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Although it is established that firms sometimes expand abroad to augment their capabilities,
previous studies have generally focused on technological determinants of foreign expansion. We
analyze capability-seeking aspects of foreign direct investment by examining the relationship
between upstream (technological) and downstream (marketing) capabilities and the choice
between acquisition and greenfield modes of international entry. In analyzing 2175 entries by
British, German, and Japanese investors into the United States, we find that for downstream
capabilities, which tend not to be geographically fungible, the absolute level of capabilities
in the entered industry explains the mode choice. However, for upstream capabilities, which
tend to be geographically fungible, the acquisition motive stems from a relative capability
differential between host and home country firms. These results have implications for the concept
of fungibility in the resource-based view of the firm as well as for the literature on sourcing of
resident assets by foreign firms, which has thus far ignored issues of entry mode and downstream

assets. Copyright © 2002 John Wiley & Sons, Ltd.

Since the early 1990s, there has been an under-
standing that foreign direct investment (FDI) not
only exploits (Morck and Yeung, 1991) but also
augments a firm’s existing capabilities (Caves,
1996). The latter, the augmentation aspect of for-
eign entry, has been the focus of recent empir-
ical studies on FDI. These studies have cen-
tered on issues of ‘reverse internalization’ (Eun,
Kolodny, and Scheraga, 1996) or ‘asset-seeking
FDI’ (Chung, 2001; Tsurumi, 1976; Yoshida, 1987;
Wesson, 1993; Zahra and Hitt, 2000; Gupta and
Govindarajan, 2000). This research has provided
some insight into the phenomenon of asset-seeking
investments as multinationals seek to enhance
existing capabilities, but overall the evidence is
ambiguous. Sector-specific studies have shown
some evidence of the asset-seeking motive (Shan
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and Song, 1997); however, empirical studies at the
macro-level have failed to detect strong evidence
of this motive (Kogut and Chang, 1991; Anand and
Kogut, 1997). One explanation for this discrepancy
is that the sector-specific studies were made in the
areas in which asset-seeking behavior was most
likely to be observed. A second explanation is that
earlier studies have looked at samples of acquisi-
tions to identify the asset-seeking motive. In this
empirical study, we have tried to understand these
issues and to contribute to the underlying litera-
tures.

Previous studies in the asset-seeking stream have
primarily focused empirical attention on upstream
capabilities like R&D activities (see Caves, 1996:
9-11), with less attention given to the role of
downstream capabilities, such as advertising and
distribution. Yet, when considering the determina-
tion of foreign investment strategy, downstream
capabilities play a prominent role (Horst, 1974;
Caves and Mehra, 1986; Morck and Yeung, 1991;
Hennart and Park, 1993) for numerous reasons.
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First, downstream assets are frequently required
to complement a firm’s intangible technological
advantages (Teece, 1986). Second, distribution sys-
tems and advertising are pernicious barriers to
entry (Bain, 1956; Porter, 1980). Third, existing
brands have a limited cross-border transferability
(Hennart and Park, 1993) and distribution systems,
by their complexity and physical nature, are not
internationally mobile (Horst, 1974).

We attempt to resolve some of the discrepancies
found in earlier research on the capability aug-
mentation aspects of FDI by focusing on the role
host country marketing or downstream capabili-
ties play in the determination of foreign invest-
ment strategy. We explore questions germane to
capability-seeking FDI by looking at downstream
and upstream capabilities and their relationship to
the entry mode choice. In formulating our hypothe-
ses and conducting our empirical results, we con-
sider how upstream and downstream capabilities
differ along such dimensions as geographic fun-
gibility and localization or location specificity. We
then examine the impact that these dimensions have
on the choice to enter by acquisition or greenfield.

As we argue, for downstream capabilities, which
are not geographically fungible, the absolute level
of capabilities in the entered industry is adequate
for explaining the mode choice. However, when
capabilities are geographically fungible, such as
for upstream capabilities, the impetus for acquisi-
tions emerges from a relative differential between
host country firms and the entering firm. Although
previous literature has cited fungibility as an impor-
tant aspect of firm capabilities (Wernerfelt, 1984),
empirical research has yet to define the properties of
fungible capabilities, or the conditions required for
exploiting existing capabilities in new businesses.
We seek to create such a definition while extending
the literature on entry mode choice.

PREVIOUS RESEARCH

The motive to acquire

In absolute terms and as a proportion of total
FDI, cross-border acquisitions have been increas-
ing rapidly. For example, U.S. Department of
Commerce data show that in the 1980s more than
half of all the FDI into the U.S. was made in
the form of acquisitions, a share which continued
to rise in the 1990s. As has been argued in
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the resource-based and evolutionary perspectives,
acquisitions are a mechanism used to exchange
capabilities that are otherwise not possible to effi-
ciently redeploy (Capron, Dussuage, and Mitchell,
1998; Seth, 1990; Lubatkin, Schulze, Mainkar and
Cotterill, 2001). The exchange concerns both effi-
cient deployment of existing capabilities in the host
country, as in a FDI, and the internalization of
new capabilities, bundled as a firm (Penrose, 1959;
Wernerfelt, 1984).

