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PETER J. BUCKLEY & MARK C. CAssoON

(Hymer, 1976; Kindleberger, 1969]}.
This led to the identification of techno-
logical and marketing skills as the key
elements in successful foreign entry
{Hirsh, 1976; Horst, 1972). This tradi-
tion of firm-specific advantages (Caves,
1971; Rugman, 1981) connects with the
literature on core competences arising
from the Penrosian tradition {Penrose,
1959; Prahalad and Hamel, 1990).
Sequential modes of internationaliza-
tion were introduced by Vernon’s
“Product Cycle Hypothesis” (1966), in
which firms go through an exporting
phase before switching first to market-
seeking FDI, and then to cost-orientated
FDI. Technology and marketing factors
combine to explain standardization,
which drives location decisions.

Internalization

Buckley and Casson (1976) envisaged
the firm as an internalized bundle of
resources which can be allocated
between product groups, and between
national markets. Their focus on mar-
ket-based versus firm-based solutions
highlighted the strategic significance of
licensing in market entry. Entry
involves two interdependent decisions -
on location and mode of control.
Exporting is domestically located and
administratively controlled, foreign
licensing is foreign located and contrac-
tually controlled, and FDI is foreign
located and administratively controlled.
This model was formalised by Buckley
and Casson (1981), and empirically test-
ed by Buckley and Pearce {(1979),
Contractor (1984) and others.

Stages Models of Entry

The Scandinavian “stages” models of
entry suggest a sequential pattern of
entry into successive foreign markets,
coupled with a progressive deepening of

commitment to each market. Increasing
commitment is particularly important in
the thinking of the Uppsala School
(Johanson and Wiedersheim-Paul, 1975;
Johanson and Vahlne, 1977). Closely
associated with stages models is the
notion of “psychic distance,” which
attempts to conceptualise and, to some
degree, measure the cultural distance
between countries and markets {(Hallen
and Wiedersheim-Paul, 1979). For a
more recent view see Casson, 1994,

Non-Production Activities

In explaining foreign market servic-
ing policies, the role of non-production
activities must be made explicit. The
location of research activities is widely
debated, especially in relation to spatial
agglomeration (Kogut and Zander,
1993). There is also an extensive litera-
ture on the entry aspects of marketing
and distribution (Davidson and
McFetridge, 1980), much of it in a trans-
actions cost framework (Anderson and
Coughlan, 1987; Anderson and
Gatignon, 1986; Hill, Hwang and Kim,
1990); Kim and Hwang, 1992; and
Agarwal and Ramaswani, 1992).

Mergers and Acquisitions Versus
Greenfield Ventures

Stopford and Wells (1972) examined
takeovers versus acquisitions as part of
the their analysis of the organisation of
the multinational firm. The predomi-
nance of entry via takeovers in most
advanced economies has stimulated a
number of good empirical studies
(Dubin, 1975; Wilson, 1980: Zejan, 1990;
Hennart and Park, 1993), which have
drawn on both the internalization per-
spective and the strategy literature (Yip,
1982). Particular attention has been
paid to the costs of adaptation and cul-
tural integration that are encountered in
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acquisition. Under greenfield invest-
ment the firm uses its funds to pay for
the construction of a new facility.
Under acquisition it uses its funds to
purchase the facility second-hand as a
going concern instead. This is done by
acquiring the equity in the firm which
previously owned the facility.

13. An effective internal market
requires a high degree of trust within
the organization. This trust is not avail-
able immediately after an acquisition. It
costs gq to build trust in technology
transfer when a P facility is newly
acquired. It costs g, to build trust in
the transfer of marketing expertise when
a D facility is newly acquired, and g5 to
build trust in the transfer of intermedi-
ate product when either P or D (but not
both) is newly acquired.

The Host Country Rival

14. The firm faces a single local rival
who previously monopolized the for-
eign market. At the time of entry, this
rival operates as a fully integrated firm.
It has the expertise, conferred by an
activity M, which the entrant lacks.
However, the local rival has higher
costs because of inferior technology, on
account of having no activity R.

