| Chapter 6

Important International Management Theories

International Management requires theories to explain why and how companies inter-
nationalise and how international companies carry out their activities, e.g., how they
coordinate their international activities or where they locate their different subsidiaries.
The same theories can also be used to predict companies’ behaviour. This Chapter
presents the most relevant International Management Theories.

Introduction

Until the 1960s, foreign direct investment by companies was mainly seen as
movement of international capital and explained by investment theories and
portfolio considerations. The main argument for international investment
was that it occurs due to different rates of return between countries. This
view has obvious deficiencies: It does not correctly explain the empirically
observable patterns of direct investment, e.g. the two-way direct investment
flows between some major countries; it does not explain why companies
from the same country and even within the same industry differed in their
internationalisation behaviour and it does not consider differences between
the motives for international purchase of a few foreign stocks bonds (i.e.
portfolio investments) and for substantial equity ownership by domestic
companies in foreign companies (i.e. foreign direct investment, FDI).

During the 1960s, the perception of the multinational firm changed and the
first theory of the international firm was developed. This was the work of
Steven Hymer, who undertook the development of a more comprehensive
theory on FDI and MNCs, emphasizing the control companies get over for-
eign activities by means of FDI (see Forsgren 2008, pp. 15-29, for a detailed
description of Hymer’s contribution). He argued that under perfect competi-
tion, all companies would have access to similar resources and technology.
Since in this case local firms in a foreign market would have knowledge
advantages, little foreign direct investment would occur because incumbents
would have a competitive advantage over new entrants. Thus, to overcome
this liability of foreignness, companies wanting to successfully expand abroad
must have some kind of competitive advantage to compensate for their
knowledge disadvantage. This competitive advantage leads to a monopolistic
advantage, which represents a deviation from pure competition (Forsgren
2008, p.16). Examples of such monopolistic advantages include product
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differentiation, marketing skills, patents, technological expertise, economies
of scale, etc. In Hymer’s perspective, some level of market imperfection is at
the root of MNCs’ development. He argues (Kutschker/Schmid 2011, pp.
414-415; Forsgren 2008, pp. 20-23)

B that it may be beneficial for a company to exploit its monopolistic ad-
vantages beyond the own domestic market and

B that it may be beneficial for a company to do so by means of vertical
integration, mainly because that gives the company higher control over
foreign activities and helps to avoid competition, thus contributing to
monopolistic power.

Transaction Cost Theory and Internalisation Theory

In Hymer’s view, the MNC creates its benefit by maintaining a monopolistic
advantage and avoiding or reducing competition. Other authors criticise this
view and argue that Hymer does not sufficiently explain how company
advantages are generated in the first place (i.e., that Hymer focused only on
the “unfair” exploitation across borders instead of the welfare-enhancing
creation of advantages) and that he ignores the fact that MNCs are potential-
ly better at carrying out cross-border activities internally than independent
companies.

Over the last decades, the dominant theories to explain internationalisation
and related concepts, e.g. the choice of foreign operation mode, have been
the transaction cost approach (TCA) (Williamson 1985) and the closely related
internalisation theory (Buckley/Casson 1976). These approaches argue that
companies internationalise in a way that minimises the cost of cross-border
transactions. They point to the fact that it may be more efficient to internalise
markets across borders, e.g., because a joint coordination of different activi-
ties in different countries may incur less cost (“transaction costs”) than using
market mechanisms between countries.

Transaction costs refer to search and information costs, i.e., costs incurred in
determining that the required good is available on the market, who has the
lowest price, etc.; bargaining costs, i.e., costs required to come to an acceptable
agreement with the other party to the transaction, drawing up an appropri-
ate contract, etc., and monitoring and enforcement costs to ensure the other
party sticks to the terms of the contract, and taking appropriate action if they
do not. For example, monitoring costs might include measuring output (e.g.
quality control in the factory of a supplier). If conditions change, contracts
might have to be adjusted which incurs adjustment costs.

The two basic assumptions of the transaction cost approach are:
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B Bounded rationality, i.e., actors intend to act rationally but are only capa-
ble of doing so in a limited way, partly because they have incomplete in-
formation and partly because they have limited processing capacity.

B Opportunistic behaviour, i.e., business partners are expected to use the
incompleteness of contracts and changing circumstances for their own
self-interest and only adhere to the contract if they are monitored.

If markets function well, with a large number of potential business partners,
competition ensures efficient results. In these cases, an MNC will favour low
control modes. Business partners can be replaced easily and this threat pro-
tects the companies from opportunistic behaviour. In other cases, markets
may fail. This may be the case for different types of transactions (Mal-
hotra/Agarwal/Ulgado 2004, p. 4):

B imperfect markets for goods created by brand names, marketing capabili-
ties, product differentiation

B imperfect markets for intermediate goods, such as knowledge, whereby it is
assumed that the cross-border transfer of knowledge is less efficient
among separate companies than within one MNC

B imperfect markets for production factors that may be created by exclusive
procurement capabilities, particular management expertise or certain
technologies

W imperfect competition through economies of scale that lead to cost advantages
for internalisation.

