (0.159) (0.158)

Year effect Included Included Included Included Included

Industry effect Included Included Included Included Included

  <Environmental dynamism,  
 FDI spillovers> 
Environmental 
dynamism

0.233*** 0.214*** 0.249*** 0.149* 0.189***
(0.0647) (0.0594) (0.0621) (0.0667) (0.071)

Horizontal FDI spillovers −2.265 4.450 −2.046 3.768
(1.419) (3.148) (1.411) (3.188)

Backward FDI spillovers −6.778† −6.345† −9.263* −8.537*
(3.687) (3.640) (3.835) (3.830)

 <Moderating effects> 

Horizontal FDI spillovers × 
Environmental dynamism

−1.873* −1.628†
(0.835) (0.846)

Backward FDI spillovers × 
Environmental dynamism

1.955* 1.679
(0.995) (1.021)

Constant −4.536*** −4.535*** −4.630*** −4.359*** −4.467***
(0.527) (0.524) (0.526) (0.536) (0.542)

Observations 5032 5032 5032 5032 5032

Log likelihood −6908.462 −6899.227 −6896.121 −6896.300 −6894.009

Chi square 1108.05*** 1210.70*** 1221.56*** 1232.55*** 1240.86***

     Note:  Robust standard errors are in parentheses; †  p <0.10, *  p <0.05, **  p <0.01, ***  p <0.001.    
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groups or widely with external alliance partners (Hagedoorn and Wang, 2012; 
Mahmood et al., 2011).      

 Model 2 includes the main effects of two types of FDI spillover and environ-
mental dynamism. The coefficients for both horizontal and backward spillo-
vers are negative and not significant. While this result is not consistent with 
the theoretical prediction of positive horizontal and forward effects from FDI, 
empirical literature has reported mixed results. In other words, depending on 
the contingency of industry- and firm-level context, the impact of FDI on indi-
genous firms may vary. 

 The coefficient of environmental dynamism is positive and statistically sig-
nificant. This means that as environmental dynamism increases, indigenous 
firms increase innovation activities and innovation performance improves 
accordingly. This result is in line with theoretical predictions and findings in 
existing studies (Sidhu et al., 2007).  

  The moderating effect of environment dynamism 

 Models 3, 4 and 5 provide regression results to test Hypotheses 1 and 2. The 
coefficients of the interaction terms between FDI spillovers and environ-
mental dynamism indicate changes in FDI spillover effects as environmental 
dynamism increases. Furthermore, the regression results are complemented 
by further graphical scrutiny (Hagedoorn and Wang, 2012). This allows us to 
examine interaction effects more carefully, as magnitude, statistical signifi-
cance and the sign of the marginal effect may vary across different levels of 
environmental dynamism in a non-linear negative binomial model. 

 Our Hypothesis 1 concerned the positive moderating effect of environ-
mental dynamism on the relationship between horizontal FDI spillovers and 
the innovation performance of an indigenous firm. In both Models 3 and 5, 
coefficients of the interaction term Horizontal FDI spillovers x Environmental 
dynamism are negative and statistically significant. This indicates that in a 
dynamic environment there are fewer positive horizontal spillovers than in 
a stable environment. As a further scrutiny of the interaction term, Figure 7.1 
represents the marginal effect of horizontal FDI spillovers and innovation per-
formance of indigenous firms at different levels of environmental dynamism. 
It shows that the marginal effect of horizontal spillovers is positive when envir-
onmental dynamism is low, that is, in a relatively stable environment, but 
the positive effect diminishes as levels of environmental dynamism rise. This 
means that indigenous firms may experience positive horizontal spillovers, but 
this is likely to be cancelled out by negative competition effects as the level of 
environmental dynamism increases. In other words, there is a negative mod-
erating effect of environmental dynamism on the association between hori-
zontal FDI spillovers and innovation performance of indigenous firms. Thus, 
Hypothesis 1 is not accepted.      
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 Our Hypothesis 2 proposed the positive moderating effect of environmental 
dynamism on the relationship between backward FDI spillovers and the innov-
ation performance of an indigenous firm. The coefficient of the interaction term 
Backward FDI spillovers x Environmental dynamism is positive and significant in 
Model 4. However, the positive effect is not significant in Model 5, although the 
sign is positive consistently. We turn to Figure 7.2 to further examine the marginal 
effect of backward FDI spillovers and innovation performance of indigenous firms 
at different levels of environmental dynamism. It shows that the marginal effect 
of backward spillovers is negative in stable environments. However, the negative 
marginal effect is replaced by a positive effect as environmental dynamism comes 
closer to the highest level, that is, the most dynamic environment. This indi-
cates a positive moderating effect of environmental dynamism on the association 
between backward FDI spillovers and the innovation performance of indigenous 
firms. Thus, Hypothesis 2 is partially accepted.        

  Conclusion 

  Main findings and contributions 

 This chapter has explored the moderating effect of environmental dynamism 
on the relationship between horizontal and backward FDI spillovers and 
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 Figure 7.1      The moderating effect of environmental dynamism on the relationship 
between horizontal spillovers from FDI and innovation performance of indigenous firms 

  Note : The dotted lines are 95% Confidence Interval.  
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the innovation performance of indigenous firms in the host country. Our 
empirical analysis shows that high environmental dynamism weakens the 
positive effect of horizontal spillovers from FDI. In a dynamic environment, 
indigenous firms may benefit from a positive demonstration effect due to 
foreign presence, but are also likely to experience challenges due to intense 
competition with foreign MNEs with advantages accruing from HQ’s assets 
and intra-MNE knowledge integration systems. We also find partial evi-
dence for a positive effect that backward FDI spillovers are strengthened in 
a dynamic environment. This means that upstream suppliers in the host 
country are likely to capture positive externalities to strengthen their innov-
ation performance when they have transactional linkages with foreign MNEs 
in a dynamic environment. 

 This chapter’s key contribution is to confirm the moderating effect of envir-
onmental dynamism on technology spillovers from FDI. The suggestion of an 
environmental moderating effect explains a source of mixed evidence on FDI 
spillovers in past studies. So far, this mixed evidence has often been ascribed 
to insufficient specification of the external and internal contexts of FDI spillo-
vers (Havranek and Irsova, 2011). Recent studies have partly responded to this 
call for research by suggesting that the intrinsic availability of information 
and resources in task environments influences the occurrence of technology 
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 Figure 7.2      The moderating effect of environmental dynamism on the relationship 
between backward spillovers from FDI and innovation performance of indigenous firms 

  Note : The dotted lines are 95% Confidence Interval.  
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spillovers from FDI (Buckley et al., 2007; Haskel et al., 2007; Keller and Yeaple, 
2009; Sembenelli and Siotis, 2008). Relatively less attention has been paid to 
the moderating effect of environmental dynamics of change. To fill this gap, 
we integrated the literature of environmental dynamism with FDI spillover 
literature. As a result, our study complements the literature on the moderating 
factors of FDI spillovers, conceptually and empirically. 

 Another contribution is to show differences between horizontal and backward 
FDI spillovers. Past studies have assumed that both types of spillover respond 
identically to changes in intra-firm or external settings, and any previous 
studies exploring suitable circumstances for positive effects on horizontal or 
backward spillovers, if performed, have been isolated from one another. This 
chapter shows that effects of horizontal and backward spillovers are likely to be 
maximised at different levels of environmental dynamism. 

 This research also contributes to the environmental dynamism literature. 
Strategy scholars have noted the interplay between rates of change at firm and 
industry levels. Firms’ strategy, behaviour and organisational structure have 
been investigated extensively. However, the concept has been bounded in 
domestic economies. In reality, more and more firms operate in multiple loca-
tions, so that what environmental dynamism influences is not only a firm’s 
strategy, behaviour and structure but also interactions between foreign MNEs 
and indigenous firms in the host country. Thus, we propose that environ-
mental dynamism is a key contextual dimension explaining technology and 
knowledge spillovers in international business.  

  Practical implications 

 This research has practical implications for both MNE subsidiaries and domestic 
firms in a dynamic industry. Firms in a host country may access technological 
opportunities by participating in value chains led by foreign MNEs. High envir-
onmental dynamism creates a situation where foreign need to access the fast-
changing technologies that a local supply network in a host country provides. 
Overall, there is a virtuous cycle wherein suppliers and customers of different 
country origins co-develop in a dynamic market and industry. 

 A policy implication is that policymakers may have to consider the varying 
impact of FDI spillovers under different task environments. So far, FDI policy 
effect is assessed according to the industry classification scheme, where indus-
tries are defined as clusters of products. However, this classification assumes 
common task environments within the product group, while firm-level strat-
egy-making and performance cannot be homogeneous due to heterogeneous 
task environments within industries (Rumelt, 1991). Therefore, it is proposed 
that policymakers should pay more attention to the firm-level perspective 
of external environmental conditions under which foreign and local firms 
operate.  
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  Research limitations and future research directions 

 This study has some limitations. First, we measure environmental dynamism 
based on firm-level responses about a single dimension focusing on a dom-
inant product’s life span. Environmental dynamism should have been 
measured in multiple dimensions and the effect needs to be examined hol-
istically (McCarthy et al., 2010). This research also focuses on environmental 
dynamism in a host country. Although foreign operations in a host country 
are in response to local environmental dynamism, subsidiaries can be aligned 
with MNE strategy, which is a response to global environmental dynamism. 
Therefore, future research might consider multidimensionality of the original 
concept in a global context. 

 Furthermore, this chapter has a few methodological limitations. Our data is 
pooled cross-sectional data. While this is a decision constrained by inability to 
construct strong panel data, there are repeated observations remaining in the 
dataset. This means interpretation of coefficients may take this issue under con-
sideration. Furthermore, our data does not include variables to control for MNE 
group-level strategy and organisational characteristics. Foreign subsidiaries are 
part of MNE-level knowledge production systems and this should be taken into 
account. Building on this chapter’s empirical findings, future research may 
explore factors causing variance of FDI spillover effects at different levels of 
environmental dynamism, focusing on interaction of strategies between MNEs 
and indigenous firms.   
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   Introduction 

 Foreign direct investments’ (FDIs) entry mode strategy has received consid-
erable attention from researchers in both the international business (IB) and 
the strategic management field (Zhao et al., 2004; Brouthers and Hennart, 2007; 
Morschett et al., 2010; Slangen and Hennart, 2015). Ownership mode strategy 
(OMS) is one of the most important dimensions of FDI entry mode strategy 
(Endo et al., 2014). Multinational enterprises (MNEs) can choose between 
wholly owned subsidiaries (WOS) and joint ventures (JVs). The level of own-
ership is a challenging strategic decision, as it determines the level of resource 
a firm must commit to foreign markets, the degree of risk a firm must bear in 
the target country, and the extent of control a firm can excise over its foreign 
subsidiary (Anderson and Gatignon, 1986; Hill et al., 1990). Furthermore, OMS 
has important implications for the survival and performance of foreign subsid-
iaries (Papyrina, 2007; Kim et al., 2010). 

 Existing studies have considerably analysed the determinants of OMS (Zhao 
et al., 2004; Brouthers and Hennart, 2007). There are two streams of research 
in existing ownership mode literature. The first line of studies has analysed 
the effects of characteristics of investing firms such as R&D/advertising 
intensity and level of experience (e.g. Erramilli and Rao, 1993; Erramilli, 1996; 
Padmanabhan and Cho, 1996, 1999; Li and Meyer, 2009; Slangen and Hennart, 
2008). The other line of studies has addressed the influence of industrial condi-
tions (Elango and Sambharya, 2004) or country/institutional specific varia-
bles (Yiu and Makino, 2002; Meyer and Nguyen, 2005). Thus, existing studies 
mainly used one level or another to analyse OMS. 

 As referred by Arregle et al. (2006) and Brouthers and Hennart (2007), 
OMS is a multilevel phenomenon and it is influenced by variables at various 
levels: parent, subsidiary, industry and country. Several scholars emphasised 
the importance of adopting a multilevel analysis in the IB studies (Buckley 
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and Lessard, 2005). Thus, there is a need to develop a more comprehensive 
framework, analysing OMS at multiple levels. Furthermore, existing studies 
have provided mixed findings about the impacts of variables on OMS (Zhao 
et al., 2004; Brouthers and Hennart, 2007). It has been referred that those 
inconsistent findings can partly be explained by ignored interaction effects 
(Zhao et al., 2004; Brouthers and Hennart, 2007). 

 The overall goal of our study is to provide further understanding of OMS 
of foreign subsidiaries in China. In more detail, our goal is to analyse: (1) the 
determinants of OMS in China at general level, using three different levels 
of analysis: firm, industry and country levels and (2) the interaction effects 
of country (i.e. regional institutional advancement) and firm-specific deter-
minants (i.e. international experience and degree of product diversification). 
This chapter shows that OMS in China is determined by variables at multi-
level. Furthermore, the impacts of the firm-specific variables are contingent on 
country-specific variables. 

 This study differs from existing China-based ownership mode studies in three 
important ways. First, the focus of this study is to analyse the determinants of 
OMS in China at three different levels: firm, industry, and country. In order to 
analyse the determinants at multiple levels, this study draws on three theories: 
transaction cost economics (TCE) (Anderson and Gatignon, 1986; Hennart, 
1991), the resource-based (RBV) (Barney, 1991) and the institution-based view 
(IBV) (Peng, 2002). The choice of those three theories is justified in that they 
differ in the level of analysis. Second, the present study analyses the inter-
action effects of country- and firm-specific determinants. In more detail, we 
are interested in analysing two interaction effects: (1) between regional insti-
tutional advancement and international experience and (2) between regional 
institutional advancement and degree of product diversification. It is expected 
that the analysis of interaction effects can partly explain mixed findings in 
existing literature. 

 Third, most of the existing China-based studies analysed MNEs from the 
largest economies such as the United States and Japan as well as Asian coun-
tries (Luo, 2001; Shi et al., 2001; Chen and Hu, 2002; Chiao et al., 2010). MNEs 
originating in Small and Open Economies (SMOPECs) such as Nordic countries 
have received very limited attention. Due to relatively small home market size, 
MNEs based in SMOPECs are more likely to internationalise than those based 
in larger economies (Benito et al., 2002; Luostarinen and Gabrielsson, 2006; 
Laanti et al., 2009). Thus, it is of great interest to analyse the determinants of 
OMS of MNEs originating in SMOPECs. 

 This chapter starts with theoretical discussion leading to hypotheses devel-
opment. Then, methodology and data collection are presented followed by an 
analysis of study findings. The chapter ends with discussion concerning study 
limitations, future research avenues and managerial implications.  
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  Literature review and development of hypotheses 

  Ownership mode literature 

 MNEs face significant challenges when entering emerging markets. A key chal-
lenge for MNEs is to determine the OMS, which refers to the choice between 
WOS and JVs (Zhao et al., 2004; Brouthers and Hennart, 2007). OMS has been 
one of the most important research topics in both the IB and the strategic man-
agement literature (Zhao et al., 2004; Brouthers and Hennart, 2007; Morschett 
et al., 2010; Shaver, 2013; Slangen and Hennart, 2015). 

 There are two streams of research in existing ownership mode literature. 
In the first line of studies, scholars have mainly explained the OMS from the 
perspective of MNEs (Hennart, 2009, 2012). The choice between WOS and JVs 
is a trade-off of different levels of control, resource commitment and dissem-
ination risk (Anderson and Gatignon, 1986; Hill et al., 1990; Padmanabhan 
and Cho, 1996; Wei et al., 2005). MNEs tend to opt for WOS if their need 
of control is high, while JVs are preferred if MNEs’ need of control is low. In 
this line of research, scholars have primarily applied TCE as their main theor-
etical foundation and focused on the effects of characteristics of MNEs such as 
R&D/advertising intensity and levels of experience on the OMS (for example, 
Erramilli and Rao, 1993; Erramilli, 1996; Padmanabhan and Cho, 1996, 1999; 
Li and Meyer, 2009). 

 The other stream of research has analysed how ownership structure is deter-
mined by industry structure (Elango and Sambharya, 2004) and country/insti-
tution specific variables (Yiu and Makino, 2002; Meyer and Nguyen, 2005; 
Yu et al., 2015; Demirbag et al., 2007, 2009). Industry- or country/institution-
specific determinants have been referred as significant determinants for entry 
strategies in emerging markets (Meyer and Peng, 2005; Meyer et al., 2009). 
Thus, existing studies have mainly used one level (i.e. firm level) or another 
(i.e. industry/country) to analyse the determinants of OMS. There are so far 
very limited studies which have included both streams of research into their 
analysis (Hill et al., 1990; Luo, 2001). 

 Researchers have analysed OMS in both non-China-based (e.g. Hennart, 
1991; Padmanabhan and Cho, 1996; Hennart and Larimo, 1998; Cho and 
Padmanabhan, 2005; Bai et al., 2013) and China-based studies (Luo, 2001; 
Chiao et al., 2010; Li and Li, 2010; Duanmu, 2011; Kuo et al., 2012). Those 
studies have focused their analysis on determinants at firm or industry/
country level. It has been referred that OMS is a multilevel phenomenon and 
there is a need to analyse its determinants at different levels (Arregle et al., 
2006; Brouthers and Hennart, 2007). Furthermore, both non-China-based and 
China-based studies have provided mixed findings as to the impacts of various 
determinants such as international and host country experience, asset speci-
ficity, industry competition and growth as well as cultural distance on OMS 
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(Zhao et al., 2004; Slangen and Hennart, 2015). Additionally, a limited number 
of China-based studies have attempted to analyse potential interaction effects 
on OMS (Chiao et al., 2010; Li and Li, 2010; Duanmu, 2011; Kuo et al., 2012). 

 The characteristics of the key existing China-based ownership studies are 
summarised in Table 8.1. Of the reviewed studies, three studies analysed OMS 
of FDIs made by firms originating in selected Asian regions such as Hong Kong 
(Shi et al., 2001) and Taiwan (Chiao et al., 2010; Kuo et al., 2012). Other China-
based studies have included FDIs made by firms from multiple countries into 
their analysis (Luo, 2001; Chen and Hu, 2002; Li and Li, 2010; Duanmu, 2011). 
The smallest sample size included in the analysis was around 200 FDIs (Luo, 
2001; Shi et al., 2001), while the largest was several thousands of investments 
(Duanmu, 2011). The ownership level of JVs and WOS is equally distributed in 
those China-based studies.       

  Development of hypotheses 

  International experience : MNEs with higher levels of international experience 
have developed general processes and systems for managing their subsidiaries 
around the globe (Erramilli, 1991; Barkema et al., 1996; Larimo, 2003). Hence, 
more experienced MNEs are less likely to form JVs to access international 
market knowledge and practices. The above-mentioned argument implicitly 
assumes that MNEs are able to effectively transfer their experiential know-
ledge abroad (Johanson and Vahlne, 1977). This may not hold true for tran-
sition economies where the business environment is dynamic and the legal 
framework is less developed (Li and Meyer, 2009). Furthermore, it has been 
referred that more experienced firms have developed search routines and 
screening processes which facilitate finding the right partners (Erramilli, 1991). 
Thus, it can be expected that international experience increases the preference 
of JVs over WOS in transition economies. Existing China-based studies have 
provided mixed findings (Shi et al., 2001; Chiao et al., 2010; Kuo et al., 2012). 
Nevertheless, we argue that international experience results in preference of 
JVs over WOS in China, since local partners know how to deal with uncer-
tainties and especially with local authorities in business procedure and legal 
matters. Thus, we expect that:

   Hypothesis 1:  International experience is negatively associated with the prob-
ability of MNEs choosing WOS over JVs.   

  Host country experience : Both TCE and RBV studies have considered host country 
experience as an important determinant of OMS (Brouthers and Hennart, 
2007). Knowledge of host country is embedded in the local firms and is costly 
to access through WOS (Hennart, 2009, 2012). Firms with limited host country 
experience may prefer to form their subsidiaries jointly with local partners. 
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On the other hand, firms with more host country experience have accumu-
lated local knowledge and therefore are less dependent on JV partners. China-
based studies have provided mixed results. Luo (2001), Claver and Quer (2005) 
and Wei et al. (2005) found that host country experience resulted in the pref-
erence of WOS as opposed to JVs. However, Shi et al. (2001) and Li and Meyer 
(2009) found that host country experience is negatively associated with WOS 
as opposed to JVs. Since China-based studies have provided mixed results, we 
follow implications of TCE and RBV. Thus, we expect that:

   Hypothesis 2:  Host country experience is positively associated with the prob-
ability of MNEs choosing WOS over JVs.   

  Degree of product diversification : Both TCE and RBV have considered degree of 
product diversification as an important determinant of entry strategies (Larimo, 
2003; Slangen and Hennart, 2007; Demirbag et al., 2009). More diversified 
firms may find that they do not possess enough product-specific knowledge 
in all industries where they operate in (Larimo, 2000). Product-specific know-
ledge is tacit, and therefore it is costly to replicate such knowledge internally 
and difficult to purchase it in the market (Hennart and Park, 1993; Slangen 
and Hennart, 2007). Thus, one would expect that firms operating in multiple 
product markets may find JVs to be the most appropriate OMS to access prod-
uct-specific knowledge for local markets. Demirbag et al. (2009) found that 
degree of product diversification is negatively associated with the preference 
for Turkish firms to opt for WOS over JVs. So far China-based studies have not 
specifically addressed the impact of degree of product diversification on the 
OMS, and therefore, based on TCE and RBV arguments, we expect that:

   Hypothesis 3:  Degree of product diversification is negatively associated with 
the probability of MNEs choosing WOS over JVs.   

  Resource intensive industry : MNEs need to combine their firm-specific resources 
with complementary assets controlled by local firms to successfully compete 
in the foreign markets (Meyer et al., 2009). In natural resource industries, 
local firms, being the first movers in the markets, pre-empt the scarce natural 
resources. Furthermore, host governments in emerging markets often dis-
courage MNEs from setting up WOS in some strategically important resource-
intensive industries (Hennart, 1991). We would expect that MNEs are more 
likely to form JVs to access complementary local assets in resource-intensive 
industries. In China-based studies, Duanmu (2011) found that resource-inten-
sive industry increased the probability of choosing JVs over WOS. We follow 
both theoretical arguments and empirical findings and expect that:

   Hypothesis 4 : Resource-intensive industry is negatively associated with the 
probability of MNEs choosing WOS over JVs.   
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  Industry growth in terms of the number of firms : It has been referred that industry 
growth in terms of the number of firms is positively associated with greater 
business potential and market opportunities in transition economies like China 
(Luo, 2001). Thus, MNEs are expected to use WOS to capture more rents when 
entering industries where the number of firms is growing fast. In China-based 
studies, Luo (2001) found that industry growth in terms of the number of firms 
increases the preference of WOS as opposed to JVs. Thus, the authors expect that:

   Hypothesis 5 : Industry growth in terms of the number of firms is positively 
associated with the probability of MNEs choosing WOS over JVs.   

  Industry sales’ growth : TCE-based studies have used growth in industry sales as 
a proxy for external uncertainty (Luo, 2001; Cui and Jiang, 2009). It has been 
argued that MNEs are less likely to commit large amount of resources when the 
sales growth in the target industry is unpredictable. Large commitment limits 
the flexibility of MNEs to withdraw from the host market when the market 
demands do not reach the desired level of sales (Luo, 2001). On the other hand, 
when the sales growth in an industry is stable and predictable, MNEs prefer 
to choose WOS as opposed to JVs to capture more rents (Hennart, 1991). For 
example, the results by Cui and Jiang (2009) indicated clearly that the impact of 
industry sales’ growth on the choice of WOS is positive. In China-based studies 
the results have been mixed. Luo (2001) found that the relationship between 
industry sales’ growth and the preference for WOS over JVs was not significant, 
whereas Chen and Hu (2002) and Li and Li (2010) found that sales’ growth 
increased the probability of choosing WOS as opposed to JVs. Since the existing 
findings have been mixed, we follow TCE-based arguments and expect that:

   Hypothesis 6 : Industry growth in terms of sales is positively associated with 
the probability of MNEs choosing WOS over JVs.   

  Cultural distance : Cultural distance has been referred in the IB studies as the 
differences in national culture characteristics of the home and of the host 
country (Hennart and Larimo, 1998). The relationship of cultural distance and 
OMS has been analysed in the context of MNEs’ need for risk reduction by 
several past IB studies (Kogut and Singh, 1988; Tihanyi et al., 2005). From 
this perspective, MNEs operating in culturally distant target countries often 
require greater flexibility in their strategies as well as operations, which can be 
achieved by setting up JVs (Tihanyi et al., 2005). 

 It has also been argued that differences in national cultures result in the 
preference of WOS as opposed to JVs. This is because the larger the cultural dis-
tance between the home and host country, the costlier it is for MNEs to transfer 
intangible assets such as organisational and managerial practices to their JVs 
(Slangen and Hennart, 2007). Thus, the arguments for the impact of cultural 
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distance on OMS have been ambiguous. In China-based studies such as those 
of Luo (2001), Chen and Hu (2002), and Duanmu (2011), cultural distance was 
found to be non-significantly associated with OMS of MNEs in China.  

   Hypothesis 7 : Cultural distance is positively associated with the probability 
of MNEs choosing WOS over JVs.   

  The later stage of institutional transition : An important goal of China’s insti-
tutional reform was to transit from a centrally planned to a market-oriented 
economy (Child and Tse, 2001; Peng, 2002; Polsa et al., 2005). The Chinese gov-
ernment has gradually removed FDI restrictions on full ownership and entry 
barriers (Papyrina, 2007; Yang et al., 2011). Thus it can be expected that Western 
firms are more likely to establish WOS as opposed to JVs to absorb more rents at 
the later stage of institutional transition. In their study focusing on entry-mode 
strategy in the Central and Eastern Europe, Dikova and van Witteloostuijn (2007) 
found that greater institutional advancement resulted in the preference for JVs as 
opposed to WOS. They argued that institutional advancement reduced the risk 
of asset expropriation, and therefore JVs were preferred over WOS. Nevertheless, 
we argue that as transaction costs and FDI restrictions on WOS have been grad-
ually reduced in China, MNEs are more likely to opt for WOS as opposed to JVs 
so that they can capture more rent from their subsidiaries.  

   Hypothesis 8:  The later stage of institutional transition is positively associ-
ated with the probability of MNEs choosing WOS over JVs.   

  Regional institutional advancement : One of the key features in transition econ-
omies like China is that the level of institutional development differs across 
provinces. China provides incentives such as tax reduction for MNEs investing 
in institutional advanced provinces. Furthermore, there is better infrastructure 
and greater market demand in institutional advance provinces (Wei et al., 2005). 
Thus, the transaction costs associated with operating in institutional advanced 
provinces tend to be lower (Yeung et al., 2009). In an existing China-based study, 
Li and Li (2010) found that MNEs investing in institutional advanced provinces 
in China are more likely to choose WOS as opposed JVs. Hence, based on both 
theoretical arguments and existing empirical findings, we expect that:

   Hypothesis 9:  Regional institutional advancement in China is positively asso-
ciated with the probability of MNEs choosing WOS over JVs.   

  Interaction effect of regional institutional advancement and international experience : 
As discussed earlier, it is expected that international experience results in the 
preference of JVs as opposed to WOS in China because general IB knowledge is 
not necessarily applicable to emerging markets (Li and Meyer, 2009). We argue 
that this relationship becomes stronger for subsidiaries established in regions 
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where institutional framework is more developed, since it is more efficient to 
transfer firm-specific resources such as organisational and managerial practices 
to local partners. On the other hand, it is costlier to transfer MNEs’ best prac-
tices to JVs located in regions where legal institutions such as property right 
systems and contractual enforcement systems are less developed. Therefore, 
based on the above theoretical arguments, we expect that:

   Hypothesis   10a:  The interaction effect of regional institutional advancement 
and international experience on the probability of MNEs choosing WOS is 
negative.   

  Interaction effect of regional institutional advancement and degree of product diver-
sification : The second interaction effect we analysed is regional institutional 
advancement and degree of product diversification. It is expected that MNEs 
are more likely to opt for WOS as opposed to JVs for subsidiaries established in 
regions where institutions are more developed. We argue that this relationship 
turns out to be weaker when MNEs operate in multiple product markets, as 
more diversified MNEs need to access product-specific knowledge possessed by 
local partners (Larimo, 2000). Thus, we expect that:

   Hypothesis   10b:  The interaction effect of regional institutional advancement 
and degree of product diversification on the probability of MNEs choosing 
WOS is negative.          