As is well documented, firms can deploy
existing firm-specific capabilities in a host country
via FDI (Caves, 1996), yet when making this
deployment the new competitive conditions of the
host country can place a demand on the firm to
reconfigure existing capabilities or acquire new
capabilities (Teece, 1982; Caves, 1996; Zaheer,
1995). Internal development is one option for this;
however, the rigidity of organizational routines
constrains a firm in developing new capabilities
in business activities that vary substantially from
existing activities (Nelson and Winter, 1982;
Teece, 1987). Where there is difficulty in internal
development, a firm can meet demands for new
capabilities by entering factor markets, or it can
enter the market for corporate control and purchase
required capabilities bundled in a firm (Wernerfelt,
1984). However, information asymmetry and
opportunism inhibit market-mediated resource
transactions (Williamson, 1975), and the cost of
using the market increases as resources become
more firm-specific and complex (Chi, 1994).
Hence, if a firm faces capability demands on
foreign entry, and the capabilities are subject
to market failure, acquisitions permit the firm
to efficiently obtain required capabilities (Teece,
1987; Mitchell, 1994). As summarized by Wilson
(1980: 63), ‘companies without significant foreign
experience may find it necessary to buy existing
firms for the purpose of acquiring the capability of
dealing with the local environment.’

The flip side of this argument is firms that
possess strong capabilities do not have an incen-
tive to acquire (Hennart and Park, 1993). In such
cases, there is little value in paying a premium
for a foreign target (Doukas, 1995; Markides and
Ittner, 1994), especially when a firm possesses
the relevant capabilities. Further, these capabili-
ties may be easier to exploit by a greenfield entry
than by the acquisition of a firm that can be rid-
dled with organizational inertia (Barkema and Ver-
meulen, 1998). Greenfield investments also offer
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the investor greater flexibility in the location of
plants, decisions about capital outlays, and the
design of management systems (Yoshida, 1987).

Upstream assets and entry mode

In studies of FDI, a robust finding has been
that technological capabilities, as embodied in the
intangible assets of the investing firm, provide it
with competitive advantages over local rivals in
the foreign environment (Caves, 1971; Dunning,
1973). Empirical research in this area has typi-
cally focused on investments made by U.S. firms
in the postwar era, or those made by European
firms in their colonies and former colonies (see
Dunning, 1993, for a review), in which the foreign
investment served as a mechanism for exploiting
a firm’s technology in international markets. More
recently, however, global competition has become
less asymmetric, and firms from a wider number
of countries have been competing for global dom-
inance. Part of this competition is to acquire the
most advanced technology in a firm’s field. Firms
make investments not only to access markets, but
also to tap into locally resident technology. Since
technology is intrinsically fungible across bor-
ders, firms seek worldwide revenues from technol-
ogy developed in spatially bound locations. While
firms in global industries need to seek capabili-
ties by locating and conducting technological and
other important activities outside the home coun-
try, the difficulty of developing host country res-
ident capabilities in subsidiaries (Birkinshaw and
Hood, 1998) suggests that even within globalizing
industries a firm’s capabilities and advantages tend
to reflect home country expertise.

The research stream exploring capability-seek-
ing behavior differs from the focus on intangible
assets as drivers of foreign investment. It con-
cerns the geographical ‘pull’ of regions (countries)
as an attraction for foreign investment (Anand
and Kogut, 1997). Countries differ in their asset
endowments and advantages for two sets of related
reasons: (1) externalities (shared by all firms)
emerging from variation in factor prices and dif-
ferences in institutional environments and linkages
between various societal and economic institutions
(Freeman, 1987); and (2) the historical accumu-
lation of capabilities at the firm level (Nelson
and Winter, 1982), which, in turn, may not be
independent of location (Kogut, 1991). Empiri-
cal studies on this topic suggest that ownership
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advantages are related to geography. For example,
Dunning (1990: 29) concludes that ‘in high value-
added activities of multinational companies, the
main country specific locational determinants have
shifted to reflect the innovatory and entrepreneurial
dynamism of the recipient economy.” These assets
can be complementary to existing ones and permit
an investing firm to efficiently exploit and enhance
existing competitive advantages.

On one hand, empirical evidence from industry-
level studies of the motive to access location-
specific knowledge is mixed. Kogut and Chang
(1991) and Anand and Kogut (1997), who used
aggregate data to analyze interindustry variance,
found that technologically intensive industries at-
tracted a disproportionate share of FDI; however,
the relative technological advantage of the host
country did not explain the distribution of FDI
among industries. On the other hand, recent sector-
specific studies on biotech and semiconductor
industries report clear evidence of the technology
acquisition motive. For example, Shan and Song
(1997) found that the probability of U.S. biotech
labs to be acquired by foreign firms increased with
the number of patents held by the biotech lab.

One simple explanation for the discrepancy
between studies is that the interindustry vari-
ance is not explained by relative U.S. technolog-
ical advantages because a spectrum of motives
are found within each industry. Single-industry
studies that focus on firms’ relative advantages
uncover intraindustry variance. Technology sourc-
ing is visible only at the intraindustry level, with
the most attractive firms within an industry most
likely to be acquired. This variance is lost when
industries are pooled. Yet, important for our expla-
nation of entry modes, by focusing on firm-specific
advantages, these single industry studies were, by
definition, limited to the analysis of acquisitions of
existing host country firms. The greenfield entry
mode was ignored. Consequently, these studies
were biased towards support of the technology-
sourcing motive.

