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Abstract

Changes in the world economy and industrial structures have transformed the patterns of
international competition (Porter, 1986). The trend indicates that most firms prefer to take
the short route when approaching overseas markets and present themselves directly
through foreign direct investment (FDI) (Julius, 1991; Turner, 1991; United Nations 1991).

Following the FDI development, a second wave of change in the 1980s and 1990s was the
surge of strategic alliances and joint ventures (JVs), the so-called new forms of
organisations (Hennart, 1989; Franko, 1987; Buckley & Casson, 1985). The rapid growth
of the new forms is at one level a response to the threats and opportunities presented by the
shift in patterns of competition, and a driving force which accelerates further changes at
the other level. These developments have inevitably raised new contracting and
management control issues. '

The rise of China is another feature highlighting the world economy in the later part of the
20™ century (The World Bank, 1997, 1997a). Since China opened up in 1978, the country
has undergone a major transformation and changed from “being an economic backwater to
a hot spot of investor interest” (Tretiak & Holzmann, 1993:vii). The nation has captured
one third of all FDI flows to developing countries between 1970 and 2000 (Independent,
11/11/2001), the majority of which arrived in JV form and from the sources of overseas
ethnic Chinese.  All these changes and features have added further questions and
requirements to contracting and management control of international JVs @Vsh).

Both the topic (IV control) and the location (China) are of paramount importance to
practitioners and academics alike. This study has made two major contributions to
knowledge of IJV control in China. The first contribution is the use of a middle-range
thinking research approach (Laughlin, 1995) and the case study method. Control is seen as
a wider package, which consists of four contingency factors (environment, IV mission,
ownership and bargaining power structure, and control in terms of focus, extent and
mechanisms), that is used to articulate strategies and achieve the desired results. Control
as a holistic concept is empirically examined in this study.

The empirics revealed a web of complex interactions and delicate relationships between
the hard/economics and soft/behavioural elements underlying a holistic control package.
The analysis also discovered that the contingency variables comprising a holistic control
package are influenced by, and at the same time influence, other variables through
changing the enacted settings that other factors created. This process is circular and
creates multiple layers of interactions between the environments and different contingency
elements. .

The in-depth understanding and the establishment of an integrative theory of IV control
highlighting the unique environments in China at the current stage of development is the
second major contribution that this research has made. Moreover, this case-based study is
set out to fulfil a middle-range role in changing some aspects of the status quo by
informing managers and fellow researchers of the significant subject of IJV control in
China. In summary, these are the main contributions of this research.

! A IV is considered to be international if at least one of the partners is headquartered outside the JV's country of operation, or if the JV
has a significant level of operation in more than one country (Geringer & Herbert, 1989:235).
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Chapter 1

Introduction and chapter summaries

1.0 Introduction

Changes in the world economy and industrial structures have transformed the patterns of
international competition (Porter, 1986). The trend indicates that most firms prefer to take
the short route when approaching overseas markets and presént themselves directly through
foreign direct investment (FDI) (Julius, 1991; Turner, 1991; United Nations 1991). Today,
FDI complements and to an extent replaces free trade, which was once considered as the

engine of growth (United Nations, 1991; Nicolaides, 1992).

Following the development of FDI, a second wave of change in the 1980s and 1990s was
the surge of strategic alliances and joint ventures (JVs), the so-called new forrhs of
organisations (Hennart, 1989; franko, 1987; Buckley & Casson, 1985). The rapid growth
of these new forms is at one level a response to the threats and opportunities presented by
the shift in patterns of competition, and a driving force which accelerates further changes at
the other level. These developments have inevitably raised new contracting and

management control issues.

The rise of China is another feature highlighting the world economy in the later part of the
.20“’ century (The World Bank, 1997, 1997a). Since China opened up in 1978, the country
has undergone a major transformation and changed from “being an economic backwater to
a hét spot- of investor interest” (Tretiak & Holzmann, 1993:vii). The Chinese economy
expanded more than fourfold in the first two decades of the opening up, and was the
fastest-gfowing economy in the world (The World Bank, 1997). The nation has captured
one third of all FDI flows to developing countries between 1970 and 2000 (Independent,
.11/ 11/2001), the majority of which arrived in JV form and from the sources of overseas
ethnic Chinese. ~ All these changes and features have added further questions and

requirements to contracting and management control of international JVs (IJVs').

1 A JV i considered to be international if at least one of the partners is headquartered outside the JV’s country of operation, or if the JV
has a significant level of operation in more than one country (Geringer & Herbert, 1989:235).
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Although control is considered as a key determinant for II'V success or failure, a relatively
small proportion of IJV-related research has focused on the heart of the control issues
(Geringer & Hebert, 1989; Parkhe, 1993; Lyles & Reger, 1993; Glaister, 1995; Grqot &
Merchant, 2000). There is a gap between the demands of practice and the focﬁs of existing
literature that réquires urgent attention. Being an ethnic Chinese researcher in the field of
management control, I am attra;icted to ITV, control of this new form of organisation and the
emerging Chinese economy. This research aims to fill the gap in the existing literature and
make contributiohs towards understanding of the holistic control packages that are applied

by parent firms to their IJ'Vs located in the unique context of China.

‘11 Research objectives
There are four objectives for this study. The first objective is to study the overall changes

in patterns of global competition, and to understand the factors driving the rapid growth of
the JV form of organisafion. Secondly, to identify the essential elements that comprise a
holistic control package in an IJV context. The third objective is to understand and
critically discuss the design and implementation of control packages that the sample firms
applied to their IIVs in China. The fourth ultimate aim of this research is to develop an
integrative theory of IJ'V control, which highlights the specific context in which the control

strategies operate and from which the theory is derived.

In the following section, I will highlight my philosophical standpoint underlying the design

of a two-stage theory development process to achieve the objectives set for this research.

1.2 A two-stage theory formation process

This part makes public my philosophical standpoint, followed by a justification of using a

two-stage theory development process.