Firm specific determinants
H1: International experience (�)
H2: Host country experience (+) 
H3: Degree of product 
diversification (�)

Country specific determinants
H7: Cultural distance (+) 
H8: Stage of institutional transition
(+)
H9: Regional institutional 
advancement (+)

Ownership mode strategy
(WOS = 1 and JVs = 0)

Industry specific determinants
H4: Resource intensive industry (�) 
H5: Industry growth in number of 
firms (+)
H6: Industry sales’ growth (+) 

Interaction effects
H10a: Regional institutional  
advancement and international  
experience (�)
H10b: Regional institutional
advancement and degree of
product diversification (�)

 Figure 8.1      Research model of this study  
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  Research methodology 

  Data, sample and descriptive statistics 

 The data for this study is a part of a large internal databank at the Department 
of Marketing, University of Vaasa, focusing on FDIs made by Nordic manu-
facturing firms in various foreign countries collected over several years. The 
data were mainly collected from the annual reports and press releases of the 
investing firms, supplemented with the data gathered from the Thomson 
One Banker and Orbis databanks and also from direct contact with several of 
the investing companies. This internal databank includes information from 
approximately 10,000 FDIs made by Nordic firms. We identified 437 FDIs made 
by Nordic MNEs in China during the period of 1987–2012. Nordic countries 
have been referred as SMOPECs (Laanti et al., 2009). Furthermore, Nordic 
MNEs are of great importance to their home country (Benito et al., 2002). The 
time period of 1987–2012 was chosen because foreign WOS was permitted by 
the Chinese government in 1986 (Teng, 2004). Due to missing information, 
the empirical analysis consists of 402 FDIs, which is 93 per cent of the iden-
tified FDIs. 

 Before running binary logistic regression, a correlation analysis was 
conducted to diagnose any multicollinearity between various variables (see 
Table 8.2). The bivariate correlation between international experience and 
degree of product diversification is above the cut-off point of 0.70, indicating 
a potential for multicollinearity. Following Pallant (2007), additional multi-
collinearity diagnostics (variance inflation factor (VIF)) were conducted for 
the analysis of the dependent variable. The VIF values for different variables 
used in regression analysis should not exceed 2.50 (Wetherill, 1986). Since the 
VIF value for international experience was above the cut-off point of 2.50, 
the potential multicollinearity between international experience and degree 
of product diversification is expected to influence the results of binary logistic 
regression. Following Kennedy’s (1998) recommendation, the author estimates 
the models with various combinations.      

 One way to assess the extent to which the logistic regression model fits the 
data is to detect its ability to classify the observations. Its ability should be 
judged against the classification rate that would have been obtained by chance. 
The classification rate is computed as  a   2    + (  1−a)   2   (Hair et al., 1998), where  a  is 
the proportion of WOS. In this study, the base score is 0.50. All the statistical 
models have higher correct classification rates than those of base rates. Thus it 
can be said that the logistic regression model fits the data well. Furthermore, 
most of the statistical models show a highly significant chi-square ( x  2 ), indi-
cating that the explanatory powers of all models are good. The predictive cap-
ability of the models is also evident from Nagelkerke R-square values, which are 
acceptable for all models. Hosmer and Lemeshow’s (1989) tests are statistically 
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insignificant in all models, indicating that there is no difference between the 
observed and predicted values.  

  Sample characteristics 

 Of the four countries, FDIs by Danish firms were 94 (23 per cent), by Finnish 
firms were 124 (31 per cent), by Norwegian firms were 34 (9 per cent), and by 
Swedish firms were 150 (37 per cent). With regard to the ownership level, 208 
(52 per cent) investments were JVs, whereas 194 (48 per cent) FDIs were WOS. 
Of the total FDIs, 290 (72 per cent) were greenfields and 112 (28 per cent) were 
acquisitions. The highest level of international experience of Nordic firms was 
193 subsidiaries, but on the other hand the sample included 41 first and second 
FDIs. The maximum host country experience was 20 years and on the other 
hand 197 first FDIs in China by the sample firms. Furthermore, of the 402 FDIs 
by Nordic MNEs, 136 (34 per cent) were in low-tech branches, 154 (38 per cent) 
in medium-high-tech branches, and 112 (28 per cent) in high-tech branches. 
A detailed analysis shows that 76 (19 per cent) investments were made in the 
period 1987–1995, 144 (36 per cent) in the period 1996–2001, and 182 (45 per 
cent) in the period 2002–2012.  

  Operationalisation of variables 

 In this study the dependent variable is OMS. It is operationalised with a dummy 
variable, which takes the value 1 if the firm owned 95 per cent or more of the 
subsidiary equity and 0 if it owned at least 10 per cent, but no more than 94 per 
cent (Gatignon and Anderson, 1988; Hennart, 1991). The operationalisation of 
independent variables is summarised in Table 8.3.      

 In addition to independent variables, we added three control variables that 
are also likely to influence OMS. First, the authors included establishment 
mode strategy as a control variable (Hennart and Larimo, 1998). Establishment 
mode strategy was measured with a dummy variable, where 1 indicates green-
field investments and 0 for acquisitions. The expected sign for establishment 
mode strategy is positive. Second, we controlled for research and development 
intensity of investing firms (Larimo, 2003). Third, the authors controlled for 
investment restrictions, a dummy variable where 1 indicates restricted manu-
facturing industries and 0 indicates encouraged manufacturing industries 
(Chang et al., 2012). It is expected that restricted manufacturing industries 
would increase the probability of choosing JVs over WOS.  

  Statistical analysis method 

 Since the dependent variable in this research is binary in nature, this study 
applies binary logistic regression to examine the impacts of the explanatory 
variables on the dependent variable. It is worth noting that several scholars 
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 Table 8.3     Operationalisation of independent variables 

 Variables  Operationalisation 

 Firm-specific determinants 

International 
experience

The number of foreign manufacturing investments made by 
the company before the observed investment (e.g. 
Padmanabhan & Cho, 1999; Larimo, 2003) (Source: internal 
database).

Host country 
experience

The experience in years from the first manufacturing 
investment of the firm in China (e.g. Hennart & Park, 1993; 
Padmanabhan & Cho, 1999; Larimo, 2003) (Source: internal 
database).

Degree of product 
diversification

The number of 4-digit SIC codes in which the company was 
operating based on the annual reports and websites of the 
firms (e.g. Hennart & Larimo, 1998; Vermeulen & Barkema, 
2001) (Source: internal database).

 Industry-specific determinants 

Resource-intensive 
industry

A dummy variable which equals 1 if the subsidiary’s main 
products are in a resource-intensive industry such as SIC 20 
(food and beverage), 22 (textile), 24 (wood except furniture), 
26 (paper and paper-related products), 29 (petroleum), 30 
(rubber), 32 (stone and glass) and 33 (primary metals) (e.g. 
Hennart, 1991) and 0 for the other industries (Source: internal 
database).

Industry growth in 
number of firms

Compound growth rate in terms of number of firms over three 
consecutive years prior to the establishment year (e.g. Luo, 
2001) (Source: China Statistical Yearbook).

Industry sales’ growth Compound sales’ growth rate over three consecutive years 
prior to the establishment year (e.g. Luo, 2001) (Source: China 
Statistical Yearbook).

 Country-specific determinants 

Cultural distance Cultural distance is measured using the methodology 
developed by Kogut and Singh (1988) based on Hofstede’s 
(1980) six cultural dimensions: power distance, uncertainty 
avoidance, masculinity/femininity, individualism, long-term 
orientation, and indulgence/restraint (Hennart & Larimo, 
1998) (Source: internal database).

Regional institutional 
advancement

An index of China’s marketisation in provinces (Source: Gang 
et al., 2011; NERI index of marketisation of China’s provinces).

Stage of institutional 
transition

A dummy variable where 1 stands for investments made from 
1982 to 1995, 2 for investments made during the period of 
1996–2001 and 3 for investments after 2002 (e.g. Zhang, 
Zhang & Liu, 2007) (Source: internal database).
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have stated that Multi-level Modelling (MLM) is the most appropriate statis-
tical analysis method to address the multilevel phenomenon (Arregle et al., 
2006; Peterson et al., 2012). However, it has been referred that the use of 
non-multilevel method is not likely to be a problem when MNEs engage in 
one or few investments (Arregle et al., 2006). In our sample, on average the 
Nordic firms made two FDIs in China. Thus, binary logistic regression is 
an appropriate statistical method to analyse the OMS. The regression coef-
ficients estimate the impact of various variables on the probability that 
the investment will be a WOS. In general, the terms of the model can be 
expressed as:  P(y   i    = 1) = 1/(1 + exp (–a –   X   i    B)) ,where  y   i   is the dependent 
variable,  X   i   is the vector of the independent variables for the  i th obser-
vation,  a  is the intercept parameter and  B  is the vector of regression coef-
ficients (Amemiya, 1981).  

  Results 

 The results are presented in Table 8.4. The coefficient related to greenfield 
establishment mode is positive and highly significant (p<0.01), suggesting that 
Nordic MNEs are more likely to choose WOS greenfields. The relationship of 
R&D intensity and WOS is negative and significant (p<0.05; p<0.10), and hence 
Nordic firms from high-tech industries are more likely to opt for JVs as opposed 
to WOS. The coefficients associated with investment restrictions are negative 
and significant (p<0.05; p<0.10), indicating that Nordic MNEs entering into 
more restrictive manufacturing industries in China are more likely to use JVs 
as opposed to WOS. 

 Of the nine independent variables, seven hypotheses receive empirical 
support. As expected, the coefficient associated with international experience 
is negative and significant (p<0.01). Thus,  H1  is strongly supported. The 
effect of host country experience is not significant, thus  H2  is not supported. 
Degree of product diversification is negatively and significantly associated 
with WOS (p<0.01). Hence  H3  is strongly supported. The effect of resource-
intensive industries on the choice of WOS is significantly negative (p<0.01; 
p<0.05), suggesting that MNEs entering into resource-intensive industries are 
more likely to form JVs as opposed to WOS. Thus,  H4  is strongly supported. 
Furthermore, the impact of industry growth in terms of number of firms is 
significantly negative (p<0.05; p<0.10). Thus  H5  is not supported. The coef-
ficients associated with industry sales’ growth are positive and significant 
(p<0.10), suggesting that Nordic MNEs entering into industries with higher 
degrees of sales growth are more likely to use WOS as opposed to JVs.  H6  is 
mildly supported. 

 The coefficients associated with cultural distance are positive and sig-
nificant (p<0.01; p<0.05), and hence Nordic MNEs from culturally distant 
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countries are more likely to opt for WOS as opposed to JVs in China. Thus  H7  
is supported. The effect of stages of institutional transition are significantly 
positive (p<0.05; p<0.10), suggesting that FDIs made during the later stages 
of institutional transition increase the preference of Nordic MNEs to opt for 
WSO over JVs. Thus  H8  is supported. The coefficients associated with regional 
institutional advancement are positive and highly significant (p<0.01), 
suggesting that the progress of institutional development at provincial level 
in China increases the probability of Nordic firms to opt for WOS. Thus  H9  

 Table 8.4     Results of binary logistic regression (WOS=1, JVs=0) 

 Variables  Model   1a  Model 1b  Model 2a  Model 2b 

 Control variables 
Greenfields establishment mode 0.95*** 0.90*** 0.98*** 0.94***
R&D intensity −0.44** −0.32* −0.48** −0.33*
Investment restrictions −0.71* −0.82** −0.84** −0.86**

 Firm-specific determinants 
International experience −0.02***
Host country experience 0.06 0.00 0.06 0.00
Degree of product diversification −0.05*** −0.02

 Industry-specific determinants 
Resource-intensive industries −1.10*** −0.85*** −1.12*** −0.84**
Growth in number of firms −3.96** −3.26* −4.06** −3.48**
Industry sales’ growth 1.13* 0.77 1.03 0.77

 Country-specific determinants 
Cultural distance 0.66** 0.69*** 0.66** 0.69***
Stages of institutional transitions 0.59** 0.55** 0.45* 0.54**
Regional institutional advancement 0.32*** 0.28*** 0.41*** 0.35***

 Interaction terms 
 Regional institutional 

advancement   × international 
experience 

−0.01***

 Regional institutional 
advancement   × product 
diversification 

−0.01***

 Number of   FDIs (402)  WOS(194)  WOS(194)  WOS(194)  WOS(194) 
 Nagelkerke R   2   0.31  0.26  0.30  0.27 
 Correctly classified (%)  68.5%  68.4%  68.0%  68.9% 
 Model   Chi square (  x   2   )  97.53***  82.54***  93.61***  83.84*** 

     Notes : Significant level: ***  p <0.01, **  p <0.05, *  p <0.10 (two-tailed); Model 1a=without product diver-
sification; model 1b=without international experience; model 2a=interaction effect of regional 
institutional advancement and international experience is included; model 2b=interaction effect of 
regional institutional advancement and product diversification is included.    
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is strongly supported. We additionally found that there are both similarities 
and differences in the behaviours of firms based in different Nordic countries 
(see Appendix 8.1).      

 This study analysed two interaction effects: (1) between regional institutional 
advancement and international experience and (2) between regional institu-
tional advancement and degree of product diversification. The regression coef-
ficient of the first interaction term is negative and highly significant at level 
p<0.01. This result points out that Nordic firms with higher levels of inter-
national experience results in the preference of JVs as opposed to WOS when 
the regional institutional advancement is more progressed. In other words, 
less experienced firms are more likely to choose WOS as opposed to JVs in 
provinces where the progress towards market economy is more advanced. Thus 
 H10a  is supported. 

 The coefficient associated with the second interaction effect of regional 
institutional advancement and degree of product diversification is signifi-
cantly negative (p<0.01). Thus, Nordic firms with higher degrees of product 
diversification are more likely to opt for JVs when the level of regional insti-
tutional advancement is higher. On the other hand, lower degrees of product 
diversification leads to WOS for subsidiaries established in provinces where the 
progress towards institutional development is more advanced. The results thus 
support our  H10b .   

  Discussions and conclusion 

 In this study we addressed (1) the determinants of the OMS in China at 
multiple levels: firm, industry and country and (2) the interaction effects of 
country (i.e. regional institutional advancement) and firm-specific (i.e. inter-
national experience and degree of product diversification) determinants. The 
hypotheses were tested on a sample of 402 FDIs made by Nordic MNEs in 
China during the period of 1987–2012. 

 Most of our hypotheses were supported. We found that there was a negative 
relationship between international experience and the probability of choosing 
WOS. This result contradicted some China-based studies (Chiao et al., 2010; Kuo 
et al., 2012). First, given the unique socio-culture in China, Nordic managers 
having more international experience were still unfamiliar with the business 
environment in China. Second, higher levels of international experience 
facilitate finding the right partners (Erramilli, 1991). This study also supported 
the view that degree of product diversification resulted in the preference of JVs 
over WOS. As expected, we found that resource-intensive industries increased 
the probability of choosing JVs as opposed to WOS. Furthermore, we found 
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a positive relationship between industry sales’ growth and the preference for 
WOS. In line with our expectation, we found that cultural distance increased 
the probability of choosing WOS as opposed to JVs. As expected, this study 
revealed that both the later stage of institutional transition and regional insti-
tutional advancement significantly increased the probability of choosing WOS 
as opposed to JVs. 

 Against expectations we found that the target country experience was not 
a significant determinant of the OMS of Nordic firms. This result was in line 
with the study by Luo (2001), but contradicted the finding by Shi et al. (2001). 
Additionally, this study found that industry growth in terms of number of 
firms was negatively associated with the choice of WOS as opposed to JVs. This 
finding contradicted the finding by Luo (2001). The possible explanation for 
the inconsistent findings is that the studies by Luo (2001) and Shi et al. (2001) 
focused on MNEs based in the United States, Japan and Hong Kong, whereas 
the current study analysed firms originating in SMOPECs. 

 This study theoretically contributes to existing literature on OMS in 
emerging markets in two important ways. First, this study analyses the deter-
minants of OMS in China at three levels: firm, industry and country. In 
order to analyse the determinants at multiple levels, this chapter drew on 
three theories: transaction cost economics (Andersson and Gatignon, 1986; 
Hennart, 1991), the resource-based (Barney, 1991) and the institution-based 
view (Peng, 2002). The combination of TCE and theoretical perspectives 
such as institutional perspectives provide fruitful research avenues for future 
foreign entry mode studies (Brouthers, 2013). Second, this study contributes 
to existing literature by analysing two interaction effects. We found that 
regional institutional advancement in China moderates the impacts of two 
firm-specific determinants: international experience and degree of product 
diversification. 

 There are empirical contributions as well. First, since this study used a unique 
sample of Nordic firms, the findings of this study can be generalised to MNEs 
based in SMOPECs. We found that there are significant differences about the 
determinants of OMS of MNEs based in Nordic countries and those in larger 
economies. We found that Nordic firms with higher levels of international 
experience were more likely to choose JVs as opposed to WOS. This finding was 
different from studies including those of Shi et al. (2001), Chiao et al. (2010), 
Li and Li (2010) and Kuo et al. (2012), focusing on FDIs made by MNEs based 
in the United States, Japan and other Asian countries. This study found that 
the host country experience was not a significant determinant, whereas Luo 
(2001) and Shi et al. (2001) found a significant effect. We found that cultural 
distance increased the probability of choosing WOS as opposed to JVs, whereas 
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Luo (2001) and Duanmu (2011) found non-significant influence. A second 
empirical contribution is related to the sample size and observation period. 
Our sample size is clearly larger than several previous China-based studies, 
including those of Luo (2001) and Shi et al. (2001) which addressed FDIs made 
by MNEs from the largest economies such as the United States and Japan. The 
observation period (26 years) in this study is clearly longer than most of the 
existing China-based studies.  

  Managerial and policy implications 

 This research provides useful implications for the managers of MNEs based in 
SMOPECs. First, our findings revealed that country-specific variables are the 
most important determinants of OMS in China. In more detail, the later stage 
of institutional transition, regional institutional advancement and cultural dis-
tance increased the preference of WOS over JVs. Second, this study found that 
Nordic managers especially consider two industrial variables in their choice 
of WOS and JVs in China: resource-intensive industry and industry growth in 
terms of number of firms. Nordic managers tend to opt for JVs as opposed to 
WOS when entering resource-intensive industries. Industry growth in terms of 
the number of firms increases the probability of JVs as opposed to WOS. Third, 
this study found that managers of MNEs based in SMOPECs evaluate two 
firm-specific variables before making their OMS in China. Both international 
experience and degree of product diversification increase the probability of 
choosing JVs as opposed to WOS. 

 As usual there are several notable limitations in this study. First of all, this 
research analysed three variables at the country-specific level: cultural distance, 
the stage of institutional transition, and regional institutional advancement. It 
should be noted that institution is a multidimensional construct and consists of 
both formal and informal institution (North, 1990). Future studies are encour-
aged to address the impacts of both formal and informal institution on OMS 
in China. In addition, the analysis of the relationship between entry motives 
and OMS would be of great interest (Chen, 2008). Furthermore, FDI behaviour 
of service firms may differ from that of manufacturing firms (Brouthers and 
Brouthers, 2003). The analysis of similarities and dissimilarities between 
manufacturing and service firms’ OMS would be of great interest. Last but not 
the least, future studies can link the determinants of the OMS to subsidiary 
survival and performance.  
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   Introduction 

 M&As provide unique opportunities for the acquirer to grow rapidly, to gain 
new capabilities which an organisation might otherwise find difficult to develop 
on its own, and to gain access to new markets (e.g. Haspeslagh and Jemison, 
1991; Hitt et al., 2001). Recent trends indicate that cross-border mergers and 
acquisitions (M&As) keep increasing following the double-dip recession (World 
Investment Report, 2014). While M&As have become increasingly popular as 
a method of organisational growth and development, the acquisition success 
rate has remained mediocre at best. Accordingly, M&A success and value cre-
ation have been at the heart of M&A research and have been approached from 
various disciplines (cf. King et al., 2004; Cartwright and Schoenberg, 2006; 
Schoenberg, 2006; Degbey, 2015). A number of scholars have tried to explain 
cross-border M&A failure through external issues, such as national cultural 
differences, but the results have been inconclusive (cf. Teerikangas and Very, 
2006; Stahl and Voigt, 2008), and it has been argued that the effect of culture 
on M&A performance is mediated by the post-acquisition integration strategy, 
the acquisition experience and integration capabilities of the acquirer, and the 
level of integration (e.g. Morosini and Singh, 1994; Slangen, 2006; Dikova and 
Sahib, 2013). However, a growing body of literature on post-acquisition inte-
gration has focused on internal issues, that is, the human side, and argues 
that M&A failure is largely down to socio-cultural challenges such as change 
resistance, acculturation stress and so forth (e.g. Buono and Bowditch, 1989; 
Datta, 1991; Cartwright and Cooper, 1993; Very et al., 1996; Birkinshaw et al., 
2000; Stahl and Voigt, 2008). In this research we don’t focus on M&A failure, 
but on how to create value through M&As, and argue that M&As can be 
effective strategic tools in creating value through strategic networks. 

 Mergers and acquisitions (M&A) research from a strategy perspective focuses 
mostly on internal dynamics of the merging parties, and assesses how merging 
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firms create value on the basis of synergy potentials, particularly from stra-
tegic and process factors in a neo-classical time environment (Cartwright and 
Schoenberg, 2006). However, the high M&A failure rate (cf. King et al., 2004; 
Shimizu, 2007) raises concerns that neo-classical management models of value 
creation in M&A might be underspecified (e.g. Hitt et al., 1998; Schoenberg, 
2006). In addition, strategy field scholars in M&A literature usually employ an 
individual firm perspective mostly when discussing effects of M&A on firm 
performance (Larsson and Finkelstein, 1999). However, firms are increasingly 
interrelated with other firms due to the globalised nature of the market (Hatani 
and McGaughey, 2013), and it has been argued that competitive advantage can 
be derived from interfirm networks that compete with other networks (Gulati 
et al., 2000; Moller and Rajala, 2007). Hence, we argue that in order to obtain a 
better understanding of M&A failure, or success for that matter, it is important 
to view M&As in their context, that is, the network in which the focal firms are 
embedded (cf. Anderson et al., 2001). 

 The network concept has shown to be useful for exploring complex organisa-
tional phenomena such as strategic alliances (including M&A), multinational 
corporations and interorganisational exchange governance (Ferriani et al., 
2013; Gulati, 1998; Ghoshal and Bartlett, 1990; Degbey and Pelto, 2013; Borch 
and Arthur, 1995). Our locus of attention here is on strategic networks, a subset 
of the network research activity focused on intentionally created interfirm eco-
nomic exchange. Prior studies suggest that interactions or networks could be an 
important unit of analysis (Benson, 1975; Hakansson and Snehota, 1989; Ford 
et al., 2003), even if the analysis is primarily dyadic (Storbacka and Nenonen, 
2009). As firms, for example in the European Economic Area (EEA) stainless 
steel industry, formulate their strategies to enable them take advantage of vital 
opportunities or deflect/cope with consequential environmental threats, the 
realisation is dawning that they are embedded in a network of relationships 
which may enhance or constrain their value creation potential. Such reali-
sations are critical for understanding the network structure and position of 
actors within the industry in order to determine their likely behaviour and 
performance (Gulati et al., 2000), that is, their value creation in an M&A 
context. 

 Accordingly, this study contributes to both the emerging theory of network 
management in the field of strategy research, as well as the field of cross-border 
M&As. In order to illustrate the relevance of networks (Jarillo, 1988) this study 
is based on an M&A case in the European Steel Industry. This study demon-
strates how the network approach provides a deeper and more contextual under-
standing of highly strategic phenomena such as M&As. While the network 
approach enhances our understanding of strategic events such as M&As, our 
study demonstrates how M&As are used as strategic tools to impact the network 
of the companies involved. For example, the acquirer’s ability to influence 
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and change the acquired firm’s network position and structure could form 
a way of strategising and managing in networks (e.g. Harrison and Prenkert, 
2009; Golfetto et al., 2007). Moreover, this study addresses the ongoing debate 
regarding the empirical application of the concept of network/network research 
to strategy literature, and contributes by addressing the lingering ambiguity of 
network concepts as compatible and complementary to the field of strategy (cf. 
McEvily and Marcus, 2005; Jarillo, 1988). Additional contribution may stem 
from the understanding that a focal firm’s network structure construed not 
only in terms of closure (Coleman, 1988), but most importantly in terms of 
access to structural holes (Burt, 1992), may improve firm value creation in 
M&A. For example, a firm that bridges the structural holes created by industry 
consolidation via M&A may gain superior performance. 

 The purpose of this research is twofold:  first , to study a focal firm’s network 
position in the external environment of the industry through its embed-
dedness in a network of external relationships with other actors for potential 
value creation, and  second , to analyse how the dissolution of acquired firm’s 
customers’ network may influence a focal actor’s ability to reduce its excess 
capacity within the industry. Consequently, in this chapter we argue that com-
panies are able to influence their networks through M&As in a way that enables 
them to improve their value-creation capability. In other words, M&As can be 
used as a strategic tool to improve the firm’s network position and structure. 
This chapter is organised in the following way. First we present an overview of 
M&A value creation and strategic networks. Then we present a case study on 
M&A in the EEA stainless steel industry. Finally we present our findings and 
main conclusions.  

  Value creation and strategic networks in M&A: an overview 

  Strategic networks 

 Truly changed market conditions (e.g. low competition and low complexity 
towards more turbulent, complex and demanding operating conditions) 
present strategic management research with major challenges, including eco-
logical concerns, global aspects, social responsibility, and long-term commit-
ment and cooperation among firms (Borch and Arthur, 1995). Yet the strategic 
network view seems to accommodate most of these challenges due to its the-
oretical basis that moves beyond the limited, common-sense and intuitive 
model of management to also include applicability of multidisciplinary, more 
complex models of strategy research (Borch and Arthur, 1995). Hence, the stra-
tegic network perspective may help clarify a fundamental question in strategy 
research, that is,  why firms differ in their conduct and performance  (Gulati et al., 
2000). In this study the strategic network view is employed to illustrate per-
formance differential of a focal firm in the European stainless steel industry 
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using its acquired firm’s customers’ strategic networks to create value following 
a cross-border M&A. 

 The differential conduct and performance among firms has been a major 
focus of strategic management research over the years. There have been many 
different approaches to explain the performance (and conduct) heterogeneity 
among firms. For example, Ansoff’s (1965) contribution to firms’ performance 
heterogeneity highlights both the internal strengths and weaknesses of the 
firm, as well as external concerns related to opportunities and threats in the 
market space. Porter’s (1980) work on competitive strategy strives to explain 
the differences in performance by examining industry structures and the 
firm’s positioning in the industry. The Porterian school of thought implicitly 
assumes resource homogeneity and resource mobility among rival firms in an 
industry (Storbacka and Nenonen, 2009). In both Ansoff’s (1965) and Porter’s 
(1980) work strategy is viewed as the ‘fit’ between firm and its environment 
(competitors and the macro-environment). A third example of an influential 
work in the strategy literature is that of Barney (1991). His work on the resource-
based view (first introduced by Wernerfelt, 1984) assumes that firms’ control 
of relevant strategic resources is heterogeneous, and that resources are imper-
fectly mobile among firms. 

 Indeed, in the aforementioned strategy scholars have recognised the firm 
as an autonomous entity whose competitive advantage may come from the 
favourability of its external industry environment (Porter, 1980) or from its 
internally controlled (unique) resources – which are valuable, rare, imperfectly 
imitable and difficult to substitute by other competing firms (Barney, 1991). 
In contrast to the ‘fit’ views of the above-mentioned strategy scholars, it can 
be said that network researchers see the network of relationships as the ‘fit’ 
between the firm and its environment. With notable exceptions (see Jarillo, 
1988; Gulati et al., 2000), the interdependent nature of the firm that both 
enhances and constrains its behaviour and performance has received relatively 
little attention in prior strategy research. This, however, should not come as a 
surprise considering the fact that the concept of network was coined outside 
the strategy field – interorganisational relationships’ researchers coined the 
network concept from the organisational theory tradition (Benson, 1975; 
Jarillo, 1988; Van de Ven, 1976). Moreover, earlier seminal empirical works 
on interorganisational relationships were conducted on non-profit organisa-
tions. When it comes to profit-oriented organisations, it appears that strategy 
research scholars have been grappling with how to fit the network concept (e.g. 
the cooperative behaviour of firms) with the basic paradigm of competitive 
strategy, especially by way of formal empirical studies (Jarillo, 1988). 

