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ABSTRACT

The purpose of this study is to empirically in\geste the effectiveness of The Eclectic Theory jatagxng the
entry mode choices of Taiwanese Electronic Compsrfegms in China markets in the time period of 280 2005 and
includes as many as 267, 324, and 283 firms res@bgt. Through their real business viewpoint , thigdy hopes to
explore how the ownership, location, and interratiizn advantages( OLI advantages) have influenbedentry mode
choices between wholly-owned subsidiaries (WOS)j@intlventures (JV) of Taiwanese Electronic Congrts firms
and identify which factors have important impaatstieir choices of entry mode and hopefully to glevmeaningful
suggestions for the new coming firms which warvest in the China market in the near future .

INTRODUCTION

The Eclectic Theory ( is also called OLI theory ddh®n the first letter of each advantapap been one of the
main frameworks which were widely applied in thestp explain and examine the foreign direct inwvestt (FDI)
decisions of multinational firms over the past therades. (Xuemin Zhao and Reinhold Decker, 200Z-®)p

Dunning (1977) first introduced the OLI theory alater the theory was developed by Dunning himsE¥#BQ,
1988, 1995, 1998, 2000) and other scholars sucGaminow (1985) ; Hill, Hwang, Kim (1990); Macharair&
Engelhard (1991) ; Agawal & Ramasvisami, (1992);0d&ock, Beamish & Makino, (1994) ; Brouthers, Brars &
Werner (1999); Brouthers, K.& L. Brouthers (2000antwell & Narula (2003).

The eclectic theory, in short, is an attempt tegnate various FDI theories into a general framé&worexamine
the choice of entry mode. This theory proposed thatchoice of market entry mode is determinedhrgd sets of
advantages/ variables: ownership advantage, lotatttvantage, and internalization advantage. (Dupni®80, pp
9-31)

Dunning (1988) stated that firms will choose thestrepppropriate entry modes to enter the foreigrketarbased
on how much OLI advantages a firm possesHexhi Ekeledo K Sivakumar (2004, pp 71-72) concluded that the
more OLI advantages a firm possesses, the grdwerobability it will adopt an entry mode with alh control level
such as wholly owned venture. (Zhao, X.; R. Decif04, pp 8) Some important entry mode scholars thed
determinant factors on the OLI Theory from somevjmes studies are listed in Table 1 and Table 2.

Table 1. important entry mode determinant factors fom some previous studies

Scholar factor Entry mode
Agarwal, 1 .firm size exporting, licensing,
Sanjeev, 2. multinational experience joint venture, and
Ramaswami, 3. the ability to develop differentiated products sole venture
Sridhar N..(1992)| 4. Market potential

5. investment risk

6. contractual risk
Lance Eliot 1. firm size Wholly owned, joint
Brouthers, Keith | 2. multinational experience venture, licensing or
D Brouthers, 3. contract risk, franchising,
Steve 4. investment risk, exporting.
Werner.(1999) 5. market potential, and

6. product differentiation

The Journal of International Management Studiesyivia 4, Number 1, February, 2009 77



Hill,Huang and 1. country Risk high control entry
Kim(1990) 2.location Familiarity mode, low control
3.demand Conditions entry mode

4 .volatility of Competition

5.value of firm-specific know-how
6.tacit Nature of know-how
7.extent of national differences
8.extent of scale economics
9.global concentration

Source: this study

Table 2. Determinants of Entrx mode in Erevious stdies

v Reference Previous studies

Firm size Leung et al. (2003), Nakos and Brouthers Positive

( number of employees) | (2002),Evans( 2002)

International experience Reuber and Fisher (2003), Evans( 2002); King Positive
and Tucci (2002), Nakos and Brouthers (2002)

Firm —specific assets Hill et al., (1990), Hennart, (1991), Erramilli Positive
and Rao, (1993) ,Madhok, (1998)

Market potential Nakos and Brouthers 200_2; Eicher and Kang Positive
2002; Chung and Enderwick(2001)

. Leung et al. (2003); Evans (2002); Cristina and .

Cultural distance Estebgan( 20(()2) ) ( ) Negative

Production Cost élgmgi}nzn(dzgg;r;lng (2002);Cui, Jiang,and Positive

Host Government Brouthers( 2002 ); Mutinelli and Positive

regulations Piscitello( 1998);Cui, Jiang and Stening (2007)

Country Risk and Cristina and Esteban (2002);Brouthers and Negative

environmental uncertainty Brouthers,( 2000); Tahir and Larimo(2006)

. . Larimo( 2000); Tahir and Larimo(2006); .