Indirectly, the results of these studies collec-
tively point to the importance of entry mode.
Kogut and Chang (1991) reported that technology
acquisition by Japanese firms occurred via joint
ventures. Frost (1998) observed a lower rate of
local patent citations by greenfield foreign entries
than by acquired firms. Hence, we expect that the
choice of entry mode will be driven in part by the
relative technological advantages of home and host
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countries. When the host country has a relative
advantage, foreign firms are likely to use acquisi-
tions for entry. When the home country has a rel-
ative technological advantage, a firm will exploit
it abroad by establishing greenfield operations.

This explanation is consistent with recent theo-
retical advances. Acquisitions enable firms to tap
into existing external local networks (Jaffee, Tra-
chtenberg, and Henderson, 1993), and to capture
internal routines (Nelson and Winter, 1982) and
local ‘organizing principles’ (Kogut, 1991). How-
ever, greenfield entry necessitates that required
capabilities are obtained in disembodied form thus
putting the firm at a disadvantage in capturing tacit
resources and knowledge (Capron et al., 1998).
Conversely, if a foreign firm has a relative techno-
logical advantage, it need not pay a premium for
an acquisition. Hence:

Hypothesis 1: The higher the relative technolog-
ical intensity of the host country in the entered
industry, the more likely entry is by acquisition.
Conversely, the higher the relative technologi-
cal intensity of the home country in the entered
industry, the more likely entry is by the green-
field mode.

Downstream assets and entry mode

Downstream or marketing capabilities have been
acknowledged as a critical set of capabilities in
a firm’s overall portfolio (Teece, 1987; Kapferer,
1992; Day, 1994; Hunt and Morgan, 1995). For
FDI, casual and anecdotal observations from the
popular press reinforce the importance of down-
stream assets as a motivation for cross-border
acquisitions (Go, Choi, and Chan, 1996; Ellert,
Killing, and Hyde, 1997) as these accounts suggest
that acquisitions permit an investing firm to access
foreign markets through the provision of local
assets like salesforce and brands. Other observa-
tions are consistent with the supposition that acqui-
sitions can be used for obtaining the downstream
capabilities of local firms. For instance, Hennart
and Park (1993: 1056) note, ‘[foreign] investors
require complementary inputs which can be more
cheaply acquired bundled in a going concern than
in disembodied form on the market’. In this con-
text, complementary inputs are those capabilities
required to support a firm’s intangible technologi-
cal asset advantages (Teece, 1986). Because R&D
and manufacturing have complex links to branding
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and distribution (Chi, 1994), a firm must control
marketing-related activities to stem opportunistic
behavior that can occur when these functions are
contracted to domestic firms (Williamson, 1985).
This is consistent with empirical observations that
foreign entrants tend to find domestic distributors
inefficient (Yamawaki, 1991), and foreign manu-
facturers that invest in local distribution are more
successful (Bergsten, Horst, and Moran, 1978).

When devoid of local marketing capabilities,
multinational firms have several choices for mar-
ket entry. For one, a firm can enter using marketing
arrangements with local firms (Chen and Hennart,
1995). However, these arrangements risk breeding
future competition with local firms, and an entering
firm would generally prefer to have tighter con-
trol over marketing operations. A second option,
building marketing capabilities from scratch, poses
other challenges: such investment in a new envi-
ronment is risky and the returns may be visi-
ble only after an extended period during which
rivals are able to establish dominant positions.
Also, any purchase of inputs is subject to trans-
actional problems, while hiring local managers
to build these capabilities is difficult due to the
firm-specific nature and uncertain imitability of
capabilities (Lippman and Rumelt, 1982). Given
the inseparability of capabilities from owners, the
acquisition of capabilities by the purchase of local
firms remains a dominant choice (Chen and Zeng,
1996).

Brands

Brands are well recognized as a crucial firm-
specific capital resource (Wernerfelt, 1984; Dier-
ickx and Cool, 1989; Amit and Schoemaker, 1993)
and are seen as critical to a firm’s success in its
markets (Kapferer, 1992; Shocker, Srivastava, and
Reukert, 1994). Srivastava, Shervani, and Fahey
(1998) note that intangible marketing-based assets
like brands can be leveraged to reduce costs or
increase margins. Further, brands are rare, diffi-
cult to imitate, fungible and sticky resources, that
require long time horizons to build (Reddy, Holak,
and Bhat, 1994; Bergen, Dutta, and Shugan, 1996).
The process of building a brand requires cumu-
lative investments in advertising and marketing
(Rossiter and Percy, 1997), which leads to aware-
ness as well as positive associations by consumers.
This building process also involves interactions
with consumers. Wernerfelt (1985) has shown that
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consumers switch between brands only reluctantly
due to investments made by consumers in building
user skills. Because of the time-consuming nature
of brand building, existing brands can be difficult
to transfer to new international markets.

Even with the difficulty in transfering brands
internationally, such transfer does occur, albeit
infrequently. Some prominent global brands are
well known to foreign consumers even though
familiarity with the product itself (e.g., Mercedes,
Levis, and Coke) may be lacking (Owen, 1993).
The reputation of hotel chains spreads as trav-
elers cross borders. Consequently, it is not rare
to see hotel chains with wide geographic cover-
age (Dunning and McQueen, 1981). While cross-
border brand transfers do occur, such transfers are
slow, rare, and generally occur only for prominent
brands. In fact, high levels of advertising intensity
in the host country can act as an entry barrier and
deter foreign entry (Kessides, 1986). For example,
entry in the United States is difficult in advertising-
intensive industries because U.S. firms tend to be
highly competitive in these industries (Lall and
Siddharthan, 1982). Hence, even among prominent
brands, foreign penetration is rare: just 6 percent
of the most popular brands in the United States are
owned by foreign firms (Owen, 1993).