1.2.1 The ontological and epistemological commitments of this research
Gill and Johnson (1991:21) describe human beings as “theory-dependent” in the sense that

we routinely engage in the creation, application, and evaluation of theories. People behave
and make decisions in accordance with their conjectures about what will happen in a
particular circumstance, and these expectations are often derived from what have
previously happened in some similar situations. Through the process of making sense,

experience that is different from our expectations or which proves our current predictions
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wrong will reflect upon recent events and begin to stimulate new webs of explanations and
expectations that help us to understand various natural and social phenomena. As a result,
new theories emerge to explain some previously “unconsidered anomalies” (Gill &
Johnson, 1991:27). There is an inter-changing relationship between theory and
experience, and we constantly go round a cycle of learning through the process of making

sense (Kolb, Rubin & McIntyre, 1979).'

Burrell & Morgan (1979:4) stated that “the in&ividud is seen as being born into and living
within a social world which has a reality of its own”. “Social reality has a concrete
existence independent from human consciousness and cognition, which is in many respects
empirically indefinable and presumably measurable in some way” (Gill & Johnson,
1991:128). Reality and human actions are mediated by social actors’ subjective pfocess of
attaching meaning to and interpreting reality. Thus, any explanation of social behaviour
indeed reveals both the external material conditions that predict certain social actions, and

the subjective human interpretation (Gill & Johnson, 1991).

Management control practices are designed and implemented by various organisation
actors. To study “managers in their everyday activities relies upon both theories deﬁving
from their ‘common sense’ and theories deriving from social science research” (Gill &
Johnson, 1991:27). Any organisafional studies which aim to investigate the acts and/or
decisions of organisation actors, theory plays a crucial role in the design of research

approach.

‘1.2.2 Justification of using a two-stage theory formation process

The decision to adopt a middle-range thinking (MRT) approach advocated by Laughlin
(1995) corresponds to my philosophical engagement, which assumes that there are
structural and subjective elements in any theories. From the theoretical perspective, MRT
suggests that it is possible to make generalisations and learn from other situations. The

medium stance allows both learning and subjective diversity.

Although JV has been used as a mode of investment for decades, the field of II'V and its
control remains in its infant stage (Geringer & Hebert, 1989; Parkhe, 1993; Glaister, 1995;
Groot & Merchant, 2000). Undertaking a research project in IJV control with no

integrative theory to lean on inevitably causes a steep learning process. The concept of
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flexible thinking highlighting MRT inspires me to become more creative. The main ideas
of a "home-made" approach is to usé existing "ingredients" to tailor-make theoretical\
models to fit the specific needs of our studies. I have borrowed valid ideas from relevant‘ .
literature, then extended and integrated these inputs with my subjective views on the topic.
It is an effective way to solve the problems of not having existing stock of theories in the
market that fully fits my requirements. The tailored-made theory better serves my specific

purposes.

Searching for ideas and building the “home-made” theoretical framework comprises Stage
1 of the formation process. It needs to be stressed that this theoretical model is only of
skeletal nature to guide the empirical discovery and interpretation of empirical data
- (Laughlin, 1995). It is the empirics that complete and inform the skeletal model. The
theory-empirics dialogistic exéhange enables the initial conceptualisation to be developed
i'nto' an integrative theory of IV control that characterises the specific environment in
China from where the theory is derived. This interactive mechanism and refining process

forms Stage 2 of the theory formation process.

The following section provides chapter summaries. A map, which illustrates the two-stage

theory formation process, is given in section 1.4 to give an overall view.

1.3  The structure of this thesis - Chapter summaries

This thesis is structured into ten chapters, each of which contains work and findings related

to objectives that this research is set to achieve.

First, Chapter 2 makes public the ontological and epistemological commitment of this
research. Laughlin’s (1995) three-dimensional choice model is adopted to organise the
various thoughts on the research approach. The process of locating choice in “theory”,
“fnethodology” and “change” of this study is based on the middle-range thinking (MRT)
approach advocated by Léughlin. The essence of MRT is to take a balanced and distinctive
position on each perspective in empirical investigation. It is believed that a more
prominent theoretical development in IIV control will be achieved under a climate of
freedom of choice and flexible thinking. Indeed, the characteristics of a middle-range

thinker have driven the development of this research.
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The key assumption underlying the “theory” aspect is that skeletal generalisation about
reality is possible. It is the empirical details that complete and on some occasions enrich
the skeletal theories. “Part-constrained and part-free” is the specific nature of the
methoddlogy choice adopted by this study (Laughlin, 1995:84). Accounting and control
are social phenomena and therefore a more contextual approach is required (Scapens, 1990,
Otley & Berry, 1994; Spicer, 1992; Dent, 1991). These considerations have informed my
decision to use case study as the research method. The medium “change” stance reflects -
that this research is not set out to strive for perfection, but to develop a less imperfect
theory to help managers and academics alike to understand more thé complex concept of

IJV control.

The last- section of this chapter provides. a reflexive account of how access was obtained
and how empirical investigation was conducted. - The chapter concludes with a self-

assessment of this case study research based on the objectives that it is set out to fulfil.

Chapter 3 begins an extensive literature review. The chapter illustrates the way in which
the reduction and removal of national and international trade barriers have opened up
previously protected industries to international competition (Julius, 1990, 1991). Rapid
technological advancement has enabled many products and services to become tradeable or
more tradeable internationally (United Nations, 1989). The trend shows that many firms
have responded to the changing environment and widened opportunities by accelerating

their FDI activities, and increasingly these activities are taken in the form of JV.

The rise of China is another feature highlighting the world economy in the later part of the
20" century (The World Bank; 1997, 1997a). Since China opened up in 1978, the country
. has undergone a major transforrnaﬁon. The nation has captured one third of all FDI flows
to developing countries between 1970 and 2000 (Independenf, 11/11/2001), the majority of
which arrived in JV form and from the sources of overseas ethnic Chinese. What are the
explanations for these phenomena? The two characteristics of China's FDI have added
extra questions to the research - "do these two features bear any relevance to the reasons
why and/or the ways how JVs are formed and controlled?" Before explanations are found
for the main research questions on IV and its control, an understanding of firms and their

FDI behaviour needs to be firstly established.
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Chapter 4 begins the process of understanding why firms choose to engage in FDI rather
than organise their cross-border activities in a different way. Economics based
‘internalisation theory’ was the first model used to explain the area of inquiry. The theory
recognises that market imperfections prevent efficient operation of international trade and
equity investment (Rugman, 1980). Whenever the transaction cost of using the regular
market is exceésive, and/or when the market of trade does not exist, firms have the motives |
to bypass the externality by creating internal markets, which means FDI (Hymer, 1976;
Buckley & Casson, 1976; Hood & Young, 1979; Rugman, 1981, 1982; Dunning, 1981).
Control, the ability to transfer, protect and apprbpriate full return on the ownership of firm
specific assets (FSA) is the central consideration and motive of FDI (ibid.). Internalisation
theory has provided some pérsuasiVe explanations for the surge of worldwide FDI

activities.