However, market imperfections are mainly caused by three transaction char-
acteristics:

First, asset specificity, the degree to which an asset loses its value when put to
an alternative use, may create a situation where an actor who has carried out
specific investments runs the risk of being exploited by their partner. In this
case, market transactions between independent actors might not offer suffi-
cient protection for the business partners. Thus, the MNC might decide to
carry out the transaction internally, i.e. with a wholly-owned subsidiary.
Similarly,  wuncertainty ~ may  lead to  market  imperfections
(Welch/Benito/Petersen 2007, pp. 24-25). If all future eventualities were
known in advance, contract parties could plan ahead and develop compre-
hensive contracts. The stronger the uncertainty (e.g. changes in the external
environment), the more likely it is that contracts are incomplete and have to
be adjusted. These renegotiations can lead to high transaction costs. Again,
the necessary flexibility to adapt to changing situations may be better grant-
ed with internalised operation modes. Third, the frequency of transactions
plays a role. Setting up a wholly-owned foreign subsidiary is often linked to
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relatively high fixed costs, but the subsequent variable costs are usually
lower than in the case of cooperative or market modes. Thus, with an in-
creased number of transactions, the relative costs of a wholly-owned subsid-
iary are reduced.

Figure 6.1

Transaction Cost Reasoning for Different Modes of Internationalisation

Wholly-owned
Transaction 4 Export Cooperation Subsidiary
Costs
S, S, Specificity

(Uncertainty, Frequency)

Source: Adapted from Welch/Benito/Petersen 2007, p. 26.

To summarise, the transaction cost approach compares the costs of internali-
sation of external markets with the costs of market transactions and coopera-
tion (see Figure 6.1). Under certain circumstances markets are imperfect, and
companies are forced to internalise transactions to compensate.

Dunning’s OLI Paradigm

Because the existing approaches (e.g. the internalisation theory or the theory
of monopolistic advantages) alone cannot fully explain the choice of foreign
operation mode, John Dunning developed a comprehensive approach, the
so-called Eclectic Paradigm, which aims to offer a general framework to de-
termine which operation mode is the most appropriate.
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The OLI Decision Process for Foreign Operation Modes

Figure 6.2

Decision Internationalisation Location Internalisation
Type Decision Decision Decision

Location
Advantages
in Host

Country?

Internalisation
Advantages?

Ownership

Advantages? 72l

Decision No Produce at Contractual
International Home, Arrangements,
Activities then Export e.g. Licensing

Source: Adapted from Sudarsanam 2003, p. 201; Welch/Benito/Petersen 2007,

p- 31.

It specifies a set of three conditions that must prevail simultaneously to stim-
ulate FDI from a company (Rugman/Collinson 2012, pp. 67-70; Dun-
ning/Lundan 2008, pp. 96-108):

B Ouwnership-specific advantages (O): The firm must possess some unique

competitive advantages (firm-specific advantages, FSA) that outweigh the
disadvantages of competing with local firms in their home market (liabil-
ity of foreignness). Often, ownership-specific advantages take the form of
the possession of intangible assets, which (at least temporarily) are spe-
cific to the firm. This follows the general argument by Hymer.

Location-specific advantages (L): If foreign direct investment is to take
place, it must be more profitable for the company to undertake the acti-
vity in the foreign country than in the home country. Otherwise foreign
markets would be served by other operation modes. Location-specific
advantages (or country-specific advantages, CSAs) can include, for exam-
ple, labour costs, an efficient and skilled labour force, tariffs, transport
costs or natural resources.

Internalisation advantages (I): Companies that possess specific advantages
can either exploit them themselves (internalise them) or sell the advantage
to other companies. The internalisation choice can be explained by inter-
nalisation theory, as pointed out above.

Whether foreign direct investment is favourable depends on which types of
advantage prevail. To undertake internationalisation via wholly-owned
subsidiary, all three types of benefits, O, L and I, must be present. This case
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is illustrated in Figure 6.2, along with other situations that lead to different
decisions about operation modes.

Resource-Based View

While the TCA focuses on transactions and analyses whether these are better
carried out within the firm or between firms, the resource-based view (RBV)
considers the firm as a bundle of resources (e.g. Wernerfelt 1984; Barney 1991).

Many previous approaches (e.g. the Industrial Organisation Approach)
assumed that firms within an industry are generally similar in terms of stra-
tegically relevant resources and that any heterogeneity that may develop is
short-lived because resources are highly mobile or even tradable. Instead,
the RBV assumes (Barney 1991, p. 101):

B Firms within an industry may be heterogeneous with respect to the stra-
tegic resources they control.

B Resources may not be perfectly mobile across firms.
B Therefore, heterogeneity may be long-lasting.

Resources are broadly defined as “those (tangible and intangible) assets
which are tied semipermanently to the firm” (Wernerfelt 1984, p. 172) or,
more precisely, as “all assets, capabilities, organizational processes, firm
attributes, information, knowledge, etc., controlled by a firm that enable the
firm to conceive of and implement strategies that improve its efficiency and
effectiveness” (Barney 1991, p. 101). Barney categorises them into physical
capital resources (such as technology, geographic location, access to raw mate-
rials), human capital resources (employee experience, judgement, intelligence
and insight) and organisational capital resources (formal structures, informal
relationships among groups within a firm, coordinating systems, etc.). To be
the basis for a sustained competitive advantage, resources have to fulfil a
number of criteria which have been extensively discussed over recent dec-
ades (Dierickx/Cool 1989; Barney 1991):

B They must be valuable.
B They must be rare.