 Notwithstanding the conceptual challenges, interest in network research has 
become common and significant among business and management scholars, 
especially among European industrial marketing, organisation studies and 
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international business, as well as M&A scholars (see, e.g. Araujo and Easton, 
1996; Grandori and Soda, 1995; Oliver and Ebers, 1998; Johanson and Mattsson, 
1987; Johanson and Vahlne, 2009, 2011; Moller and Rajala, 2007; Turnbull 
et al., 1996; Oberg et al., 2007; Havila and Salmi, 2000; Degbey and Pelto, 
2015). From the world of  market  (structure and process) and  action  (e.g. Ford 
and Hakansson, 2006) in particular, M&As can be viewed as a strategic phe-
nomenon. However, the world of network view may construe them in terms of 
 network  and  interaction  (see Ford and Hakansson, 2006; Hakansson and Ford, 
2002), where network position and network structure of firms in economic 
exchange relationships are critical to value creation. In the following sections 
we briefly define the concepts of network position and network structure.  

  Network position and network structure 

  Network position:  Network research scholars assert that the concept has 
emerged simultaneously with the industrial network approach (Nystrom 
et al., 2008), and the concept is a relative one as no two parties’ positions are 
alike (Hakansson and Snehota, 1989). According to Gadde et al. (2003), each 
actor (firm) in a network has a unique position with respect to other actors 
but the various actors in the network perceive the position of an actor differ-
ently. Johanson and Mattsson (1992) describe network position on the basis 
of how the individual actors in the network are related to one another in a 
network structure, while Thorelli (1986) describes it as a location of power to 
create and/or influence networks. Nystrom et al. (2008) emphasise that time 
and commitment are necessary ingredients that shape network positions, 
and position changes may be difficult or sometimes impossible to achieve. 
In addition, Nystrom et al. (2008) note that network position depicts a focal 
actor’s relations to other actors and are consequences of earlier activities in the 
network, determined both by the focal actor and by other actors. In terms of 
positional benefits, the network perspective suggests that firms occupying pre-
ferred network positions may be better able to access information needed to be 
both creative and innovative (Zaheer and Bell, 2005). Another benefit an actor 
may derive from occupying an advantageous network position is the control 
benefits that the actor may generate (Gulati, 1998). According to Burt (1992, 
p. 78), both benefits are analytically distinct but also overlap, since much of 
the control benefit can arise from the manipulation of information. 

 Following this line of reasoning, we can expect that in an M&A context like 
the vertical integration one we illustrate in this chapter, where a firm acquired 
a major distributor in the industry and as a consequence cuts off its major 
competitors’ customer network, could be seen as occupying preferred network 
positions to garner superior value creation with respect to other actors in the 
industry. Zaheer and Bell (2005, p. 814) defined superior network position to 
mean ‘ access to structural holes ’. They argue that a focal firm’s access to structural 
holes may yield several positive influences on its performance, for example, 
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enhanced efficiency, better access to resources, and superior identification of 
and responses to emerging threats and opportunities (Zaheer and Bell, 2005). 
Based on all the descriptions and definitions provided above on network pos-
ition, the chapter adopts the definition provided by Zaheer and Bell (2005) in 
combination with that of Johanson and Mattsson (1992) to illustrate the stra-
tegic relevance of networks for value creation in M&As. 

  Network structure:  Johanson and Mattsson (1992) describe network structure to 
mean the ways in which the firms are linked to one another and the framework 
within which business is carried out. Easton (1992) argues that the inter-
dependence rather than independency of firms in an industrial system will 
provide a network with a structure. Further, he argues that the interdependence 
introduces constraints on the actions of individual firms which create structure 
‘in the large’ (Easton, 1992, p. 16). According to Ford and Hakansson (2006) the 
world of market and action usually observe structure as atomistic, defined by 
products, competitive, competition between independent firms, change stem-
ming from external sources, and based on the actions of single firms. On the 
other hand, the network perspective recognises structure as particular, defined 
by the threads between nodes, conflictual and cooperative, relationships 
between interdependent companies, change emanating from internal as well 
as external sources but all influencing through relationships and interactions 
based on the interplay between actors (Ford and Hakansson, 2006).  

  A strategic network perspective to M&A value creation 

 Since the early 1990s, value creation has maintained a popular status in M&A 
performance or success literature (e.g. Seth, 1990a, 1990b; Haspeslagh and 
Jemison, 1991; Birkinshaw et al., 2000; Kohli and Mann, 2012; Craninckx 
and Huyghebaert, 2014). Even in a recent meta-analysis by Haleblian et al. 
(2009), value creation has been reiterated as a major antecedent driving firms 
to undertake M&As, in addition to three other antecedents: managerial self-
interest, environmental factors and firm characteristics. In that spirit, Riviezzo 
(2013) notes that a growing body of research has focused attention on anteced-
ents that can be used to explain the variance in M&A performance. 

 From a strategic management perspective, value creation in M&A tends to 
be justified particularly in terms of  synergies , and also in terms of competitive 
advantage (Calipha et al., 2010). Indeed, Larsson and Finkelstein (1999) note 
that synergy realisation is an important metric for value creation in M&As, 
and its determination is derived from integrating strategic, organisational 
and human resource factors. Specifically, Larsson and Finkelstein (1999) state 
that synergy realisation is a function of combination potential, organisational 
integration and employee resistance. In short, the synergy-based argument of 
M&A can be encapsulated as the whole (the merged entities) should exceed 
the sum of the individual parts. In other words, the profit of the amalgamated 
entities is expected to exceed the profits of the independent entities through 
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the reduction of average costs or the enhancement of revenues (Shaver, 2006). 
However, Shaver (2006) posits that M&A actions taken to facilitate synergy 
capture may lead to both  contagion effect  (i.e. amplified threats from envir-
onment or actions by competitors across the integrated and interdependent 
firms compared to if it had not been integrated) and  capacity effect  (i.e. inte-
gration of two businesses may increase the capacity utilisation of underlying 
resources and thus inhibits firms’ ability to respond to positive shocks in the 
business environment due to capacity constraints). While Shaver’s (2006) work 
is theoretically relevant, it concentrates mainly on the two merging parties and 
their strategic fit with the business environment. 

 As important as these strategic management views on M&A value creation are, 
however, they still focus mostly on the internal dynamics of the merging parties. 
Indeed, Anderson et al. (2000) note that M&A parties do not always act as actors 
embedded in a broader network, where all actors are connected and dependent 
on one another. Besides, Borch and Arthur (1995) argue that increased inter-
dependency makes it critical for a firm to focus on strategic relations to a larger 
set of actors in the task environment, and to also increase awareness of important 
contextual variables behind the market scene. According to both scholars, stra-
tegic networks are ‘investments in cooperative relations among firms in order 
to exchange or share information or resources’ (Borch and Arthur, 1995, p. 420; 
Anderson et al., 2000). Consistent with this reasoning, Zaheer and Bell (2005) 
add to the strategic network perspective that firms are embedded in a network 
of external relationships with other actors (firms) with significant consequences 
for firm performance. In this chapter we define strategic networks simply as 
firms’ investment to attain preferred network position and network structure 
for superior value creation. Figure 9.1 below shows the theoretical framework of 
strategic network and M&A value creation in this study.      

 Figure 9.1 below illustrates how M&A value creation can be augmented 
through strategic networks, both by enhancing network position and network 
structure. The heterogeneity of firms both inside and between units contrasts 
the homogeneity assumption of some early economic models in strategy 
research such as the competitive strategy school of thought by Porter (1980). 
It is argued that the greater the interdependence the clearer the network 
structure becomes, making the determination of individual firm behaviour 
more important (Easton, 1992). Again, Easton (1992) notes that network het-
erogeneity and interdependence are mutually reinforcing, and hence empha-
sises that interdependence in networks is not only a source of heterogeneity, 
it is also a result of it. Within the context of this chapter, firms are seen as 
the key elements of the structure. Generally, having a network view regarding 
an actor’s network position and structure may yield an understanding of pos-
sible constraints and opportunities for the actor’s operations (Axelsson and 
Johanson, 1992; Johanson and Vahlne, 1992). Also, positioning within a foreign 
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network may create additional opportunities for an actor (firm) to develop rela-
tionships that, in turn, can lead to further linkages with other actors (Axelsson 
and Johanson, 1992). 

 In sum, we argue that in order to create value in cross-border M&As, acquirers 
need to consider their strategic network and how the acquisition in question 
affects their network position and structure. In other words, M&As can be stra-
tegic in nature and employed simply to enhance acquirers’ network position 
and structure. In the literature this M&A motive is not stated explicitly but 
motives such as market-seeking, growth, product-line expansion/extension, 
business expansion into new geographic markets and following the move of 
customers all hint towards that direction. In the next section we analyse in 
depth a case of an M&A taking place in the EEA stainless steel industry. The 
main results and conclusion are presented following the case description.   

  Empirical research – an illustrative case study 

 We adopt a case study approach to analyse the networks among the merging 
parties and their business counterparts. The case study method is important 
when a study aims to understand the dynamics present in a particular (single) 
setting and when the boundaries between the phenomenon and the context 
are not clearly evident (Eisenhardt, 1989; Yin, 2003). For these reasons the 
case study approach is often considered as the most appropriate method in 
studying networks (Halinen and Törnroos, 2005; Easton, 1998; Eisenhardt, 
1989). According to Siggelkow (2007), case research may be used for illus-
tration as well as an additional, but not sole, justification for one’s arguments. 

Market-seeking
Strategic 
network M&A value creation

Network
position

Network
structure

 Figure 9.1      Strategic network and M&A value creation  
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In this chapter we employ the case study approach to illustrate the relevance 
of strategic networks for firms’ value creation in the context of an M&A. Cases 
may be selected because they represent a critical, extreme or unique case, or 
they are representative, that is, typical cases (Yin, 2003). In order to obtain a 
better understanding of strategic networks in the M&A context we decided to 
choose a typical case. This is in line with the illustrative role of our case study 
(Siggelkow, 2007). Our case is ‘typical’ as it represents a cross-border acqui-
sition in the stainless steel industry, which fulfils the definition given in the 
literature (e.g. Shimizu et al., 2004; Jagersma, 2005). A suitable case needed to 
fulfil several requirements. The most important criteria, beyond the obvious 
requirement that the deal had to take place in the stainless steel industry, was 
the international nature of the acquisition. It also needed to be fairly recent in 
order to avoid retrospective bias during the interviews, but not too recent so 
that there is enough data available. 

 The case selected for the research was a cross-border acquisition within Europe 
in the stainless steel industry. The acquisition took place in 2008. The acqui-
sition type was vertical and the nature of the deal can be defined as friendly. 
The acquirer was a multinational corporation headquartered in northern Europe 
(referred to in the study as Gamma) that acquired a southern European multi-
national (referred to in the study as Theta). The reported data on the case was 
collected by semi-structured, face-to-face interviews. There were eight inter-
views in total, with key decision makers in the M&A process, such as the Vice 
President, M&A Integration Manager as well as the Director for Legal Affairs and 
M&A. The interviews took place in 2009 soon after the completion of the deal. 
In addition to the interview data, the empirical data was complemented with 
several secondary materials such as annual reports, internal company docu-
ments and company websites, as well as newspaper articles. 

 Based on sales by market area, EEA stainless steel market alone accounts for 
75 per cent of Gamma’s global sales, making it a relevant empirical setting for 
the case study. Specifically, the case described here involves a large distributor 
and its supplier in the stainless steel industry. This industry is heavily affected 
by economic cycles (e.g. Eurozone crisis), relies mainly on specific metals, 
experiences frequent fluctuation in the price of raw materials, is fraught 
with fierce competition and dwindling profit margins, and characterised by 
speculative investment in the raw material market, industry overcapacity and 
consolidations. Gamma is one of the key producers/suppliers of products in the 
industry and Theta is a major distributor with customer and supplier networks 
in several European countries. The deal’s (i.e. M&A) monetary value was EUR 
335 million. Indeed, a study of over two thousand European M&A deals from 
the period 2001–2007 underscores the friendly nature of such transactions, 
and also highlights a strong increase in the average value of European cross-
border M&A deals, as opposed to largely domestic concentration (Moschieri 
and Campa, 2009). Table 9.1 below demonstrates the acquirer and acquired 
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firms’ main product and geographical markets, main business, and business 
divisions pre- and post-M&A.      

 The main products include cold- and hot-rolled stainless steel coil, sheet 
and plate, quarto plate, thin strip, tubular and long products. They come in 
different grades and dimensions. Gamma’s main customers include distrib-
utors, re-rollers and further processors, tube makers as well as end-user and 
project customers in different industrial segments. In addition, the typical cus-
tomer industries using stainless steel include architecture, building and con-
struction, chemical, petrochemical and energy, transportation, catering and 
appliances, process industries and resources.  

  The main findings 

 Consolidation within the industry made it quite easy for the actors, or the 
main players, to know one another fairly well. Gamma already had a business 
relationship with Theta before the corporate change: the only difference was 
that it was not Theta’s largest supplier before the acquisition. The main stra-
tegic rationale behind Gamma’s acquisition of Theta was to obtain  proximity 
to the   end-user market  (i.e.  market-seeking ). Indeed, the M&A could be thought 
of as a mere increase in market share on the part of Gamma’s competitors. 
However, it was one of Gamma’s four main strategic priority areas (focus on 
end-customers) to enhance profit and stability. Figure 9.2 illustrates the pre- 
and post-acquisition network environment of the focal actors (Gamma and 
Theta) and Gamma’s main competitors. We focus mainly on the focal actors 
(acquirer and acquired firms) and their connected major actors in the envir-
onment. As can be seen in Figure 9.2, Theta had stock operations in nearly 
ten countries in Europe and service centres in the United Kingdom and Italy. 
Gamma’s headquarters was in Northern Europe while Theta’s was in Southern 
Europe. Gamma had production plants in Finland, Sweden, Britain and the 
United States. Theta represented the first attempts for Gamma to grow verti-
cally and expand from being merely focused in production to taking a more 
active role in sales and getting closer to the end-user.      

 Figure 9.2 shows the strategic network environment at the pre-M&A stage 
comprising the initial competitive environment of Gamma, Theta and Theta’s 
main supplier (known in the figure as  Gamma’s competitor 1 ) with their respective 
network positions and structures. As can be observed from Figure 9.2, the pre-
acquisition network environment was mainly dominated by fierce compe-
tition among Gamma, Gamma’s major competitor (competitor 1) as well as 
other competitors (known simply as competitor 2) all struggling to sell more to 
a major wholesale distributor (Theta). Both Gamma and Gamma’s competitor 
1 had both separate and common (e.g. Theta) direct customer relationships, 
and both desired the acquisition of each other’s separate customer network. 
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Gamma’s strategic priority is to reach and sell directly to end-customers’ (e.g. 
sell directly to Theta’s customers all across EEA). Yet achieving that strategic 
goal successfully would require a change in both its positional and structural 
networks of external relationship. Acquiring Theta may yield or provide the 
potential preferred position to access information and other resources as well 
as bridge the structural holes between itself and Theta’s customer networks. 
Figure 9.3 shows the acquisition of Theta by Gamma in an attempt to bridge 
the gaps between its disconnected networks (i.e. bring Gamma a step closer to 
Theta’s end-customers).      

 From the post-M&A strategic network environment, it can be observed that 
Gamma’s initial limited relationship with Theta has turned into an active 
one, and Theta’s relationships with Gamma’s competitors have also been 
terminated. Indeed, the post-acquisition network position changed accord-
ingly, especially in terms of structure (the linkages between the firms and the 
framework within which the business exchanges take place). As a consequence 
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of Gamma’s competitors’ 1 and 2 deficiencies in both network structure and 
position, they resort to either intensifying or establishing new exchange 
relationships with some of Theta’s customer networks, especially those with 
existing limited exchange relationship with Theta (see stock operations to 
Luxembourg, Belgium and Italy in Figure 9.3). These steps by Gamma’s compet-
itors have strategic implications for Gamma to create value. One implication 
is that Gamma could start losing some of Theta’s existing customer networks, 
especially those not so familiar with Gamma or who easily buy into Gamma’s 
competitors’ products during the M&A transition period. The acquisition has 
changed favourably both network structure and position for Gamma but it was 
a means to an end (e.g. superior value creation/performance), and not an end 
in itself. Thus, it is now incumbent upon Gamma to work in close collabor-
ation with Theta in order  to maintain  the existing network of external relation-
ships in order to preserve its value creation potential, and also  assist/enhance  
Theta’s customer networks in their own firms’ value creation. The latter point 
is critical because the acquisition of Theta does not automatically mean the 
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acquisition of its customers (cf. Anderson et al., 2001). As stated earlier, Gamma 
must nurture the new customer networks from Theta as well as its own existing 
networks. Expansion into new geographical markets and also diversifying into 
other product segments to meet new requirements from a new network of rela-
tionships in the EEA is critical to expanding its network structure and main-
taining its network position for superior value creation. It is also critical to note 
that the EEA competition authority’s industry M&A activity regulations may 
also affect the focal actor’s ability to achieve its desired network structure and 
network position for superior value creation. 

 In addition, prior business relations of Gamma with Theta was found to be 
empirically relevant as an antecedent for gaining preferred network position 
with Theta’s customer networks, and as a consequence helped improve the 
overall importance of strategic networks for value creation. 

 Based on the interviews and secondary data several key factors emerged 
regarding both network position and network structure. Table 9.2 below shows 
strategic network factors and the empirical data sample. The key factors related 
to network position were informational resources, activities and prior business 
relations. Consequently, the M&A enabled to Gamma to enhance its network 
position by accessing informational resources (Theta’s location in the most com-
petitive and important market), being in the heart of the most active market, 
and by knowing Theta prior to the deal. And this prior business relationship 
did help in identifying and selecting the right target firm for acquisition. Since 

 Table 9.2     Strategic network factors for value creation in M&A 

 Key Factors  Data Sample 

  Network position:  
 i. resource (informational) 
 ii. activities (control) 
 iii. prior business relationship 

 i.  ‘ ... And northern Italy is potentially the most 
important market in Europe. It is also the most 
competitive market; it works as a thermometer too: 
it shows instantly where the market is heading.’ 

 ii.  ‘ ... What we did was to buy a market share from 
that competitor. But we knew that Theta relied on 
the facts that if four million tons of stainless steel 
were sold in Europe in a year, then two million 
tons were sold in both Germany and Italy. ... ’ 

 iii.  ‘ ... We knew Theta before; it was a sort of customer, 
although we weren’t their biggest supplier. ... ’ 

  Network structure:  
 i. actor linkages 
 ii. actor structural hole bridge 

 i.  ‘Our largest customer segment includes suppliers 
and steel wholesalers. They are of course our 
customers but also partners. The product goes to 
the end consumers through them.’ 

 ii.  ‘ ... What we did was to buy a market share from 
that competitor. ... ’ 
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prior business relationship serves as antecedent of network position, we can 
argue that this finding corroborates Zaheer and Bell’s (2005) argument about 
network positions yielding superior identification of emerging opportunities 
in actors’ environment.       

  Discussion and conclusions 

 We began by observing that consolidations via M&As have become so per-
vasive, particularly in certain industries such as the stainless steel industry 
within the EEA, fraught with fierce competition and dwindling profit margins, 
industry overcapacity, economic cycles (e.g. Eurozone crisis), reliance on spe-
cific metals, price fluctuation and speculation in raw material markets, and a 
growing number of new stainless steel manufacturers from outside the EEA. 
Based on these industry dynamics, we highlight through empirical illustration 
a recasting of research in the field of strategy that avers the firm as embedded 
in a network of external relationships in order to create value from both the 
external industry environment (Porter, 1980) and its internally controlled 
(unique) resources (Barney, 1991). In this chapter, one area was focused on in 
terms of strategic networks for value creation in M&As, that is, the importance 
of acquired firm (Theta) customer networks. 

 The outcome of this study is an empirical illustration (cf. Siggelkow, 
2007) designed to bring the relevance of strategic network concepts to bear 
upon strategy research and practice. Strategic network, as defined in terms of 
investment in network position and network structure, matters in an industry 
(e.g. rife with excess capacity, heavily influenced by economic cycles, etc.) 
where firms continually seek to outperform one another and consolidate in 
order to strengthen their dyadic/network ties for value creation. Using a stra-
tegic network lens, we point out that while competing actors as well as industry 
regulatory (competition) authorities within the external environment may 
attempt to derail the intended motive of an M&A agenda, the embeddedness 
of a focal actor in network of external relationships with other actors may help 
shape its network position and network structure for superior value creation 
in its geographic and product markets. For example, the vertical M&A strategy 
of Gamma redistributed market share from its competitors by improving 
upon the deficiency in its network structure. This corroborates Burt’s (1992) 
argument that bridging structural holes created between disconnected actors 
(in this case between Gamma and Theta via the M&A) indeed can improve per-
formance. In addition, prior business relations between acquirer and acquired 
firm was found as a strong antecedent for gaining preferred network position 
with acquired firm customer networks. 

 Further, the dissolution of acquired firm customer networks may impact 
the acquirer’s ability to reduce its excess capacity within the industry. The 
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above points indicate that for an existing firm within the EEA stainless steel 
industry to create meaningful economic value via consolidation (e.g. M&As), it 
must endeavour to back its strategic actions with a clear understanding of the 
industry or environment as networks (both network position and structure) 
comprising heterogeneous actors in interdependent relationships. As Axelsson 
and Johanson (1992), and Zaheer and Bell (2005) note, the firm’s strategic 
action should be an attempt to change network position to a preferred one.  

  Implications 

 The implications to practitioners and policymakers are important. From the 
business practitioners’ perspective, M&As provide a very useful tool to rela-
tively rapidly achieve the desired network position and structure. However, it 
is important to note that M&As are highly risky ventures, and their success 
depends largely on a successful post-acquisition integration phase (cf. Buono 
and Bowditch, 1989; Cartwright and Cooper, 1993; Birkinshaw et al., 2000; 
Stahl and Voight, 2008). The level of investment on the post-acquisition inte-
gration phase depends obviously on the initial M&A motives, that is, whether 
the business has been acquired to be integrated and to what extent, or to 
be terminated. Policymakers have traditionally monitored M&As to ensure 
that no company in a market and industry segment receives a ruling market 
share. However, a deeper understanding of the network positions and struc-
tures would enable a deeper and more systematic analysis of the competitive 
situation.  

  Acknowledgements 

 The authors wish to warmly thank all the reviewers of earlier versions of 
this chapter. We also wish to thank the Academy of Finland (VCIG project 
26080068), the Foundation for Economic Education and Marcus Wallenberg 
Foundation for their financial support during this research.  

    References 

 Anderson, H., Andersson, P., Havila, V. and Salmi, A. (2000). ‘Business network dynamics 
and M&As: Structural and processual connectedness’, Paper presented at the 16th IMP 
Conference, Bath, UK. 

 Anderson, H., Havila, V. and Salmi, A. (2001). ‘Can you buy a business relationship? – 
On the importance of customer and supplier relationships in acquisitions’,  Industrial 
Marketing Management , 30(7), 575–586. 

 Ansoff, H.I. (1965).  Corporate Strategy . New York: McGraw-Hill. 
 Araujo, L. and Easton G. (1996). ‘Networks in socio-economic systems: A critical review’, 

in: D. Iacobucci (ed.),  Networks in Marketing . Newbury Park, CA: Sage. 



174 William Y. Degbey and Melanie E. Hassett

 Axelsson, B. and Johanson, J. (1992). ‘Foreign market entry: The textbook vs. the network 
view’, in B. Axelsson and G. Easton (eds),  Industrial Networks: A New View of Reality.  
London: Routledge. 

 Barney, J.B. (1991). ‘Firm resources and sustained competitive advantage’,  Journal of 
Management,  17(1), 99–120. 

 Benson, J.K. (1975). ‘The interorganisational network as a political economy’, 
 Administrative Science Quarterly,  20(2), 229–249. 

 Birkinshaw, J., Bresman, H. and Håkanson, L. (2000). ‘Managing the post-acquisition 
integration process: How the human integration and task integration processes 
interact to foster value creation’ , Journal of Management Studies , 37(3), 395–425. 

 Borch, O.J. and Arthur, M.B. (1995). ‘Strategic networks among small firms: Implications 
for strategy research methodology’,  Journal of Management Studies,  32(4), 419–441. 

 Buono, A.F. and Bowditch, James L. (1989).  The Human Side of Mergers and Acquisitions – 
Managing Collisions between People, Cultures, and Organisations . Jossey-Bass Inc.: San 
Francisco. 

 Burt, R.S. (1992).  Structural Holes: The Social Structure of Competition . Cambridge, MA: 
Harvard University Press. 

 Calipha, R., Tarba, S. and Brock D. (2010). ‘Mergers and acquisitions: A review of phases, 
motives and success factors’, in S. Finkelstein and C. Cooper (eds),  Advances in Mergers 
and Acquisitions . Bradford, UK: Emerald Group Publishing Ltd. 

 Cartwright, S. and Schoenberg, R. (2006). ‘Thirty years of mergers and acquisitions 
research: Recent advances and future opportunities’,  British Journal of Management , 
17(S1), 1–5. 

 Cartwright, S. and Cooper, C.L. (1993). ‘The role of culture compatibility in successful 
organisational marriage’,  Academy of Management Executive , 7(2), 57–70. 

 Coleman, J.S. (1988). ‘Social capital in the creation of human capital’,  American Journal 
of Sociology,  94(1), 95–120. 

 Craninckx, K. and Huyghebaert, N. (2014). ‘Large shareholders and value creation 
through corporate acquisitions in Europe. The identity of the controlling shareholder 
matters’,  European Management Journal , forthcoming (in press). 

 Datta, D.K. (1991). ‘Organisational fit and acquisition performance: Effects on post-ac-
quisition integration’,  Strategic Management Journal , 12(4), 281–297. 

 Degbey, W.Y. (2015). ‘Customer retention: A source of value for serial acquirers’,  Industrial 
Marketing Management , 46(1), 11–23. 

 Degbey, W.Y. and Pelto, E. (2013). ‘Cross-border M&A as a trigger for network change 
in the Russian bakery industry’,  Journal of Business and Industrial Marketing,  28(3), 
178–189. 

 ——— (2015). ‘Uncovering different forms of customer network changes in mergers and 
acquisitions’,  Management Research Review,  38(11), forthcoming. 

 DePamphilis, D. (2011).  Mergers and   M&A Basics: All You Need to Know . Oxford: Elsevier 
Inc. 

 Dikova, D. and Sahib, P.R. (2013). ‘Is cultural distance a bane or a boon for cross-border 
acquisition performance?’,  Journal of World Business , 48(1), 77–86. 

 Easton, G. (1998). ‘Case research as a methodology for industrial networks: A realist apo-
logia’, in P. Naude and P.W. Turnbull (eds),  Network Dynamics in International Marketing , 
Oxford: Elsevier Science. 

 ——— (1992). ‘Industrial networks: A review’, in B. Axelsson and G. Easton (eds), 
 Industrial Networks: A New View of Reality . London: Routledge. 

 Eisenhardt, K.M. (1989). ‘Building theories from case study research’,  Academy of 
Management Review , 14(4), 532–550. 



Creating Value in Cross-Border M&As through Strategic Network 175

 European Commission (2008).  General Report on the Activities of the European Union , 
Luxembourg. available at:  http://europa.eu/generalreport/pdf/rg2008_en.pdf . 

 Ferriani, S., Fonti, F. and Corrado, R. (2013). ‘The social and economic bases of network 
multiplexity: Exploring the emergence of multiplex ties’,  Strategic Organisation , 11(1), 
7–34. 

 Ford, D. and Håkansson, H. (2006). ‘IMP – some things achieved: Much more to do’, 
 European Journal of Marketing,  40(3/4), 248–258. 

 Ford, D., Gadde, L.-E., Håkansson, H. and Snehota, I. (2003).  Managing Business 
Relationships , 2nd edition. Chichester: Wiley. 

 Gadde, L.-E., Huemer, L. and Håkansson, H. (2003). ‘Strategizing in industrial networks’, 
 Industrial Marketing Management,  (32)5, 357–364. 

 Ghoshal, S. and Bartlett, C.A. (1990). ‘The multinational corporation as an interorgani-
sational network’,  The Academy of Management Review , (15)4, 603–625. 

 Golfetto, F., Salle, R., Borghini, S. and Rinallo, D. (2007). ‘Opening the network: Bridging 
the IMP tradition and other research perspectives’,  Industrial Marketing Management , 
36(7), 844–848. 

 Gomes, E., Angwin, D.N., Weber, Y. and Tarba, S.Y. (2013). ‘Critical success factors through 
the mergers and acquisitions process: Revealing pre- and post- M&A connections for 
improved performance’,  Thunderbird International Business Review,  55(1), 13–35. 

 Grandori, A. and Soda, G. (1995). ‘Inter-firm networks: Antecedents, mechanisms and 
forms’,  Organisation Studies , 16(2), 183–214. 