Cﬁapter 5 reveals that characteristics of China's inward FDI refute the assumptions of
| internalisation theory in two fundamental ways. Internalisation theory posits that full
control to protect FSA and return is the major motive driving firms to go abroad via FDI in
wholly owned format. Contractual arrangements are éommonly seen as risky choices
(Rugman, 1982). How can these assumptions explain JV domination in China? The
contrédictions prompted further investigations. The chapter then includes a brief literature
review of prior research in JVs. Results of these studies indicated that wholly owned
investment needs not be the only or the best alternative to an arm’s length market exchange
(Contractor & Lorange, 1988, 1988b; Beamish & Banks, 1987; Franko, 1971, 1989; Shan,
1991). Under the right conditions, JV can actually provide a better solution to problems

that are caused by different types of market imperfections.

Opportunigm is commonly seen as the most significant transactional contingency facing
firms when they consider using JV (Williamson, 1985; Beamish & Banks, 1987).
However, some JV research (such as Contractor & Lorange, 1988; Beamish & Ba'nks,'
1987; Franko, 1989; Casson, 1990; Shan, 1991) revealed that opportunism is not an
inevitable part in all co-operative relationships. JVs, which are established in a spirit of
mutual trust and interdependency, serve to eliminate opportunistic behaviour. With a
reciprocal foundation, JV partners are likely to pool resources and commit themselves to
~ the success of the JVs. In approaching China, foreign investors from developed countries

may well be confronted with higher adaptation and information requirements than they are
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accustomed. The situation reinforces the appropriateness of forming JVs with firms who

possess country-specific knowledge.

The second part of Chapter 5 looks into the sources of China’s inward FDI. Trust, a crucial
factor which significantly affects decisions on ownership structure of FDI, is considered as
the central theme of JV operation. Under the Confucius’ influences, the Chinese are used
to placing great value on human relations. The analjzsis reflects that with their culture,
linguistic knowledge and personal connections, . overseas ethnic Chinese (OEC) have
enjoyed a ready access to market intelligence and an ability to find their ways through the
unique political and business systems that exist in China. Also, because of their
advantages, many foreign investors have partnered OEC to invest in China. OEC’s
~personal and cultural links have proved to be commercially valuable. The analysis has
disclosed the intertwined relationships between financial and cultural/behavioural faétors

on FDI decisions and the subsequent ways in which these operations are being formed.

Findings in this and the previous chapters provide the “soft” type of reasoning that was
widely neglected by economics theories, such as internalisation theory. This analysis has
explicitly hinted that FDI, JV investments and accounting and control are not simply
economic phenomena but are socially constructed (Dent, 1991; Gill & Johnson, 1991; Daft
& Lewin, 1990; Bettis, 1991; Scapens, 1990; Otley & Berry, 1994; Otley, 1999).
Therefore, the "human" side of organisation economics needs to be included in any
meaningful analysis (Boyd & Richerson, 1990; Donaldson, 1990; Barney, 1990; Casson,
1990; Griesinger, 1990; Van Der Meer-Kooistra & Vosselman, 2000). ’Havi'ng' obtained an
understanding of the reasons behind FDI decisions and the JV phenomenon, the following

two chapters focuses on “control” at inter-firm, intra-firm and JV contexts.

Chapter 6 begins with a review of management control literature. The analysis reveals a
swing in research approaches, which was initially from mainstream accounting to
social/behavioural studies, and subsequently to a contingency-based approach. The review
also discovers a shift in research focus from an inter-firm to intra-firm context. The key
assumptions of contingency theory best fit the middle-range approach of this research, and

they have a significant impact on the building process of the skeletal theory.
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Some prior contingency research extended the concept of strategy-structure-control (SSC)
fit from an inter-firm (individual finnsj (notably Chandler, 1962; Miles & Snow, 1978) to
an intra-firm level (subsidiaries/strategic business -units (SBU)) (notably Simons, 1987;
Govindarajan & Gupta, 1985; Govindarajan, 1986). However, the momentum has halted
and there are very few contingency studies (notably Franko, 1971) devoted to further
exploring the potential of applying the SSC concept to a context of JV, an increasingly
popular new form or organisation. The gap represents a valuable research opportunity that
this study aims to address. The limitations of traditional contingency theory are recognised
by this study. Provisions are made at various stages of the research development in order

~ to address some of the weaknesses.

Strategy, structure, control and environment are four contingency elements that comprise
the foundation of a three-tiered theoretical framework of this research. Moving forwafd
from what previous confingency research hés already done, this study injects into the SSC
concept some specific IV details. Nowédays many IIVs are likely to be subsidiaries
which are established to fulfil some specific purposes given by their parents. The strategic
mission of why an IJV is formed will shape the environment of which the subsidiary has to
deal with (Miles & Snow, 1978; Govindarajan & Gupta, 1985; Govi.ndarajan, 1986;
Simons, 1987). Facing an enacted environment that is created by the investment
objectives,. the IJV needs to carefully structure itself through deliberate strategies on the
choice of partners and ownership/bargaining structure in order to create the preconditions
for robust co-operation (Parkhe, 1993). From individual partners’ point of view, -
establishing the right structure is crucial in the implementation of strategies and control, as
well as the subsequent achievement of their objectives (Parkhe, 1993; Geringer & Hebert,

1989).

Chapter 7 continues the conceptualisation of II'V control. The chapter contains a review
of the existing JV/IJV literature, which reveals that despite its importance, issues of control
are not popular among existing literature and have only received scant and unsystematic
attention (Geringer & Hebert,. 1989; Lyles & Reger, 1993; Glaister, 1995). From their
review of prior research in the field, Geringer and Hebert (1989) identified that control in
an IT'V context comprises three key dimensions - mechanisms, extent and focus. However,
most of the previous studies largely examined one or two of these control parameters. No

explicit attempts have been made to adopt an integrative approach to study the subject.
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Indeed, these prior research studies can only provide practitioners and academics alike with

fragmented or even distorted findings.