R & D intensity Brouth((ars anc)i Brouthers,( 2000)( : Positive
1. Hwang & Kim, (1992)

Scale economies 2. Phatak et al. (1996) Positive
3. Tahir and Larimo (2006)

Note: positive means increasing in choosing WOSenwbcbntry; negative means decrease in choosing WG of entry
(Source: this study)

Thus, the author selected the OLI approach agémeeiwork of this study to empirically identify tié ownership,
location, and internalization advantages influenttedd ownership —based entry mode choices of TaiseB#ectronic
Components firms operating in China in year 20@®4and 2005.

LITERATURE REVIEW

The OLI theory proposed three sets of advantagasAbles (ownership advantage, location advantagd,
internalization advantage) as its key componentsflaence and determine the FDI firms’ entry modiecisions.
(Dunning, John H., 1980, pp 9-31).The main idea®lif advantages/ variables are described in tHevahg section.

Ownership Advantages (Firm Specific Advantages)

Dunning (1991, pp 123) defined ownership advantage$any kind of income generating assets whicheniak
possible for firms to engage in foreign productiod¢ also pointed that ownership advantages areetned with the
extent to which the firm has tangible and intangiassets unavailable to other firms (Dunning, 188@hning, 1988).
Ikechi Ekeledp K Sivakumar (2004, pp 72) defined ownership adwgedaas the competitive or monopolistic
advantages of the firm that helps the foreign fionevercome the disadvantages of competing withdta firms.
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Based on the above definitiomsnumber of the ownership specific variables apeeted to have an influence on
the choice of entry mod&hree main FDI determinant factors within the ovehip advantages have been found more
frequently in the previous studies as listed atldah the investing firm’'s size, their internatibrexperience, and
firm-specific assets (the company’s ability to depedifferentiated products).

Location Advantages (Country Specific Advantages)

According to Dunning(1980; 1988), location advaetageferred to the extent to which the firm wilbfir by
locating its ownership advantages on a foreign etatkechi EkeledoK Sivakumar(2004, pp 72) defined that location
advantages refers to the market potential and cpuigks that make conducting business in the fpremnarket
profitable.

Thus, according to the above definitions, The locaspecific advantages include economic variafdesh as
the production factors, transport and telecommuitioa costs, scope and size of the market, and ptijtical
variables such as the common and specific goverhp@ities towards Foreign Direct Investment aratlé issues),
and ®cial- cultural variables (such as psychic distabeéveen the home and host country, language aldraiu
diversities, general attitude towards foreignens} atc)

Internalization Advantages

Dunning defined internalization advantages are éhakich the best interest of firms possessing osiripr
advantages to transfer them acrassional boundaries withithe own organization, rather than selling themthar
right to use them, to foreign firms (Dunning, 1988ccording to Salih Kusluvan (1998, pp 175), intdization
advantages refer to the advantages of controltingrdinating ownership and location specific adages within the
firms rather than selling the right to use thoseaatlages to domestic firms in the host country.

From the above definition, it suggested that fisheuld choose an entry mode that can minimizertiresaction
costs caused by the transfer of firm-specific ass@id can avoid the risk of the free-riding of fsmeputation to
balance the trade-off between their uncertaintgamfintry risk and the reach of the scales of ecoesrm their host
market expansion.

METHODS AND HYPOTHESIS

Data and methodology

The data of Taiwanese Electronic Components firperating in China in year 2003 to year 2005 weedug
the empirical analysis. The data were from the V8yrof Foreign Direct Investment by manufacturingis “in year
2003, 2004, and 2005, which was conducted annbgliyre Statistics Department of the Ministry of Bomic Affairs,
R.O.C. Thus, the quality of the data is better totimer sources of information due to the rigorodsiaistrative
procedures of the survey representativeness ofrédbpondents and the high response rate. The tataber of
observations in year 2003, year 2004, year 20@67s 324, and 283 firms respectively.

Binary logistic regression is the recommended aisilechnique when the dependent variable is hir{Ball &
Tschoegl, 1982; Kachigan, 1986) Thus, consistetit wiany previous studies of foreign market entrydenghoices
(e.g. Agarwal & Ramaswami, 1992; Erramilli & Ra®9B; Gatignon & Anderson, 1988; or Kim & Hwang, 29&nd
because of the nature of the dependent variabldsiratependent variables in this study, we used rpihagistic
regression procedure (with SPSS 12.0 version) asattalysis tool to test the relationship between dbpendent
variable (WOS vs. JV) and the independent varialilee probability of a Taiwanese firm choosing a B/éntry mode
in preference to a JV entry mode is modeled aeviai

P(i=1)=1/(1+ exp-¢—XiBi) = a +p1 X1 432X2 +...4bnXn

Where P (Yi = 1) means the probability of choosm@VOS entry; X1, X2, X3...Xn are the 10 independent
variables in this study ( They are Firm size, In&ional experience, Firm-specific assets ,Marka¢mtial, Production
cost, Cultural distance, Government regulation palicies , investment risk ,scale economies and R)&p1, B2,
B3......... Bn are coefficients of independent variables amlthe intercept parameter.
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Yi is the dependent variable, we assign a WOS nasde value of 1 and a JV mode is assigned as the w&0.
Xi is the vector of the independent variable fag tth observation. Bi is the coefficients of indegent variables and
is an intercept parameter. (Amemiya, 1981) It isduto estimate the probability that one event ccgWOS entry
mode in this study) rather than another (JV entrydenin this study). The estimated coefficient repras the
probability of choosing WOS as the entry mode .Aifiee sign for the coefficient means that the &bl increases the
probability of WOS are chosen and the negativefaneft signifies the opposite.