B They must be imperfectly imitable (and they must be imperfectly or not
tradable).

B There must be no strategically equivalent substitutes that are valuable
but not rare or not imperfectly imitable.
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Resources may be imperfect imitable or non-tradable due to path dependency
(i.e., the availability of the resource is dependent on the unique history of the
company, e.g. personal customer relationships or a strong brand), causal
ambiguity (i.e., the link between specific resources and the performance of
the company is not clear) or social complexity (e.g., if the resource lies in in-
terpersonal relationships within the company). Resources may also be tied
so closely into the resource bundle of a company and only exert their full im-
pact in combination with these other resources that it is not possible for
another company to acquire or create them separately. These are mainly
intangible assets, such as knowledge or organisational capabilities, and can
create long-term success.

There are many strategic questions that can be analysed from the perspective
of the RBV. The core question is how a company should exploit its resource
base to maximise its profit, which includes the question of whether the com-
pany should exploit the resources nationally or internationally. In the latter
case, one has to examine the value of the resources in a foreign country and
the question of how to transfer the resources there optimally. Under the RBY,
a company can also investigate the question of whether its own resources
(e.g. a superior technology) must be complemented with the resources of
another company in a foreign market (e.g. market knowledge or a distribu-
tion network) to optimally exploit the own resources. In this case, though,
the company must consider whether its own resources are endangered by
cooperation, e.g. by knowledge dissemination. Furthermore, if complemen-
tary resources in a foreign country are needed, the RBV allows the company
to examine whether these are better accessed via cooperation or via the ac-
quisition of the foreign company that controls them. Ultimately, under the
RBYV, internationalisation may not only be a means to exploit the given re-
source base but also to enhance it, e.g. by tapping into foreign knowledge.

FSA/CSA-Framework

In the terminology of another strategic concept of the international firm, the
so-called FSA/CSA-framework (e.g. Rugman/Collinson 2012, pp. 49-52), there
are two dimensions of advantages that an MNC must consider, each with a
different relevance for different companies or industries:

B Firm-specific advantages (FSA) are strengths specific to a firm, a result of
contributions that can be made by its personnel, technology, and/or
equipment.

B Country-specific advantages (CSA) are strengths or benefits specific to a
country that can result from its competitive environment, its labour
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force, its natural resources, its industrial clusters, etc. Porter’s diamond
can be used to investigate CSAs (see Chapter 8).

Combining those two dimensions in a matrix, a company can investigate
several issues. If the CSAs of the home country are dominant and FSAs ra-
ther weak, economic theories argue that comparative advantages of a coun-
try (or the location within an industrial cluster) will lead to exports —
regardless of the specific characteristics of the company. If FSAs are strong
and CSAs are weak, the focus of the international strategy is on exploiting
the company’s resources, without much influence from the location. Fur-
thermore, FSAs need to be identified as either location-bound, i.e., only create
their full value in a specific location (e.g., due to a technology that perfectly
fits a locally specific demand) or non-location-bound. Only non-location-bound
FSAs can be fully used for exploitation in foreign countries. Location-
boundedness can occur for firm-specific assets in the home country, but also
for subsidiary-specific assets in a specific host country. In the latter case, the
FSA cannot contribute to the strategy of other subsidiaries. However, FSAs
and CSAs frequently both exert a strong influence, in which case a company
has an incentive to operate across borders, coordinate its resources across
borders and needs to combine the FSA of the company with the CSA of the host
country (and, maybe, the CSA of the home country) to be successful (Rug-
man/Verbeke/Nguyen 2011, pp. 766-768). In fact, it is this combination of
FSAs with CSAs in different locations that is the challenge of a true MNC.

Rugman (2010) argues that the FSA/CSA-framework can also be reconciled
with Dunning’s Eclectic Paradigm and that the Eclectic Paradigm can be
easily transformed into the FSA/CSA-matrix, making this framework a very
general analytical tool for MNC strategy.

Dynamic Theories of Internationalisation

Internationalisation is not a static phenomenon but a dynamic process.
Companies change their configuration over time, enter into new countries,
and/or change their operation mode. While the theories above allow an
analysis at any given point in time, they do not explicitly consider changes
over time. Some International Management facilitates this, however, for
example the older stages models more recent born global approaches.
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Stages Models of Internationalisation

The stages models of internationalisation are rooted in the behavioural theory
of the firm. These models, of which the internationalisation process model
(IP model, also called “Uppsala model”) by Johanson/Vahlne (1977) is the best
known, propose an association between the knowledge of the decision mak-
ers in the company and the level of resource commitment in a foreign mar-
ket. The core assumption is that companies with low market knowledge
about a specific foreign market prefer a low commitment in this market.
Once in the market, the company accumulates experiential knowledge and
this leads to the willingness to commit additional resources. In the so-called
establishment chain, the model proposes that foreign operation modes in a
specific foreign country are switched along a certain path:

B no international activities

B export activities via agents

B export activities via the company’s own sales subsidiaries

B establishment of production subsidiaries in the foreign country.