The difficulty in transferring brand capital from
one market to another enhances the viability of
using local brands. However, arm’s-length trans-
actions in the market for brands suffer from
transaction cost problems (Caves, 1996). Also,
pricing is problematic because it is difficult to
estimate the financial value of a brand to a new
owner (Kapferer, 1992). Furthermore, effective
brand management requires complex interactions
within the organization and with consumers, which
leads to impediments associated with the trans-
fer of tacit knowledge (Nelson and Winter, 1982).
Given these constraints to the cross-border trans-
fer and market-based purchase of existing brands,
the motivation to capture brands in new markets
often leads to an acquisition (Capron and Hulland,
1999). Consequently, we expect acquisitions to be
more common in advertising-intensive industries.

Hypothesis 2: The greater the advertising inten-
sity in the entered industry, the greater the prob-
ability the mode of foreign entry will be by
acquisition.

Copyright © 2002 John Wiley & Sons, Ltd.

Absolute and Relative Resources 123
Salesforce

Existing marketing relationships are a valuable
firm-specific resource, and are perceived to be
essential to gaining firm-specific competitive ad-
vantage (Dwyer, Schurr, and Oh, 1987; Webster,
1992). Further, distribution and salesforces are par-
ticularly difficult to build and only a small number
of firms have successfully leveraged these capa-
bilities (Smith and Barclay, 1997). This difficulty
arises from the complexity of social organizations,
processes, and systems required to support and
sustain the demanding relationships between buy-
ers and sellers (Capron and Hulland, 1999). Much
time is required to build and sustain salesforce sys-
tems because they are enmeshed in intricate social
networks that require tailoring to the product and
consumer. This tailoring leads to the creation of
highly specific assets, the challenges of managing
which are compounded by difficulties in perfor-
mance evaluation (Anderson and Coughlan, 1987;
Majumdar and Ramaswamy, 1994).

At the other end of the salesforce system exist
complex links to manufacturing, in which the orga-
nizational component of this aspect of the system is
firm-specific (Chi, 1994). This specificity inhibits
market-based exchange of salesforce systems. Fur-
ther, rapid internal development of distribution and
salesforce systems is restricted by the ‘time com-
pression diseconomies’ encountered in the building
of relationships and the development of familiarity
with location-specific business practices (Dierickx
and Cool, 1989). Hence, for a foreign entrant, the
build option for a salesforce system is one that is
difficult to pursue.

The same factors that make a salesforce system
difficult to build from scratch also constrain its
cross-border transferability. Distribution systems
tend not to be fungible across borders because
of their physical nature, and the specific intangi-
ble component found in the relationships between
producer and consumer and in the relationships
between the marketing and production functions.
Given its lack of fungibility, a strong domestic
salesforce system is not sufficient as an impetus
for internationalization (Horst, 1974). As a con-
sequence, when entering a foreign market, a firm
must develop or acquire a new salesforce or dis-
tribution system. However, as argued above, these
systems are difficult to obtain in intermediate mar-
kets, and time-consuming to build. Therefore, the
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most efficacious option for foreign entry is often
an acquisition.

Hypothesis 3: The more intensively salesforce
is used in the entered industry, the greater the
probability the mode of foreign entry will be by
acquisition.

RESEARCH METHODOLOGY

Data description

We tested our three hypotheses using a sample of
entries made into the United States in the 1974-91
period. Entries into the United States were col-
lected from compilations of foreign entry by the
International Trade Administration at the Depart-
ment of Commerce, published annually in Foreign
Direct Investment in the United States. We first
selected all entries made by the major investing
countries into the United States during the time
period for the study: 1974-91. The major invest-
ing countries were Japan (4160 entries), the U.K.
(2778 entries), Canada (2316 entries), Germany
(1540 entries), France (924 entries), the Nether-
lands (745 entries), and Switzerland (556 entries).
We expect a substantial part of the Canadian FDI
to be made by the Canadian subsidiaries of U.S.
firms. This complicates the identification of the
capability-sourcing motive, because the base for
the parent firm of the Canadian subsidiary is in
the United States, suggesting that it has already
developed capabilities suitable to the American
context. Further, Canada’s locational contiguity to
the United States and the Free Trade agreement
raise distinct issues that merit their own analysis.

The Dutch and Swiss investments were
dominated by a small number of firms (Philips,
Unilever and Shell in the Netherlands, and Nestlé
in Switzerland), so the R&D data were not
released for enough sectors to allow testing.
Initially, we included the French data, but the
highly aggregate nature of the concentration data
from French sources meant that the results,
while in line with the predicted relationships,
were poor. Consequently, we removed the French
data from the analysis. This left three countries,
Japan, Germany and the United Kingdom, which
accounted for 65 percent of all investments in the
United States by major investing countries.

The next sample selection criterion was the mode
of entry. The International Trade Administration
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lists six categories of foreign direct investment:
acquisitions/mergers, new plants, joint ventures,
equity increases, real estate purchases and all other
(branches, agencies, representative offices, stores,
outlets, warehouses, and unidentified transactions).
In our sample, acquisitions conformed to the acqui-
sition and merger category. We coded entries iden-
tified by the International Trade Administration as
new plants as greenfields. Although joint ventures
(JVs) represent an alternative source of learning for
new capabilities (Inkpen and Beamish, 1997), JVs
accounted for less than 10 percent of the entries
made by firms from these three countries. Hence,
all other forms of entry were not included in the
sample.