Geringer and Hebert’s insights strengthened my belief that control is not an independent
activity, which operates in an isolated context. Any meaningful investigétion needs to
examine the holistic concept of control as a package. Through blending various valid ideas
together, such as the SSC relationship advocated by the contingency literature, the three-
dimensional concept of IJV control hinted by Geringer and Hebert, with my subjective
views, a threc-tiered_ integrative theoretical framework of IJV control is established (see
Figure 7.3) Thié model is of skeletal nature, which will be ﬁsed to guide the empirical

investigation and the interpretation of empirics (see Chapters 8 and 9).

’Chapter 8 includes four in-depth case studies, which contain details of the empirical
investigation conducted in China. The case materials reflect a high level of complexity of
parental control in IJVs. The stories tell the intertwined relationships among key elements
that build up, and roles and personalities of various parties involved in, each control
package. In addition, the interchanging forces between control packages and their
environments are also revealed. The four case studies provide interesting accounts of the

four focal parents’ experiences in forming and controlling II'Vs in China.

In Chapter 9, materials from the four case studies are analysed using the skeletal model of
DV control established in Stage 1 of the theory formation process. The comparisons
disclose similarities and differences of control packages adopted by the four focal partners
in their II'Vs in China. "Focus is placed on findings that support or refute the original set of
presumptions highlighting the skeletal framework. Further attention is given to those
unexpected discoveries that have not yet been acknowledged by the existing JV/IJV

literature.

The whole analytical process illustrates an interactive relationship between theory and
empirical details. While the skeletal model provides guidance to the understanding and
interpretation of the empirics, the empirics provide flesh to complete the skeletal
framework (Laughlin, 1995). Contradictions identified at different stages of the sense-
making process supply new ideas to refine the conceptualisation (see modifications

demonstrated in Figures 9.3, 9.6 & 9.7). The continuous interplay mechanism allows the
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skeletal model to gradually arrive at its final form (see Figure 9.7) that is characterised by
the unique context in which the éontrbl packages operate and from which the theory is
derived. The fruitful results also confirm the appropriateness of the case study method,
which enabled a deeper understanding in the holistic concept of IJV control to be

established.

Finally, Chapter 10 provides a conclusion to the reseérch. It begins with a recapture of the
key research objectives. It then revisits the two-stage theory formation process. Major
findings generated by this study and their implications are discussed. The chapter includes
a self-assessment of the extent to which the four research objéctives are met. It is followed
by an analysis of the strengths and weaknesses of fhe chosen research approach and
method. Also, recommendations for further research are outlined. Limitations of the
contingency tﬁeory which underlines the skeletal modél of this study, énd the provisions
~ made during the theory building process will be summarised and discussed. The chapter

ends with a reflexive account of personal experience gained throughout the project.

1.4  Map for the intellectual journey _

Summaries, which show the essénce of discussion and key findings in each chapter, are
outlined above. This section presents a map (as Figure 1.1) to guide readers through my
intellectual journey of building the skeletal model and developing the integrative theory of

IV control. Full details of the journey are illustrated in the following chapters.
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Figure 1.1: A map for the two-stage theory formation process

Introduction and chapter summaries - (Ch 1)
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Chapter 2

The ontological and epistemological commitments of this research

2.0 Introduction

Following the introduction in Chapter 1, this second chapter aims to make public the
ontological and epistemological commitments of this research. The first part serves to
outline the philosophical and methodological engagement of this study. Following this is
an explanation of why a case study survey method is chosen. The final part attempts to

account for the process of gaining access and conducting the empirical investigation.

2.1 Methodology

Burrell and Morgan (1979) advocated a pioneering two-matrix scheme (as shown in Table
2.1), which aimed to assist researchers to understand a wide range of methodological
approaches of social science. The bipolar framework has provided some basic typology for
different views held by social scientists about the nature of human beings, society and the
world. A spectrum of social thoughts is reflected in the methodological continuum, which

has subjectivist and objectivist approaches at the two ends of the scale.

Burrell and Morgan (1979) and Morgan and Smircich (1980) suggested that all approaches
to social science are built on the foundation of a set of interrelated assumptions regarding
ontology and epistemology . Research studies which are built on various ontological
underpinnings would imply some very different epistemological views on what constitutes
knowledge and also how this knowledge relates to the phenomena to be investigated
(Burrell & Morgan, 1979; Morgan & Smircich, 1980; Laughlin, 1995). These views will

fundamentally influence our choice and understanding of the problems to be studied.

On the other hand, it isindicatedthat any given setof ontological andepistemological
assumptions held by aresearcher in each individualcircumstance projects a specific

methodological position (Burrell & Morgan, 1979; Morgan & Smircich, 1980; Scapens,

1 Ontology is defined as the researchers’ views about the nature of human beings and their world. These assumptions imply the
fundamental elements comprising the reality of which the research is embedded (Burrell and Morgan, 1979; Gill & Johnson, 1991;
Parkhe, 1993). Itis suggested that the ontological position of a research reflects what it aims to study. This set of preconditions forms
a basis against which the extent of validity of the research will then be cross-examined.

: While the term epistemology is concerned with the suppositions of the researchers on the grounds for knowledge about the human
world (Burrell and Morgan, 1979; Morgan & Smircich, 1980; Parkhe, 1993). This type of presumptions projects the expected extent
of truth, or how far the knowledge generated from a study can be applied to other situations, populations or to the world as a whole.
These conceptual grounds then form the basis upon which the reliability of the research is judged.
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1990; Johnson, 1989). [Each type of methodology reflects a specific context of
assumptions, and this context in turn influences the choice and use of research techniques

to approach the phenomena of study.

Although Burrell and Morgan’s (1979) model® is mofe recently subjected to criticisms of
over-simplifying the complex organisation world (Willmott, 1993; Laughlin, 1995) and not
explicitly tackling the relationship between ontology, epistemology and method (Johnson,
1989), it helped me to understand various approaches of social research. It was a very
useful tool for the initial jump-start of this study. It was only at a later stage that
Laughlin’s (1995) three-dimensional choice model of accounting empirical research and
middle-range thinking came into place to' assist me in locating and interpreting my

philosophical and methodological commitments.