Hypothesis

Dunning (1988) suggested that based on the OLI dreork (Eclectic Theory), firms will choose the most
appropriate entry modes into foreign markets. (tk& Sivakumar, 2004 , pp 71-72) Dunning (1980) alsimteal out
that the more OLI advantages a firm possesses griegter the probability of adopting an entry medth a high
control level such as wholly owned venture. (Zh4g,R. Decker, 2004, pp 8) Hence, based on thealiiee review
from Table 2, the author proposed Hypothesis 1-dtygsis 3 (H1- H3) and tested them in the followsegtion.

Result of the empirical testing

The result of the logistic regression on Table dvekd that our study presented a significant exptaggpower
with the p-value at 0.000. In addition, the Cox &retll Rz and Negelkerke R? measures also indibatgoodness-of-
fit of this model, with a high level of explanatopgpwer. More importantly, the classification acayraate of the model
is much greater at 90.8 % (2003), 78.9 %( 2004), 92(52005) respectively .The model thus provides rimegdul
information for identifying important determinardgentry mode choice.

Table 4. the result of logistic regression of entrynode of Taiwanese firms in 2003-2005

v 2005 2004 2003
H1 1. Firm Size 1.727* .794** 1.647**
( number of employees) (.908) (.350) (.546)
2. International Experience 4.41 3%+ 1.487* 1.359%**
( year of FDI) (1.407) (.678) (.470)
3. Firm-specific Assets 3.051*** 441 3.971%**
( Technology) (1.015) (.310) (.709)
Firm-specific Assets 1.680*** 791 xxx 1.340%**
( management skills) (.581) (.238) (.449)
Firm-specific Assets (ability t 3.724%* 1.737%* 2.462%**
differentiate products) (1.196) (.372) (1.436)
H2 4. Market Potential .349 A37* .318
(.5675) (.237) (.383)
5. Cultural Distance -6.250*** -.889 -1.495
(1.771) (.801) (1.314)
6. Production Cost 2.665%** 1.5 1%+ -574
(Land cost) (.926) (.336) (.519)
7. Production Cost 1.507*+* AT72 1.959%**
(raw material cost ) (.564) (.452) (.517)
Production Cost (labor cost) 157 A410* 3.005***
(.884) (.247) (.607)
8. Host Government 8.433%* 1.336%** 1.758
Regulations (4.109) (.321) (.995)
H3 9. Country risk and uncertaint -.334 -.174 -.907**
(.508) (.281) (.418)
10. Scales of economies 1.891* N i
(.993) (A | e ——
11.R & D intensity -2.113%** -1.038*** 167
(.718) (.350) (.399)
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Goodness- | X 2 193.620 *** | 150.551** | 136.290***

of-fit -2 Log Likelihood 270.800 684.434 172.541
Cox & Snell R? .305 .186 .289
Nagelkerke  R2 524 273 .537
Percent correctly classified 90.8% 78.9% 92.5%
Number of sample 267 324 283
Entry mode choice JV: 37 JV: 82 JV: 50

WOS: 230 WOS: 242( | WOS:233

Notes:1. *** ** and * indicate significance at the 1G and 1 percent levels respectively.
2. Standard error in the parenthesis

The result of the logistic regression model of #tisdy on Table 4 shows:
H1 is strongly supported in this study: There oaitive correlation between Ownership Advantagdrés( Size,

International experience, and Firm-specific assats]) Choice of Entry Mode.

1. “Firm size(number of employees)” has a positivensagd is significant at gt 0.1, p< 0.05, and p< 0.01 level
in year 2003, 2004 and 20@&spectivelyThus “Firm size” is supported in this study,

2. “International Experience” has a positive and digant effort in the factor “year of FDI" at g 0.01 , p<
0.05 ,and p< 0.01 level in year 2003, 2004 and 20@Spectively Thus International experience on years of
operation in foreign markets is supported in thiglg and is consistent with the previous studieBaible 2.

3. “Firm’s asset-specificity’has a positive and significant effort at p <0.0delen year 2003 and 20Q®spectively
Thus firm’s asset-specificity is strongly supportedhis study and is consistent with the previsuslies in Table 2.