 Gulati, R., Nohria, N. and Zaheer, A. (2000). ‘Strategic networks’,  Strategic Management 
Journal,  21(3), 203–215. 

 ——— (1998). ‘Alliances and networks’,  Strategic Management Journal,  19(4), 293–317. 
 Håkansson, H. and Ford, D. (2002). ‘How should companies interact in business 

networks?’,  Journal of Business Research , 55(2), 133–139. 
 Håkansson, H. and Snehota, I. (1989). ‘No business is an island: The network concept of 

business strategy’,  Scandinavian Journal of Management,  4(3), 187–200. 
 Haleblian, J., Devers, C.E., McNamara, G., Carpenter, M.A. and Davison, R.B. (2009). 

‘Taking stock of what we know about mergers and acquisitions: A review and research 
agenda’,  Journal of Management , 35(3), 469–502. 

 Halinen, A. and Törnroos, J.Å. (2005). ‘Using case methods in the study of contem-
porary business networks’,  Journal of Business Research,  58(9), 1287–1297. 

 Harrison, D. and Prenkert, F. (2009). ‘Network strategising trajectories within a planned 
strategy process’,  Industrial Marketing Management , 38(6), 662–670. 

 Haspeslagh, P.C. and Jemison, D.B. (1991).  Managing Acquisitions: Creating Value through 
Corporate Renewal . New York: The Free Press. 

 Hatani, F. and McGaughey, S.L. (2013). ‘Network cohesion in global expansion: An evo-
lutionary view’,  Journal of World Business , 48(4), 455–465. 

 Havila, V. and Salmi, A. (2000). ‘Spread of change in business networks: An empirical 
study of mergers and acquisitions in the graphic industry’,  Journal of Strategic Marketing , 
8(2), 105–119. 

 Hitt, M.A., Harrison, J.S. and Ireland, R.D. (2001).  Mergers and Acquisitions: A Guide to 
Creating Value for Stakeholders.  New York: Oxford University Press. 

 Hitt, M.A., Harrison, J.S., Ireland, R.D. and Best, A. (1998). ‘Attributes of successful 
and unsuccessful acquisitions of US firms’,  British Journal of Management,  9(2), 
91–114. 

 Jagersma, P.K. (2005). ‘Cross-border acquisitions of European multinationals’,  Journal of 
General Management , 30(3), 13–34. 

 Jarillo, J.C. (1988). ‘On Strategic Networks’,  Strategic Management Journal,  9(1), 31–41. 

http://europa.eu/generalreport/pdf/rg2008_en.pdf


176 William Y. Degbey and Melanie E. Hassett

 Johanson, J. and Mattsson, L.G. (1987). ‘Interorganisational relations in indus-
trial systems: A network approach compared with the transaction-cost approach’, 
 International Studies of Management and Organisation,  17(1), 34–48. 

 ——— (1992). ‘Network positions and strategic action – an analytical framework’. In B. 
Axelsson and G. Easton (eds),  In Industrial Networks: A New View of Reality . London: 
Routledge. 

 Johanson, J. and Vahlne, J.-E. (1992) ‘Management of Foreign market entry’,  Scandinavian 
International Business Review , 1(3), 9–27. 

 ——— (2009). ‘The Uppsala internationalisation process model revisited: From liability 
of foreignness to liability of outsidership’,  Journal of International Business Studies , 
40(9), 1411–1431. 

 ——— (2011). ‘Markets as networks: Implications for strategy-making’,  Journal of the 
Academy of Marketing Science,  39(4), 484–491. 

 King, D.R., Dalton, D.R., Daily, C.M. and Covin, J.G. (2004). ‘Meta-analyses of post-ac-
quisition performance: Indications of unidentified moderators’,  Strategic Management 
Journal , 25(2), 187–200. 

 Kohli, R. and Mann, B.J.S. (2012). ‘Analyzing determinants of value creation in domestic 
and cross border acquisitions in India’,  International Business Review , 21(6), 998–1016. 

 Larsson, R. and Finkelstein, S. (1999). ‘Integrating strategic, organisational, and human 
resource perspectives on mergers and acquisitions: A case survey of synergy real-
isation’,  Organisation Science,  10(1), 1–26. 

 McEvily, B. and Marcus, A. (2005). ‘Embedded ties and the acquisition of competitive 
capabilities’,  Strategic Management Journal,  26(11), 1033–1055. 

 Möller, K. and Rajala, A. (2007). ‘Rise of strategic nets: New modes of value creation’, 
 Industrial Marketing Management , 36(7), 895–908. 

 Morosini, P. and Singh, H. (1994). ‘Post-cross-border acquisitions: Implementing national 
culture compatible strategies to improve performance’,  European Management Journal , 
12(4), 390–400. 

 Moschieri, C. and Campa, J.M. (2009). ‘The European M&A industry: A market in the 
process of construction’,  The Academy of Management Perspectives , 23(4), 71–87. 

 Nyström, A.G., Ramström, J. and Törnroos, J.Å. (2008). ‘Coping with Business Network 
Dynamics: Strategizing through Role and Position’,  24th Annual IMP Conference,  
Uppsala. 

 Öberg, C., Henneberg, S.C. and Mouzas, S. (2007). ‘Changing network pictures: Evidence 
from mergers and acquisitions’,  Industrial Marketing Management,  36(7), 926–940. 

 Oliver, A.L. and Ebers, M. (1998). ‘Networking network studies: An analysis of con-
ceptual configurations in the study of inter-organisational relationships’,  Organisation 
Studies,  19(4), 549–583. 

 Porter, M.E. (1980).  Competitive Strategy: Techniques for Analyzing Industries and Competitors . 
New York: Free Press. 

 Riviezzo, A. (2013). ‘Acquisitions in knowledge-intensive industries: Exploring the dis-
tinctive characteristics of the effective acquirer’,  Management Research Review,  36(2), 
183–212. 

 Schoenberg, R. (2006). ‘Measuring the performance of corporate acquisition: An 
empirical comparison of alternative metrics’,  British Journal of Management , 17(4), 
361–370. 

 Seth, A. (1990a). ‘Value creation in acquisitions: A reexamination of performance issues’, 
 Strategic Management Journal,  11(2), 99–115. 

 ——— (1990b). ‘Sources of value creation in acquisitions: An empirical investigation’, 
 Strategic Management Journal , 11(6), 431–446. 



Creating Value in Cross-Border M&As through Strategic Network 177

 Shaver, M.J. (2006). ‘A paradox of synergy: Contagion and capacity effects in mergers 
and acquisitions’,  Academy of Management Review , 31(4), 962–976. 

 Shimizu, K. (2007). ‘Prospect theory, behavioral theory, and the threat-rigidity thesis: 
Combinative effects on organisational decisions to divest formerly acquired Units’, 
 Academy of Management Review , 50(6), 1495–1514. 

 Shimizu, K., Hitt, M.A., Vaidyahath, D. and Pisano, V. (2004). ‘Theoretical foundation of 
cross-border mergers and acquisitions: A review of current research and recommenda-
tions for the future’.  Journal of International Management,  10(3), 307–353. 

 Siggelkow, N. (2007). ‘Persuasion with case studies’,  Academy of Management Journal,  
50(1), 20–24. 

 Slangen, A.H.L. (2006). ‘National cultural distance and initial foreign acquisition per-
formance’,  Journal of World Business,  41(2), 161–170. 

 Stahl, G.K. and Voigt, A. (2008). ‘Do cultural differences matter in mergers and acquisi-
tions? A tentative model and examination’,  Organisation Science , 19(1), 160–176. 

 Storbacka, K. and Nenonen, S. (2009). ‘Customer relationships and the heterogeneity of 
the firm performance’,  Journal of Business and Industrial Marketing,  24(5/6), 360–372. 

 Teerikangas, S. and Very, P. (2006). ‘The culture-performance relationship in M&A: From 
yes/no to how’,  British Journal of Management , 17(1), 31–48. 

 Thorelli, H.B. (1986). ‘Networks: Between markets and hierarchies’,  Strategic Management 
Journal,  7(1), 37–51. 

 Turnbull, P., Ford, D. and Cunningham, M. (1996). ‘Interaction, relationships and 
networks in business markets: An evolving perspective’,  Journal of Business and 
Industrial Marketing,  11(3/4), 44–62. 

 Van de Ven, A.H. (1976). ‘On the nature, formation, and maintenance of relations among 
organisations’,  Academy of Management Review,  1(4), 24–36. 

 Very, P., Lubatkin, M. and Calori, R. (1996). ‘A cross-national assessment of acculturative 
stress in recent European mergers’,  International Studies of Management and Organisation , 
26(1), 59–86. 

 Wernerfelt, B. (1984). ‘A resource-based view of the firm’,  Strategic Management Journal,  
15(22), 171–180. 

  World Investment Report  (2014).  Investing in the   SDG’s – An Action Plan . United Nations 
Publications: Geneva. 

 Yin, R. (2003).  Case Study Research. Applied Social Research Methods Series , 3rd ed. 
Thousands Oak, CA: Sage Publications. 

 Zaheer, A. and Bell, G.G. (2005). ‘Benefiting from network position: Firm capabilities, 
structural holes and performance’,  Strategic Management Journal,  26(9), 809–825. 

    



178

   Introduction 

 Recent developments in the career choice literature have shown a clear tran-
sition from the traditional view of linear career paths to a multiple career the-
oretical approach (Feldman and Ng, 2007). During the past decade, researchers 
have concentrated much more on the inevitability of career change and its 
benefits than on its infrequency and drawbacks (Feldman, 2002). Thus, trad-
itional perceptions and models that marginalised the multidirectional career 
view are commonly considered aged and obsolete. 

 This contemporary view of multiple individual career paths is not without 
criticism (Guest and Rodrigues, 2014). Recently, Rodrigues et al. (2014) argued 
that boundaryless careers are associated with losses both for the employers and 
the employees. McDonald et al. (2005) find that traditional career paths are 
still present at least in the public sector, and, Inkson et al. (2012) propose that 
boundary-focused career studies need further development. In the same vein, 
some authors hold the view that stability and the vertical progression in the 
organisation can still be conceived as a powerful theoretical basis to facilitate 
empirical research (e.g. Baruch, 2006; Ituma and Simpson, 2009). 

 Existing evidence is contradictory and far from conclusive; hence, no dom-
inance of a particular career form appears to exist (Inkson et al., 2012). Our 
current empirical study does not support one particular approach against the 
other. Instead, it holds that the choice over a stable or dynamic career path is 
a matter of individual and contextual factors (Duffy and Dik, 2009; Savickas 
et al., 2009). 

 Viewed in this light, we seek to explore the impact of the employee work 
environment as well as employee-related factors on their intention to choose a 
single over a hybrid career path (among managerial, technical, entrepreneurial 
or project-based paths). A single career path reflects the employee intended 
devotion to a sole career (e.g. technical path), while a hybrid one represents his 
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intended choice to follow multiple alternatives (e.g. a technical path followed 
by managerial path advancement). 

 The examination of single versus hybrid career paths contributes to the 
existing literature in four ways. First, the career literature has largely investigated 
occupational groups such as accountants and healthcare employees (Ozbilgin 
et al., 2005), leaving surprising research space for the category of knowledge 
professionals. This paper particularly focuses on employees in research, devel-
opment and engineering (RD&E) activities employed in multinational corpo-
rations (MNCs); these employees are fundamental contributors to the MNC 
competitive advantage (Redpath et al., 2009), yet have received substantially 
less attention (Manolopoulos, 2006). Second, recent studies argue that human 
behaviour is not only a function of the person but also of the environment 
(Savickas et al., 2009). This chapter examines individual characteristics and 
responds also to the calls for input of the work context; specifically, it incorpo-
rates the strategic roles of R&D units which, to the best of our knowledge, has 
not been examined hitherto. Third, it adds evidence to the debate of whether 
employees stay strictly on one career route or desire the multiple alternative 
one. Fourth, most of the existing empirical evidence relates to MNCs based 
in developed economies (mainly in the United States). Our study contributes 
to the investigation of the phenomenon in under-investigated countries, as it 
was conducted in Greece. Greece is a European and Monetary Union country 
that has significant levels of human capital, and although it is currently under 
conditions of economic recession, it has traditionally drawn the attention of 
many MNCs to establish R&D units.  

  Theoretical background: traditional versus boundaryless 
approaches 

 Early conceptualisations of careers support the view that ‘a career is a succession 
of related jobs, arranged in a hierarchy of prestige, through which persons move 
in an ordered, predictable sequence’ (Wilensky, 1960, p. 554). The notion of 
 traditional careers  is grounded in hierarchical and rigid structures that resemble 
the typical public service career structure (Smith, 1993). The traditional career 
ensures security of tenure and linear promotion based on seniority and length 
of service. It is primarily defined in terms of an individual relationship to an 
employer where the latter is in control of the employee career structure. Career 
changes and mobility are rather infrequent in this respect. 

 During the last decade, criticism on traditional theoretical approaches rose 
in response to rapid changes in the work environment, such as corporate 
restructuring, internationalisation, recession and technological advancements 
(Kirchmeyer, 2006), as well as changes in the demographic trends, notably 
increased female employment, dual-career couples, and the rise of part-time 
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employment in response to high pension liabilities and insurance costs 
(London and Greller, 1991). In addition to the new employment opportun-
ities that emerged (e.g. the Internet as an inexpensive tool to engage in entre-
preneurial activity), they have all doubted the durability and validity of the 
patterns described by the traditional view. 

 Following the scepticism towards the linear career model, the concept of 
 boundaryless career  has been coined to offer an alternative in career theories. 
Made popular by Arthur and Rousseau (1996), the term embraces the belief 
that careers are independent from traditional organisational arrangements 
(DeFillipi and Arthur, 1994). It brings forward the idea that individuals are pro-
active creators of their own career and–among others–includes careers that (a) 
move across the boundaries of separate employers; (b) break traditional organ-
isational assumptions about hierarchy and career advancement; (c) are affected 
by personal or family reasons (Arthur and Rousseau, 1996). A common criterion 
by which a boundaryless career is distinguished from the traditional one is 
the frequent employee mobility across organisations (Becker and Haunschild, 
2003; Lazarova and Taylor, 2009). Other ideas explored in this concept include 
the borders of employee choices related to occupation, industry and country 
(Inkson et al., 2012). 

 The boundaryless career concept has gained extensive credence in career 
research, providing practical implications for both individuals and organisa-
tions (Sullivan and Baruch, 2009; Baruch et al., 2015). Yet, recent contributions 
highlight the need to reconsider its undisputed dominance. Stevens (2005) 
in a longitudinal objective data study provides strong support that the fre-
quent career changes apply only to some individuals and contexts. Following 
Brousseau et al. (1996), Pringle and Mallon (2003) warn of the risk of replacing 
one normative career form with another. At the same time, Baruch (2006) 
argues that the traditional career system, while not being the norm, is definitely 
not abandoned. This may be more applicable to specific workforce categories 
that have not been extensively investigated (other than management-educated 
employees, women or other minorities; see Currie et al., 2006). 

 The career choice question is evidently still open to investigation. Our premise 
is that both the boundaryless and the boundary-focused career conceptualisa-
tions serve as fruitful fields of investigation, and it is rather a matter of  indi-
vidual  and  contextual  factors what influences the choice between the two valid 
options (single and hybrid paths). 

 Empirical research is largely engaged in the investigation of individual char-
acteristics (highlighting cognitive traits, e.g. Dik et al., 2008). Regarding demo-
graphics, what we know is their significant presence in the career-shaping 
procedure (Krieshok, 1998). What we still lack is the clear direction of their 
effect (Patton and Creed, 2001). Career decision-making scholars now direct 
their attention to the vocational interests of undergraduate students and leave 
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demographic variables ‘loosely specified and unmeasured, creating a black 
box’ (Lawrence, 1997, p. 2; Bowen and Ostroff, 2004). 

 Further, following the pronounced attention in individual agency that is 
closely associated with the boundaryless career concept, there are few empirical 
studies on the examination of the diverse contextual influence (Pringle and 
Mallon, 2003). Tams and Arthur (2010, p. 638) argue that ‘attention to the 
contexts in which agency is situated is essential to unpack the relationship 
between people’s enactment of agency and its outcomes’, and Mayrhofer et al. 
(2007) support the notion that the contextual influence constrains even the 
most agentic actors (e.g. information and technology workers found to be 
constrained by several institutional contexts; Ituma and Simpson, 2009). It 
emerges as vital that social subsystems and structures are not viewed as inde-
pendent entities from the employee career decision-making (Ozbilgin et al., 
2005). 

 The stability versus mobility intentions of knowledge professionals are 
reflected in the dilemma between the traditional and the boundaryless the-
oretical concepts. Regarding the latter, career scholars attempted to capture 
the degree of ‘boundarylessness’ in the past decade using diverse constructs 
that mainly measure employee job post or organisation mobility (Inkson et al., 
2012). In the current study, we focus on the career change component of the 
boundaryless concept, which has received significantly less attention (Sullivan, 
1999).  

  Research background and hypotheses 

  Types of R&D units 

 In the current study, we refer to two types of MNC R&D laboratories which can 
be  asset exploiting  or  asset augmenting . The laboratories characterised as asset 
exploiting fall into the type of ‘Support Laboratory’ (SL) which is classified 
as such in the comprehensive typologies of Haug et al. (1983) and Hood and 
Young (1982). These particular R&D units deal with the effective implemen-
tation of well-existing technologies and procedures of the MNC with a view to 
becoming embodied in the production process of well-established products. 

 The second type of R&D laboratories refers to the asset augmenting units. The 
description of those laboratories match that of ‘Locally Integrated Laboratories’ 
(LILs) and ‘Internationally Interdependent Laboratories’ (IILs) which have been 
incorporated in the studies of Haug et al. (1983) and Hood and Young (1982). 
LILs seek to operate as a closely integrated part of a subsidiary in order to 
develop distinctive products. This suggests that LILs have a ‘productive’ scope 
and a more empowered role than SLs (Papanastassiou and Pearce, 1999). IILs 
refer to the provision of basic or applied research inputs into a programme of 
pre-competitive work undertaken by the MNC. They have a close coordination 
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not only with the subsidiary’s functional departments but also with MNC 
laboratories in other countries, as well as with the parent laboratory (Pearce, 
1999). 

 RD&E employees in asset exploiting laboratories show higher levels of MNC 
embeddedness and apparently follow closely the mandates of the headquarters 
(Manolopoulos, 2006).They show low levels of flexibility and autonomy in 
work-related tasks which is additionally corroborated by the fact that they pre-
dominantly choose to seek international assignments only in parent labora-
tories rather than other MNC subsidiaries or host country R&D facilities 
(Manolopoulos et al., 2010). These characteristics counter evidence to the free 
and flexible notion of boundaryless careers and resemble the more rigid struc-
tures of traditional patterns. 

 On the contrary, RD&E professionals employed in asset augmenting labora-
tories are quite autonomous, and their everyday tasks are largely unstandard-
ised and not so formalised (Pearce and Papanastasiou, 1997). This is because 
the influence of headquarters in the operations of their R&D units is rela-
tively weak. Given the likely autonomy and flexibility that these employees 
possess away from parent-firm pressure, one may expect that their behaviour 
will be in accordance with the significant levels of independence and leeway 
that other career paths (such as the entrepreneurial) incorporate (Stewart 
and Roth, 2007). Crossing boundaries may be relatively more intimate to 
them, and consequently expected to lean towards other paths. Altogether, 
we posit:

   Hypothesis 1 : Other things being equal, knowledge professionals employed 
in asset exploiting laboratories are more likely to prefer a single career path, 
while knowledge professionals employed in asset augmenting laboratories 
are more likely to prefer a hybrid career path.    

  Employee demographic variables 

  Age.  A large-sample survey conducted in the mid-2000s reports that the average 
job tenure in the United States and Western Europe for employees under 
30 years old varies between two and three years while the respective average 
for employees over 50 ranges between 13 and 20 years, depending on the 
country (OECD, 2006). Alongside, Warr (1997) postulates that older employees 
exhibit a higher need for career security, which is further confirmed in the case 
of RD&E professionals (Igbaria et al., 1999). More recent evidence supports the 
view that young employees ‘may welcome changing career boundaries’ (Currie 
et al., 2006) while older individuals are less likely to prefer a career change 
(Cheramie et al., 2007). 

 McCathy and Garavan (2006) report that older employees show low levels of 
behavioural change. In a related vein, authors investigating behavioural change 
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in the career development field find that older employees are less receptive to 
making changes (Ryan, Brutus, Greguras and Hakel, 2000). Openness to new 
experiences (a concept closely tied to the boundaryless mindset construct; see 
Briscoe et al. 2006) is found to be positively related to young employees (Warr 
and Birdi, 1998). Taking also into consideration Lyons et al.’s recent (2015) 
suggestion that job mobility is more common among young employees, we 
posit that:

   Hypothesis 2a : Other things being equal, older knowledge professionals are 
more likely to prefer a single career path, while younger ones are more likely 
to choose a hybrid path.   

  Educational background.  Employees with managerial education are mostly 
expected to either follow managerial posts (Manolopoulos et al., 2011; Igbaria 
et al., 1991) or be engaged in entrepreneurial activity (Chianglin et al., 2004). 
Technical-oriented careers are mostly preferred by employees with technical 
background (Allen and Katz, 1992). 

 Research on employees with managerial education does not provide evidence 
for mixed career routes (i.e. managerial and technical). That is, they intend 
to follow a single managerial route.MBA graduates especially are generally 
thought to have concrete career directions (Simmering and Wilcox, 1995). 
Seemingly, they are more focused and display high introspection when formu-
lating career plans, which implies their focus on specific career targets (Beutell 
and O’Hare, 2006). As Baruch and Peiperl (2000) identify, employees that hold 
an MBA degree score higher on self-efficacy compared to their colleagues with 
different educational background. Higher levels of self-efficacy are associated 
with higher decisiveness in respect to career decision-making (Betz and Voyten, 
1997), which entails a single career preference. 

 Employees that hold a technical degree (which is very likely the case of MNC 
RD&E knowledge professionals; Wynarczyk and Renner, 2006) are recipients 
of rather unfavourable perceptions. To illustrate, as Ituma and Simpson (2009) 
posit, polytechnic graduates are believed to be of lower social status compared 
to those that hold a university degree. Given that the managerial path is espe-
cially associated with higher status quo, prestige, social recognition and higher 
economic return, technically educated professionals are often expected to shift 
to this path (Erdoğmus, 2004); that is, they are expected to follow a mixed, 
hybrid path.  

   Hypothesis  2b: Other things being equal, knowledge professionals with tech-
nical educational background are more likely to prefer a hybrid path, while 
knowledge professionals with managerial educational background are more 
likely to prefer a single career path.   
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  Gender.  Prior research indicates that women are less inclined to change careers 
(Sullivan and Arthur, 2006). This is attributed to the barriers women face due to 
gender discrimination that, in turn, restricts them from developing competencies 
that would eventually enhance their career mobility (Ituma and Simpson, 2009). 
Other restrictions relate to more work/family balance (Litzky and Greenhaus, 
2007). Forret et al. (2010) contend that a woman’s physical mobility is often 
bounded by her relationships and commitments to others. For instance, they 
support the idea that women are more likely to be reluctant to travel or be relo-
cated as this would reduce family time and keep them away from elderly rela-
tives who need assistance. Being favoured by societal norms and expectations, 
men, on the other hand, have a lot more freedom to engage in physical mobility 
(across firms or industries; Sullivan and Arthur, 2006). Focusing on the change 
of career (rather than the mobility across organisations), we posit that:

   Hypothesis 2c : Other things being equal, male knowledge professionals are 
more likely to prefer a hybrid career path while female knowledge profes-
sional are more likely to choose a single path.   

  Marital status.  Groeneveld (2008), focusing especially on the careers of diplo-
mats, posits that, until recently, spouses had simply been expected to give up 
their own career and follow a different one if their partner was offered an 
overseas post. However, he continues that with an increasing number of dual-
career couples nowadays, this is not the case. As Reynolds and Bennett (1991) 
argue, spouses are more and more not willing to give up their careers when 
they encounter the aforementioned circumstances. 

 Further, marriage creates an environment of stability and avoidance of behav-
ioural changes. This is why Felmlee (1984) posits that it creates constraints that 
limit the possibilities of career mobility. Married employees (especially female 
ones) are not willing to change their career route in the case of a job relocation 
offer, even for improved job opportunities (Markham and Pleck, 1986; Markham 
et al., 1983). Thus, they may not be willing to be engaged in a multiple career 
route. Such behaviour can be attributed to either the involvement and satis-
faction or the attachment of the employee to his or her environment. Authors 
find a negative correlation between the extent to which individuals are linked 
to other people (Mitchell et al., 2001) and their willingness to leave current job 
posts (Feldman and Bolino, 1998; Fisher and Shaw, 1994). 

 Except for the concept of job relocation that has most evidently been 
researched in the literature, we may extend the argument to all possible cases 
of occupational changes of spouses. We speculate that:

   Hypothesis 2d:  Other things being equal, married knowledge professionals 
are more likely to prefer a single career path, while single knowledge profes-
sionals are more likely to prefer a hybrid career path.     
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  Methodology 

  Data collection 

 The sample for this study was drawn from the population of MNC subsidiaries 
based in Greece. The International Capital (ICAP) database was the sampling 
frame employed. This database is the most comprehensive sampling frame that 
exists in Greece. In total, 317 subsidiaries of different MNCs were included in 
this database. The sectors of investigated subsidiaries incorporated automobiles 
and transport equipment, electronics and information technology, manufac-
turing, chemicals and pharmaceuticals, food and beverages, textiles and serv-
ices. Examined MNCs originated primarily from the EU, United States and 
Japan. 

 The study was conducted in two stages. The first stage involved a national 
questionnaire-based postal survey in order to identify MNC subsidiaries that 
had an R&D department. Questionnaires were posted to subsidiary CEOs 
to acquire this necessary information. Out of 315 subsidiaries, 133 usable 
responses were collected (two questionnaires from the original 317 firms were 
returned undelivered). Consequently, the effective response rate for this first 
stage is 42 per cent, which is deemed to be perfectly acceptable when compared 
with similar postal surveys (Harzing, 1997). Among those 133 subsidiaries, 70 
had an R&D department. 

 The second stage of the study involved a survey on career preferences of 
knowledge professionals of MNC R&D laboratories in Greece. The question-
naire was pre-tested by two academics, two professional consultants, five MNC 
subsidiary CEOs and ten RD&E professionals. In the 70 R&D laboratories iden-
tified from the first stage of the study, all employed RD&E professionals were 
posted the questionnaire. Out of the 948 initially posted questionnaires and 
following two reminders, 598 fully usable questionnaires were collected. In 
addition, a research assistant solicited telephone responses from 323 RD&E 
employees who did not respond through the post, bringing the total number 
of responses of full-time professionals to 921. Therefore, the effective response 
rate of the second stage of the research is a remarkable 97 per cent (921/948). 
No statistically significant differences among respondents through the post, 
respondents through the telephone and non-respondents were obtained in 
relation to the number of R&D employees and years of operations of the labora-
tories. Consequently, response bias does not appear to constitute a threat to 
the results.  

  Measures and method 

 In order to test the hypotheses, a logistic regression model was run with the 
career preferences of the RD&E employees. The dependent variable in the 
regression examination is the RD&E employee intention to follow a single 
career path or a hybrid one. Respondents were asked to provide information on 
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whether they showed preference on multiple career paths or were determined 
to select a single career during the period of the coming three to five years (cf. 
Gardner, 1990). The dependent variable is captured through a dummy variable 
whereby 1 reflects the knowledge professionals that have reported a desired 
hybrid path while 0 refers to the knowledge professionals that have shown 
preference for a single path. Out of 921 respondents in 70 MNC R&D units, 603 
professionals (i.e. 65.5 per cent) reported a preference for a single path whereas 
318 (i.e. 34.5 per cent) favoured a hybrid route. Measures of the dependent vari-
ables incorporated in the model are presented in Figure 10.1.       

  Findings and discussion 

 Means, standard deviations and correlation patterns among the variables of 
current research are reported in Figure 10.2.The strongest positive correlation 
coefficients were found to be, first, the one between the marital status of the 
respondent and his/her age; and second, the correlation coefficient between 
the gender of the employee and his/her age. The correlation between the age of 
respondent and the desired career path was the strongest negative coefficient. 
Multicollinearity seemingly is not a source of bias, and therefore does not pose 
a threat to the regressions results reported in this chapter. The estimation of 
variance inflation factors for the regression variables resulted in values close 
to 1, which are significantly lower than the accepted cut-off value of 10. This 
provides further support that multicollinearity does not constitute a problem 
to the results reported (cf. Netter et al., 1996).      