Two of the key objectives of this study are to investigate the reasons why firms prefer JV,
and the systems and processes MNE partners adopted to control their IJVs located in
China. The scope of this study is broad. The whole process of research development was
far from systematic, and was somewhat of a “trial-and-error” type of knowledge formation
process. Marshall and Rossman (1989:21) observed that “quite unlike its pristine and
logical presentation in journal articles, real research is often confusing, messy, intensely
frustrating, and fundamentally non-linear”. Laughlin’s model was useful in helping me to
organise my various thoughts on different aspects of IV control, each of which consists of
an amalgam of complex variables, into a more cohesive whole when presenting my

philosophical commitments in this chapter.

3 Also the subsequent work conducted by Morgan & Smircich (1980) and Morgan (1983).
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2.2  Theory-Methodology-Change Model of alternative accounting approaches

Having criticised the simplistic bipolar dualism introduced by Burrell and Morgan (1979),
Laughlin (1995) extended and related their ideas to his three-continuum framework. As
Burrell and Morgan's schema was used at the beginning of this research, I found Laughlin’s

model fits in nicely to the next step of the approach formation process.

Laughlin stated that it is possible to express various approaches to empirical research in the
context of choice with regard to theory, methodology and change. According to the author, v
the aspect of “theory” is concerned with the researchers’ views on the nature of the world
(Burrell and Morgan's assumptions in ontology) and the constitution of knowledge in relation
to the focus of their studies (Burrell and Morgan’s epistemology). Assumptions in this

dimension reflect a choice of the extent of prior theorisation to be brought into the research.

- The “methodology” dimension is related to the choice of the level of theoretical closure on the
methods of investigation (Burrell and Morgan's method assumptions). The final aspect
“change” involves a choice with regard to the degree of change in the phenomena of study

that the researchers would like to achieve (Burrell and Morgan’s society nature suppositions).

In order to indicate our positioning on each of the three perspectives, we can think of the
>choices on three different scalars ranging from high, medium to low. The theory dimension is
related to introducing high to low level of prior theorisation into a research. The methodology
perspective is concerned with high to low extent of theoretical closure on the research
methods. Finally, the change dimension refers to high to low degree of need for change in the

phenomena being investigated.

There are interrelationships highlighting the choices on the three dimensions for a research
approach. Further discussion of their relationship is recorded in Section 2.4 and in here a
three dimensional plane which graphically illustrates choices under various combinations of

assumptions is shown on Figure 2.1.
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Figure 2.1

The Choice Process for Empirical Research in Accounting
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2.3  Middle-range thinking ‘
The meaning of “middle-range thinking” (MRT) is demonstrated by taking a medium position

on each of the three identified continuums - theory, methodology and change. The terms
middle range, mid-point and medium position do not mean a precise measurable middle point
from both ends of each individual continuum. In my opinion, “middle range” denotes a way
of thinking and it represents the attitudes of the researchers. I see the essence of MRT is to
take a balanced, flexible and distinctive position which does not rely on, and which is not

- being restricted by, one particular dominant school of thought.

The basic assumptions of the MRT are that there is no one best approach to understand the
complex social reality, and all erhpirical research studies are bound to be incor‘nplete.
Therefore, by taking a mid‘-level Standpoint, we are not required to corﬁmit ourselves to either
one of tﬁé two donﬁnant schédls of thought -océupying two ends of each continuum of
measure. Without rigidly constraining our thoughts to one particular approach, we can
become methodology pluralists, who are free to choose and comment on, compare and learn
from ideas expressed by some antagonistic research communities, which might become rivals
simply because of a difference in interests rather than in ontological assumptions (Johnson,
1989). My decision to adopt a middle-range approach was strengthened by a plea made by
Burgoyne (1992:13), which was recorded in Whittle (1994:125), that pluralistic tolerance is to

~ be encouraged:

“Mutual respect, understanding and dialogue...between the different communities
engaged in knowledge production and consumption...(and to) move to a more -
integrated approach to management research”.

I believe that a more prominent advancement in the theoretical development of II'V control
can be achieved under a climate of freedom of choice and flexible thinking. Once we
recognisé and accept the high level of human subjectivity involved in all social research, the
differences among contributors actually reveal a wider picture of various social phenomena.

An example drawn by Smith (1975:253) has nicely captured the essence of my argument:

“We are really like blind men led into an arena and asked to identify an entity (say
an elephant) by touching one part of that entity (say a leg). Certainly we might
make better guesses if we could pool the information of all the blind men, each of
whom has touched a different part of the elephant”.
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As Laughlin (1995:65) stated, “all empirical research is partial and incomplete and that
theoretical and methodological choices aré inevitably made whether appreciated or not”. The
- philosophical and methodoiogical commitment I made for this research is the end product of
my subj.ectivé interpretation, which is inevitably “theory laden” (Gill & Johnson, 1991:136).
Other scholars may refute my idéas and choice. However, it is the ultimate purpose of this

research to raise the awareness and stimulate debate on the important topic of IJ'V control.

24  Middle-range thinking + Three-dimension approach in accounting research

According to Laughlin’s (1995) model, alternative accounting research can be seen as choices
made on three key dimensions — theory, methodology and change. The following analysis
aims to reveal the meaning and strengths of the medium position on ’each of the three

continuums, with special reference to the focus of this research about IJ'V control.

24.1 Theory

On the “theory” dimension, it is concerned with choice in regard to the nature of the world
that we investigate. Human beings behave and make decisions in accordance with their
conjectures about what will happen in a particular circumstance, and these expectations are
often derived from what has previously happened in similar situations. Through the process
of making sense, experience which is different from our expectations or which proves our
current predictions wrong, will reflect upon recent events and begin fo stimulate new webs of
~ explanations and expectations that help us to understand various natural and social
phenomena that surround us. Thus, new theory emerges to explain some previously
unconsidered anomalies and the cycle will continuously revolve (Gill & Johnson, 1991; Kolb,
Rubin & Mclntyre, 1979; Hopper & Powell, 1985). Theories are indeed enmeshed in practice
and they play a crucial role in the design of the research approach. As Gill and Johnson
(1991:27) suggested, “managers in their everyday activities rely upon both théories deriving

from their ‘common sense’ and theories deriving from social science research”.