In addition, the IP model suggests that companies often select foreign mar-
kets based on the psychic distance to that market and that internationalisa-
tion often occurs along a psychic distance chain, with psychologically close
markets being entered before more distant countries.

In general, the common assumptions of all stages models are (Swoboda
2002, pp. 72-73):

B Internationalisation is a slow and gradual process.

B The process of internationalisation is not the result of long-term strategic
planning, but of incremental decisions.

B Internationalisation is an adaptive process, and with time, resource
commitment in the foreign market and changes in the management of
the foreign organisational unit will occur.

B Internationalisation is a process occurring in stages, characterised by
different rates of change and unsteady development.

B During internationalisation, companies accumulate experiential know-
ledge which facilitates foreign activities and further internationalisation.

Overall, the stages models explain foreign operation modes mainly through
the country-specific knowledge of a company that determines the perceived
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uncertainty and, thus, the willingness of the company to invest resources in
that country.

While the stages models are highly plausible, criticism has emerged over the
years. First, the models omit that management has a strategic choice and the
operation mode decision is not only determined by a single influence factor.
In particular, external influence factors (like host country conditions) are
neglected. Second, the models over-simplify a complex process and certain
operation modes — in particular cooperative modes — are not considered.
Cooperation (and acquisitions) offers the possibility of gaining knowledge
without the MNC having long-term experience of its own in the host coun-
try. Finally, MNCs often leap over certain stages in the establishment chain
(leap frogging). Still, for many companies, the stages models of internationali-
sation offer a good general explanation of their observed behaviour.

Born Globals

In the last two decades, researchers have increasingly observed a “new”
phenomenon, namely companies that internationalise immediately after
their foundation (Oviatt/McDougall 1994; Knight/Cavusgil 1996). This, obvi-
ously, has challenged the patterns proposed by the IP model. Companies,
mainly small companies from the IT sector, biotechnology or other high-
tech-oriented industries, have been increasingly seen to take up international
activities (mainly exports) very early after their creation, enter multiple
countries at the same time, enter very distant markets and achieve a high
percentage of their sales outside the domestic market right from their incep-
tion. This phenomenon has been labelled “International New Ventures”,
“International Entrepreneurs”, “Innate Exporters”, or “Global Start-ups”,
but the most frequently used term is “Born Globals”

Born Globals are “business organisations that, from inception, seek to derive
significant competitive advantage from the use of resources and the sale of
outputs in multiple countries” (Oviatt/McDougall 1994, p. 49). More con-
cretely, another early source defines born globals as companies that “have
internationalised within 3 years of inception and have generated at least 25
per cent of their sales from export” (Knight/Cavusgil 1996, p. 12). Thus, the
two main definition criteria are:

B a short period between inception and first internationalisation
B ahigh level of internationalisation.

Both definition criteria — 3 years as duration from inception to internationali-
sation and 25% of foreign sales — have been criticised and modified by other
authors. For example, it is argued that 25% may be high from the perspective
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of US authors but that for many European companies from small home
markets, this threshold is too low for a useful characterisation. Thus, other
scholars use periods from between two and six years to characterise “from
inception” and foreign sales from 25% up to 76% to characterise “high level
of internationalisation”. Sometimes, the geographic scope of the internation-
alisation is added, demanding a certain number of countries or a certain
number of cultural clusters (Gabrielsson/Kirpalani 2004; Holt-
briigge/Enflinger 2004).

Several arguments have been proposed to explain why born globals can
successfully adopt an internationalisation strategy that differs from the tra-
ditional models (Holtbriigge/Enfllinger 2004, pp. 374-375; Gabriels-
son/Kirpalani 2004):

B In the IP model, only the company (as an organisation) is able to gather
international experience. In born global firms, however, the founder or
the first management team as individuals often have international expe-
rience from previous jobs and therefore have the necessary knowledge of
foreign markets and international activities.

B In the IP model, companies are considered to start with a domestic mind-
set and then slowly become aware of international market opportunities.
Born global firms often have a global vision prior to their foundation as
part of their strategy. This can be based on characteristics of the entre-
preneurs or the specific industry.

B In the IP model, market knowledge can only be built from personal expe-
rience. Born global firms, however, are often integrated into formal net-
works, e.g. in strategic alliances with distribution partners or MNCs with
subsidiaries in different countries. Such MNCs can act as system integra-
tors and provide born globals with market access. Entrepreneurial teams
can also be embedded in informal networks with former customer rela-
tionships (from previous jobs) or with private contacts that help to pro-
vide knowledge on markets around the world.

B Born globals often focus on niche markets where the potential in a single
country is too small to survive; they therefore have to exploit the market
potential in multiple countries.

B Born globals often have a unique technology and/or an innovative prod-
uct or service or a superior design; thus, they follow a strategy of prod-
uct differentiation. This may give them a monopolistic advantage which
helps them to overcome the liability of foreignness in less familiar coun-
tries. Furthermore, in the industries in which born globals are most fre-
quently observed demand in different markets is not very heterogene-
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ous. Therefore, a product adaptation strategy is not necessary, and famil-
iarity with the foreign country may be less relevant.