 Figure 10.3 presents the results of the logistic regression model. The eight 
independent and control variables were regressed on the professional desired 
career path which forms the dummy dependent variable of the study. The 
pseudo R 2  value in the regression model is 22 per cent, which is satisfactory 
taking into consideration the cross-sectional and cross-national nature of the 
sample. The F ratio is large with corresponding statistically significant levels.      

 Based on the logistic regression model, the results show that hypotheses 1 
and 2d are supported while the remaining are not. In the main, three out of 
five hypotheses showed strong statistical significance, with the remaining two 
being weak predictors for single versus hybrid career path preference of RD&E 
professionals. Specifically, the types of R&D laboratories variable was statis-
tically significant at a level of 0.01 and two out of the four employee-related 
variables (namely age and marital status) were found to be significant at a level 
of 0.05. The remaining two variables incorporated in the employee-related cat-
egory, that is, educational background and gender appear to be significant only 
at a 0.1 level, suggesting that they are weak predictors of RD&E professionals’ 
career path preference. 

 As discussed, the literature does not focus on RD&E knowledge professionals, 
and therefore our conjecture on both employee-related factors that were found 
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Variables As appear in the 

empirical part

Type1 Operational defi nition

In order to evaluate laboratories’ role 

respondents were asked to grade each of 

the following roles in terms of the 

importance in the operations of the R&D 

lab as being: (i) not part of their role, 

(ii) main role, (iii) secondary role and 

(iv) only role:

Types of R& D units (1) Adaptation of existing products and/or 

processes to make them more suitable to 

our markets and conditions; (2) To play a 

role in the development of new products 

for our distinctive markets; (3) To carry out 

basic research (not directly related to the 

current products) as part of a wider MNE 

group level research programme

Asset Exploiting ASSEXP B/D Laboratory that adapt existing products 

and/or processes (4=only role, 3=main 

role, 2=secondary role, 1=not part of role)

Demographic

Age of Researcher AGERES L/D According to the date of researchers’ birth 

three categories were created: R&D 

professionals over 45 years old take the 

value of 3, professionals between 36–45 

take the value of 2, professionals under 

36 years old take the value of 1

Educational Background EDU B/D 1=Researcher with a technical oriented 

background, 0=Researcher with a 

managerial oriented / other educational 

background

Gender MALE B/D 1=Male, 0=Female

Marital Status MARRIED B/D 1=Married, 0=Single

Control Variables

Nationality of the Respondent NR B/D 1=Greek, 0=Foreign employee (e.g. 

Srivastava, Blakely, Andrews, and 

McKee-Ryan, 2007)

Technological Intensity of the 

Sector

HIGHTECH B/D 1=Firm in highly-intensive tech, 0=in 

medium- or low-technology sector 

(Pearce, 1994), high-technology sectors 

included MNC operations in 

telecommunications, electronics and 

information technology, chemicals and 

pharmaceuticals)

Prior Working Experience PWE Logarithm of the number of years the 

RD&E professional has spent in related 

previous working experience (e.g. Dokko, 

Wilk, and Rothbard, 2009)

 Figure 10.1      Operationalisation of variables  

Notes: 1 Binary (B); / Likert - Type (L); / Continuous (C); Discrete (D).
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weak predictors (i.e. educational background and gender) was not strictly in 
line with the special needs and preferences of this particular employee cat-
egory. Thus, the education and gender results may be attributed to this par-
ticular lack of RD&E career evidence in the literature hitherto (Manolopoulos 
et al., 2011). 

 In line with our expectations in hypothesis 1 are the findings that knowledge 
professionals working in asset exploiting R&D units prefer a single career path. 
Their colleagues in asset augmenting laboratories were found to prefer a hybrid 
one. This is in accordance with previous literature on the RD&E employee 
profiles (Pearce and Papanastassiou, 1997). Extending this finding, one may 
imply a positive relationship between employee autonomy and job mobility, 
which is seemingly contradictory to Igbaria and Siegel’s (1992) argument about 
a negative association of the aforementioned variables. 

 It is noteworthy that MNC RD&E professionals constitute a special employee 
category that may be particularly different from other employee groups in 
respect to the desire for a single career path versus a multiple one (Petroni, 
2000). Hence, MNC managers that deal with career advancements (e.g. such 
as the dual ladder system), should take into consideration the likely inten-
tions employees may have. Professionals employed in asset exploiting units are 
likely to be quite autonomous and open to change. The evidence suggests that 
managers should provide them with motives such as challenging tasks and 

Variables

Regression Results 

(Ordered Probit)

x1 – ASEXP –747***

(.225)

x2 – AGERES .554**

(.251)

x3 – EDU .256*

(.104)

x4 – NR –.624

(.598)

x5 – MALE .385*

(.164)

x6 – MARRIED –.482**

(.204)

x7 – HIGHTECH .754

(.601)

x8 – PWE –.332*

(.181)

Pseudo R square 0.22

F 5.37***

n = 921

 Figure 10.3      Logistic regression results  

Notes: * Significant at .10, ** significant at .05, *** significant at .001. Figure in ( ) is standard error.
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opportunities for learning (Amabile et al., 1996) in order to increase their job 
satisfaction and limit their intentions for job shift (Amabile et al., 1996; Igbaria 
and Siegel, 1992). 

 The age of researcher was found to be a strong predictor (Loughlin and 
Barling, 2001), albeit not in the direction we have hypothesised. Hypothesis 
2a suggested that older knowledge professionals would more likely prefer a 
single career path whereas younger ones would follow a multiple career route. 
However, the results indicate the opposite. These findings may support the 
notion that younger professionals aim at developing expertise in specific areas 
that they truly enjoy more than older ones (Kim and McLean, 2008). They 
present higher levels of excitement towards their careers and need to be self-
fulfilled through their work (Lewis et al., 1998). Following the same reasoning, 
older generations place more importance on job security (Kim and McLean, 
2008), and thus are more willing to change career route if this is to secure 
them. Further, career decisiveness is positively related to one’s levels of self-ef-
ficacy and self-awareness (Dik et al., 2008; Flum and Blustein, 2000). Previous 
contributions follow the rationale that as age increases, self-efficacy increases 
(e.g. Luzzo, 1993), and therefore individuals tend to be more career certain. 
However, the results provided in the current study show that older individuals 
are less career certain, which may be in accord with Mauer’s (2001) argument 
that self-efficacy reduces with age. Altogether, MNC managers should identify 
older R&D knowledge professionals’ devotion to current post as they are likely 
to take control of their own career and seek different career paths. 

 In hypothesis 2d, we suggested that married knowledge professionals would 
more likely prefer a single career path, whereas non-married ones would 
more likely follow a hybrid route. The results concur with our speculations 
and provide further support to the literature. Individuals shape certain value 
systems which affect their occupational choice and vocational behaviour (Brief 
et al., 1979). They seek careers that fit their value systems (Brenner et al., 1988). 
Married employee reluctance to change may be attributed to their tendency 
towards values such as the sense of belonging, stability and inner harmony 
(e.g. Sagiv and Schwartz, 2000), especially within the Greek context. Further, 
the reasoning that relationship constraints within marriage may not allow 
high levels of behavioural change can again be in line with the idiosyncrasies 
of the Greek context in which the current study was conducted. Following 
Eaton and Bailyn (2000), we posit that providing insights to human resource 
managers requires the examination of the individuals as they are embedded in 
their family or community and often engaged in primary relationships with 
other adults. Marriage often guarantees social recognition and acceptance, and 
consequently affects pivotal decisions such as the career route. The traditional 
notion holds that individuals are more actively in search of their orientation 
until they get married and settle down, and this research supports the view 
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that this notion is in line with the traditional linear career pattern when know-
ledge professionals are examined.   

  Conclusions 

 This study sought to explore R&D knowledge professionals’ desire to follow 
either a single or a hybrid career path. It was undertaken on a large-scale 
sample of 921 employees in R&D laboratories of MNC subsidiaries in Greece 
and resulted in a series of findings that suggest important implications for both 
researchers and managers. 

 The career-related literature has surprisingly scant empirical evidence on the 
career orientation of this particular employee category. Our study adds light 
to a significant but neglected research area. To the best of our knowledge, this 
study is the first to include the types of R&D laboratories as a predictor of the 
career choice between a single and a hybrid path. The research findings display 
the importance of the incorporation of the work environment in such a study. 
In addition, it provides stimulus for further research.  

  Managerial and policy implications 

 This research is particularly useful to organisations as it begets several managerial 
implications. Schein (1982, 1978) viewed employees’ careers as stable throughout 
their duration, supporting the traditional view. On the contrary, Derr (1986) 
claimed that modifications in career paths exist always with respect to changes 
in environment, and Arthur and Rousseau (1996) introduced the boundaryless 
career concept as the alternative to the traditional path. On the debate of employee 
preferences on a single, stable career or a multiple path, this research provides evi-
dence that both options are possible depending on the circumstances. Therefore, 
we posit that there is no clear tendency of knowledge professional choice on either 
a single or hybrid path. This is in accordance with the critical questioning of the 
inevitability of the boundaryless view and the respective weakening of the trad-
itional pattern (Baruch, 2006; Inkson et al., 2012). We thus posit that in order to 
detect their employees’ intentions, human resource managers should pay atten-
tion to both work environment (i.e. types of R&D units) and employee-related 
characteristics (i.e. mostly age and marital status). This implies that managers 
should handle each case differently, depending on the variables discussed (see 
the contingency approach, e.g. Zeffrane, 1994).  

  Limitations and future study directions 

 This study faces limitations that can provide suggestions for further research. 
Three of them are outlined in this section. First, the findings presented in 
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this research may not be generalisable to other countries, as the study draws 
from MNC subsidiary operations in Greece. Hence, replication of this research 
in subsidiaries based in other nations with different levels of technological 
development is essential. Second, this study captures intended career prefer-
ences of knowledge professionals, which can be different from what employees 
actually did. Future research is likely to seek to discover the extent to which 
intended and realised career routes overlap. Third, further study should take 
into consideration features of the national context such as the level of techno-
logical advancement of a country and MNC subsidiary roles in this country (cf. 
Manolopoulos et al., 2007, 2010).  
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   Introduction 

 Following calls for more policy-relevant academic research, this paper utilises an 
engaged scholarship (ES) approach (associated with Van de Ven, 2007) to study 
an innovative evaluation and research (E&R) study of the Scottish Enterprise 
(SE) Global Companies Development Programme (GCDP).  1   The latter was a 
public policy initiative to support the internationalisation of small and medi-
um-sized enterprises (SMEs) in Scotland, UK. The E&R study was undertaken 
by academics and included a combined formal evaluation and research study; 
a follow-up workshop and group interviews; and policymaker reflections. The 
chapter demonstrates the value of a longitudinal approach to evidence-based 
policy analysis that engages stakeholders through continuous dialogue, and 
presents lessons from this evaluation and research project for implementing 
an effective ES methodology. 

 There has been debate on the need for more relevance in academic research 
for a number of years, with increasing pleas for greater engagement between 
researchers and practitioners in a learning community (e.g. Pettigrew, 1997; 
Rynes et al., 2001; Starkey and Madan, 2001; Thorpe et al., 2011; Van de Ven, 
2007). In this research we adopt Van de Ven’s (2007, p. 9) definition that ES 
is ‘a participative form of research for obtaining the different perspectives of 
key stakeholders ... in studying complex problems’, and thereby ‘produce know-
ledge that is more penetrating and insightful than when scholars or practi-
tioners work on the problems alone’. It appears that the learning community 
‘jointly produces knowledge that can both advance the scientific enterprise 
and enlighten a community of practitioners’ (Van de Ven, 2007, p. 7). This E&R 
project was a purposefully selected information-rich ‘extreme’ case (Patton, 
2002, p. 230). It enabled the study of a successful collaboration between the 
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academic researchers and Scottish Enterprise, the main policy-making organ-
isation in Scotland. The E&R was a new approach to evaluation funded by 
SE. A feature of the study from the outset was the high and sustained levels 
of engagement between and among the participating stakeholders – specif-
ically a three-person academic team, GCDP-participating firms and Scottish 
Enterprise policymakers. We respond to pleas for empirical investigations into 
how useful academic knowledge can be produced and provide insights into 
how knowledge transfer works (Jarzabkowski et al., 2010). 

 The remainder of the chapter is structured as follows: the following section 
reviews the ES literature; section three provides the background to the GCDP 
within an engaged scholarship context; and the fourth section summarises the 
findings from the GCDP. The final discussion and conclusions sections reflect 
on the implications of this research for engaged scholarship theory and public 
policy, and suggest future research directions.  

  Engaged scholarship and academic-practitioner engagement 

 Calls from the academic community for greater engagement between 
researchers and practitioners include leading proponents such as Pettigrew 
(1997) in the United Kingdom and Van de Ven (2007) in the United States. 
Specifically, in the United Kingdom there is a growing interest in the provision 
of policy-relevant academic research (Atherton, 2008). There has been debate 
in the field of management research as to the apparent marginality of business 
school academics in the production of management knowledge, and the lack 
of engagement by academics in developing and conducting research with prac-
titioners and communicating the results to this audience. This has been iden-
tified as a rigour-relevance gap (Fincham and Clark, 2009). 

 In an early review of the literature on the use of organisational research, 
Beyer and Trice (1982) concluded that researchers and practitioners belong 
to separate communities with different values and ideologies. More recently, 
Keiser and Leiner (2009) posit that these communities operate according to 
completely separate institutional logics, with the consequence that communi-
cation of knowledge cannot be absorbed from one to the other and collabor-
ation is futile. Starkey et al. (2009) suggest that as a result of the proliferation of 
different modes of enquiry, there is a range of versions of science, but that man-
agement research has sought rigour over relevance. Hence, in order to improve 
knowledge creation and dissemination, academia needs to better reflect user 
interests (Starkey and Madan, 2001). 

 In contrast, other researchers argue that there are examples of successful 
collaborations that have resulted in superior research and outputs which 
provide high-quality scholarship and social usefulness, while not comprom-
ising the needs of academics and practitioners (Hodgkinson and Rousseau, 
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2009). In addition, Paton et al. (2013, p. 1) argue that by pursuing advanced-
level scholarship, academics can make a contribution to practice by presenting 
‘counterintuitive perspectives’ that challenge conventional business wisdom. 
Bridging the gap between the two groups may lead to cross-fertilisation and 
richer understanding of organisations. By obtaining different perspectives of 
stakeholders regarding complex problems, ES has the potential to ‘produce 
knowledge that is more penetrating and insightful’ (Van de Ven, 2007, p. 265). 
In order for this to happen, Hodgkinson and Rousseau (2009) highlight the need 
for appropriate training in theory and research methods, and deep partnership 
between academics and practitioners. Authors such as Rynes et al. (2001) and 
Schein (2001) posit that this requires good social relations and setting the 
research agenda with practitioner involvement. Although there are difficulties 
in creating successful collaborative research teams, Amabile et al. (2001) find 
that success can be influenced by the team, environment and process charac-
teristics. Designing an academic-practitioner team includes careful selection of 
team members, clarification of roles, regular communication, development of 
trust and setting time to reflect on the process and relationship conflicts. Van 
de Ven (2007) argues for the necessity of reconciling the different viewpoints, 
negotiating the relationship, reflecting about the researcher role and spend 
time at research sites. 

  Forms of ES research 

 In his book, Van de Ven (2007) posits that ES addresses complex problems 
and surpasses the relevance and rigour issue as it studies problems with and 
for practitioners and other stakeholders. It is based on a critical realism phil-
osophy. Recognising that there are many ways of practising ES, the author 
presents four alternative forms:

   1.      Informed basic research with stakeholder advice;   
  2.      Co-produced knowledge with collaborators;   
  3.      Design and evaluation studies for professional practice;   
  4.      Action research for a client.     

 He suggests the specific approach will depend on the purpose of the study and 
the degree to which a researcher performs an ‘extension’ role as a detached, 
external observer, or an ‘intension’ role as attached, internal participants. 
Informed basic research and evaluation forms are extension approaches, 
whereas collaborative and action research are viewed as intension roles. 

 According to Van de Ven (2007),  informed basic research  involves reflective 
practitioners, whereby informants and stakeholders are generally advisory 
only. Researchers are viewed as friendly outsiders. The research is grounded 
in reality and informed by stakeholders.  Collaborative basic research  comprises 
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insiders and outsiders, whereby the complementary skills of research teams 
support a collective learning experience through repeated meetings and 
jointly sharing in activities, for example, towards developing the research 
question(s). A potential problem concerns the sharing of proprietary findings. 
 Evaluation research  involves an outsider perspective but with engagement roles 
for stakeholders which provide the opportunity to participate in study deci-
sions concerning problem formulation, research design and problem-solving, 
meaning that informed consent is needed. Following Lewin (1945), Van de Ven 
(2007) views  action research  as problem-focused, (clinical) research undertaken 
for a client, but with the researcher having an attached insider role. It involves 
high researcher involvement with client-initiated research, where participants 
are motivated to reveal more information and so depth and validity can be 
improved (Schein, 2001). The participants study and solve their problems in 
an informal data-gathering process (Patton, 2002). Van de Ven (2007, p. 283) 
admits that ‘in practice, there are many variations and overlap’ in his four-
dimensional model of ES, and that one form may transition into another. The 
ES model of Van de Ven (2007) is based on the question of how scholarship 
that is engaged  with  practitioners can advance knowledge rather than focus on 
the relevance of academic research  for  practice. This presents challenges which 
require researchers to reconcile different viewpoints, establish and maintain 
relationships, be reflexive about their role, and spend time in the research 
field. 

 Van de Ven’s (2007) approach portrays different forms of ES involving aca-
demia and practice. It represents to a significant extent a rather phenomeno-
logical type of study. While significant, it is largely lacking in the portrayal 
of what behavioural and relational processes influence effective ES. Such a 
limitation potentially obstructs the development of the ES literature and culti-
vation of effective ES relations.   

  Global companies’ development programme 

 The context of this study concerns the significance of the internationalisation 
of SMEs in the economic performance of developed nations which is evident in 
the lengthy history of public policy support directed at export promotion and 
internationalisation more generally, supported by a rapidly growing academic 
literature (e.g. Oviatt and McDougall, 1994; Bell et al., 2003; Johanson and 
Vahlne, 2009; Jones et al., 2011). Evaluation of internationalisation support 
programmes is essential to ensure effectiveness and value for money, and in the 
United Kingdom and Scotland the approach increasingly taken is to evaluate 
the need for export assistance in terms of ‘market failure’. 

 The GCDP was designed to address a broad range of market failures that 
inhibit the internationalisation of Scottish SMEs, including (i) facilitating access 
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to information, (ii) enhancing the scale and pace of international activity, 
(iii) improving access to public goods (especially R&D), and (iii) stimulating 
positive externalities (particularly learning benefits). It was a firm-specific, 
six-month programme with follow-up aftercare, directed at the CEO and the 
senior management of the business, during which time there was a total input 
from external consultants of 20 working days per company. The aims were: 
(a) to build the management capability of the firm in the context of devel-
oping a shared vision and international business strategy; and, (b) to achieve 
outputs in respect of agreement by management on global vision, globalisation 
strategy, scenario planning and action plans, with ongoing SE network support 
for the implementation of these. This ambitious and high-profile public policy 
initiative was an outcome of the findings of an earlier research enquiry that 
highlighted the limited extent of ‘globalisation’ of indigenous enterprises 
(including SMEs) (Scottish Enterprise, 1999a; Scottish Enterprise, 1999b). 

 Specifically, the GCDP was launched in 2000 by Scottish Enterprise with 
the aim of enabling firms that are controlled from Scotland to achieve a sig-
nificant international presence (Scottish Enterprise, 2003) and to accelerate 
the learning processes required for globalisation (Raines and Brown, 2001). 
From its launch, the objective was to recruit a ‘cohort’ of between 15 and 20 
firms per year to the programme, and seminars, workshops and peer group 
(networking) events were held regularly to stimulate information exchange 
and learning among participating firms. There were a range of criteria for the 
selection of participating firms, namely that they should: (i) have international 
business development aspirations; (ii) have the necessary business funding 
in place; (iii) possess an appropriate management team, with an open man-
agement style which encourages change; (iv) be strategically controlled from 
Scotland; (v) have annual sales in the range of £5–20m; and (vi) have aggres-
sive growth targets. 

 The GCDP research and evaluation project had four constituents:

     ● Programme evaluation . The study was designed to provide a longitudinal 
evaluation of the GCDP, a new approach to evaluation within Scottish 
Enterprise. It was based on the premise that programme effects on SME 
internationalisation were longer-term in nature than could be identified by 
cross-sectional research.  
    ● Academic research.  Undertaken in parallel with the evaluation, the academic 
(doctoral) research was forward-looking, investigating key issues of know-
ledge acquisition and learning in the internationalisation process which 
had been proposed by previous academic study as a major constraint on 
firms’ international performance.  
    ● Action research workshop and focus groups.  E&R results were presented to 
stakeholders in the finalisation stages of the project in an action research 
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workshop. Focus group discussions were also undertaken to test the find-
ings from the research on knowledge and learning processes. Together 
these activities facilitated integration between the evaluation and academic 
research constituents of the programme.  
    ● Reflections on engaged scholarship.  Three years after the conclusion of the 
E&R, in-depth interviews were conducted with Scottish Enterprise execu-
tives to reflect on the contributions and challenges of the project within an 
engaged scholarship framework.    

 A summary of the major features of the research methodology are presented 
in Appendix 11.1. 

  GCDP evaluation and research initiation 

 The E&R study of the GCDP programme was undertaken by a three-person 
academic team (the chapter authors). The project was initiated by an approach 
from the lead GCDP executive at SE to the authors as a follow-up to earlier 
collaboration on cognate research. The client-researcher relationship was inter-
active and engaged from the outset since this was a new approach to evalu-
ation for SE, reflecting the objectives of the GCDP which were concerned with 
longer-term and sustainable internationalisation development. A high level 
of engagement was pursued throughout the project at different levels and 
involving a range of stakeholders. An early outcome of engagement between 
policymakers and the research team was that the evaluation should be lon-
gitudinal in nature so as to be able to understand and respond to the stra-
tegic changes introduced by participating SMEs. The initial client-researcher 
discussions also focused upon the need to investigate potential new innova-
tions in the SME support provided by the GCDP, and the sponsorship of a doc-
toral research study running parallel to the evaluation was approved. Scottish 
Enterprise funded both the evaluation and research studies on a direct-cost 
basis rather than as a consultancy project.  

  Evaluation and research objectives 

 The first project objective was to evaluate the impact of the GCDP on inter-
nationalising SMEs, with a specific focus upon longitudinal evaluation and 
qualitative impacts. The second objective was to explore the learning proc-
esses employed by internationalising SMEs as they implement an inter-
national entry and development strategy. The underlying rationale for the 
E&R was that certain of the impacts of the GCDP would be long-term and 
qualitative in nature, and that these could not be captured through a con-
ventional static evaluation methodology. Thus the approach agreed collabora-
tively with Scottish Enterprise was predominantly qualitative and inductive, 
which enabled key issues to emerge from the data, and, combined with the 
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longitudinal, case study approach, deep and new insights were pursued, and 
complex and dynamic processes were captured.  

  Stakeholders in the E&R and engagement process 

 Stakeholders comprised: (i) three academics (1 full-time for four years, including 
doctoral study); (ii) participant GCDP firms; (iii) GCDP external consultants; 
and (iv) Scottish Enterprise policymakers, represented by (a) the lead GCDP 
executive who had primary responsibility for the E&R; (b) two GCDP executives 
responsible for managing the programme; (c) a member of the SE appraisal and 
evaluation team project; and (d) managers from the regional (within Scotland) 
company account teams who were responsible for facilitating the implemen-
tation of external consultants’ recommendations.  

  Nature and forms of engagement 

(i)   Programme evaluation . The academic team engaged with all the stakeholders 
with the exception of the consultants. From the beginning there were regular 
monthly, then quarterly, meetings with the lead GCDP executive  2   and regular 
meetings with other SE executives and evaluation team at Scottish Enterprise 
to ensure that ideas and feedback formed part of an ongoing development 
process. The longitudinal approach required a succession of in-depth inter-
views with GCDP firms and involved regional Scottish Enterprise account 
team managers. These company interviews were formal, and engagement per 
se was limited to ensure factual objectivity. In addition, there was favourable 
response from firms from what they perceived as these ‘annual reviews’, and 
there was further ad hoc interface between the researchers and firms at the ‘peer 
events’ which were sponsored by Scottish Enterprise to promote networking. 
Close engagement between the lead Scottish Enterprise executive, the evalu-
ation expert for the E&R and the research team was particularly crucial to the 
successful co-production of knowledge (Van de Ven, 2007) pertaining to the 
project’s dual objectives of both policy evaluation and academic research. 

 The researchers had access to the CEOs and Scottish Enterprise data of 
firms participating in the GCDP. One of the conditions of acceptance into the 
programme was that CEOs agreed to participate in evaluations and provide 
relevant financial and non-financial information (Smallbone and Baldock, 
2002). CEOs were the prime focus of attention as the case study key inform-
ants since they were the main decision-makers with responsibility for the 
firms’ internationalisation. Other key informants in four firms were inter-
viewed to enhance validity where they were involved in roles involving the 
firms’ internationalisation. Pre-interview access to Scottish Enterprise records, 
pilot-study evaluation reports and telephone interviews with firms’ regional 
Scottish Enterprise account managers assisted the interviewers to develop 
trust, probe and confirm responses, and reduce the problem of interviewee 
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recall ( Easterby-Smith et al., 1991). This process assisted in enhancing the 
engagement with Scottish Enterprise stakeholders, in respect to the implemen-
tation of consultant recommendations. 

 Cohort 1 CEOs were interviewed annually during 2003, 2004 and 2005. 
Cohort 2 CEOs were interviewed during 2004 and 2005. Sixty-four CEO inter-
views were undertaken over three years. In addition, the researchers had access 
to GCDP executives within Scottish Enterprise, programme archival data on 
the firms and internal policy evaluation documentation.  3   

 The E&R involved regular meetings with the GCDP executives and evalu-
ation teams at Scottish Enterprise to ensure that ideas and feedback formed 
part of the development of the evaluation and programme. This supports the 
ES objective of co-production of knowledge between research and policy-
makers (Van de Ven, 2007), and ensured that findings were based on credible 
evidence which the stakeholders (Scottish Enterprise and the firms) perceived 
as trustworthy and relevant (Donaldson et al., 2009). 

  (ii) Academic research.  This ran concurrently with the evaluation phase of 
the project from 2002–2007, focusing upon organisational learning (Huber, 
1991) and absorptive capacity (Cohen and Levinthal, 1990; Zahra and George, 
2002). Twelve case studies from Cohort 1 were selected for the research study, 
and the learning theme was incorporated into the final year of the CEO inter-
views in 2005. Questions on the role of the GCDP in improving knowledge, 
learning and the capabilities and skills of staff informed the  evaluation . The 
academic output from the research was a PhD thesis, conference presentations, 
books chapters and academic journal articles in the field of international entre-
preneurship and internationalisation process. 

  (iii) Action research workshop and focus groups  After the main evaluation period, a 
workshop and two focus groups, comprising the researchers, firms and Scottish 
Enterprise policy makers and executives, were held to provide feedback on the 
evaluation and research findings, and explore in further depth issues that 
emerged from the case studies. This was supported by an ESRC-funded post-
doctoral research. This project adopted an action research paradigm to support 
ES (Van de Ven, 2007). Although action research has been a widely used policy 
(e.g. Koshy et al., 2011; Miles and Keenan, 2002), this was a new approach to 
evaluation by Scottish Enterprise. In this study, action research complemented 
the other research methods, representing a deeper form of engagement and 
providing a holistic picture (see Eden and Huxham, 2002; Huxham, 2002; 
Patton, 2002). 

 The aims of the workshop were: first, to provide feedback to the GCDP firms 
and policy makers on the evaluation and research findings; second, to gain 
further insights into the evaluation and research by collecting research data 
alongside the intervention (Huxham, 2002); and, third, to provide a forum 
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for engagement which would feed into the GCDP programme and influence 
the firms’ internationalisation behaviour. It was attended by CEOs, Scottish 
Enterprise programme executives and evaluation staff, as well as invited 
academics to provide expert outsider perspectives, and was led by interactive 
presentations from the three-member research team. 