15. It is assumed that in all bargain-
ing (for example, over an acquisition)
the local rival plays an essentially pas-
sive role. The rival does not bargain for
a share of the entrant’s profits, but sim-
ply ensures that it receives full opportu-
nity earnings for the resources it surren-
ders to the entrant firm. The rival real-
izes that the entrant has a superior tech-
nology, and believes that when con-
fronted with such a competitor its best
strategy is to exit the industry by selling
to the entrant those resources it wishes
to buy, and redeploying the others to
their best alternative use.

16. If the entrant uses the rival’s pro-
duction facility, then a cost of adapta-
tion is incurred. This is because the
entrant uses a different technology from
the rival, and equipment must be modi-
fied accordingly. This applies regard-
less of whether the entrant acquires the
facility outright, or merely licenses, or
subcontracts to the rival firm. However,
the rival may have local production
expertise, which the entrant lacks, pro-
viding savings to offset against the
adaptation cost. The net cost of adapta-
tion may therefore be negative. A nega-
tive adaptation cost, in this context, sig-
nifies that the cost of adapting the
entrant’s technology to local conditions
using a greenfield plant is higher than
the cost of adapting an existing local
plant to the entrant’s technology.

17. By contrast, use of a rival’s D
facility incurs no adaptation cost. This
is because warehouses are normally
more versatile than production plants.
Use of the rival’s D facility always
brings with it the marketing expertise
associated with M.

18. The rival’s P and D facilities are
the only existing facilities that can meet
the needs of the market. Other local
firms cannot enter the market, and the
rival firm itself cannot invest in addi-
tional facilities. Under these condi-
tions, acquisition of either a P or D facil-
ity gives the entrant monopoly power:
Acquisition of a D facility gives the
entrant a monopoly of final sales, whilst
acquisition of a P facility gives the
entrant a monopoly of supplies to D.
Greenfield investment, however, con-
fers no monopoly power because it
eliminates no rival facility: greenfield
investment in D creates duopoly in the
sourcing of final demand, whilst green-
field investment in P creates duopoly in
the sourcing of D.
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TABLE 2
COSTS OF ALTERNATIVE STRATEGIES COMPARED WITH THE PROFIT NORM
C11 = + S + rm
Cl.p2= rqq +Iqy + ra
C1.3 = FqZ + I'Q3
€1.4= rqq + Irqg +ra +rm
€217 t3 +s
Cg g = rqq + tg + ra
C31= t + i3 + ra +s +rm
c3.2= tq + rqo + i3 + ra
€4.1 = z +s +rm
Cq.2 = z + 199 + rq3
Cs = z + g + 5
Cg = tz + ra
€y = by + Ijp + ra
cg = Ijy + Ij3 + ra
cg = t1 + Ijp + 173 + ra
€10 = z + Ijo + Ij3 +s/2
€111 = + Ijp + Ijg +s/2
C11.2 = rqq + Ijo + I3 + ra
€121 = rjy + Ijg + ra +s5/2 +rm
C12.2 = rj1 +Ijg + 1j3 + ra

hand side of Table 1, and summarized
schematically in Figure 1. Six of these
strategies have different variants gener-
ated by the fifth issue. These variants
are indicated on the right hand side of
the table. The figure distinguishes link-
ages involving the flow of information
from R to P and M to D, and linkages
involving the flow of physical product
from P to D, and from D to final
demand. Location is distinguished by
the columns, and ownership by the
rows. Ownership by the entrant is also
identified by shading; facilities owned
by the local rival are shown as clear.
The strategies associated with each par-
ticular linkage are indicated by the
numbers 1-12 in the figure.