Selected Theories to Explain the Relationship
between Headquarters and Subsidiaries

Information Processing Approach

The information processing approach from Egelhoff (1991) considers the
MNC as an information processing system. Information processing refers to
the gathering of data, the transformation of data into information, the com-
munication and diffusion of information within the company and the stor-
age of said information. Coordination requires consideration of the infor-
mation processing requirements and capacities required.

This approach assumes that different companies have different requirements
for their information processing, partly based on the uncertainty of tasks.
This uncertainty is defined as the difference between the amount of infor-
mation necessary to perform a specific task and the information that is al-
ready available in the organisational unit. Internal and external information
flows are used to reduce uncertainty (Egelhoff 1991, p. 343). Strong influ-
ences on uncertainty are the size of the MNC, the company’s growth and the
diversification of the company. Other external factors, like the technological
dynamics of the industry, or internal factors, such as the degree of interna-
tionalisation, also affect the level of uncertainty (Wolf/Egelhoff 2001, pp. 121-
122).

Different qualities of information to be processed stem from a distinction be-
tween primarily strategic or primarily tactical information, between routine
and nonroutine information processing and between sequential and reciprocal
information flows (Egelhoff 1991, pp. 350-353). These require different com-
munication channels.
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The Information Processing Approach

Figure 6.3
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Source: Adapted from Egelhoff 1991, p. 345; Wolf/Egelhoff 2001, p. 122.

Different features of the organisational design, including coordination
mechanisms, have different information processing capacities. The core
argument of the information processing approach is that companies have to
achieve a good fit or alignment between their information processing capaci-
ty and their specific information processing requirements (see Figure 6.3).
Based on this approach, it can be argued that (Egelhoff 1991, p.344;
Wolf/Egelhoff 2001, p. 120):

B If information processing is routine and simple, rules and programmes (i.e.

formalisation and standardisation) are sufficient to overcome the low
uncertainty of the decision situation. For example, subsidiaries’ reporting
systems can be designed to match HQ'’s standards to ensure compatibil-
ity. These standard reports can eliminate the need for other forms of HQ-
subsidiary communication.

With increasing uncertainty, flexible and rapid decisions must be taken
closer to the local host environment. Planning, including goal-setting, al-
lows for more decisions to be made at lower levels in the organisation,
provided they comply with the plan.

If uncertainty increases further, the organisation’s information processing
capacity must be further enhanced, including coordination processes
based on wvertical information systems and central departments. Informal
communication flows must be added to manage the increased uncertainty.

With very high complexity, HQ might have problems processing all the
necessary information. Thus, the use of lateral relations allows more in-
formation processing to be decentralised to disburden the limited infor-
mation processing capacity at the higher levels of the organisation. Direct
contact between executives, e.g. through project teams, linking pins, etc.,

139




Risk of
Opportunistic
Behaviour

Subsidiary as
Agent
of the HQ

Important International Management Theories

enables effective information processing throughout the whole organisa-
tion (Egelhoff 1991, pp. 343-344).

Agency Theory

Agency theory (also called principal-agent theory) deals with delegation rela-
tionships in which a principal delegates certain tasks and decisions to an
agent on the basis of an explicit or implicit contract. The actions taken by the
agent influence the welfare of the principal. Contracts between the principal
and the agent are always incomplete due to limited information, unpredicta-
bility of future situations and the (prohibitively) high cost of complete con-
tracts. Furthermore, the principal-agent theory argues that usually there is
information asymmetry in favour of the agent. Before closing a contract, the
principal is not able to identify fully the capabilities and characteristics of the
potential agent (hidden characteristics) and this might lead to a poor selection
(adverse selection) (Richter/Furubotn 2003, pp. 218-219). More seriously (and
more relevant for the case of MNCs), after the contract has been closed, the
principal cannot completely observe the behaviour of his agent (hidden ac-
tion) and the result of the delegation is also influenced by external conditions
that the principal also cannot fully observe (hidden information) (Elschen 1991,
p- 1004; Woratschek/Roth 2005, p. 152).

All this leaves room for opportunistic behaviour on the part of the agent.
Agency theory assumes that the agent intends to maximise his individual
utility and that the objectives (and the risk preferences) of principal and
agent may diverge. Thus, conflicts of interest may emerge. With the assump-
tion of moral hazard, it is assumed that the agent will even carry out actions
that influence the welfare of the principal negatively if it enhances his own
benefit.

Transferring this consideration to the HQ-subsidiary relationship, the HQ
cannot make all decisions itself since it does not have the necessary infor-
mation and resources. When delegating decisions and actions to the subsidi-
ary, however, HQ must remember that the interests of the foreign subsidiary
might diverge from its own. Principal-agent theory attempts to suggest
mechanisms for information, incentive and control (governance mechanisms)
that align the interests of the subsidiary with those of HQ, i.e., mechanisms
that motivate the subsidiary to contribute to the overall objectives of the
MNC (Nohria/Ghoshal 1994). A simple example is the possibility for a sub-
sidiary to re-invest its profits locally instead transferring them to HQ.