 In addition to the workshop, two focus group interviews were undertaken with 
the aim of gaining additional insights into firms’ learning processes and the 
implications of the research findings for policy (Huxham, 2002). Participants 
in these focus groups comprised six CEOs of GCDP firms, three policymakers/
GCDP executives and seven researchers (including the study team). 

  (iv) Reflections on engaged scholarship.  Three years after the formal end of the 
E&R project, interviews were carried out with the four key SE policymakers 
to reflect on the contributions and challenges of the study within an ES 
framework, as well as semi-structured interviews in which the (now former) 
lead Scottish Enterprise E&R executive, two GCDP executives (independently 
interviewed) and a member of the Scottish Enterprise Appraisal and Evaluation 
team were interviewed by two members of the research team. Interview guides 
were provided in advance of the meetings and were adapted to encompass new 
information obtained after each interview. The results from these novel reflec-
tions form part of the Discussion section of the chapter.   

  Findings from the evaluation of the GCDP 

 While the emphasis of this chapter concerns engaged scholarship, the GCDP 
evaluation findings are highly relevant to the significant public policy impli-
cations of the study for SME internationalisation. The overall conclusion was 
that the programme and SE support played an important role in assisting 
firms to access knowledge, experience, resources and support to expand inter-
nationally. Findings suggested that the GCDP impacted positively on the man-
agement of the business and improved management processes in the areas of 
international strategy, enterprise management, and market entry and devel-
opment. Thus, a key impact is that the GCDP addressed organisational and 
motivational barriers facing participating firms. 

 Regarding the effects of different programme components on international-
isation, the findings showed the most highly rated items were i) the consult-
ant’s strategic review, ii) the implementation of action plans, and iii) the 
development of strategy. The longer-term nature of these impacts was com-
monly stressed. For example, for some firms the expansion in their overseas 
activities did not result in increases in revenues immediately. It was considered 
too early to see the results, although increases in sales were expected in future 
years. 
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 An important finding was the continuing positive impact of the programme 
over time, with highest ratings being attributed to improvements in know-
ledge, learning and the capabilities and skills of employees. 

 The impacts of the GCDP were positive, and both wide-ranging and longer-
term in their influence. Particularly important impacts that were identified in 
the CEO interviews and questionnaires concerned:

   Improvements in knowledge, learning and the capabilities of staff;   ●

  Enhancement of business scale;   ●

  Understanding of planning processes and the development of strategies      ●

 and action plans, particularly for international markets;  
  Improved management processes in strategy, human resource development  ●

and marketing;  
  Access to advice from GCDP advisors and greater confidence in using other  ●

sources of advice and support, including the private sector.    

 These are all important for the successful long-term development of firms, 
albeit intangible and difficult to quantify. Estimates of financial additionality 
were deemed to be substantial. The case study approach to evaluation enabled 
fine-grained analysis of the financial, employment and internationalisation 
impact of each firm.  

  Discussion: project review and reflections on engaged scholarship 

 The overall assessment by the SE interviewees was that the project was ‘ground-
breaking’, ‘high quality’ and ‘very cost effective’. Furthermore, an important 
outcome of the E&R project was that the principle of ‘how’ changes took place 
as well as ‘what changes’ have occurred has been recognised across Scottish 
Enterprise. 

 A number of issues of particular significance were identified. First, it was 
confirmed that the E&R was sponsored by Scottish Enterprise to encourage 
new thinking, innovation and experimentation through the evaluation meth-
odology and the parallel research study of the newly launched GCDP. Using 
a longitudinal case study approach to evaluation with action research, the 
researchers worked closely with Scottish Enterprise to share ideas and insights, 
and thereby enable the evaluation to be an integral part of an approach to 
improve policy and service delivery (Papaconstantinou and Polt, 1997; Potter 
and Storey, 2007). The lead Scottish Enterprise E&R executive observed that 
the longitudinal element of the methodology was critical: it was instituted 
because the outputs were long-term and feedback learning during the GCDP 
programme required ongoing adaptation. It was considered that the delivery 
of policy had to be ‘outcome-based’ rather than ‘activity-based’ in order to 
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assess the impact of programme changes being implemented. The longitudinal 
evaluation was in-depth, focusing upon ‘what was changing in the firms and 
how long it took’. It represented an ‘ongoing business tool’ and ‘way of running 
the business’ for the participating firms. The longitudinal evaluation was cer-
tainly facilitated greatly by high levels of engagement. The continued support 
of firms was a reflection of their recognition of the benefits from the ongoing 
feedback from Scottish Enterprise and the annual reviews, plus their rapport 
with the researchers that developed over time. 

 Interestingly, there have been no further longitudinal evaluations within SE. 
This was partly associated within internal changes within Scottish Enterprise: 
the GCDP was one of a package of company-support programmes, and the indi-
vidual programmes are no longer evaluated separately.  4   Rather the total package 
of support (termed ‘bespoke’ support) provided to companies is evaluated. 

 Second, although the E&R project was funded by Scottish Enterprise, it 
was considered essential that the researchers were independent in order to 
establish the credibility of the study. For example, firms were assured that their 
responses were confidential. Scottish Enterprise’s main role in data collection 
was to assist with access to the firms and to archival records, and SE did not 
influence the analysis or the substantive content of the final report. No con-
tentious issues arose in respect of proprietary know-how among the collabora-
tors. Demarcation lines were clear: the reports prepared for Scottish Enterprise 
contained company-specific information and were confidential, whereas 
in academic papers emerging from the project, company case material was 
anonymised, and SE had an interest in promoting its role as a learning organ-
isation and in sharing best practices externally. If the study had been under-
taken by a consulting firm, not only would the costs have been substantial, 
but it might have been difficult to get continued engagement and commit-
ment. This is clearly an issue for ES projects, and relates to the wider debate 
concerning the role and performance of academic advisers versus consultants 
(Bouwmeester, 2010). 

 Third, there were human resource and relationship challenges associated with 
engaged scholarship in this study. Van de Ven’s (2007) ES framework was not 
designed to incorporate the challenges of engagement, but relationship issues 
are by definition a critical issue for success. The core personnel involved in an 
ES project are central to its effectiveness. ‘Project champions’ with boundary-
spanning capabilities (Williams, 2010) are needed at both academic and policy 
levels. The practitioner project champion in the E&R performed a number of 
roles, notably: (a) collaborative leadership in evaluation design (along with an 
Evaluation team executive) and contribution to academic research in the SME 
internationalisation area; (b) policy intermediation, a role referred to as know-
ledge broker (Pettigrew, 2011) involving promoting and interpreting the E&R for 
Scottish Enterprise colleagues, most critically with the firms’ regional Scottish 
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Enterprise account managers, and (c) policy-making through the production 
and presentation of board papers to justify continued funding for the GCDP. 

 From the perspective of SE colleagues with client-facing functions (that is, 
working with GCDP-supported) companies, role (b) appeared to be particularly 
challenging. Such executives considered the approach pursued by the GCDP 
and also the E&R somewhat ‘theoretical’ in their early stages, requiring greater 
focus upon specific client needs. In part this was due to the fact that histor-
ically operational managers were not concerned with evaluation and didn’t 
see its benefits. A related observation which emerged was the need to facilitate 
understanding and overcome some resistance to ‘academic speak’ as a means 
of gaining the respect of SE colleagues. 

 Overall, it appears that in the E&R  collaborative research  (in which know-
ledge is co-produced with collaborators) was a prime form of ES, principally 
involving the research team and the lead GCDP executive, but also through 
the regular meetings with other GCDP executives and evaluation team at 
Scottish Enterprise. However,  action/intervention research  for the client was also 
in evidence since the design and implementation of the project were adapted 
as experience was gained, and indeed implemented, elsewhere in the client 
organisation (public policy benefits), and both the ongoing discussions with 
firms and the emerging findings of the doctoral research on knowledge acqui-
sition and learning induced change at the firm level (business strategy and 
operations benefits). Supporting this perspective is the ‘ intension ’ role played 
by one of the project researchers in particular as an ‘attached insider’ (Van de 
Ven, 2007), although in undertaking doctoral study this researcher also had an 
‘ extension ’ role as a ‘detached outsider’, hence suggesting an additional form of 
ES, namely,  basic science with stakeholder advice . This suggests some limitations 
of Van de Ven’s framework, and certainly there are significant gaps, especially 
concerning the relationships between and among stakeholders, which are of 
vital importance to the success of ES. 

 Other authors have proposed alternative frameworks which are closer to the 
approach in the E&R (Schein, 2001; Patton, 2002). For example, Schein (2001) 
identified eight forms of clinical research, distinguishing between four levels 
(high–low) of researcher-initiated and four levels (again ranging from high–low) 
of subject/client-initiated research. It is assumed that both the researcher and 
practitioner will be involved in the problem-solving process and data investi-
gation will become a joint responsibility. The E&R approach is nearer to the 
client-initiated form since both evaluation and research were proposed by the 
client, although the academics had a significant role in the design of both 
dimensions of the project and especially in developing the academic research 
questions. While the extensive interview programme was undertaken by 
the academics, the excellent access to companies was facilitated by Scottish 
Enterprise and archival company-specific data was supplied by SE.  
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  Conclusions 

 This research has important implications for theory and policy practice. 
With regard to research, the study addresses previous calls from the academic 
community for enhanced engagement between academia and practitioners 
(Pettigrew, 1997; Van de Ven, 2007). Especially in his 2007 work, Van de Ven 
posits that scholarship addresses complex problems and surpasses the relevance 
and rigour issue since it examines problems that both academics and practi-
tioners encounter. In the current study, which adopted an inductive approach 
capturing a complex and dynamic process, we show that there is significant 
value in a longitudinal processual approach to evidence-based policy analysis 
that engages stakeholders through continuous dialogue and present lessons 
from this evaluation and research project for implementing an ES method-
ology. In particular, the findings attest to the benefits from involvement-ori-
ented, long-term, trustworthy and performance-enhancement collaboration 
between researchers and policymakers. 

 In a related vein, when implementing an ES approach, the findings suggest 
that academia probably needs to move the greater distance and better reflect 
user interests over a long-run horizon to overcome the rigour–relevance gap 
(Starkey and Madan, 2001). The view that academics and users belong to sep-
arate communities with different values (Beyer and Trice, 1982) did not hold 
true in this study as the academics had worked in or with private/public sector 
organisations previously, including Scottish Enterprise. Still, there is a real 
challenge associated with the lack of experience of many academics in working 
on policy issues. 

 Even so, it seems that improved communications and organisational learning 
are required by participating policymakers to ensure a grounded under-
standing of the meaning of and contributions from engagement, and to ensure 
buy-in from different groupings. This implies that the product champion on 
the practitioner side has a demanding role, encompassing not only relation-
ships with the researchers but also with internal participating teams. Even 
more important, the policy engagement should occur over a long-term horizon 
whereby issues of common interest appear to academic and practitioner stake-
holders. It is during such a longitudinal process that long-term benefits to the 
participating parties can accrue. 

 There is, however, debate concerning the methodological issues associated 
with qualitative (longitudinal) versus quantitative (cross-sectional) evaluation 
(Curran and Storey, 2002; Wilson et al., 2008). Longitudinal evaluation exac-
erbates the design and implementation challenges associated with engaged 
scholarship. For example, stakeholder engagement cannot be taken for granted 
and continued efforts had to be made to sustain interest among participating 
companies over time. In addition, organisational and associated personnel 
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changes among the various internal Scottish Enterprise stakeholder groups 
meant that new executives may have lacked an understanding of and empathy 
with the philosophy and objectives underlying the E&R. Nevertheless, the lon-
gitudinal approach produced additional insights to those derived from cross-
sectional evaluations, especially in revealing the long-term benefits of the 
GCDP programme for SMEs, the changing managerial challenges over time, 
and the interrelationships between domestic and international activities that 
have tended to be viewed in isolation in management research (Karafyllia, 
2009). Based on the findings of this study, it seems that cross-sectional evalu-
ations will underestimate both the level and the diversity of the benefits from 
this type of management-support programme. However, qualitative and quan-
titative evaluations were basically complementary in the present study. Thus 
Scottish Enterprise also commissioned a ‘conventional’ cross-sectional evalu-
ation following the completion of the present project. It was undertaken for a 
different purpose (i.e. summative), namely to meet Scottish Enterprise audit 
requirements and justify the programme to the Board to ensure continued 
funding. 

 A wider lesson for engaged scholarship is that engagement may be promoted 
in different ways from the success of an initial project (Thorpe et al., 2011). 
Following this study, three further collaborative research projects (two of 
which involved doctoral research funding) have been undertaken with univer-
sities, with the participation of one of the SE executives engaged in the GCDP 
E&R. This addresses the need to enhance awareness of impact in doctoral edu-
cation (Pettigrew, 2011). 

 In respect to implications for public policy, there are still gaps in provision, 
for example, in the development of management capabilities for international 
business (Autio et al., 2000; Sapienza et al., 2006; Zahra and George, 2002). 
The GCDP is focused upon such management capabilities and knowledge 
acquisition, helping, therefore, to address a market failure. However, the 
doctoral research indicated that the programme assisted not only with the 
acquisition of specific  foreign  market knowledge, but also with more  general  
internationalisation related and technological knowledge (Fletcher and Harris, 
2012; Fletcher, et al., 2013). This begins to ask questions about the design 
of a specifically international programme like the GCDP. Although there are 
very obvious international knowledge management requirements, firms also 
have both  general  knowledge needs and  firm-specific  knowledge requirements 
involving targeted provision tailored to individual company circumstances. 
The firm-specific approach applied by the GCDP may be difficult and costly 
for a public sector programme to provide; an alternative is to focus support on 
improving all SME knowledge acquisition and learning skills and developing 
absorptive capacity. However the firm-specific, internationalisation focus of 
the GCDP was an important feature encouraging firm participation. Thus, a 
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challenge facing policy is to design a generic programme which is attractive 
to firms. 

 Considering future research, one case of successful engagement was exam-
ined, and so further study would benefit from the existence of a ‘control group’ 
in which the outcomes of cooperation were not so effective. Essentially the 
examined E&R on firms’ internationalisation represents a best-case scenario 
against which results from a less effective collaboration could be compared. 
In addition, the Scottish public-policy setting of this study may restrict the 
generalisability of the findings to other developed and developing economy 
contexts where ES activities occur. Future research can investigate ES relation-
ships in other national settings also.  

  Appendix 11.1: Evaluation & Research Project Design and 
Methodology 

 The research methodology followed state-of-the-art principles associated with 
the project design which comprised:

 (a) Longitudinal case study design . The research methodology for longitudinal 
case study design drew upon Huxham (2002); Leonard-Barton (1990); Pettigrew 
(1992); Van de Ven (1992, 2007); Yin (2003) [2009]. This longitudinal approach 
that involved close and prolonged engagement with policymakers matched 
the goals of the study to investigate the dynamic internationalisation process 
of SMEs and the impact of support (Yin, 2003 [2009]). Time was captured in 
the study through a combination of retrospective and regular real-time data 
(Leonard-Barton, 1990; Pettigrew, 1992). 

  (b) Qualitative evaluation and interrelated case study data collection, analysis and 
feedback . Combined with longitudinal design, the qualitative approach offered 
a more radical and creative approach to evaluation and a closer, focused ana-
lysis of policy and deeper understanding of processes leading to impacts 
(Curran et al., 1999; Curran and Storey, 2002; Wilson et al., 2008). The evalu-
ation involved case studies of the first two cohorts of firms participating in the 
programme, comprising 27 firms. 

  (c) Data collection and analysis  was an interrelated process that involved mul-
tiple phases: first, interviews with CEOs and collection of relevant data from 
firms participating in the GCDP. Second, access to data from GCDP execu-
tives, including collection of programme archival data on firms and internal 
policy evaluation documentation. Third, after the main evaluation period, a 
workshop and two focus groups were held to provide feedback on the evalu-
ation and research findings. Fourth, four interviews were undertaken as part 
of the E&R review and reflection on engaged scholarship. Fifth, extensive data 
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collection took place as part of the doctoral research phase of the E&R project 
which focused upon organisational learning and absorptive capacity. Sixth 
and finally, four interviews were undertaken as part of the E&R review and 
reflection on engaged scholarship. 

 (d) Methods for establishing trustworthiness and rigour in qualitative research 
utilised Kaufmann and Denk (2011); Lincoln and Guba (1985); Miles and 
Huberman (1994); Sharpe (2004); Sinkovics et al. (2008); and Yin (2009).  

    Notes 

  1  .   The GCDP Evaluation and Research Project (E&RP) was not formally designed as 
an engaged scholarship project. Indeed there was limited awareness of the notion 
when the project was initiated by Scottish Enterprise (SE), although engaged schol-
arship projects had begun to proliferate with numerous university-based initiatives, 
especially in the United States by this time. However, a feature of the project from 
the outset was the high and sustained levels of engagement between and among 
the participating stakeholders – specifically the three-person academic team, GCDP-
participating companies and Scottish Enterprise policymakers. The project thus 
provided an excellent setting to explore engaged scholarship in the context of the 
internationalisation of SMEs.  

  2  .   The lead Scottish Enterprise executive for the E&R became an Honorary Research 
Fellow at the University, and gave lectures and participated in research workshops.  

  3  .   Evaluation reports were presented to Scottish Enterprise after each of five phases of 
data collection (the CEO interviews, questionnaire responses to Likert scales and 
quantitative financial performance) and a final summary report.  

  4  .   There were management and resource challenges associated with the reorganisation, 
as the GCDP became one of a suite of programmes available to companies.   
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   Introduction 

 The past decade has witnessed a growing interest in research on the internation-
alisation of small and medium-sized enterprises (SMEs). After two decades of 
development in international SME literature, both business practitioners and 
researchers in the field of international business and entrepreneurship are 
starting to consider whether and how multinationalisation impacts the per-
formance of small and medium-sized firms. Lu and Beamish (2001) state that 
research in this field should ‘examine the effects of an international aspect 
of an entrepreneurial strategy’. In this context, internationalisation is a stra-
tegic choice and the focus will be on the consequences of such entrepreneurial 
activity. McDougall and Oviatt (1996) point out that the impact of multina-
tionalisation on firm performance is one of the most significant concerns in 
the field. This topic is critical for both business managers who need to take 
strategic decisions as to whether or not to go global, and for researchers who 
are trying to unveil the real effects of internationalisation on firm survival and 
growth. 

 The majority of the existing literature on SME internationalisation focuses on 
what sort of firms become international. Few studies examine the consequences 
of the market entry strategy. The lack of empirical evidence is overshadowed by 
the incoherent theoretical lenses employed to explain SME internationalisation 
process. Although a number of studies have tested the relationship between SME 
internationalisation and firm performance, both empirically and theoretically, 
research has so far proved inconclusive (Westhead et al., 2004). A ‘positive’, 
‘negative’ or non-linear relationship does not mean necessarily that individual 
firms will follow ‘positive’, ‘negative’ or non-linear performance trajectories. 
Within the scope of international business literatures, studies on MNEs’ degree 
of internationalisation (DOI) performance gave a loose conclusion that inter-
nationalisation has a positive effect on firm performance (Pangarkar, 2008). 

     12 
 SME Internationalisation and 
Its Impact on Firm Performance   
    Qi Cao ,  Paola Criscuolo and Erkko Autio    



SME Internationalisation and Its Impact 221

However, SMEs may experience a more complicated situation while going 
global. A typical anticipation of the relationship between SME multination-
alisation and firm performance is a ‘U-curve’ which indicates a deteriorate 
performance at the beginning of internationalisation due to the shock of for-
eignness and resource constraint. In the long term, however, a pickup could 
happen when the benefit of new opportunity overcomes the negative impact 
(Orser et al., 2000; Shrader et al., 2000). However, as the authors point out, 
for SMEs, empirical studies have provided contradictory results as to whether 
there is a positive or negative relationship between multinationalisation and 
performance. 

 Building on the review of relevant literatures, this chapter aims to define the 
frontier of current research by identifying and grouping the most prevalent 
mechanisms and factors influencing SME performance outcome during the 
process of internationalisation. The main research focuses are whether and 
how different mechanisms transfer the changes of internationalisation to firm 
performance. Instead of distinguishing different types of SMEs, we rely on 
firm-level theoretical frameworks that have been employed previously in SME 
internationalisation studies. Indeed, there are differences in international-
isation of international new ventures (INVs), born-globals and well established 
international SMEs. As Autio et al. (2000) point out, the age of initial inter-
nationalisation could shift the growth strategy, international identity, learning 
process and many aspects of the firms. That aside, start-ups and INVs are all 
SMEs in an early stage of establishment. 

 Among a few significant areas of study, we argue that the following three 
aspects of SME internationalisation and performance study make research in 
this area critical. First, abundant literature has focused on the relationship 
between the degree of international and financial performance of MNEs 
(Sullivan, 1994), but much less has explored the relationship between the inter-
nationalisation and firm performance of SMEs. Second, existing literature on 
the performance and internationalisation of SMEs (Autio et al., 2000; Zahra 
et al., 2000; Lu and Beamish, 2001; Qian, 2002; Westhead et al., 2004; Pangarkar, 
2008) tries to find empirical evidence for a positive relationship between SME 
multinationalisation and financial performance. However, the mechanism 
of whether and how internationalisation impacts firm performance is still 
unclear (Lu and Beamish, 2001). Last but not least, the literature on entre-
preneurship has focused on explaining and legitimating international new 
venture (INV) multinationalisation. The theoretical methods, however, are 
derived from international business literature and strategic management the-
ories. Resource-based theory (RBV) (Barney, 1991) and knowledge-based ana-
lysis (KBV) (Gilbert et al., 2008) are the most commonly employed methods. 
RBV and KBV, however, are based on research on large companies. As SMEs 
are not ‘smaller versions of MNEs’ (Shuman and Seeger, 1986), a theoretical 
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framework has not been established for the impact of multinationalisation on 
the performance of resource-constrained, routine absent small and medium-
sized businesses.  

  Theoretical background 

 In traditional international business (IB) literature, SMEs are not the main object 
of study. Sullivan (1994) reviewed the literature on DOI performance research 
from 1970 to 1990. No empirical study employs SMEs as a research sample. 
On the contrary, companies described as ‘the largest U.S. MNCs’ (Geringer 
et al., 1989) and ‘Fortune 500’ (Vernon, 1971) constitute the whole empirical 
sample in studies of firm internationalisation. The observation of large com-
panies’ trajectories of foreign market entry revealed that mature companies 
take a few steps to realise the great potential of both downstream market places 
and upstream resources from foreign countries. This was concluded as process 
international theory (PIT), which is based on the assumption that incremental 
changes are made through a path-dependent progress of business patterns 
(Johanson and Vahlne, 1977; Welch and Luostarinen, 1988). According to PIT, 
only at certain development levels do companies start to go to the global stage 
(Johanson and Vahlne, 1990; Autio, 2005). PIT legitimated the international-
isation process of large companies by assuming that companies pursue long-
term profitability and keep away from business activities with high uncertainty 
(Johanson and Vahlne, 1977). Considering SMEs that face resource constraints, 
uncertain market environments and limited business routines, international-
isation should be avoided. This diverges widely from the reality of SME multi-
nationalisation, therefore a new focus was established by the last decade of the 
20th century which began with the observation of the international activities 
of SMEs and new ventures (Oviatt and McDougall, 2005). 

 Oviatt and McDougall’s 1994 paper is considered the inception of the study 
of new venture internationalisation (Autio, 2005). The authors argue that the 
developments in the international business environment since the late 1980s 
have increased the exposure of SMEs to international activities. The improve-
ments include easier cross-national communication and transportation tech-
nology, increased homogeneity of market characters in different countries, 
more entrepreneurs with multinational operating experience, and flourishing 
cross-border financial resources (Oviatt and McDougall, 1994). PIT cannot 
explain the emerging phenomenon of SMEs going global. The exiguous resource 
availability of SMEs also challenged the traditional RBV theory of resource 
possession and allocation (Barney, 1991). If an established company’s inter-
nationalisation is a strategic have-to (considering both resources and market 
position), the multinationalisation of SMEs is more like a strategic option, or is 
more in the nature of an opportunistic incentive. 
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 The consequence of research on international SMEs is significant; a new 
research field, international entrepreneuiship (IE), has been established and 
is considered a critically distinguished field of international business study 
(Autio, 2005). The definition of IE has been continuously evolving through 
the past two decades, from the early focus on the international activities of 
new ventures (McDougall et al., 1994) to the recent research on entrepre-
neurial internationalisation (Autio et al., 2010; Keupp and Gassmann, 2009). 
The trend reflects the shift in research focus from company size and age to an 
emphasis on entrepreneurial activities. The relationship between IE study and 
international business literature has been discussed intensively (Oviatt and 
McDougall, 1994, 2005). Lu and Beamish (2001) argue that IE study is bonded 
with SME internationalisation literature in that the ‘internationalisation of an 
established yet small firm’ is an emerging significant stream of IE research 
beside the original focus on start-ups and INVs. Indeed, start-ups and INVs 
are also SMEs in an early stage of establishment. For example, as discussed 
above, the incentive of a new venture’s internationalisation has been explored 
from demographical, resource-based and strategic aspects. Gilbert et al. (2008) 
summarise that entrepreneur characteristics, resources, geographic location, 
strategy, industry context, as well as organisational structure and systems, are 
critical factors that shape the success or failure of SME internationalisation. 

 A large percentage of the literature of SME internationalisation and per-
formance focuses on the moderating effects of a single variable, for example 
organisational learning, or of a couple of correlated variables, such as organ-
isational learning, prior knowledge stock and company absorptive capacity 
(McDougall and Oviatt, 2000; Teece et al., 1997; Autio et al., 2000; Zahra et al., 
2000; Sapienza et al., 2006; Jantunen et al., 2005; Rasheed, 2005; Gray, 2006; 
Avlonities and Salavou, 2007; Frishammar and Andersson, 2009). These studies 
have a few inherent disadvantages: the causal links between dependent and 
independent variables are controversial; correlation between variables can lead 
to biased empirical results; and the boundary of the control group is unclear. 
The correlation of a large number of factors leads to empirical results that are 
too narrowly focused and do not hold when different data are employed. Since 
there is no conclusion from past literatures as to which factors significantly 
influence SME internationalisation and performance process, it is necessary 
to explore all the factors which appear in the literature. Dozens of factors that 
influence SME performance and the multinationalisation process have been 
employed in theoretical and empirical studies. Some proxies of these mecha-
nisms have been proposed in the literature. Examples include R&D intensity 
(Teece et al., 1997; Autio et al., 2000; Bausch and Krist, 2007; Muscio, 2007; 
Teece, 2007; Hsu and Pereira, 2008; Shimizutani and Todo, 2008; Frenz and 
Gillies, 2009), prior knowledge stock (Zahra et al., 2000; Gray, 2006; Muscio, 
2007, Teece, 2007; Hsu and Pereira, 2008; Bingham, 2009) and product 



224 Qi Cao, Paola Criscuolo and Erkko Autio

diversification (Geringer et al., 1989; Teece et al., 1997; Zahra et al., 2000; 
Bausch and Krist, 2007; Gaur and Kumar, 2009). The theoretical gap lies in the 
fact that the effects of the firm’s resource base, growth strategy and strategic 
position on SME internationalisation and consequent firm performance have 
not been sufficiently explored. 

 In general there are three major types of mechanism, namely organisational 
capabilities, resource endowments and strategic orientations. Regarding organ-
isational capabilities, following the organisational capability approach of Autio 
et al. (2010), Zahra et al. (2000) and Zahra and George (2002), a company’s 
ability to achieve growth and better performance depends on its substantive 
capabilities and change capabilities. In a nutshell, change capabilities include 
factors that improve a company’s ability to achieve success when change 
happens, while substantive capabilities help a company improve the capability 
of its routines and daily production. The second major category is resource 
endowments, which includes organisational endowment, environmental 
endowment and resource optimisation. This approach focuses on a firm’s 
inherent properties and resource-based advantages (Penrose, 1959; Rumelt, 
1984; Barney, 1991). MNE internationalisation studies based on international 
business literature largely rely on resource endowment analysis (Dunning, 
1988; Sullivan, 1994; Contractor, 2007; Li, 2007). The third major category is 
strategic legitimacy. SME internationalisation studies based on strategic man-
agement and international entrepreneurship research pay more attention to 
individual and organisational strategic orientations and their impact on firm 
performance (Dimitratos et al., 2004; Firshammar and Andersson, 2009). On 
an individual level, demographic characteristics of the management team 
focuses on a manager’s personal experience in multinationalisation and the 
managerial team’s diversity of knowledge. Many studies have proved that 
an entrepreneurial team’s experience and knowledge stock have significant 
impact on internationalisation implications (Jantunen et al., 2005; Avlonities 
and Salavou, 2007). On an organisational level, company strategic orientation 
includes a firm’s strategy preference towards multinationalisation, company 
risk tolerance level, market entry model and willingness to bring change to the 
business. Strategic legitimacy also concerns the credibility change after multi-
nationalisation activities. These factors are traditionally highlighted in the 
internationalisation and performance study of MNEs, and are worth digging 
into in the study of SMEs as well. 