Deriving the Profit Equations

A profit equation for each variant of
each entry strategy can be derived by
applying the assumptions given above to
the schematic illustrations in Figure 1.
Certain elements of cost and revenue are
common to all the profit equations, and
it simplifies matters to net these out.
This generates a set of summary profit
equations in which profitability is
expressed in terms of deviations from a
profit norm. An appropriate norm is the
profit generated by pursuing strategy 1
under ideal conditions, in which the
firm is already acquainted with the local
market, and there is no indigenous rival.
The profit norm is the revenue generated
by sales at the monopoly price pq, less
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the cost of greenfield foreign production,
less the cost of greenfield foreign distrib-
ution, Jess the cost of internal technolo-
gy transfer to a greenfield foreign plant,
less the cost of internal transfer of goods
from production to distribution.

If the actual profits of each strategy are
compared with this norm, then every
strategy incurs some additional cost.
The relevant cost expressions are given
in Table 2. The subscripts applied to the
cost symbol ¢ refer to the strategies and
their variants listed in Table 1. The vari-
ables on the right hand side have already
been explained when introducing the
assumptions of the model. Set-up costs
are multiplied by the rate of interest to
convert a once-and-for-all cost into a
continuous equivalent.

To see how the profit equations are
derived, consider strategy 2. This
involves FDI in production, with sales
being handled by the rival firm. There
are two variants of this strategy, depend-
ing upon whether the production plant is
acquired or not. The only international
transfer of resources under this strategy
involves technology, which moves across
the column boundary from R to P. The
transfer is internalized because no
change of ownership is involved.
Change of ownership only occurs where
the flow of intermediate output from P to
D crosses the row boundary. From D the
product is distributed to the entire for-
eign market, as indicated by the flow fan-
ning out from D.

The advantages of this particular
strategy are two-fold. It internalizes the
transfer of technology within the
entrant firm, and it internalizes the
transfer of marketing expertise within
the local firm. This can only be
achieved, however, by externalizing the
flow of intermediate output, which gen-
erates the transaction cost premium

term t3, which appears in the expres-
sions for both ¢; 1 and ¢5 5. This is, in
fact, the only term that is common to
both expressions. The remaining terms
are all accounted for by the difference
between greenfield and acquisition
methods of FDI. The greenfield strategy
avoids the cost a of adapting an existing
plant to the needs of a new technology.
Thus the term ra, which appears in the
expression for c; 5, does not appear in
the expression for ¢; 1. The greenfield
strategy also means that the internal
transfer of technology is not bedevilled
by a lack of trust, which arises when the
production facility is acquired instead.
The cost of building trust in internal
technology transfer, rgq, therefore
appears in ¢y 5, but not in ¢, 4.

The compensating advantage of the
acquisition strategy is that it does not
add to overall capacity in the foreign
country. Indeed, because the entrant
faces a single local rival, acquisition of
the rival’s production facility effectively
prevents the rival from entering into
competition with the entrant firm.
Given that under strategy 2 the local
firm retains control of distribution, it
can threaten to source distribution from
its own production plant instead of
from the entrant’s plant. Although the
entrant may be able to constrain this
threat in the short term by signing an
exclusive franchise contract with its
local rival, in the long run this contract
will expire, and the threat will reap-
pear. Only acquisition of one of the
rival’s facilities can eliminate this threat
altogether. This means that the green-
field strategy incurs a loss of revenue s
compared to the acquisition strategy.

Dominance Relations

Theory predicts that the strategy with
the lowest cost will be chosen. Which
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strategy is chosen depends on the rela-
tive magnitude of the different variables
on the right hand side of Table 2. The
easiest way to understand the general
properties of the solution is first to
eliminate any strategies that are clearly
dominated by others, and then to com-
pare the remaining ones in terms of the
major trade-offs involved.