Usually the HQ cannot observe and control all the actions a subsidiary car-
ries out and the performance of the subsidiary is influenced by many aspects
beyond the control of subsidiary management (hidden information). Thus,
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controlling the outcome is also not sufficient to evaluate the subsidiary man-
agement completely, and in many cases, e.g. knowledge generation or inno-
vation in the subsidiary, performance is not readily measured. Here, norma-
tive integration is seen as effective for establishing close relationships between
the subsidiary and the HQ to reduce the propensity to behave opportunisti-
cally and influence the subsidiary to contribute to the overall company bene-
fit “voluntarily” without explicit performance measurement (Gup-
ta/Govindarajan 2000).

Using expatriates as an informal coordination mechanism can make sense
from an agency perspective (O'Donnell 2000). Expatriates are more likely to
act on behalf of the HQ than nationals from the host country, because an
expatriate’s career is more strongly linked to the HQ’s evaluation of his per-
formance, and the expatriate often identifies himself more strongly with the
HQ than with the local subsidiary, since he or she was socialised in the HQ.

On the other hand, the listed mechanisms all carry a cost (agency costs) and
the costs of potentially opportunistic behaviour and the cost of control have
to be balanced when deciding on the use of a coordination mechanism. Hi-
erarchical coordination can be replaced to some extent by market elements.
With externalisation, i.e., outsourcing activities to external partners, or “qua-
si externalisation”, i.e., using market principles between organisational units
within the company, market prices replace hierarchical authority. Consider-
ing agency theory, this is particularly appropriate when information asym-
metry is strong, e.g., if the socio-cultural distance between home country
and host country is high (Woratschek/Roth 2005, pp. 153-154).

Resource Dependence Theory

Resource dependence theory (RDT) is an environmental interaction approach
(Pfeffer/Salancik 1978; Drees/Heugens 2013). The core idea is that companies
need to exchange resources with their environment and they need certain
resources from external sources to survive. This creates dependencies from
other organisations and thus a risk for the company. RDT highlights the
situations in which resource dependency is strong and the relevance of the
resources to company survival is high. It suggests strategies to minimise the
risk to resource supply.

From an MNC'’s perspective, both relationships between different companies
and relationships between different organisational units within the MNC
can be considered from an RDT perspective. Subsidiaries are often strongly
dependent on resources from the HQ, which facilitates coordination. How-
ever, subsidiaries may be able to obtain resources that are difficult to access
for other actors, including HQ, which affects the potential for central coordi-
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nation within the MNC and sometimes diminishes the possibility of enforc-
ing strategy conforming behaviour at the subsidiary (Andersson/Forsgren
1996, p. 488). From this perspective, the different levels of access to resources
that have different relevancies for the MNC can be a key determinant for the
internal relationships within the MNC (Pfeffer 1981; Nohria/Ghoshal 1997,
p. 95). A subsidiary’s internal power increases with the relevance of its re-
sources for the MNC’s performance, as substitutability of the resource de-
creases and with the uniqueness of the access to the resource by this specific
subsidiary.

Thus, resource dependency can be a source of conflict within the MNC. With
increasing dependence on resources from the subsidiary, it becomes more
difficult to enforce top-down decisions (Doz/Prahalad 1981; Nohria/Ghoshal
1997, pp. 96-97). On the other hand, limiting the autonomy of the subsidiary
might reduce the effectiveness of the MNC network, because this might
reduce the subsidiary’s access to the strategic resource. In this situation,
decision centralisation has to be replaced by other mechanisms. Normative
integration can facilitate the negotiation process between parent company
and foreign subsidiary (Nohria/Ghoshal 1997, pp. 100-101).

Contingency Approach and Configurational Approach

As an overarching theoretical approach, the contingency approach empha-
sises that there is no universally optimal management decision (e.g., no
universally valid answer to how multinational a company should be, what
the best organisational structure is, what the best foreign operation mode is
and no universally optimal set of coordination mechanisms), but organisa-
tional decisions should be differentiated according to the characteristics of
the external environment in which the organisation acts (Lawrence/Lorsch
1967; Thompson 1967; Kieser 2002, p. 169).

For example, the optimal foreign operation mode and coordination method
is situational. The argument that these decisions strongly depend on the
specific context follows directly from viewing organisations as open systems
that have to interact with their external environment (Kieser/Walgenbach
2003, p.215). Contingencies whose influences have been investigated in-
clude, inter alia, company size, the dynamics of the technological and market
conditions and the uncertainty of the environment.

However, one criticism of the contingency approach is the quasi-mechanistic
relationship between the situation and the conduct of organisations. This
implies a deterministic perspective, while in practice companies have a stra-
tegic choice (Child 1972) about how to act within their MNC as a reaction to
different external situations. However, the general assumption of the contin-
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gency approach, that the effectiveness and efficiency of coordination mecha-
nisms (and other organisational variables) are influenced by the external
environment and there is no universally best solution but rather situation-
specific differences, is widely accepted. For example, it is argued that the
complexity of a firm’s coordination process must match the complexity of its
environment (Ghoshal/Nohria 1993, p. 23).