After these sample selection procedures, and the
elimination of cases with missing values, the sam-
ple comprised 2175 entries, counted at the 4-digit
SIC level, made by firms from Germany, Japan,
and the United Kingdom into the United States
during the 1974-1991 period, inclusive. Means
and correlations of all variables are provided in
the Appendix. Table 1 summarizes the hypotheses
and definitions of all variables.

Independent and control variables

We constructed three measures of the brand and
salesforce demands of the entered industries. Two
measures were constructed from expenditure data,
with the third computed from employment data.
We used industry-level data because the hypothe-
ses concerned the capabilities a foreign firm needs
to acquire to compete as a typical firm within the
U.S. industry that it entered.

We utilized advertising expenses and sales ex-
penses, respectively, as measures of brand equity
and the intensity of distribution in the entered
industries. We obtained data for constructing these
measures (and the R&D measure) from the Fed-
eral Trade Commission (FTC) Line of Business
Report for 1977 for the United States. The FTC
report defines advertising as media advertising
expenses. Sales expenses are defined as other
selling expenses. We used salesforce information
as the second measure of the intensity of distribu-
tion. We developed this measure from employment
information compiled in a 50,000-firm survey of
the employment practices of U.S. firms conducted
by the Bureau of Labor Statistics, U.S. Depart-
ment of Labor. This survey collected information

Strat. Mgmt. J., 23: 119-134 (2002)



Absolute and Relative Resources 125

Table 1. Summary of hypotheses and variable definitions

Hypotheses Measures Relationship
to acquisition
frequency
H1: Technological capabilities 1. Difference in R&D expenditure intensities between +)
host and home countries (host less home)
2. Dummy variable that takes a value of one if R&D
expenditure intensities in the host country are greater
than those in the home country
H2: Brands 1. Advertising expenses as percent of sales (host +)
country)
H3: Salesforce 1. Selling expenses as percent of sales (host country)
2. Salesforce employment as percent of overall +)
employment (host country)
Dependent variable
Proportion of entries by acquisition Binary responses for individual entries (acquisition = 1,
greenfield = 0) are grouped by the 4-digit SIC
industry—home country—year of entry, to form a
group-level proportion of entry by acquisition
Control variables
Technological intensity 1. R&D expenditures as percent of sales in host country —
2. R&D expenditure as percent of sales in home country —
Technological intensity of industry Sum of R&D expenditure intensities in home and host —
countries (host R&D plus home R&D)
Industry size Average annual value of shipments (1975-85) (=)
Industry growth rate Growth in sales (average % increase over previous year) (+)
U.S. concentration 4-firm concentration ratio (%) 1972, 1977, 1982 (+)
Home country concentration 4-firm concentration ratio (%) 1982 —
Germany dummy Country dummy (Germany = 1) +)
Japan dummy Country dummy (Japan = 1) (+)

Fixed effects for industry
Fixed effects for time

SIC 2-digit industry dummy variables
Year of entry dummy variables (1974 to 1991)

on the number of employees in specific employ-
ment categories. The U.S. Department of Labor
defined one employment category as salesforce
(persons selling goods and services and others
directly related to sales). Our salesforce measure
was the number of salesforce employees in an
industry divided by the total number of employees
in that industry.

To capture the effect of technology in the home
and host countries, we used the sum and difference
of R&D intensities (R&D expenditures divided by
industry size) within industries in the home and
host countries. The former captures the overall
technological intensity of a sector, whereas the
latter captures the relative position of the two coun-
tries. Given the high correlation between R&D
intensities across countries (r = 0.70), we cannot
use these measures without this transformation. We
gathered the R&D measures for Japan, Germany,
and the United Kingdom from unpublished data
collected by the OECD, as carried in the Business

Copyright © 2002 John Wiley & Sons, Ltd.

Enterprise and Research Development (ANBERD)
dataset. The data were reported annually for the
1973-90 period.

We used several controls to account for the
effects of industry, time, and the country of ori-
gin of the investment. For country-level effects,
we coded one dummy variable for German entries
and one for Japanese entries. For industry-level
variables we used standard proxies for market
attractiveness and entry barriers: home and host
country industry concentration, industry shipments
and shipment growth as available from unpub-
lished reports of the U.S. Department of Com-
merce. The U.S. concentration data were available
for the years 1972, 1977, and 1982. We matched
these data to the entries made in the most prox-
imate years. All industry measures were made at
the 3- or 4-digit SIC levels. We obtained European
concentration data from EU sources, and Japanese
concentration data from the Fair Trade Commis-
sion of Japan.
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Research design’

To test the three hypotheses, we use a design that
permits investigation of the effect of cross-industry
variance in upstream and downstream capabili-
ties on the propensity to enter by greenfield or
acquisition plant. Our variable of interest is a
binary response—acquisition or greenfield—for
each individual entry. However, our independent
variables are at the industry level. To avoid over-
sampling, which would be the case if we used
a discrete choice model in which each individ-
ual entry counted as one observation, we used a
grouped data approach, and analyzed the propor-
tions of acquisitions within a group.