The theory dimension of Laughlin’s model (1995) is fundamentally concerned with the level
of prior theorising that is brought into the empirical investigation. This choice is related to
our views about the extent of materiality of the world and the possibility to generalise the
phenomena of investigation through previous theoretical studies. If a high level of prior .
theorising is brought into the research, it is assumed that there is a concrete material world

characterised with a high level of generality and order, despite the empirical variety. The
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high position may also reflect that the phenomenon of study is well researched. Under the
views that the external world is uniform and understood, we can therefore learn from previous

studies. By the same token, results of the research can be transferred to other similar studies.

As the context is assumed to be understood and fairly uniform to other studies, the actual
' detail of the émpirical process and the differénces of contextual variables per se are seen as
relatively less important. This ontological stance implies the importance of knowledge rests
on whether the current study supports or disagrees with the established theories thét are
brought into the investigation. The current attempt is seen as an incremental work to the |

existing theories.

However, if a low level of prior theorising is used, it presumes that the so-called reality is only
a projection of individual imagination, and “one’s mind is one’s world” (Mofgan & Smircich,
1980:494). Empirical findings are unique explanations (theories) of the phenomena of study
under a specific context, and they cannot be transferred to other studies. Based on the same
principles, theories generated from other studies are of no use to the current one, and therefore
generalisation and learning via prior studies is impossible. The low stance indicates the

uniqueness of the current study and it is not used to confirm or refute prior theories..

It can be seen that both high and low stances attached with them some distinctive assumptions
of the world and knowledge. Indeed, their very different views are the reasons driving the
historical debate between objective and subjective approaches in social research (Burrell &
Morgan, 1979; Morgan & Smircich, 1980; Morgan, 1983; Gill & Johnson, 1991; Parkhe,l
1993). From an accounting and control perspective, it can be argued that both schools of

thought consist of strengths and weaknesses.

Accounting and control is socialiy constructed (Scapens, 1990, Dént, 1991; Otley & Berry,
1994; Spicer, 1992). Because of that, understanding of individual situations, and contextual
variables and process is important. It sounds even more critical to this research, which aims
to investigate parental control in IJVs, a form of organisation which is characterised with
multiple motives, nationalities, culture and languages. The low prior theorising position with
its respect for contextual detail is its strength when used in accounting and control research.
Contextual richness is considered as a vital element of this research into II'Vs in China, a

special setting for FDI and control. It is the explicit denial of the importance of human
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subjectivity in understanding and explaining social realities (stimuli) and actions (responses)
which is the major problem highlighting the high position on the theory continuum. As

Johnson argues that:

“this understanding is not a luxury but a necessity since human action cannot be
conceived in terms of automatic responses to external stimuli unmediated by
(subjective) interpretative processes” (1989:49) . “Human action has an internal
logic” (1989:49). :

On the other hand, I see an emphasis on the extreme uniqueness of each study and the
inability to learn from others is the weakness of ‘the low position. Understanding in JVs/IIVs
remains in a preparadigmatic stage, although this form of organisation has been widely used
by many firms as FDI tools and/or strategic weapons to safeguard their competitiveness (see
Chapter 4 and 6 for details). Theoretical development in the field is struggling to catch up
with practice (Parkhe, 1993). Consequently, a low positien is unlikely to lead to the required

theoretical advancement. It is the weakness that this research tries to avoid.

A high position on the theory dimension reflects that some forms of uniformity exist in our
societies and everyday lives. Despite the uniqueness of II'V motives, formation and control, .
there are aspects that may relate to other forms of operations and their control. The
characteristics of the high position can reduce a high degree of contextual diversity and enable
theoretical refinement to be achieved. These are key merits of the high stance, and they are an

irnportant quality that this research needs.

Human action is the outcome of subjective choices made by social actors. Their choices
however, are influenced and constrained by the material conditions (Hopper & Powell, 1985;
Gill & Johnson, 1991). “The individual is seen as being born into and living within a social
world which has areality of its own” (Burrell & Morgan, 1979:4). “Thus social reality has a
concrete existence independent of human conscioueness and cognition, which is in many
respects empirically indefinable and presumably measurable in some way” (Gill & Johnson,
1991:128). Reality and human actions are mediated by social actors’ subjective process of
attaching meaning to and interpreting reality. Therefore, any explanation of social behaviour
must reveal both the external antecedent conditions that predict certain social actions in a

probabilistic fashion and the subjective human interpretation (Gill & Johnson, 1991).
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In fact, both subjective and objective thinking have relevant, although not necessary equal,
roles to play in the process of generating 'explanation statemehtS (theories) for various social
phenomena. As Parkhe (1993: .’5.38) described, “in a phenomenon as subtle and complex as

IJ'Vs, neither objective nor subjective perspective alone can adequately inform theory”. The |
distinctive characteristics of subjective and objective approaches are not “mutually exclusive

but mutually reinforcing” (Parkhe, 1993:237).

The MRT approach allows us to preserve the strengths of the high- and low-level of prior
theorisation, and at the same time avoid their major weaknesses via taking a medium position
(Laughlin, 1995; Parkhe, 1993). The central thrust of MRT is that learning from others is
possible, although it is not gubaranteed. To middle-range thinkers, empirical detail is of vital
importance. -Skeletal theory cannot stand alone. It is the empirical detail that comple_fes, and
* in some occasions enriches, the skeletal theories in particular contexts.v Thé middle pdsition
on the theoretical perspective “is arguably a more realistic depiction of the social and
technical nature of accounting systems design” (Laughlin, 1995:82) and II'V control. It is the

standpoint on the theory continuum adopted by this research.

2.4.2 Methodology
Methodology is defined as “the set-of spectacles that form the nature of the methods for the

empirical investigation” (Laughlin, 1995:67). The methodology dimension of research
approach is concerned with the level of theoretical formality in the methods of investigation.
The position. also implicitly indicates the role played by human agents in the empirical

process, and it reflects the researchers’ assumptions on human nature.