While the contingency approach focuses mainly on the relation between
context and company, the configurational approach adds that the internal con-
sistency between the organisational variables also has a strong influence on
the efficiency of the organisation (Khandwalla 1973, p. 493). The gestalt of the
organisation is more than the sum of its parts, and the configurational ap-
proach argues that an organisation is effective if the consistency or fit between
organisational variables (like the coordination instruments) and between
internal variables and the external environment is strong (Mintzberg 1981,
p- 107). The configurational approach postulates that a comparatively low
number of typical constellations of organisational variables exist that represent
the majority of all combinations of organisational characteristics existing in
practice (Miller/Friesen 1984). With regard to coordination, this implies that
an isolated use and analysis of each coordination instrument is insufficient,
but that the combination of coordination instruments applied is crucial for
success.

Conclusion and Outlook

To understand and predict the internationalisation behaviour of companies,
scholars have developed numerous theories within International Manage-
ment. These theories take different perspectives on the MNC and help high-
light specific characteristics that may influence company decisions. For ex-
ample, transaction cost theory highlights the role of asset specificity for
company decisions, while the resource-based view emphasizes resource
characteristics and the optimal exploitation and creation of resources.

Depending on which company decision is analysed, different theories can be
applied. Often it may be useful to combine several theories. When doing
this, however, it is important to investigate the theories’ assumptions to
ensure they are compatible.

Further Reading

BARNEY, J. (1991): Firm Resources and Sustained Competitive Advantage,
in: Journal of Management, Vol. 17, No. 1, pp. 99-120.

143

Part | I

Internal and
External Fit



Important International Management Theories

FORSGREN, M. (2008): Theories of the Multinational Firm: A Multidimen-
sional Creature in the Global Economy, Cheltenham, Edward Elgar Publish-
ing.

RUGMAN, A.M.; VERBEKE, A.; NGUYEN, Q. (2011): Fifty Years of Interna-

tional Business Theory and Beyond, in: Management International Review,
Vol. 51, pp. 755-786.

References

ANDERSSON, U.; FORSGREN, M. (1996): Subsidiary Embeddedness and
Control in the Multinational Corporation, in: International Business Review,
Vol. 5, No. 5, pp. 487-508.

BARNEY, J. (1991): Firm Resources and Sustained Competitive Advantage,
in: Journal of Management, Vol. 17, No. 1, pp. 99-120.

BUCKLEY, P; CASSON, M. (1976): The Future of the Multinational Enter-
prise, London, Macmillan Interactive Publishing.

CHILD, J. (1972): Organizational Structure, Environment and Performance:
The Role of Strategic Choice, in: Sociology, Vol. 6, pp. 1-22.

DIERICKX, I.; COOL, K. (1989): Asset Stock Accumulation and Sustainability
of Competitive Advantage, in: Management Science, Vol. 35, No. 12, pp.
1504-1511.

DOZ, Y.L, PRAHALAD, C. (1981): Headquarters' Influence and Strategic
Control in MNCs, in: Sloan Management Review, Vol. 23, No. 1, pp. 15-29.

DREES, J.; HEUGENS, P. (2013): Synthesizing and Extending Resource De-
pendence Theory: A Meta-Analysis, in: Journal of Management, Vol. 39,
No. 6, pp. 1666-1698.

DUNNING, J.; LUNDAN, S. (2008): Multinational Enterprises and the Glob-
al Economy, 2nd ed., Cheltenham, Edward Elgar Publishing.

EGELHOFF, W. (1991): Information-processing Theory and the Multination-
al Enterprise, in: Journal of International Business Studies, Vol. 22, No. 3,
pp- 341-368.

ELSCHEN, R. (1991): Gegenstand und Anwendungsmoglichkeiten der
Agency-Theorie, in: Zeitschrift fiir betriebswirtschaftliche Forschung,
Vol. 43, No. 11, pp. 1002-1012.

144



Introduction to Strategic International Management

FORSGREN, M. (2008): Theories of the Multinational Firm: A Multidimen-
sional Creature in the Global Economy, Cheltenham, Edward Elgar Publish-
ing.

GABRIELSSON, M.; KIRPALANI, V. (2004): Born Globals: How to Reach
New Business Space Rapidly, in: International Business Review, Vol. 13,
pp- 555-571.

GHOSHAL, S.; NOHRIA, N. (1993): Horses for Courses: Organizational
Forms for Multinational Corporations, in: Sloan Management Review,
Vol. 34, No. 2, pp. 23-35.

GUPTA, A K.; GOVINDARAJAN, V. (2000): Knowledge Flows Within Mul-
tinational Corporations, in: Strategic Management Journal, Vol. 21, No. 4,
pp. 473-496.

HOLTBRUGGE, D.; ENBLINGER, B. (2004): Exportstrategien von Born Glo-
bal Firms, in: ZENTES, J.; MORSCHETT, D.; SCHRAMM-KLEIN, H. (Eds.):
Auflenhandel: Marketingstrategien und Managementkonzepte, Wiesbaden,
Gabler, pp. 369-388.

JOHANSON, J.; VAHLNE, ]. (1977): The Internationalization Process of the
Firm: A Model of Knowledge Development and Increasing Foreign Market
Commitment, in: Journal of International Business Studies, Vol. 8, No. 1,
pp- 23-32.

KHANDWALLA, P. (1973): Viable and Effective Organizational Designs of
Firms, in: Academy of Management Journal, Vol. 16, No. 3, pp. 481-495.