Grouped data can be obtained by observing the
responses of individual entrants, each of which
belong to the same category (Greene, 1997: 894).
We grouped individual responses by the 4-digit
SIC industry of entry, year of entry, and home
country of the entrant. This grouping creates an
industry-level dependent variable, which is the
proportion of investments made by acquisition
in unique industry—country—year categories. The
appropriate statistical technique for estimation is
a grouped probit model with a logit distribution
for the dependent variable. The estimation and
interpretation of coefficients in a grouped probit
model is similar to an individual response probit
model. The one adjustment that needs to be made
is to rescore proportions that equal O or 1 as
0.001 and 0.999, respectively, to avoid problems in
the maximum likelihood estimation that can occur
when proportions equal O or 1 (Greene, 1997: 896).

This combination procedure for our 2175 entries
resulted in 1508 discrete industry—country—year
groups. The largest number of entries in a group
was 41—Japan’s entries into automotives in 1990,
97.6 percent of which were by greenfield. Seventy-
six percent of groups had one observation. We ran
a grouped probit model with fixed effects for entry
year as well as SIC 2-digit fixed effects, both of
which were significant as a group in all models
reviewed below.

!'We initially implemented statistical testing using a binary
choice model in which each entry counted as an observation.
This form of modeling led to deflated standard errors and inflated
t-statistics for several coefficient estimates. Following the expert
assistance of an anonymous reviewer, we implemented a grouped
probit model, which is a qualitative response model estimated
by many statistical packages such as LIMDEP and SAS.
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RESULTS

In Table 2, we report the results of eight specifi-
cations. As indicated by the chi-square statistics,
each of the models was a significant and substan-
tive predictor of the entry mode choice. The first
six models in Table 2 differed in the independent
variables that were included in the model. In all
models, positive signs on a coefficient indicate a
greater propensity to enter by acquisition.

Model 1 shows the effects for the control vari-
ables, while accounting for industry fixed effects
and the fixed effects for the time of entry. The addi-
tion of the control variables marked a significant
improvement over the fixed effects only model. In
Model 1, the coefficients for home concentration,
the country dummies, and the two groups of fixed
effects were significant at the 0.001 level. Industry
size, as measured by shipments, industry growth,
and host concentration, was not significant in any
of the six models. If we excluded the fixed effects
for industry, industry size was significant at the
0.05 level, and had its expected negative sign.

Model 2 initiates the hypothesis-testing portion
of the analysis. Hypothesis 1 predicts that the rela-
tive level of technology drives the choice between
acquisition and greenfield. We test this hypothe-
sis, while also testing for alternative explanations.
We first examine the effect of host country R&D
on the choice to acquire. As shown in Model 2,
host country R&D by itself is not significant and
its addition to the basic model does not improve
model fit. This is evidence that the absolute level of
R&D spending in the host country does not affect
the entry mode choice. A similar test (not shown)
of home country R&D shows that the inter-sectoral
levels of home country spending on R&D did not
affect the entry mode choice. This evidence is con-
sistent with the thrust of Hypothesis 1; however,
independent of other tests it does not provide con-
firmation.

Model 3 adds the R&D sum and difference vari-
ables to the basic model. The R&D sum variable
acts as a test of the effect of absolute expendi-
tures on the build vs. buy decision, while R&D
difference tests the relative expenditure effect.
The positive sign on the R&D difference dummy
variable (p < 0.05) supports Hypothesis 1, while
R&D sum is not significant. This result shows
that acquisitions took place in sectors in which the
home country trailed the host country in terms of
technology.
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Models 4 and 5 look at the effect of the mar-
keting capability variables in isolation as well as
testing the effect of the R&D sum and R&D differ-
ence variables. The two downstream capabilities
variables shown in the table had similar effects.
The coefficients on the advertising intensity and
the salesforce employment intensity measure were
significant (p < 0.001) and positive. A test of the
sales expenditure variable (not shown) likewise
revealed highly significant and positive effects.
Furthermore, as indicated by the incremental chi-
square statistics, the addition of these variables
improved the overall fit of the model compared
to a model without any downstream capabilities
terms.

Model 6 presents a further refinement of the
modeling procedure through the addition of the
salesforce employment measure to the specifi-
cation reported in Model 4. Influence and VIF
statistics indicated this model had no collinearity
problems, and the coefficients on the advertising
expenditure and salesforce measures were signifi-
cant and signed as predicted. Further, the addition
of the salesforce employment term significantly
improved the model’s fit compared to the adver-
tising expenditure only model (Model 4). We note
that a model with both advertising and sales expen-
ditures was not interpretable because of the high
collinearity (r = 0.79) between the two expendi-
ture terms.

Model 6 also displays results common to Models
2-5 with respect to the control variables. The size,
growth rate, and home concentration of the sector
in which an investment was made did not affect the
build or buy choice. Further, acquisitions were less
frequent when made by firms from more highly
concentrated industries in the investor’s home
country. Finally, we observed that firms from the
United Kingdom had a markedly higher propensity
to acquire than firms from Germany or Japan. The
preference for Japanese firms to enter by greenfield
is well noted in the extant literature (Anand and
Kogut, 1997; Beamish, Delios, and Lecraw, 1997).
Similarly, British firms’ preference for acquisitions
has been noted (Kogut and Singh, 1988, Anand and
Kogut, 1997). These differences in propensities by
home nation may be attributed to market-driven
corporate governance systems and active markets
for corporate control in Anglo-Saxon economies
and, consequently, a greater reliance on acquisi-
tions in domestic and international settings. Kogut

Copyright © 2002 John Wiley & Sons, Ltd.

and Singh (1988) have also speculated on ‘cultural’
drivers for entry mode.