 Based on the above review, we propose a research model for the performance 
consequences of SME internationalisation which uses a series of mechanisms 
to deliver the changes brought by multinationalisation to performance. These 
mechanisms include change capabilities, substantive capabilities, organisational 
endowment, environmental endowment, resource optimisation, demographic 
characteristics of the management team and strategic legitimacy (Table 12.1). 
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Change capabilities cover a few factors which help businesses improve per-
formance in the dynamic process of change. Dynamic capability, organisa-
tional learning and absorptive capacity are the three most prevalent factors in 
this domain. Substantive capabilities include R&D intensity, prior knowledge 
stock, product diversity and the routines and patterns of a firm. These factors 
facilitate daily operations and performance of the business. Organisational 
endowment mainly focuses on firm properties like firm age, firm size and so 
on. Environmental endowment includes external factors like economy of scale, 
cultural distance, social network and industry dynamics. Resource access and 
optimisation focuses on factors related to resource-based perspective, including 
resource position and resource fungibility. The eight factors in the category of 
resource endowment could be seen as properties of a firm which describe the 
firm’s development stage and define its resource position in the marketplace. 
Demographic characteristics of the management team focuses on the individ-
ual-level capability of the management group which includes the manager’s 
business experience and managerial team diversity. Strategic legitimacy offers 
a credibility perspective on the firm’s ability to deal with changes. The firm’s 
strategy making, risk tolerance level, market entry model and willingness to 
bring change to the organisation are all factors which measure credibility.       

 Table 12.1     Mechanisms and factors employed in SME internationalisation impact 
studies 

 Mechanisms  Factors 

Organisational capabilities
Change capabilities Dynamic capability

Organisational learning
Absorptive capacity

Substantive capabilities R&D intensity
Prior knowledge stock
Product/Market diversity

Resource endowments
Organisational endowment Firm age

Firm size
Environmental endowment Location, network and cultural distance

Industry dynamics
Resource access and optimisation Resource position

Resource fungibility
Strategic orientations

Demographic characteristics Manager’s business/ intl. experience
Managerial team diversity

Strategic legitimacy Firm strategy
Risk tolerance
Market entry model
Strategic change
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  Conceptual framework and proposition-developing 

  Change capabilities 

 As argued earlier, internationalisation is a process of bringing change to 
a company. How well SMEs adapt to the changing internal structure and 
external environment during the internationalisation process could determine 
whether or not the companies survive the initial impact of foreignness. Teece 
et al. (1997) propose that a company’s ability to employ both internal and 
external resources to adapt to a rapidly changing environment may be consid-
ered its dynamic capability. The internationalisation of SMEs impacts firm 
performance by introducing changes and new opportunities. As discussed 
above, these changes influence both the internal and external structure of the 
firm. Compared with established multinational companies, SMEs face severe 
resource and knowledge-stock constraints. However, this does not mean SMEs 
are in an inferior position in the internationalisation process compared to 
MNEs. From the dynamic capability perspective, abundant knowledge or tech-
nology stock and access to scarce resources are not essential to secure a com-
petitive advantage. It is the ability to respond swiftly to market and technology 
changes that enables a firm to achieve success. 

 In the internationalisation context, market change is largely due to entry to 
new markets when SMEs go global. Past literature on learning capability and 
knowledge transfer has pointed out the inertness of replicating the successful 
practice of doing business from the home market to the host country (Kogut 
and Zander, 1992; Teece, 1986; Cohen and Levinthal, 1990). Before replicating 
the original practice to a new market, a firm needs to understand its patterns 
of doing business. Routines and patterns developed by the company are highly 
path-dependent and not easy to codify and replicate (Kogut and Zander, 1992). 
Since successful practice and tacit knowledge are the results of learning-by-
doing (Malerba and Orsenigo, 1993), the transfer of knowledge and practice 
from domestic market to foreign market could be improved by prior experience 
of market expansion. SMEs learn from their experience and accumulate the 
routines and patterns of replicating and transferring business practice and 
knowledge. 

  Proposition 1(a)  SMEs with previous experience of entering new markets have 
obtained relevant capability for geographic expansion, which facilitates per-
formance in the host market. 

 Coff (1999) argues that a firm is not a unitary role but is constituted by many 
stakeholders with different interests; therefore, a firm can be seen as a nexus 
of contracts. Since a firm consists of individuals, small working groups, teams 
and departments which all have different interests, focuses and knowledge 
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stocks, the exploitation of knowledge stock within the firm is difficult. 
Similarly, the transfer of technology within the firm also faces obstacles (Teece, 
1986). Szulanski (1996) describes these impediments within a firm as ‘internal 
stickiness’ which originates from the causal ambiguity of knowledge itself, lack 
of perceived reliability of sources, lack of absorptive capacity of the recipient 
and the arduous relationship within the organisational context. In the multi-
nationalisation context, in most cases SMEs expand their operating branches 
as well as employee numbers when entering a new market. The expansion leads 
to a more complicated organisational structure and greater distances between 
individuals and working units. We argue that it is difficult for SMEs to exploit 
existing knowledge stock when an organisation expands over national borders 
(Contractor, 2007). This leads to the following proposition:

 Proposition 1(b)  Internationalisation of SMEs increases the complexity of 
the organisational structure which hinders the exploitation of knowledge 
within the firm and eventually offsets the benefits of cross-border market 
expansion.  

  Absorptive capacity and learning effects in SMEs 

 Absorptive capacity has been widely accepted as a theoretical framework 
that offers a distinctive perspective alongside the resource-based view (RBV) 
(Barney, 1991), knowledge-based analysis (KBV) (Kogut and Zander, 1992), 
technology and industry change (Dosi, 1982; Malerba and Orsenigo, 1993; 
Audretsch, 1997) and the dynamic capability perspective (Teece, 2007; Cohen 
and Levinthal, 1990) on firm internationalisation and performance studies. 
Cohen and Levinthal (1990, p. 447) define absorptive capability (AC) as a 
firm’s ability to ‘recognize and assimilate external information and apply it 
to commercial ends’. There are three fundamental aspects to this approach: 
(1) identify the new external knowledge; (2) assimilate the information and 
knowledge from the new environment; and (3) apply the external knowledge 
to enhance the firm’s own competitiveness. These three aspects are progres-
sively related to one another (Figure 12.1). The first step concerns identifying 
new technology and recognising opportunities, which is a fundamental 
requirement for companies exploring new technological opportunities. The 
second step of assimilating external knowledge focuses on the learning process 
whereby a firm recodes new knowledge into a common language which can 
be understood, communicated and replicated within the boundary of the 
organisation. In the third step the knowledge is applied to firm practice, which 
emphasises the organisational ability to exploit inner knowledge stock and 
apply ideas to production. Cohen and Levinthal (1990) proposed that organ-
isational absorptive capacity is a function of prior knowledge stock. Similarly, 
Kogut and Zander (1992) argue that organisational learning capability cannot 
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be separated from what the firm already knows, that is, the knowledge stock 
of the company. Their rationale lies in the view that what the company did in 
the past shapes what they can do in the future. Although in many cases the 
knowledge stock may not be particularly useful for future development, a rich 
knowledge stock and operational experience are considered solid ground for 
better organisational learning capability in the future. Therefore, SMEs with 
better prior knowledge stock and experience of pattern and routines will have 
more chance to improve performance. 

  Proposition 1(c)  SMEs with abundant prior knowledge stock explore host 
market knowledge and information more efficiently, which leads to superior 
performance.      

 Oviatt and McDougall (1994) argue that to achieve sustainable growth SMEs 
have to rely on local (host country) knowledge assimilation and capability devel-
opment. Exploration of local knowledge and acquisition of host country R&D 
capabilities therefore is vital to (1) survive in foreign market and (2) achieve 
profitability in the long term. The adoption of local intangible resources and 
knowledge-based capacity could improve overall firm performance. Smaller 
firms have small organisation, fewer power levels and are more homogenous 
in many aspects in the internationalisation process. MNEs, however, have 
different departments, lots of subsidiaries and complicated power structure. 
As a single small company, learning effects, knowledge assimilation and 
international experience provide more visible impacts compared with MNEs. 
Although learning effects happen in both SMEs and MNEs, we argue it is more 

Firm with 
better 

absorptive 
capacity

Better 
learning 
capability

Better prior 
knowledge 

stock

 Figure 12.1      Self-enhancing relationship between absorptive capacity, learning cap-
ability and knowledge stock  
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visible in SMEs. Also, SMEs rely more on host country resources and knowledge 
to achieve success. 

  Proposition 1 (d)  SMEs rely on host market knowledge exploration to achieve 
sustainable growth.  

  Substantive capabilities 

 Substantive capabilities enable firms’ daily business operation to run smoothly 
and efficiently (Autio et al., 2010; Zahra et al., 2000). Autio et al. (2010) argues 
that substantive capabilities improve routine business practice by ‘minimiz[ing] 
variance and maximize operational efficiency’. Firms’ substantive capabilities 
are widely discussed and considered vital factors in MNE internationalisation 
studies. A specific focus is on firms’ incremental innovation capabilities. R&D 
intensity, firm prior knowledge stock and product/market diversity are the 
most significant components in substantive capabilities catalogue. 

 Firm R&D intensity has been considered a critical indicator of firm 
innovative capability and major measurement of firm’s intangible knowledge 
level (Frenz and Gillies, 2009). Teece et al. (1997) state that R&D intensity has 
been employed in resource-based analysis as a threshold preventing outsiders 
entering the market. R&D activities at the same time are considered the major 
resource of incremental and radical technology improvements from a product 
life-cycle perspective. R&D intensity is firmly connected with company 
prior knowledge stock. Higher R&D intensity builds up in-house technology 
stock and enables a company to identify and assimilate external knowledge. 
Abundant firm knowledge stock at the same time could provide solid ground 
for in-house R&D activities. A positive mutual relationship between R&D 
intensity and prior knowledge stock has been widely accepted (Muscio, 2007; 
Hsu and Pereira, 2008). 

  Proposition 2 (a)  R&D intensity, indicating firm technological capabilities 
and intangible knowledge level, is positively related to SME performance in 
domestic environment. 

 Early ‘degree of internationalisation’ literatures employ foreign sales to total 
sales ratio (FSTS) or foreign assets to total assets ratio (FATA) as common meas-
urements of firm multinationalisation level; the international diversification 
performance (IDP) literature however argues that DOI is not sufficient. The 
major argument is that firms operating in a few foreign markets with diverse 
culture and market environment could gain more business opportunities 
compared with firms operating in specific foreign markets (Hsu and Pereira, 
2008). The empirical result, similar to performance implication research, is 
inconclusive. From a dynamic capability perspective, we believe that learning 
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and assimilating of new market knowledge leads to complicated organisational 
structure and higher managerial costs. Entering a new business environment is 
always risky for SMEs; at least in the short term new market entry will negatively 
influence firm performance. Host markets with diverse cultural, political and 
market backgrounds are a challenging environment for SMEs. It is advisable 
then to enter market clusters with similarity and geographical proximity. 

  Proposition 2 (b)  Market diversification requires sufficient time for SME adapt 
to new environment; a negative impact will be induced by market diversifi-
cation on firm performance in the short term.  

  Organisational Endowment 

 Organisational endowment is simply composed of two company properties, 
firm age and size. Although it is explicitly defined, these two factors have been 
widely addressed in firm internationalisation studies. The first element, firm 
age, is an important indicator of a company’s business experience and existing 
knowledge stock. At the same time, business experience and knowledge stock 
are is the essential part for business routines’ and patterns’ development (Orser 
et al., 2000; Sapienza et al., 2006). According to process internationalisation 
theory, these patterns and routines are critical during the process of multi-
nationalisation (Johanson and Vahlne, 1977, 1990; Welch and Luostarinen, 
1988). 

 Following Oviatt and McDougall’s (1994) argument, Sapienza et al. (2006) 
state that earlier internationalisation is not only possible but also provides sig-
nificant advantage for companies in that the ‘imprint effect’ of dynamic cap-
abilities will be more efficient as a firm multinationalises at an earlier stage 
of its development. Autio et al. (2010) state that well-established companies 
accumulate abundant substantive capabilities through years of operation. We 
propose that firm age facilitates company daily operations, which as Sapienza 
et al. (2006) point out may hinder future international profitability. We 
therefore propose that firm age has a positive relationship with company sub-
stantive capabilities. Change capabilities at the same time are not dependent 
on firm age or firm size but organisational experience of change. 

  Proposition 3  SMEs gain substantive capabilities through daily operation, 
firm age and size and this therefore has a positive relationship with domestic 
and substantive knowledge stock.  

  Network, environment and industry dynamics 

 The above organisational endowment mechanism focuses on firms’ internal 
characteristics while environmental endowment focuses on companies’ 
external environment. Apart from location choice and cultural distance which 
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have been intensively studied in international business literatures, there are 
two major factors in this section attracting our attention: network perspectives 
and industry dynamics. 

 Dana (2001) points out that SMEs have established networks on all aspects of 
business activities. On individual level, entrepreneurs and business managers 
rely on an interpersonal network to exploit business opportunities and infor-
mation. Ethnic groups, industrial associations and other forms of groups 
provide business owners a platform to exchange information and knowledge 
and achieve growth together. On firm level, SMEs not only participate in 
small business networks but also form alliances with large companies, acting 
as supplier, outsourcer or buyer. Wright et al. (2007, p. 1021) conclude that 
from a resource-based perspective, networking provides SMEs the oppor-
tunity of utilising ‘external tangible and intangible assets’ that complement 
limited internal fungible resources. This is critical for SMEs in the process of 
market entry. Dimitratos et al. (2012, p. 711) state that network perspective 
in internationalisation context focuses on ‘the extent to which the firm 
obtains resources from the external environment though alliance creation 
and social embeddedness in order to use in its activities in markets abroad’. 
Social networking therefore is an approach of knowledge and opportunity 
exploration in the foreign market place. Since international SMEs rely on host 
country knowledge and opportunities to overcome the effects of foreignness, 
network plays a critical role that determines the outcome of SME market entry 
activities. 

  Proposition 4 (a)  Social networking facilitates SME performance in inter-
nationalisation process. 

 On the firm level, networking between organisations enables SMEs to act as 
part of a symbiotic group of firms, cooperating with one another in the markets 
(Dana, 2001). Similar to social networks, business networks, e.g. business alli-
ances, local partner companies and joint ventures, provide a platform for SMEs 
to explore external resources and opportunities. Business alliances not only 
share resources, but also share the risks and shocks of foreignness in the inter-
nationalisation process. SMEs could form different business networks with 
various kinds of companies. Wright et al. (2007, p. 1022) argue that SMEs could 
be ‘pulled into foreign market by large network partners’ and ‘borrow size and 
resources’ from the companies. Large firms in a business network could facilitate 
smaller firms’ market entering activities. In the meantime, smaller firms have 
to synchronise their progress with the large network partner to survive the 
new environment. Alliances with host country firms could also reduce the 
risks associated with market entry activities and allocate resources more effi-
ciently between local and market exploring firms (Laufs and Schwens, 2014). 
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Although SME internationalisation strategies are diverse, networks facilitate 
market entry process by providing resources and opportunities. 

  Proposition 4 (b)  Business alliances facilitate SME performance in inter-
nationalisation process. 

 Environmental factors like company industrial position’s impact on SME inter-
nationalisation process has been mentioned in many literatures. Zahra and 
George (2002), for example, argue that environmental elements, that is, indus-
tries firms engaged in, could have great impact on firm internationalisation. 
Similarly, Fernhaber et al. (2007) propose that firms engaged in fast-growing 
industry, knowledge-intensive industry, highly integrated industry and highly 
venture capital reliance industry have more likelihood of going global. They 
point out the linkage between industry endowment of firms and internation-
alisation, as well as the performance after going global is yet to be explored. 
Firms engaged in different industrial environments may have great divergence 
in prior development route before going global. High-tech new ventures, for 
example, may have a high expectation of globalisation at early stage of estab-
lishment and enhance their change capabilities deliberately. 

  Proposition 4 (c)  SMEs engaged in fast-growing, knowledge-intensive, highly 
integrated, and/or highly venture capital reliance industry have high expect-
ation of globalisation which enables these companies to achieve better per-
formance compared with other companies in different industry.  

  Resource access and optimisation 

 Resource position perspective derives from the resource-based theory of firm 
competitive advantage (Barney, 1991). It has been long established and well 
developed in international business literatures. The basic assumption is that 
access to specific non-imitable resources enables firms to outperform competi-
tors (Barney, 1991). Hsu and Pereira (2008) propose a positively related model 
between company resource position and firm performance after market entry 
by dividing the process into two stages. First, according to resource-based view, 
abundant resource offers product advantage (tangible resource) and knowledge 
enables firms to expand over country borders (intangible resource). Second, 
three aspects of organisational learning were introduced: social learning, 
technological learning and market learning which are positively related to firm 
performance in host markets. A basic assumption is that resource possession 
has a positive relation with firm performance. Sapienza et al. (2006) define 
resource fungibility as resource’s attribute of whether it could be used in wide 
range of business functions or focused on certain business operations. Sapienza 
et al. propose that higher resource fungibility level could reduce the cost of 
utilising resources which in turn reduces the risks of failure during SMEs’ 
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multinationalisation process. Following Penrose’s (1959) resource dependence 
theory, George (2005) argues that it is fungible resources, instead of resource 
stock as past RBV literature suggests, that facilitate company strategic activities. 
We therefore propose:

 Proposition 5  Deploying fungible resources efficiently and effectively could 
positively influence the outcome of SME market entry activities.  

  Demographic characteristics of the management team 

 Management team demographic characteristics, for example manager’s demo-
graphical background, management team experience, managerial diversity 
and so on, are important factors influencing SME internationalisation and 
performance outcomes. Oviatt and McDougall (2005) state that international 
entrepreneurship (IE) is a behaviour-based that study focuses on proactive 
actions managers conduct to add new value to company in the context of multi-
national market entry. The major concern, as Shane and Venkataraman (2000) 
argue, is on how to find business opportunities and personnel’s role in this 
value-adding adventure. Two factors are critical in this opportunity-identifying 
process: manager’s business experience and managerial team diversity. The first 
factor, entrepreneur experience, is significant in that entrepreneurs’ personal 
international experience influence the decision-making of time of entry, part-
nership forming, information collecting, learning capabilities and many other 
aspects of multinationalisation process (Bingham, 2009; Frishammar and 
Andersson, 2009). For SMEs, the significance of entrepreneur’s role in multina-
tionalisation is more vital compared with established companies. MNEs have 
a complicated decision-making process which ensures business action follows 
the right route and looks at the most efficient methods. SMEs often have a less 
sophisticated management system which means the decision-making relies on 
individual managers or a few people in the managerial team. The presence of 
an individual who has in-depth understanding of the external business envir-
onment and internal organisation will be vital for SMEs going global. Daily 
et al. argue that managers with international experience or host country know-
ledge are favourable when changes happen. SMEs with experienced entrepre-
neurs and diverse background managerial team members are more likely to 
achieve efficient and proper decision-making during multinationalisation. 

  Proposition 6  Individual business experience and managerial team 
diversity have a positive impact on firm performance in the context of 
internationalisation.  

  Strategic legitimacy 

 Strategic legitimacy offers a credibility perspective on the firm’s ability to 
deal with changes. In other words, we look at organisations’ attributes on 
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multinationalisation legitimacy. Firms’ strategy-making, risk-tolerance level, 
market entry model and willingness to bring change to the organisation are 
all factors which measure this credibility. Firm strategy emphasises whether or 
not the changes have been considered in firm development. SME internation-
alisation is a strategic decision and business expansion that needs overall con-
sideration. However, in some cases, for example at the initial stage of exporting, 
the company may have limited strategic orientation on the cross-national 
boundary activities. The exporting will stay on as a sales or marketing activity 
without shifting the whole organisational structure (Lu and Beamish, 2001; 
Shrader et al., 2000). Companies with prior expectation of going global are 
more likely to put globalisation and consequent impact on organisation into 
firm strategy. Prior planning and strategy-making enable firms to adapt them-
selves more quickly to new business models and new marketplace. 

  Proposition 7 (a)  Firms with strategic consideration of internationalisation could 
more quickly adapt themself to new market and outperform competitors. 

 The second factor is risk tolerance perspective during market expansion 
process. Risk tolerance level measures organisation’s capability of dealing with 
risks that come along with internationalisation. There are two kinds of risks in 
the context of multinationalisation: first, the host country risk, which includes 
information asymmetry, market unfamiliarity, culture distance and many 
other concerns conclude as ‘freshness cost’; second, the organisational risk, 
which includes discontinuity of financial support, distance of management, 
increasing complexity of organisation and other concerns sourced from within 
the organisation (Shrader et al., 2000). Rasheed (2005) combines two factors, 
risk tolerance and market entry model, together and proposes that different host 
market risk level calls for corresponding entry strategy. When the host market 
risk level is high, non-equity entry may bring down the cost. Frishammar and 
Andersson (2009) echo Rasheed’s proposition and argue that risk-taking in 
host market has a positive relation with firm’s commitment level. 

  Proposition 7 (b)  SMEs with low commitment levels in host country bear 
lower host market and financial risk exposure. 

 The last but not least factor is strategic change. Strategic change focuses on 
firm’s change adaptive capability on the strategic level. Strategic change focuses 
on firm’s capability of dealing with change on a strategic level. McDougall and 
Oviatt (1996) argue that internationalisation brings environmental and organ-
isational changes to a company; these changes should be echoed in firm strategy 
level otherwise the management efficiency will be in doubt. Environmental 
contingency theory also supports the view that firm strategy must adapt to 
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external environment to achieve managerial harmony (Westhead et al., 2004). 
More importantly, strategic change is easier and more effective during the early 
stage of company development (Teece et al., 1997). Although McDougall and 
Oviatt (1996) empirically tested the relationship between younger and older 
firms’ strategic change difference, a theoretical framework was only estab-
lished when Autio et al. (2010) argued that young firms have less well-devel-
oped substantive and change capabilities which enable the firm to develop a 
better change capability when entering foreign markets. 

  Proposition 7 (c)  Firms involved in early strategic change achieve higher man-
agement efficiency which in turn leads to better host market performance.   

  Conclusions and future research directions 

 Although increasing numbers of studies explore the SME internationalisation, 
process and consequences, a review of the current status of research is absent. 
This chapter summarises the prominent theoretical frameworks and empirical 
evidences of SME internationalisation’s impact on firm performance. It defines 
the frontier of current research by identifying the most prevalent mechanisms 
and factors that draw on different research perspectives. The significant dif-
ference of internationalisation process of SMEs and MNEs has been empha-
sised. Organisational capability theories, change capabilities and substantive 
capabilities are the most intensively employed theoretical framework in SME 
internationalisation analysis. This study includes seven salient mechanisms and 
18 factors that are intensively employed in past literatures of SME internation-
alisation studies: substantive capabilities, for example firm R&D intensity, 
knowledge stock and business diversity; change capabilities, for example firm 
dynamic capability, learning capability and absorptive capacity; strategic man-
agement and entrepreneurial demographic characteristics; business manager’s 
personal experience and/or managerial team diversity’s impact on SME inter-
nationalisation process; market entry model’s role in SME internationalisation 
process; resource-based perspective; and resource position’s impact on SME 
internationalisation process. In a nutshell, this chapter develops a framework 
of how changes produced by internationalisation activities transfer by different 
mechanisms to firm performance. Aside from the major findings we mentioned 
above, the literature review also draws a roadmap of future research areas for 
the exploration of the mechanisms that influence the SME internationalisation 
process and subsequent firm performance. 

 In terms of empirical testing, we propose the following three directions that 
need to be addressed base on this study. First, resource-dependent perspective 
has been articulated theoretically in SME internationalisation literatures. 
The empirical test results of its facilitating effects on SME market expansion 
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activities however are inconclusive and limited. Second, KBV and firm dynamic 
capability theories argue that SMEs rely on the redeployment of knowledge-
based resources to overcome the shock of foreignness. Oviatt and McDougall 
(1994) argue that knowledge is the most outstanding fungible asset that could 
be explored, accumulated and transferred at low costs. Empirical evidence of 
such facilitating effects, however, is missing. The difference between knowl-
edge-intensive assets and organisational slacks should be emphasised. Third, as 
Wright et al. (2007) conclude, performance effects of SME internationalisation 
literatures are prone to methodological problems. This is partly due to the 
nature of the empirical data available for testing the SME internationalisation 
effects. Since a randomly assigned market entry scenario is hardly achievable, 
all past literature rely on archived data to test the hypotheses.  

  Managerial and policy-making implications 

 This study provides invaluable managerial and policy-making implications to 
both business practitioners and policymakers. Market expansion activities of 
SMEs are strategic actions business owners or managers deploy to pursue higher 
margins and achieve sustainable growth. Unlike MNEs and established com-
panies, SME managers enjoy more discretion on the decision-making process 
of such ventures. Our findings, therefore, could offer a series of useful implica-
tions to SME business managers in their strategy-making process. 

 First, internationalisation as a firm strategy and entrepreneurial activity could 
indeed improve firm growth. Business managers, especially SME managers, 
should consider internationalisation as a path to achieve sustainable growth. 
SMEs with weaker resource position than domestic competitors should take 
more proactive measures towards market diversification activities. Secondly, 
SME managers should understand that the underlying logic of a successful 
internationalisation is not relying on market entry activities per se, but the 
dynamic learning and capability building process that are associated with 
the market expansion process. Business managers that plan to explore foreign 
markets should attach importance to organisational capability building in early 
stages. Without relevant skills and capabilities, firms could get trapped in the 
initial stage of hardship and end the action in failure. Thirdly, since resource 
scarcity is the major source of adversity in the short term, resource allocation 
and distribution should be planned ahead of action. Fourthly, SME managers 
should avoid complicated governance structure and adopt alternative resource 
ownership and flat power structure. 

 For policymakers, SMEs are an important economic sector that employs a 
large percentage of the workforce, creates enormous growth and social values, 
and accounts for many R&D and innovation outputs. For policymakers that aim 
to promote SME internationalisation, it is critical to understand the process and 
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consequences of such strategic activities. First, it is essential to reduce potential 
institutional costs for cross-border business activities. This could relieve the 
initial stage resource drain faced by SMEs when entering foreign markets. 
Second, encouraging high-tech SMEs to enter the global competition at an 
early stage could help foster the world’s leading technology firms and improve 
industrial competitiveness in the domestic market. Third, both individual level 
and regional level networks improve business performance during the inter-
nationalisation process. Government should encourage the formation of local 
industrial clusters and business owner networks. Last but not least, entrepre-
neurs’ knowledge, background and international experience have profound 
impact on SME internationalisation process. Tolerance of different cultures, 
positive attitudes towards foreign investment and easy access to modern infor-
mation and communication technology could provide the essential ground of 
successful international SMEs.  
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   Introduction 

 The notion of ‘networks’ has been applied by a growing number of researchers 
in different business and management sub-disciplines including organisa-
tional studies (Salancik, 1995; Uzzi, 1996; Zaheer and Bell, 2005; Kilduff and 
Brass, 2010; Tichy et al., 1979), knowledge management (Cross and Parker, 
2004; Reagans and McEvily, 2003), innovation (Freeman, 1991; Ahuja, 2000; 
Dhanaraj and Parkhe, 2006) and international business and marketing (Coviello 
and Munro, 1997, 1995; Ellis, 2000, 2011; Johanson and Vahlne, 2009; Zhou 
et al., 2007; Sharma and Blomstermo, 2003; Tikkanen, 1998; Mattsson, 1997; 
Johanson and Mattsson, 1985). However, while the notion of networks has 
been a potent idea in the social sciences (Borgatti et al., 2009), most application 
of the network concept has been criticised for being ‘merely descriptive’ (ibid.) 
and not going beyond loose metaphorical narratives. 

 The advent of Social Network Analysis (SNA) in visualising relationships 
through mapping social interconnections (sociograms) has enabled a significant 
shift from loose metaphorical narratives on network relationships to more 
precise outputs on web of invisible ties among social actors (Knox et al., 2006). 
SNA can reveal interdependence between social actors and its consequences 
through employing SNA-specific measurements such as centrality, density and 
size. The significance of SNA resides in its reference to the importance of social 
structures, which has been ignored under methodologically individualistic 
approaches in social science research that has overlooked the interdependence 
of all social actors through networks (Borgatti and Li, 2009) and thus the 
potential of social network analysis still remains widely untapped. 