Whether strategies are dominated or
not depends upon what restrictions are
imposed upon the right-hand-side vari-
ables. So far, the only restrictions
implied by the assumptions are m, r, s,
jir qj tj>0(i=1,2,3) and ty=ty. In par-
ticular, the variables a and z are unre-
stricted in sign. Under these conditions,
only two of the strategies are dominated,
namely the bottom two in the table:

€12.1>¢8’ €12.2~C8

These strategies involve a production
IJV and a wholly owned sales sub-
sidiary. They are inferior to a produc-
tion IJV combined with the franchising
of sales. This shows that if the entrant
is to partner the IJV in production, then
there is no point in buying back the
product to distribute it afterwards.

Once additional restrictions are
imposed, further dominance relations
emerge. For example, if the net cost of
home production is positive, z > 0, then
all the export strategies are dominated
by equivalent strategies involving green-
field foreign production:

C4,1>€1,1° €4,2>€1.,3> €52€2,1° €10°C11.1

This illustrates the important point that
location effects are independent of inter-
nalization effects in models of this kind.

If the net cost of technological adap-
tation of existing production facilities is
positive, a > 0, then it follows that:

€3.1>C1.1

This means that the strategy of
investing only in a greenfield distribu-
tion facility is inefficient compared to
the strategy of investing in a greenfield
production facility as well. Put simply,
subcontracting production is not a good
idea when the net cost of adapting exist-
ing plant to the new technology is
positive.

So far, no use has been made of
restrictions on transactions costs,
Suppose now that external market costs
exceed the costs of building trust in
internal markets after acquisition. In
the context of production, this means
that £y >rg4 from whence it follows that:

€3.2>¢€2.2
€g>C11.2

The first inequality shows that sub-
contracting production in conjunction
with the acquisition of a distribution
facility is more costly than franchising
distribution in conjunction with the
acquisition of a production facility. The
second inequality shows that subcon-
tracting production in conjunction with
a jointly owned distribution facility is
more costly than acquiring a production
facility in conjunction with a jointly
owned distribution facility. These
results underline the fact that high
transaction costs in technology markets,
combined with easy trust-building post-
acquisition, discourage subcontracting
and favor acquisition instead.

The process of elimination through
dominance can be continued by postu-
lating that the cost of building trust is
lower after an acquisition than it is
within a joint venture: g;<j; (i=1,2,3).
Not surprisingly, this eliminates several
[JV strategies - though not all:
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€7>C1,2/€11,1>¢1.3 s €11.2>C1.3

It is inefficient to combine an I}V dis-
tribution facility with a production facili-
ty that is either wholly or jointly owned.
Obviously, if the cost of building trust
were thought to be lower in a IJV then
the inequalities would be the other way
round, and the three acquisitions-based
strategies would be eliminated instead.

It is not only inequality restrictions
that can be used to generate dominance
relations: equality restrictions can be
used as well. For example, if the costs
of building trust after acquisition are the
same in each internal market, gj=q
(i=1,2,3}, then:

€1.4>C1.2 >C1.3

This means that it is inefficient to
acquire production when distribution is
wholly owned; it is better to use green-
field production and acquire distribu-
tion instead.

If in addition the costs of building
trust within IJVs are also the same in all
markets, j;=j(i = 1,2,3) then:

€g>C1.3

It is better to combine greenfield pro-
duction with the acquisition of a distri-
bution facility than to undertake an IJV
in production, and franchise distribu-
tion to the partner firm.

Finally, consider two further restric-
tions. The first asserts that the cost of
learning about a foreign market through
a greenfield distribution facility exceeds
the transaction cost of an external inter-
mediate product market; rm > t3. It fol-
lows that:

€1.1”¢2.1

so that it is cheaper to combine green-
field production with greenfield distrib-
ution rather than with an independent
distribution facility.

The second restriction asserts that the
transaction cost of the external interme-
diate product market exceeds the cost of
building trust in that market following
an acquisition; #3>rqgy . It follows that
(given that g1=g5 from an earlier restric-
tion):
€2.27€1.3;
so that it is cheaper to combine green-
field production with acquired distribu-
tion than to acquire production and
franchise distribution instead.