Capability-seeking and capability-exploiting
entries’

We next developed two models, also found in
Table 2, to further examine the hypotheses using
subsamples of our data. The subsamples isolated
the effects of asset-seeking and asset exploitation
behavior. We conducted this test by dividing the
sample into industries in which foreign firms had
a technological edge (capability or asset exploita-
tion) compared to U.S. firms, and into industries
in which foreign firms had a technological disad-
vantage (capability or asset seeking). We isolated
firms into these categories using the R&D differ-
ence variable. If the variable was positive, that is
the U.S. technology was greater than that of the
home country, we assumed asset-seeking behavior.
If the R&D difference was negative, we assumed
asset exploitation behavior.

Model 7 in Table 2 displays the results for the
group of asset-exploiting firms. For this sample
of firms, the absolute and relative levels of R&D
were not significant, nor was the salesforce mea-
sure. Among the capabilities variables, only adver-
tising was significant (p < 0.01), and signed in
the predicted direction. The same test using the
sample of asset-seeking firms shows a markedly
different pattern in the coefficients (Model 8). The
advertising measure tended to insignificance in
this model, while one upstream measure, R&D
sum (p < 0.10), was significant as was the sales-
force measure (p < 0.05). Notably, the sign on the
R&D sum measure was positive. Together, this set
of results indicates that asset-seeking firms were
more likely to undertake acquisitions for technol-
ogy than asset-exploiting firms (the positive sign
on the R&D difference dummy in Model 6), with
the propensity to acquire for firms within the asset-
seeking group greater when technology was more
important within an industry.

We also made additional explorations of the
capability-seeking and exploitation aspects of Hy-
potheses 2 and 3. We explored these downstream
hypotheses further by examining whether firms in
consumer product industries, in which the exploita-
tion of brands across countries would be most

2 We thank an anonymous reviewer for suggesting this set of
analyses.

Strat. Mgmt. J., 23: 119-134 (2002)



likely to occur, had the same acquisition propensity
as firms in other industries. We constructed two
measures to mark whether a firm was in a con-
sumer products industry or not. The first measure
was based on the consumer and producer indus-
tries defined by Kohn (1988). The second measure
was based on Porter’s (1976) classification of con-
venience and nonconvenience goods. Firms com-
peting in convenience goods tend to be associated
with high advertising expenditures because of the
need to develop a strong brand name to support
product differentiation. Using these two measures,
we found that firms entering consumer goods
industries did not have a greater or lesser propen-
sity to acquire than firms not entering consumer
goods industries. Further, we found no difference
in the determinants of acquisition within subsam-
ples of consumer and producer goods industries,
suggesting that foreign investors generally were
not extending home country brands into the United
States in consumer goods industries.

DISCUSSION

The two sets of models provided support for the
general framework for this study. Upstream and
downstream capabilities were significant determi-
nants of the choice to enter a foreign market by
acquisition or greenfield. As shown in the mod-
els, foreign investors tended to acquire domes-
tic firms when the sector in which the foreign
firm was investing was technically superior to the
same sector in the home country of the invest-
ing firm. Otherwise, greenfield entries were made.
This result is interesting in light of the results of
previous empirical studies. Previous interindustry
studies have found that the overall technological
intensity of a sector explained the relative level of
investment in an industry; however, we find that
the relative technological advantage (difference in
R&D intensities) is a significant determinant of
entry mode choice. This entry mode behavior con-
forms with a technology-sourcing motive to for-
eign investment and to acquisitions. Further, when
considering the previously mentioned discrepancy
between broad and sector-specific studies, we con-
clude that the capability-seeking argument may not
be limited to specific sectors, but that capability-
seeking investment generally takes the form of
acquisitions.

Copyright © 2002 John Wiley & Sons, Ltd.
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We attribute the use of acquisition for foreign
entry to the characteristics of capabilities sought
in foreign investment. For example, a technology-
sourcing motive leads a firm to invest in
international markets with an eye to improving
its competitiveness by locating in geographically
dispersed regions of technological innovation.
Because technological assets tend to be tacit
and firm-specific, interfirm transfer is subject to
inefficiencies (Capron et al., 1998). A market
interface fails to negotiate efficiently the transfer
of technological assets. The most efficient route
for this is an internalized exchange—for example,
an intrafirm transfer between a parent and
subsidiary. Given the failures for a market-
mediated exchange of technological assets, firms
can obtain desired technological capabilities
efficiently by acquiring domestic incumbents. The
choice between exploitation of existing capabilities
and exploration of new technologies corresponds
to the choice between using greenfield and
acquisition modes, and is strongly influenced by
the relative technological position of the home and
host country environments.

While a relatively superior technological posi-
tion of the host country encourages acquisitions,
there is not a greater propensity to acquire as
the magnitude of difference between the host and
home country increases. Rather, in situations in
which host country incumbents are in a superior
technological position, the propensity to acquire
does not change given a greater difference between
the technological positions of host and home coun-
try firms. Meanwhile, within sectors in which
firms are making capability-seeking investments,
the propensity to acquire is influenced by the abso-
lute technological position of the sector. This result
is suggestive of a strong technological rivalry com-
ponent to foreign investment in sectors in which
technology is important, and in which foreign firms
trail their U.S. counterparts.