If a high methodology stance is taken, it reflects that a high degree of theoretical definition is
used to direct the actual way in which the investigation is conducted. This methodological
position implicitly assumes that observers’ subjectivity either does not exist or has no
influence over the empirical process. The high position can also be interpreted as an attempt
to minimise human bias during the investigation process by reducing the observers’ role. On
the other hand, the low methodological position indicates a low level of theoretical formality,
which imposes no significant restriction on the method and process of ‘seeing’. There is a

great extent of openness in the discovery process.
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It is suggested that the choices on theory and methodology dimensions have borne a linear
relationship (Laughlin, 1995). For exafnple, those researchers, who take a high stance in
theory perspective, would tend to adopt a high position on methodology®. It is because if one
believes that there is a concrete material world existing out there énd generalisation and
learning from prior studies is possible, s/he is likely to adopt a highly defined method and

process of investigation to reduce the influence due to researchers’ subjectivity.

Again, both high and low positionsAon the methodological dimension have their strengths and
weaknesses. A high position implies a high degree of definition on the boundéry and process
of investigation. This particular set of assumptions may be appropriate to certain fields
where the areas of study are clear and well researched. Therefore, a more “sophisticated set of
spectacles” (Laughlin, 1995:83) can be used to see what needs to be seen in order to answer
some unsolved intellectual problems and increase precision (Daft & Lewin, 1990). More
objective and reliable findings may be obtained via reducing observers’ subjective influence

by minimising their roles in the empirical processes (Parkhe, 1993, Laughlin, 1995).

However, if theoretical development of the areas of inquiry is far from unambiguous, such as |
the fields of accounting (Laughlin, 1995), organisation studies (Daft & Lewin, 1990;),
strategic management (Bettis, 1991; Schwenk & Dalton, 1991), international management and
IJVs (Parkhe, 1993; Geringer & Hebert, 1994); there is a danger of adopting a high extent of
theoretical and rational closure. It is because observers’ activities are highly restricted, and
flexible thinking for new insights is discouraged. Thus, the convergent thinking would force
research into certain conceptual and methodological boxes. If this norm is in place and being:
accepted as the ‘right’ way of doing and seeing things, researchers are then “trained to
elaborate the tradition rather than to challenge it”. (Daft & Lewin, 1990:2). The precise
defined boundary and process will hinder theoretical advancement of the fields that are still in

their infant stage.

In fact, many disciplines in the field of organisation studies are facing the above mentioned
problems due to putting on a pair of unsuitable methodological spectacles. The field is
described as being “caught in a normal science mindset” (Daft & Lewin, 1990:2) and ‘“has

prematurely settled on a limited set of well defined conceptual topics” (ibid.:7). With a

4 Likewise, if one believes reality is only a projection from one’s mind, s/he would tend to prefer a low level of theoretical and rational
closure in order to preserve the subjectivity and variability of perceptual differences of human agents.
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conceptual straitjacket self-imposed from an early stage, “it tends to‘ dominate their (social
reseafchers’) thinking, bind their judgeﬁent, and create a trained incapacity to appreciate
aspects not mentioned in the theory” (Daft & Lewin, 1990:247). “Incremental, footnote-on-
footnote research” is the norm' for the field of organisation studies (Daft & Lewin, 1990:1).

Many social researchers approach their areas of inquiry with in-built bias towards consistency,
their contribution is bound to be limited and leave many important research questions which
are outside the consistent agenda not addressed (Pdole & Van De Ven, 1989; Parkhe, 1993).
Moreover, with the preoccupation with methods, researchers might look for research
problems, regardless of their relevance, to fit into the chosen techniques (Parkhe, 1993). This

situation corresponds to a comment Daft and Lewin (1990:2) made:

“.in the worst-case scenario a discipline can become marred by a set of
bureaucratic techniques that trivialise research by concern with minor problems
unconnected with relevant issues”. '

For éxample, Parkhe (1993) observes that not all aspects in the field of JV/IJV are in a pre-
paradigmatic stage. Much greater scholarly attention has been attfacted td, and thus
theoretical advancement has been made, in studying outcomes (such as JV performance and
stability), rather than processes (such as partner relationship and control). The uneven
development might be due to the fact that many fesearchcrs have tried to ignore away the
complex and messy “soft” issues (such as motives, trust, reciprocity, opportunism and culture,
and also the interaction among these factoré), and focus on outcomes that are easier to observe
and measure. These researchers seem to have forgotten that “observable outcomes are merely
the end products of invisible processes (Parkhe, 1993:262). The two ére “quintessentially
connected” and cannot be treated as “surgically separable” (Parkhe, 1993:247) that can be
broken down into individual pieces for “empirical snapshots” (Morgan & Smircich,
1980:498). A high level of prior theorisation and methodological closure is the common

standpoint underlying the majority of prior research in JV/IJV.

"As in the natural sciences in their preparadigmatic stage of development, qualitative research
tends to precede the discovery of natural laws, theory development, and a field’s evolution
toward maturity” (Parkhe, 1993:231). Although qualitative methods, like case studies and

participant observation, are likely to generate “deeper understanding and sharper delineation
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of concept domains” (Parkhe, 1993:230), they are not particularly popular among published
articles in the fields of organisation studies (baft & Lewin, 1990), strategic management
(Bettis, 1991), or accounting and control (Scapens, 1990; Spicer, 1992; Otley & Berry, 1994;
- Humphrey, 2001; Scapens & Bromwich, 2001). Bettis (1991:316) observed that “the norms
of the field (strategic management) seerh strongly biased toward large sample multivariate
statistical studies. This leads to a large database méntality, in which large-scale mail surveys
and ready made databases.... are.often favoured”. This trend largely continued in the 1990s,
although some development was made in response to the increasing éall for the use of case-

based research (Humphrey, 2001).