H2 is partly supported in this study: There is aifdee correlation between Location Advantages dpuation cost
and government regulation and policies) and Chofdentry Mode.

4. “Market potential” has a positive sign in this wey of all the three years, but it does not shoatistically
significant for the Taiwanese firms’ choice of gntmode Thus “market potential” is not supported by this
empirical survey.

5. “Cultural Distance” variable in this survey showsgasitive sign in year 2003 and year 2004 and ésdaot show
statistically significant in the result, which idied that “Cultural Distance” is not a significasairiable for the
Taiwanese firms in choosing entry mode in Chinat iBiyyear 2005, it shows a negative sign and sigsificant at
the 0.001 level for the choice of JV entry modencBi Taiwan and China tie together somehow basdtieosame
language in the Confucius’s cultural immerge, sanadter the different politic insist on each sidéraiwan Strait.
Most of the firms feel no cultural distance in commitating with each other when doing business im&h

6. “Production cost factors “in China have significamipacts on firms' decisions in choosing their gmiode when
firms enter into the China market. ihdicates that the land, production factors (on maaterials and labors
advantages in China ) have significant effect anyamode decisions. Thus it is supported in thiglgt

7. “The limitation of the host country’s governmenguoéation” has significant effect on entry mode demis in Year
2004 and year 2005. Thus government regulationpparted in this study.

H3 is partly supported in this study: There is &ifpee correlation between Internalization Advarsgand

Choice of Entry Mode.

8. “Country Risk” has slightly significant effect on entry mode d@mis, thus not supporting Hypothesis 2c in Year
2004 and Year 2005. The majority of our sample dirempress they did not feel so much uncertaintycofhomic
and political conditions in China.( More than 70%tlué sample firms don't think there are uncertajmtoblems in
the economic and political conditions in ChinaBit it should notice that although most of the firoonsider that
there exist severe competition in the industry in@ (50 % to 70%), these firms still rush to inviesChina to
pursuit for profit in doing business in that potahtarket . Yet it showed no statically significann this survey in
the influence on entry mode decision.

9. “R &D Intensity” has significant effect on entry mhe decisions in year 2004 and 2005, thus suppoktyppthesis
3b at p <0.01.

10. “Scale economies” shows a significant effect omemode decisions in year 2004 and 2005 at p < @@, thus

supporting Hypothesis 3b.
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11. The summary of the statistics result of the hypsighesting in this study is listed in Table 3.

Table 3. summary of statistics result on the hZEOthiis testinc_] SOLI! in this emeirical studz

Hypothesis v Empirical result | Hypothesis testing

Firm size ( number of employees) + Supported

H1(O) International experience + Supported
Firm —specific assets + Supported
Market potential + Not supported.

H2(L) Cultural distance - Not supported.
Production Cost + Supported
Host Government regulations - Supported
Country Risk - Not supported.

H3(I) R & D intensity + Supported.
Scale economies + Supported.

e — — — — W ———— i i bbb
Note: Positive sign (+) means increasing in chogsidiOS mode of entry; Negative sign (-)means deerigashoosing
WOS mode of entry.

CONCLUSIONS

The purpose of this study is to empirically explbie@v the ownership, location, and internalizatialvantages
influenced the entry mode choices between whollywdv subsidiaries and joint ventures of TaiwanestEdinic
Components firms which invested in China marketmfrd003 to 2005 .Through their viewpoint, this studgntified
the factors that could influence their entry modw®ices in China market and hopefully provides megtui
suggestions for the new coming firms which wanhtest in the China market in the near future .

The results of this study supported the eclectoitih The eclectic theory has a good explanatottityafor entry
mode choice by the Taiwanese Electronic Compori@ms in 2003, 2004, and 2005. Many of the restribsn the
analysis of this study are consistent with thetagsliteratures as in Table 2.

The result indicated that seven variables in thislys were statistically significant. The ownerslagvantages
( large firm size, more international experiencerenfirm-specific assets ), the location advantggeseap production
cost and less government regulation ) , the intematéon advantages (R & D intensity and scale ecoies) have
increased the probability for the Taiwanese firmshoose a WOS mode as their entry in China .

From an entry mode perspective, a wholly- ownedsislitiries is preferred by Taiwanese Electronic Congmts
firms in the following conditions: firstly, if a fim has large size, more international experienod, rore ability to
develop differentiated products ; secondly, if theget host governments offers favor investmengrtives and are
available with more cheaper production factors sagland , raw materials , labor ; and thirdlysit critical factor to
consider the protection of firm-specific know-holat afford their firm’'s competitive advantages le thost foreign
market. This study finds that wholly-owned subsigiegs the preferred method of entry of the Taiwan&bectronic
Components firms in China markets in the time pkedb2003- 2005.
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