While upstream, or technological, capabilities
carry the characteristic of geographic or cross-
border fungibility, we suggest that downstream
assets are not fungible to the same degree. Brands
and salesforces tend to be more location-bound
than technological capabilities. Part of this is
driven by the greater degree of interaction with the
consumer among the marketing functions, as com-
pared to technical or operational functions. Also,
part of this is driven by the path-dependent devel-
opment of downstream capabilities. The effect of a
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lack of cross-border fungibility of marketing capa-
bilities, even within a firm, means that a firm
undertaking a foreign investment must secure these
capabilities when investing, or attempt to develop
new capabilities after making the investment.

While the different types of downstream capa-
bilities share the common attribute of a lack of
cross-border fungibility, the relative effect of the
different types of downstream capabilities on entry
mode is not equivalent because of their variance in
fungibility. Specifically, compared to salesforces,
brands have a greater degree of cross-border fun-
gibility due to their intangible nature. This is
reflected in the relatively weaker influence of
brands on the propensity to acquire (see Figure 1).
To the extent that the acquisition of a new brand
cannibalizes opportunities for the deployment of
existing brands in the host country, we observe
this weaker influence on acquisition activity for
brands.

Further to this, brands appear to be a motivation
for acquisition only in sectors in which foreign
firms are making investments that exploit a rela-
tive technological advantage. When the motivation
for investment is technology seeking (as in Model
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Figure 1. Probability of acquisition entry by Japanese,
German and British Firms into the United States

(1974-91)*

* All independent variables held constant at their mean levels
with the exception of advertising and salesforce for the respec-
tive plots. Plots based on coefficient estimates from Model 6 in
Table 2.
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8), the advertising effect is nonexistent. That is, it
is not the acquisition of advertising-related assets
per se that motivates foreign entry. However, when
a firm is making a technological asset-exploiting
investment, brands are sought as a complementary
asset on foreign entry (Teece, 1986), and an acqui-
sition mode is used to gain that asset. The lack of
mobility of the home country brand induces the
acquisition, but at the same time the lack of fun-
gibility of downstream assets means that, unlike
upstream assets, there is a limited geographic hori-
zon to the application of newly acquired down-
stream assets. Even so, at least in a large market
like the United States, there is a sufficiently large
market-related motivation to justify the acquisition
of downstream assets. The same motivation might
not exist in smaller, more isolated markets such as
South Africa or Malaysia.

Limitations and future research

A primary limitation of this study is that we did
not measure capabilities at the firm level, nor did
we account for unexplained firm variance in the
propensity to acquire. This limitation constrained
our ability to test firm-level effects more acutely,
particularly the effect of a firm’s downstream
assets on its propensity to acquire. However, even
with the limitations inherent to an industry-level
study, we were able to show that the entry mode
choice was affected by capability considerations.
As the use of an industry-level study is likely
to attenuate such firm-level capability effects, we
expect that the results we have obtained are likely
to be more prominent at more disaggregate levels
of analysis.

A second limitation emerges from our assump-
tion that the technological level of a firm’s coun-
try was reflective, with some variation around the
mean, of the general level of a firm’s capabili-
ties. However, in industries in which multinational
firms increasingly conduct important technological
activities outside of the home country, the level
of technology in the home country might be a
poor reflection of that of the firm. In fact, our
results reflect such an effect, as we found that Ger-
man, Japanese, and U.K.-based firms were making
technology-acquisitive investments in the United
States. This type of investment, given the time
period of our study, 1974-91, was likely part of
the movement of industries from domestic com-
petition to global competition.
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Although we could capture an aspect of move-
ment to global competition by identifying capabil-
ity-seeking investment, we could not explore
effects related to an individual firm’s trajectories
of evolution in international markets. This effect
is commonly observed in experience-based stud-
ies of foreign entry behavior (e.g., Barkema and
Vermeulen, 1998), in which levels of experience
act independently and interact to influence entry
mode behavior (Delios and Henisz, 2000). An
extension to this study involves the exploration of
how a firm’s international experience influences its
capability-seeking behavior as well as its ability to
exploit capabilities that had been sought in for-
eign investments. Part of this examination could
also extend the analysis to alternative modes of
entry. The proliferation of equity and nonequity
alliances implies a strong imperative to study how
acquisitions and joint ventures, for example, rival
each other as sources of capabilities for foreign
investing firms seeking capabilities in foreign mar-
kets (Anand and Delios, 1997; Hennart and Reddy,
2000).

Finally, as we have identified that investment
from other countries, such as Canada, into the
United States, might have differing motivations
and mode outcomes, we must note that the empir-
ical portions of our study have generalizability
concerns, even though the theoretical framework
should apply across host country contexts.

CONCLUSION

Our empirical results provide support for our
arguments about the important role that capa-
bilities occupy as an influence on the choice
between acquisition and greenfield entry. The
role of downstream capabilities varied by whether
a foreign firm was making a capability-seeking
or a capability-exploiting investment, but when
downstream capabilities were being sought the
propensity was to use an acquisition. At a broad
level, these results conform to a model of multi-
national activity that sees technology as being
sourced locally but exploited globally, whereas
downstream capabilities are sourced and exploited
locally. We also hope that these results will, by
highlighting the interaction between geography,
technology and FDI, help in completing a picture
of the relationship between downstream capabili-
ties, FDI, and entry mode.

Copyright © 2002 John Wiley & Sons, Ltd.
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