KIESER, A. (2002): Der situative Ansatz, in: KIESER, A. (Ed.): Organisations-
theorien, 3rd ed., Stuttgart, Kohlhammer, pp. 169-198.

KIESER, A.; WALGENBACH, P. (2003): Organisation, 4th ed., Stuttgart,
Schéffer-Poeschel.

KNIGHT, G.; CAVUSGIL, S.T. (1996): The Born Global Firm: A Challenge to
Traditional Internationalization Theory, in: Advances in International Mar-
keting, Vol. 8, pp. 11-27.

KUTSCHKER, M.; SCHMID, S. (2011): Internationales Management, 7th ed.,
Munich, Oldenbourg.

LAWRENCE, P; LORSCH, J. (1967): Organization and Environment: Manag-
ing Differentiation and Integration, Boston, R.D. Irwin.

MALHOTRA, N.; AGARWAL, J.; ULGADO, F. (2004): Internationalization
and Entry Modes: A Multitheoretical Framework and Research Propositions,
in: Journal of International Marketing, Vol. 11, No. 4, pp. 1-31.

145

Part | I



Important International Management Theories

MILLER, D.; FRIESEN, P. (1984): Organizations: A Quantum View, Eng-
lewood Cliffs, Longman Higher Education.

MINTZBERG, H. (1981): Organizations Design: Fashion or Fit?, in: Harvard
Business Review, Vol. 59, No. 1, pp. 103-116.

NOHRIA, N.; GHOSHAL, S. (1994): Differentiated Fit and Shared Values:
Alternatives for Managing Headquarters-Subsidiary Relations, in: Strategic
Management Journal, Vol. 15, No. 6, pp. 491-503.

NOHRIA, N.; GHOSHAL, S. (1997): The Differentiated Network: Organizing
Multinational Corporations for Value Creation, San Francisco, Jossey-Bass.

O'DONNELL, S. (2000): Managing Foreign Subsidiaries: Agents of Head-
quarters, or an Interdependent Network?, in: Strategic Management Journal,
Vol. 21, No. 5, pp. 525-548.

OVIATT, B.; MCDOUGALL, P. (1994): Towards a Theory of International
New Ventures, in: Journal of Business Studies, Vol. 25, No. 1, pp. 45-64.

PFEFFER, J. (1981): Power in Organizations, Boston, Pitman Publishing.

PFEFFER, J.; SALANCIK, G. (1978): The External Control of Organizations:
A Resource Dependency Perspective, New York, Longman Higher Educa-
tion.

RICHTER, R.; FURUBOTN, E. (2003): Neue Institutionenokonomik, 3rd ed.,
Tiibingen, Mohr Siebeck.

RUGMAN, A.M. (2010): Reconciling Internalization Theory and the Eclectic
Paradigm, in: Multinational Business Review, Vol. 18, No. 2, pp. 1-12.

RUGMAN, A.M.; COLLINSON, S. (2012): International Business, 6th ed.,
Harlow, Pearson.

RUGMAN, A.M.; VERBEKE, A.; NGUYEN, Q. (2011): Fifty Years of Interna-
tional Business Theory and Beyond, in: Management International Review,
Vol. 51, pp. 755-786.

SUDARSANAM, S. (2003): Creating Value from Mergers and Acquisitions:
The Challenges, Harlow, Prentice Hall.

SWOBODA, B. (2002): Dynamische Prozesse der Internationalisierung: Ma-
nagementtheoretische und empirische Perspektiven des unternehmerischen
Wandels, Wiesbaden, Gabler.

THOMPSON, J. (1967): Organizations in Action: Social Science Bases of Ad-
ministrative Theory, New York, McGraw-Hill.

WELCH, L.; BENITO, G.; PETERSEN, B. (2007): Foreign Operation Methods:
Theory — Analysis — Strategy, Glos, Edward Elgar Publishing.

146



Introduction to Strategic International Management

WERNERFELT, B. (1984): A Resource-based View of the Firm, in: Strategic
Management Journal, Vol. 5, No. 2, pp. 171-180.

WILLIAMSON, O. (1985): The Economic Institutions of Capitalism, New
York, The Free Press.

WOLF, ]J.; EGELHOFF, W. (2001): Strategy and Structure: Extending the
Theory and Integrating the Research on National and International Firms, in:
Schmalenbach Business Review, Vol. 53, April, pp. 117-139.

WORATSCHEK, H.; ROTH, S. (2005): Kooperation: Erklarungsperspektive
der Neuen Institutionenokonomik, in: ZENTES, J.; SWOBODA, B.; MOR-
SCHETT, D. (Eds.): Kooperationen, Allianzen und Netzwerke, 2nd ed.,
Wiesbaden, Gabler, pp. 141-166.

147

Part | I



	Chapter 6 Important International Management Theories
	Introduction
	Transaction Cost Theory and Internalisation Theory
	Dunning’s OLI Paradigm
	Resource-Based View
	FSA/CSA-Framework

	Dynamic Theories of Internationalisation
	Stages Models of Internationalisation
	Born Globals

	Selected Theories to Explain the Relationship between Headquarters and Subsidiaries
	Information Processing Approach
	Agency Theory
	Resource Dependence Theory

	Contingency Approach and Configurational Approach
	Conclusion and Outlook
	Further Reading

	References