Properties of the Solution

By carrying the process of elimina-
tion so far, only three of the original
strategies are left in contention:

1.3. greenfield production combined
with acquired distribution;

2.1. greenfield production combined
with franchised distribution; and

6. licensing.

The choice between these strategies
is governed by six of the original vari-
ables: a, q, r, s, ty,

t3. The solution is to choose:

1.3. if g=(tz+s)/2r,(ty/r)+a
2.1. if tg+s=2qrty+ra
6. if ty+ra=2qrtg+s

It can be seen that strategy 1.3 is pre-
ferred wherever the cost of acquisition g
is low. This is reasonable because 1.3 is
the only one of the three strategies that
involves acquisition. Strategy 2.1 is
preferred when the transaction costs of
the external market in intermediate out-
put, t3, are low, and when the loss of
monopoly profits from competitive dis-
tribution, s, is small. This is reasonable
because strategy 2.1 is the only one to
involve an arm’s length sale of interme-
diate output, and the only one to leave

552

JOURNAL OF INTERNATIONAL BUSINESS STUDIES













-

FOREIGN MARKET ENTRY

mitted at all. The reason why subcon-
tracting is so often used is because of
another motive for entering a foreign
country, and that is for access to local
resources - notably cheap labour for off
shore processing. This motive, though
important, is excluded from the present
paper. This shows how important it is
to distinguish different strategic motiva-
tions when discussing institutional
arrangements in international business.

Three interesting and less obvious
results are as follows:

(1) The existence of large monopoly
rents, associated with a high cost of
competition, s, favors strategies which
give the entrant long term control over
either the domestic rival’s production
facilities, or the domestic rival’s distrib-
ution facilities. It favors acquisition
over greenfield investment in either
production or distribution. It also
favors long-term arrangements, like
licensing, over short-term arrangements,
like subcontracting and franchising.

(2) Joint ventures in distribution are a
useful mode of market entry when high
costs of learning by experience, m, dis-
courage greenfield distribution, high
costs of building trust, g4, discourage the
acquisition of distribution facilities, high
costs in the arm’s length intermediate
output market, t3, discourage franchis-
ing, and high costs of arm’s length tech-
nology transfer, ¢,, discourage licensing.
However, joint ventures in production
do not make much sense as a means of
market entry, unless the production joint
venture is part of an integrated joint ven-
ture that handles distribution as well.

(3) In general, the analysis confirms
that market structure is a crucial factor
in the choice between greenfield invest-
ment and acquisition. Entry through
greenfield investment increases local
capacity and intensifies competition,

whereas entry through acquisition does
not. This explains why governments so
often compete to attract inward green-
field investment, whilst taking a restric-
tive attitude to acquisitions at the same
time.

IMPLICATIONS FOR FUTURE
RESEARCH

The model is very flexible, in the
sense that it is easy to modify the
assumptions to address other issues. It
can be extended to include two host
country rivals, or two entrants vying
with each other to enter the same mar-
ket. This requires extending the analy-
sis from duopoly to three-firm oligop-
oly. Introducing a third player not only
increases the scope for competition, but
also introduces new opportunities for
co-operation too. The model can be
rendered more dynamic by allowing
entrants to determine the timing of
entry - a particularly important consid-
eration where growing markets, such as
China or Eastern Europe, are concerned.

The host government plays a very
passive role in the present model.
Strategic interactions between the host
government and the entrant can be
introduced. The host government may
offer tax incentives in return for com-
mitments on local value added, or “job
creation,” which affect the choice of
entry mode. Bargaining may take place
over subsidies. Political risk may dis-
courage FDI and encourage the use of
arm’s length contracts instead. The pos-
sibilities for the firm to minimize global
tax liabilities through transfer pricing
pricing can also be taken into account.

The model can be extended to take
account of foreign investment in ser-
vices, as well as manufacturing. It
already takes an important step in the
direction of analyzing service industries
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