 In international business and particularly in the literature on firm inter-
nationalisation there has been a move away from focusing on firms as 
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‘atomistic agents’ and towards considering the importance of network linkage 
and dependence, most sharply demonstrated by the significant revision in 
the Uppsala model of firm internationalisation (Johanson and Vahlne, 1977, 
2009). More broadly, the role of networking and network dependency has been 
extensively focused in the international business (IB) and internationalisation 
literatures (Coviello, 2006). However, the key shortcoming has been that the 
systematic utilisation of social network theories and along with that the appli-
cation of SNA as an analytical tool to investigate network dimensions (e.g. 
network density, centrality, reciprocity, frequency, network size and so forth) 
has been rare. To sum up, even though the SNA hold a great potential, the level 
of its application as an analytical and methodological tool in international-
isation research is far behind from its potential. 

 This study aims to highlight the potential value of SNA for the IB research, 
particularly in the context of firm internationalisation. The arguments are 
developed with reference to the revised Uppsala model in which international-
isation is regarded as overcoming liability of outsidership and building insider-
ship in the relevant networks. The intended contribution of the present study is 
to demonstrate the potential of SNA, as an analytical tool, in providing better 
understanding of network insidership and outsidership in internationalisation 
research. We specifically argue that:

   (a)     investigating how the liability of outsidership can effectively be overcome 
requires a bifocal perspective, namely one that focuses on the firm that 
seeks an insider position in a relevant network (the ‘outside-in’) and also 
one that considers the perspective of an insider considering to ‘open doors’ 
for the outsider ( the ‘insider-out’)  

  (b)     both the ‘outsider-in’ and the ‘insider-out’ perspectives are strongly shaped 
by the structural and positioning features of social networks. This then 
leads to considering the SNA as a descriptive tool re structural and positional 
attributes of networks that inform the analysis of the relationship between 
network attributes and the overcoming of the liability of outsidership.    

 The remainder of the chapter is structured as follows. Section 2 will provide 
an overview on the application of network approaches in various studies in 
the IB literature. Section 3 provides a synopsis of SNA, emphasising the key 
constructs and measures that constitute the core tools of the analysis and 
also what internationalisation implications may be generated from the appli-
cation of these tools. Section 4 will be devoted to understanding internation-
alisation process from LOO perspective and bringing SNA into the research 
context. In the last section, concluding remarks will be given with implica-
tions for practice and directions for future SNA-applied internationalisation 
research.  
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  Network perspectives in IB research 

 The debate on whether firms’ internal resources and capabilities or external 
resources constitute firms’ competitive advantages, which is seen as a pre-
requisite of success in international operations, has a long history in the 
literature (Barney, 1991; Gulati, 1999; Gulati et al., 2000). Whereas the 
Resource-Based View (RBV) has exclusively focused on internal resources and 
capabilities of firms, the network literature has highlighted ‘the importance of 
external resources available to the firm through its networks’ (Zaheer and Bell, 
2005, p. 809). Scholars’ interest in network approach has gradually increased 
over time, and has extended and enriched the RBV approach (e.g. Luo, 2003; 
Lavie, 2006; Chetty and Agndal, 2007; Kiss and Danis, 2008; Zhou, Wu and 
Luo, 2007). 

 The network concept has also been influential via the ‘market-as-networks’ 
(MAN) approach (Johanson and Mattsson, 1992; Mattsson, 1997; McLoughlin 
and Horan, 2002; Johanson and Vahlne, 2011). As highlighted by Johanson 
and Mattson (1992), markets are understood as systems of networks of rela-
tionships among social and economic actors who are highly interdependent 
(Johanson and Mattsson, 1988, 1994; McLoughlin and Horan, 2002). Johanson 
and Vahlne (2011, p. 485) proposed that markets are networks of business rela-
tionships and importantly regard internationalisation as a process of building 
insidership position in the relevant network of the targeted market, overcoming 
the liability of outsidership. 

 While the network concept has influenced internationalisation research via 
the network extension of the RBV and the MAN approaches, the influence of 
another important network approach, namely social network theory and the 
SNA, has, by comparison, been very rare. This is illustrated by Table 13.1 below 
which provides overviews of a representative number of recent studies of inter-
nationalisation where the network concept has been a key element.      

 Even though the majority of internationalisation studies have not expli-
citly considered the relevance of social network theories and the SNA, their 
relevance has nevertheless been acknowledged by key authors (Coviello, 
2006; Johansson and Vahlne, 2009; Vahlne and Johanson, 2013) who have 
indicated that networks are dynamic and thus revealing structural and inter-
actional dynamics of networks is quite important to understanding their effect 
on internationalisation (Coviello, 2006). Vahlne and Johansson (2013), while 
upholding the MAN perspective, acknowledge that inter-firm relationships 
display different structural patterns of interconnections. Building insidership 
positions in the relevant network provides several advantages for firms, such 
as improving dynamic capabilities, learning, internationalising and accessing 
resources (ibid.). However, structures of the network in which firms build their 
insidership position affect the value of insidership for the firm. Thus, while the 
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MAN perspective can potentially inform the internationalisation process (e.g. 
Ojala, 2009; Elg et al., 2008), the full realisation of this potential may require 
revealing the structures of networks where firms build their insidership pos-
ition. In a similar vein Johanson and Vahlne (2009, p. 1413) have observed 
that ‘the research that has been done to date generally has studied the ways in 
which networks influence internationalisation, without discussing how those 
networks have been created, and without considering the network structure in 
the country or countries firms entered’. 

 We conclude that a key motivation for applying social network theory and 
hence the SNA is the observation that network resources are differentially 
available to firms. As noted by Ter Wal and Boschma (2009, p. 741), ‘it is a rule 
rather than an exception that networks will be unevenly distributed among 
firms’. The type of opportunities available to firms is dependent on the charac-
teristics of their relationships and network structure (Andersson et al., 2005). 
In other words, finding and exploiting opportunities is contingent on firms’ 
network structure and relationships. There is no objective opportunity which 
is evenly distributed to all firms in a network. Different network structures and 
actor positions generate different advantages. Therefore, through employing a 
robust social network methodology built on social network theory, the system 
of resource dissemination can be revealed more systematically by mapping the 
relationships.  

  What is social network analysis? 

 In their seminal book, Wasserman and Faust (1994, p. 20) defined social 
network as ‘a finite set or sets of actors and the relation or relations defined on 
them’. Different level and type of social units (e.g. individuals, firms, organi-
sations, and non-human agents) are regarded as actors in social network ana-
lysis (Borgatti and Li, 2009; Contractor et al., 2006). Network-based research 
aims to find out how actors are connected to one another and thus influence 
one another’s behaviour (connectionist view), or how their interactions are 
affected by the structure of overall network (structuralist view) (Hennig et al., 
2013). SNA holds an advantage of providing visual descriptions of relationships 
through using mathematical and graphical techniques (Hanneman and Riddle, 
2005). Employing SNA, which allows sophisticated analysis and comparisons of 
network characteristics, will enable the researcher to ‘trace the deeper aspects 
of the network in its social context; address the organisation system or network 
as a whole; capture important dynamic dimensions of the network’ (Coviello, 
2005, p. 43). As network perspectives enable better representation and explan-
ation for complex dependencies which would not be captured in population 
samples, more and more phenomena are being conceptualised under network 
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paradigms (Hennig et al., 2013). In methodological application of SNA, there 
are two main constructs: network structure and positioning. 

 Actors in a network are not equally positioned; while some actors are cen-
trally positioned and occupy critical positions, others are located in less stra-
tegic positions. An actor’s position can affect the level of potential resources 
that can be exploited by the actor and its control power within the network. 
For instance, centrally positioned actors that have higher number of direct 
ties have advantage in terms of accessing more network assets and less chance 
of missing vital resources such as information and knowledge (Bell, 2005). 
Likewise different network structural attributes also create distinctive outcomes 
such as different level of information, opportunity, and strategic resources. 
SNA offers some measurements through which an actor’s centrality or their 
number of direct ties can be revealed. The measurements for detecting actor 
positioning include degree centrality, betweenness centrality and structural 
holes, whereas measurements for network structures include density, cohe-
siveness and core-periphery (Giuliani and Pietrobelli, 2011). Even though a 
wide variety of measurements are available in SNA, whole-network measures 
are grouped into two as cohesion and shape measures (Borgatti et al., 2013). 
In order to clarify measurement understandings, some widely used measure-
ments are explained in Table 13.2.       

  Internationalisation from liability of outsidership perspective 

 In the original Uppsala Model, internationalisation was defined as a gradual 
and incremental process though which firms increase their foreign market 
commitment starting from the markets that have lower physical distance 
(Johanson and Vahlne, 1977). In the revisited models overcoming liability 
of foreignness to relevant foreign markets was replaced by overcoming 
liability of outsidership to the relevant networks through importing business 
network approach into their research (Johanson and Vahlne, 2003, 2009). 
The importance of networks in internationalisation was strongly emphasised 
by indicating that ‘internationalisation process is pursued in a network’ by 
Johanson and Vahlne (2009, p. 1424). Liability of outsidership was proposed as 
the fundamental barrier for internationalisation and opportunity recognition 
in foreign markets. Outsidership is regarded as the source of uncertainty for 
internationalising firms and it is stated that ‘outsidership, in relation to the 
relevant network ... is the root of uncertainty’ (ibid., p. 1411). As markets com-
prise a complex and invisible web of relationships, being an insider in a relevant 
network decreases uncertainty and risk perception about foreign markets, and 
hence facilitate internationalisation process. A firm which is well positioned in 
the relevant network is defined as an ‘insider’. On the other hand, a firm which 
does not have a well-established position in the relevant network which may 
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be an outcome of liability of foreignness is known as ‘outsider’ (Johanson and 
Vahlne, 2009). Firms suffer from liability of outsidership when they have no 
network position in the targeted foreign market networks. Although ‘insider-
ship’ was offered as crucial to the internationalisation process, how this status 
is gained is not considered in sufficient detail. The authors implied that the 
process through which ‘outsidership ‘ is overcome may be due to happen-
stance: when a potential partner in a relevant network starts doing business 
with the focal firm through an ad hoc order, or firms can intentionally seek a 
network to build insidership position.  

  The process of overcoming the liability of outsidership 

 In order to better understand the process through which outsidership is 
overcome we need to address two main issues: (a) is the process a passive one 
or is it an active one where firms deliberately take steps to compensate for 
their outsidership through strategically building insider positions; (b) how is 
the process of building insidership affected by key structural attributes of the 
‘targeted’ networks and positional attributes of connected actors. 

 The question of whether firms actively and deliberately seek networks to 
overcome liability of outsidership or are an autonomous evolutionary process 
needs to be clarified (Johanson and Vahlne, 2009; Schweizer, 2013). The for-
mation of relationships with actors from targeted networks can be either an 
active or passive process. In their buyer–seller activeness–passiveness com-
parison, Johanson and Mattsson (1988) addressed that in active networking 
initiatives are taken proactively by sellers, whereas in passive networking sellers 
reactively respond to the initiations taken by buyers. Building on Johanson and 
Vahlne’s (2009) active networking refers to a systematic search of an outsider for 
relevant networks and actors, yet passive networking happens as a result of ad 
hoc events between insider and outsider, such as unsolicited orders (Johanson 
and Vahlne, 2006; Kontinen and Ojala, 2011). There are two related –perspec-
tives: social network and resource-based view which discuss whether overcoming 
the liability of outsidership and network creation is a passive or active process. 
Social network view argues that firms are relatively passive and the liability of 
outsidership is overcome through developing previously existing networks as 
an evolutionary process over time. This perspective argues that relationships 
evolve organically though existing relationships and circumstances (Chetty 
and Patterson, 2002). On the other hand, the other perspective, based on RBV 
view, argues that firms seek and form new relationships depending on their 
lack of resources, and thus they compensate their competitive disadvantages 
(Ahuja, 2000; Schweizer, 2013). Therefore, firms consciously build relation-
ships and become insiders in a strategically chosen network in order to acquire 
complementary resources necessary for internationalisation. Even though both 
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perspectives bring some important points onto the stage, resource-based view, 
which emphasises a more conscious and active firm behaviour in network 
seeking, has come to prominence in many studies (e.g. Hite and Hesterly, 
2001; Larson and Star, 1993; Crick and Spence, 2005; Gilmore et al., 2006; 
Loane and Bell, 2006; Ojala, 2009). The relevance of active network-seeking 
in knowledge acquisition and foreign market expansion has been emphasised 
in several studies (Loane and Bell, 2006; Gabrielsson et al., 2008; Ojala, 2009). 
Similarly, from SNA point of view, we build our arguments that firms taking 
deliberate internationalisation decisions actively seek their target networks. So, 
internationalisation and overcoming the liability of outsidership can be seen 
as an outcome of deliberate actions. Otherwise, if a firm only responds to the 
opportunities emerging coincidentally, it means the firm does not really have 
a deliberate intention to internationalise; thus it may end up in a market ser-
endipitously. Hence, revealing or knowing network structures and attributes 
provide no benefit to them. Besides, these two perspectives are not mutually 
exclusive. Building an insidership position is an ongoing process, hence firms 
can both follow their existing relationships for further network formation and 
actively seek networks based on the resources they lack or need. For instance, 
firms can initially learn about the targeted networks through existing relation-
ships, which are not necessarily with the actors from the target market. This 
process eventually enables firms to become more familiar with the targeted 
network, and then build strategic insidership positions.  

  Network dependency of overcoming liability of outsidership 

 Overcoming the liability of outsidership (LOO) is a bilateral engagement and 
requires motivation and commitment of both insider and outsider. Therefore, 
it is necessary to take structural and positional attributes of networks in which 
outsider seeks for building insidership position. So, a broader lens that covers 
both ‘outside-in’ and ‘inside-out’ perspectives is required. However, this 
process accommodates both benefits and risks. As indicated by Johanson and 
Vahlne, (2001, p. 19), ‘to enter a network from outside requires that other actors 
have to be motivated to engage in interaction, something which is resource 
demanding, and which may require several firms to make adaptations in their 
ways of performing business’. Building an insidership in the targeted networks 
requires not only outsider’s motivation and initiatives but also insider’s 
motivation to open the doors for the outsider which is resource demanding. 
Moreover, insiders’ behaviours are network dependent, as they are dependent 
on one another’s resource and sanction. Thus, network structure and actor 
positioning are important determinants of insider’s behaviours for accepting 
the outsider into the network. In the extant literature, network-based models 
have been mainly argued through two structural perspectives: structural holes 
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and network closure. Basically these two arguments are grounded in the social 
capital phenomena. Social capital is defined as ‘the sum of the actual and 
potential resources embedded within, available through, and derived from the 
network of relationships possessed by an individual or social unit’ (Nahapiet 
and Ghoshal, 1998, p. 243). Even though there have been various defini-
tions of social capital by many scholars (e.g. Coleman, 1988; Burt, 1992; Lin, 
1999), ‘ ... they agree on a social-capital metaphor in which social structure is a 
kind of capital that can create for certain individuals or groups a competitive 
advantage in pursuing their ends’ (Burt, 2008, p. 32). Although social capital 
arguments admit that actors doing better are those who are better connected, 
disagreements are based in different perspectives on the meaning of  ‘better 
connected’  (ibid.). Network closure approach advocates that social capital is 
generated in dense network structures. On the other hand, structural holes 
argument asserts that brokering otherwise connected networks creates social 
capital. From internationalisation and LOO perspectives, rather than building 
a one-way argument on whether network closure or structural holes are more 
beneficial, it is necessary to conceptualise in what conditions and for which 
outcomes denser or sparser networks can generate better return. A more bene-
ficial return of insidership position can be achieved when the type of network 
structure matches with the type of necessary market knowledge. Previous 
studies (Hansen, 1999; Uzzi, 1996; Reagans and McEvily, 2003; Granovetter, 
1985) indicated that strong ties and network closure promote the flow of 
complex tacit knowledge, whereas structural holes and weak ties enable tapping 
into simple information in a timely manner. Tacitness can be defined as ‘the 
degree to which knowledge is difficult to codify (e.g. in writing) and articulate’ 
(Reagans and McEvily, 2003, p. 245). So strong networks and cohesive network 
structures can work more efficiently when the outsider is seeking tacit know-
ledge. On the contrary, weak ties or open network can promote the flow of 
market-related information and codifiable knowledge, which is the case when 
the physical distance is low. Hence, network structure does not only affect the 
motivations of insider and outsider to interact but also their ability to exchange 
resources. So, it is initially necessary to build a comprehensive understanding 
of network structure under Coleman’s (1988) and Burt’s (1992) social capital 
arguments, before bringing SNA to the stage as a network structure–revealing 
tool. 

  Network closure – cohesion 

 One of the mainstream network-based social capital perspectives is network 
closure which emphasises the positive impact of dense network structures on 
developing trust and cooperative exchanges (Gargiulo and Benassi, 2000). Based 
on the question of how certain groups can generate more or less social capital, 
Coleman (1994) have extensively focused on network closure as a source of 
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social capital. Basically, Coleman’s (1988, 1994) view of social capital asserts 
that networks with closure, in which all actors are connected, generate more 
social capital. According to Coleman (1994) network closure creates network 
properties such as norms, trust and sanctions which curb opportunism, foster 
mobilisation of network resources among and generation of social capital 
for group members. Cooperative behaviours and trust among actors can be 
enhanced within closely connected network structures. As highlighted by 
Gargiulo and Benassi (2000) network closure surrounding an actor determines 
the level social capital available to him/her. Network closure facilitates infor-
mation and knowledge flows among network members, especially tacit type of 
knowledge (Reagans and McEvily, 2003). On the other hand, building relation-
ships in densely connected regions of the network requires relatively higher 
level of resource investment in order to maintain strong relations, compared 
to building weak ties. Willingness and motivation of actors to deal with these 
costs can be stimulated with certain values provided by dense networks such 
as effective diffusion of tacit knowledge, supporting relations, building legit-
imacy in the network and so on. 

 Network closure can provide strong support and sponsorship for becoming 
legitimate players in the market. Adler and Kwon (2002, p. 25) indicated that 
 ‘ closure provides social capital’s cohesiveness benefits within an organisation 
or community; structural holes in the focal actor’s external linkages provide 
cost-effective resources for competitive action ’.  Network closure increases trust 
and decreases the competitive and motivational impediments, and thus facili-
tates flow of knowledge and information (Reagans and McEvily, 2003). Insiders 
can be more cooperative in sharing knowledge and information when strong 
third party ties surround a relationship, and cooperative norms and trust are 
created (Reagans and McEvily, 2003). Social cohesion can increase the motiv-
ation and willingness of insiders to devote resources and time to assist network 
members (ibid.). However, since network members are highly interdependent 
it could be hard to create space for a newcomer which can serve as a drawback 
of network cohesion in the targeted network.  

  Network range – structural holes 

 Alternatively, open networks are proposed as the potential sources of generating 
social capital (Burt, 1992). It was indicated that bridging positions between 
densely connected regions generates more social capital as an outcome of 
brokerage function (Walker et al., 1997). The actors whose relationships span 
over the holes in social structure, otherwise unconnected regions, have an 
advantage of accessing and controlling the flow of non-redundant resources 
and information. Burt’s perspective argues that open networks provide more 
flexibility for actors whereas closed networks reduce actors’ independence 
(Walker et al., 1997). Not only flexibility, occupying a bridging position across 
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structural holes also provides advantages such as accessing higher volume of 
novel and non-redundant information from separate groups and controlling 
flow of information in a timely manner. By contrast with these assets, open 
networks cannot provide the same benefit of curbing opportunistic actions as 
closed networks (Ahuja, 2000). Sparse networks maximise information bene-
fits through exploiting structural holes and exchanging information between 
various actors from different social, organisation and institutional boundaries 
(Reagans and McEvily, 2003; Hilmersson and Jansson, 2012). Closed networks 
are more efficient in diffusion of tacit and market-specific information, while 
open networks provide the advantage of accessing explicit knowledge and 
novel information. However, closed networks require a relatively higher level 
of investment into the networks. Hence, a trade-off exists for actors while 
building insidership position in closed or open networks.  

  Network-dependent insider and outsider motivations to overcome LOO 

 Structural attributes of targeted networks affect both the network value for 
outsider and also insider’s motivation to facilitate network entry of outsider. 
‘Network value for outsider’ refers to the outsider’s evaluation about the value of 
forming relationships to achieve an insidership position. If an outsider believes 
that the value of building insidership is high, the motivation for investing 
more resources will also be higher. The outsider’s value assessment might be 
based on cost–benefit analysis. For instance, building an insidership in a dense 
targeted network requires high level of time and resource investment, which 
involves extra cost. However, if the targeted network is in a highly physical 
distant market, in which the outsider needs tacit market information, support 
and legitimacy, the benefits of the insidership can balance the cost. On the 
other hand, ‘insider’s motivation to facilitate network entry’ represents how 
eager the insider is to create a space for the outsider, which is affected by the 
value evaluation of the insider, and constraints arise from the structure of 
the insider’s network. For instance, insiders who are strongly embedded in 
cohesive networks cannot have enough flexibility and autonomy to create new 
space for an outsider without getting sanctions from the others. Even though 
network cohesion facilitates cooperation, safety and creation of social capital, 
they may also impede network actors from entering into or promoting new 
cooperative relationships with actors from the outside of its network (Gargiulo 
and Benassi, 2000). The rigidity of cohesive networks can be seen as the ‘dark 
side’ which eventually affects the flexibility of the insider actors. Since these 
two network attributes are not mutually exclusive, insiders in cohesive dense 
networks might want to build relationships in order to balance their cohe-
siveness benefits with structural holes’ opportunities through bridging to an 
outsider. As indicated by Reagans, Zuckerman and McEvily (2004), most pro-
ductive teams are those which can combine internal cohesive structure with 
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external networks with structural holes. So it can be said that optimal network 
needs to combine elements of both cohesion and range depending of the type 
of necessary knowledge for internationalisation (Reagans and McEvily, 2003).  

  Understanding LOO from SNA lenses 

 Social network analysis enables examining how different attributes of network 
structures affect the resource exchange (Haythornthwaite, 1996). Since 
building insidership position is a way of accessing necessary market-related 
information and resources, SNA can help to reveal how different network struc-
tures affect the value of the insidership. The value of different network struc-
tures – cohesion or range – can vary in different contexts, depending on what 
actors look for and seek to achieve (Stam et al., 2014). Hence, internationalising 
firms should decide which type of network structure and position would be 
better to build an insidership depending on their requirements. Even though 
both closure and sparse networks can generate benefits, from the liability of 
outsidership perspective, the value of these networks depends on various other 
circumstances, such as other sources of social capital, type of information and 
degree of liability of foreignness. From liability of outsidership perspective, the 
value of network closure or structural holes can vary depending on physical 
distance between markets in which insider’s and outsider’s networks are 
embedded. Overcoming the liability of outsidership may not enable the over-
coming liability of foreignness to the same extent. The value of insidership 
position changes in relation to the physical distance and thus the liability of 
foreignness. Building insidership position in sparse networks can be effective 
when physical distance is low. However, if the physical distance is high then 
it is more efficient to build insidership position in closure network structures 
in order to access tacit and market-specific knowledge. For instance, when 
the uncertainty is high and there is less commonality between the environ-
ments of the insider and outsider – including institutional commonalities – it 
could be beneficial to build an insidership position into densely connected 
networks. Value of insidership positions can be better understood through 
revealing network structures and actor positioning which can be revealed with 
analytical techniques provided by SNA (Haythornthwaite, 1996). Table 13.3 
will be evaluated in the light of two phenomena: physical distance and type of 
necessary knowledge. 

 Here, a few SNA-related network measurements help us to understand 
how different network structure can affect insidership position of an actor 
from social capital and structural holes perspectives. Insidership position is 
created through connecting the target network, however the benefits may 
vary based on different network structures, actor positioning and to whom 
the actor is connected. Not only actor’s own positioning but also the pos-
ition of the connected actor (insider) in the targeted network is crucial. The 
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level of benefits insidership position generates depends highly on the level of 
resources that the connected actors can access. Therefore, the level of insider-
ship also should be assessed through taking the connected actor’s position 
into account. Along with its measurements on actor positioning and network 
structures such as centrality, structural holes and core-periphery, SNA can 
work as a significant tool to investigate the value of insidership for both out-
sider and insider.      

 Firms’ network positions determine whether they are outsider or insider 
of the targeted foreign network structures. Not only firm position but also 
structure of networks (e.g. open versus closed networks) in foreign market 
networks is also given as an important determinant of insidership position. 
Regarding network structures, plugging into an open network can benefit 
through providing information from various weak ties and reducing the degree 
of insidership of the information network (Hilmersson and Jansson, 2012). 
On the other hand, connecting to a closed network with strong ties, which 
mostly forms the core of the targeted local business network, enables achieving 
insidership. Hence, both firms’ network positioning and structures of foreign 
market network determine the status of insidership and the degree of insider-
ship. Hilmersson and Jansson (2012, p. 686) asserted the degree of insidership 
as the critical aspect of networks. They indicated that the degree of insidership 
is related to the degree of coupling of the local network, the control of network 
and competitive position. Therefore, it can be concluded that degree of insider-
ship is one of the key network determinants which influence firm internation-
alisation. The questions at this point should be how we can accurately measure 
a firm’s degree of insidership for understanding network outcomes on inter-
nationalisation. It requires a systematic analytical research tool which provides 
specific measurement constructs through which the degree of insidership can 
be determined. Moreover, the evolutionary process of business networks while 
a firm is shifting from an outsider position to insider position was given in 
three stages: exposure network, formation network and sustenance network in 
the study of Hilmersson and Jansson (2012).   

  Conclusion and applications 

 This research brings SNA into the internationalisation research context as an 
innovative and comprehensive methodological tool in parallel with the call 
‘networks need to be investigated with appropriate methodologies’ (Zucchella 
et al., 2007, p. 277) in the IB literature. In today’s world economy, ‘quite lit-
erally, networks are reshaping the global business architecture’ (Parkhe et al., 
2006, p. 560). This status quo of the global marketplace increases the necessity 
for applying a broader lens which takes network relationships into account 
while investigating drivers and outcomes of firm behaviours. Similarly, 
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internationalisation behaviours and performance of firms can be better under-
stood in their network contexts. This was highlighted by (Gulati et al., 2000, 
p. 203) as ‘the conduct and performance of firms can be more fully under-
stood by examining the network of relationships in which they are embedded’. 
Therefore, the IB field requires innovative methodologies that could add the 
missing invisible component to the broad picture in a systematic way and make 
significant advances in our knowledge, as the traditional research tools fail to 
provide a robust analysis on network interdependencies. 

 On the other hand, firm internationalisation has been one of the main 
research themes of the IB literature and has been widely studied in different 
research contexts. Network view taken in recent studies in the IB literature 
could not go beyond a descriptive approach. However, as a systematic research 
tool borrowed from sociology, SNA provides various structural and positional 
dimensions through which the effect of networks on firm international-
isation can be better understood. Similarly, this study also shows how different 
network attributes facilitate or impede the overcoming the LOO through 
benefiting from SNA. The impact of network attributes in overcoming LOO 
is focused from both outside-in and inside-out perspectives. Revealing struc-
tural and positional attributes of networks through employing SNA-based 
measurements demonstrates how structures of networks and actors’ position 
affect overcoming liability of outsidership in internationalisation process. The 
impact of structural and positional attributes of networks is discussed in rele-
vance to physical distance phenomenon, which affects the type of knowledge 
an internationalisation firm requires. 

 As discussed, overcoming liability of outsidership and being an insider in 
a targeted network is seen as a prerequisite for internationalisation. However, 
forming and sustaining relationships are resource-demanding which creates a 
burden especially for small firms which experience lack of resources. In that 
manner, firms should actively and deliberately seek certain network struc-
tures within their targeted foreign markets, depending on the type of know-
ledge and support they require. For instance, building insidership in an open 
network in a market with close physical distance, which requires relatively 
lower investment, can work effectively for internationalising firm. Yet this 
requires a systematic analysis to reveal the network dynamics and structures. 
Therefore, SNA also provides practical implications for firms and managers, 
as they can benefit from this systematic analytical tool for revealing network 
structures and hence developing their strategies in building insidership posi-
tions in foreign markets. Future research should benefit from SNA in inter-
nationalisation research, especially through applying a longitudinal approach 
which can demonstrate evolution of structural and positional attributes of 
network at different stages of internationalisation.  
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