“A source of recurrent disappvoinvtment for practitioners and aéademics alike” (Daft &
Lewin,1990:1), and “theory struggles to catch up to practice” (Parkhe, 1993:262) are
characteristics highlighting many disciplines of organisation studies and IJV rcseaich. As
(Parkhe, 1993:247) rightly pointed out, the major barriers hindering theory development in
DIV is that prior studies “only skirt around the core concepts in IIV”. “Hard data sources are
’unlikely to capture the soft core concepts” (Parkhe, 1993:230). There are repeated
paradigmatic proposals, which call for breaking free from the normal science straightjacket
(Daft & Lewin, 1990; Bettis, 1991; Parkhe, 1993), and the use of qualitative approach to
focus on the _uniqﬁeness of the social research at the current stage of development (Daft &
Lewin, 1990; Bettis, 1991; Parkhe, 1993; Morgan & Smircich, 1980; Scapens, 1990; Dent,
1991; Schwenk & Dalton, 1991, Spicer, 1992; Otley & Berry, 1994; Humphrey, 2001;
Scapens & Bromwich, 2001). '

I strongly believe that the qualitative approach and techniques, which encourage researchers to
get inside the phenomena of study, may permit a deeper understanding of the inter-
‘relationships among various contextual variables within the control systems and processes.
This logic is the key methodolo'gical assumption that this research follows. Parkhe’s and
other academics’ advice have influenced my decision on research technique. Further

discussion of the rationale behind my preference towards case study is illustrated in Section

2.5.

Although there are many problems associated with adopting a high stance on the methodology
continuum, a high level of transparency, in terms of the design and use of the pair of

spectacles to see the empiricél world, is considered as the strength of the high position. It is
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because the high degree of openness not only provides clear rules to observers in the empirical
process, but also enables other researchers to learn from that current work. In fact, the lack of
clarity is the major shortcoming of the low stance on methodology which imposes a lot of

pressure and uncertainty on researchers.

Similar to other fields in their early days of development, the extent of complexity in IV
undoubtedly burdens Vmany social scientists with a sense of insurmountable, uniquely
‘overwhelming complexity” (Parkhe,1993:240). As a result, some researchers might choose to
deal with the complexity of IIV research by simply ignoring it (ibid.:239), or by simply
copying the whole set of tool-kits from some well-established paradigms .(Daft & Lewin,
1990; Bettis, 1991). Thﬁs, an extreme low stance on the methodology continuum is also

inappropriate to the field of I'V control, where the theory development is fragmented.

Before our understanding in IV is advanced to the next phase, we need to break free from the
conceptual boxes to encourage reflective thinking, but at the same time accept some rules of
knowledge discovery in order to irhprove clarity and reduce uncertainty. ‘Part-constrained
and part-free” is the unique nature of the middle position on methodology adopted by this
research (Laughlin, 1995:84). It is consistent with the medium assumptions on prior
theorisation, which on the .on'e hqnd has respect for contextual details, and on the other hand

believes that generalisation is possible, although not guaranteed to exist.

24.3 Change

The final dimension “change” is related to the researchers’ intention to change or to maintain
the status quo of phenomena being investigated. The change perspective has included two
aspects. One is related to the researchers’ attitude to change, while the other is concerned
with their ability of actually changing the present situation that is being investigated. The
distinction between the two needs to be fully understood. It is because researchers rﬁay not

have the ability to achieve the change that they want to achieve.

Laughlin (1995) suggested that déspite the choice in the change aspect being independent at
one level, it bears some relationship to the researchers’ assumptions on theory and
methodology at another level. For instance, if a researcher adopts a high level prior theorising
and sees the reality as a concrete world and wide generalisation is possible via applying highly

defined process of investigation, s/he is likely to be one who aims to achieve change in the
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current situation. The extent of éhange desired may vary from one situation to another, the
intention to alter the empirical context often follows a high position held in the other two
continuums. Whereas, researchers, whose emphasis is on the extreme uniqueness of
contextual variables, are likely to be those who prefer to preserve the contextual richness as

what it is without any artificial refinement (change).

This research is not set to generate a perfect theory of IV control that can answer all the
queries. Indeed, aiming at perfection contradicts the MRT assumptions on the theory and
methodoiogy perspectives. The processes and systems of IJV control are complex and the
relationships -between various contextual variables may evolve over time. At the present
stage, the core concepts of IV are beyond our researchers’ grasp, and I feel that a complete
_picture may alwéys be out of our reach. It is not my intention, and it is also beyond my
ability, to change the whole empirical world. Therefore, my poéition is not located on the

high end of the change perspective.

Nonetheless, our knowledge in the subject area can be advanced via “breaking down (the)
complexity into essential components and linking these components to related variables in
rigorous theory development” (Parkhe, 1993:243). What this study targets to achieve is to
“lessen the gap between the known and the knowable” (Parkhe, 1993:256) and to develop an
integrative theory to help academics and practitioners to understand more about II'Vs and
control phenomena within the complex IJV context. I aim to narrow the difference of
interests between the practitioners and academics through the contributions of this research
(see Section 2.7 for the role of this case-based research). Accordingly, my standpoint is not

located at the low end of the change dimension.

In fact, I do not intend to change the complete émpirical reality, as there are many aspects that
need to be preserved. They are the information sources from where we build our knowledge.
As Otley (1988) and Checkland (1981) stated, each stage in the development of organisation
~ theory has the potential to teach us something about how organisations evolve and adapt to
the changing environment over time. However, I also want to challenge parts of the status
quo. There are some areas within the empirical reality that need to be further defined before a
better understanding in IJ'V can be achieved. This research targets to establish an integrative
theory of IJ'V control to help practitioners and academics to understand more about the design

and implementation of control packages under the unique environment in China at the current
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stage of social and economic development.' Therefore, it is the medium position on the

change continuum that this research adopts.

24.4 Summary
In conclusion of the research approach formation process of this study, the

middle/middle/middle positions on the three dimensions — theory, methodology and change
have been adopted. I believe the use of skeletal theory and rules to guide the process of
knowledge discovery, together with an open-minded attitude towards changing the status quo,

is a more realistic depiction of the “hard” as well as “soft” nature of II'V control.

This set of assumptions becomes the driving force behind the choice of research method to
approach the:empirical scene in China, which will be further explained in the next section,

and the overall development of this research, that is illustrated in the following chapters.

2.5  The choice of case study as the research method for this research
Morgan and Smircich (1980:499).suggested that:

“The virtues of techniques and methods cannot be determined and categorised in
the abstract, because their precise nature and significance is shaped within the
context of the assumptions on which the social scientist acts”.

The set of middle-range assumptions that I act upon in this research has already been outlined
in section 2.4. As was mentioned before, accounting and management control is a social
practice conducted by diverse social actors. The practices provide “a structure of meanings
- which are drawn upon in organisations, but which are themselves the outcome of
organisational activities" (Scapens, 1990:268). It is suggested that an understanding of
organisational phenoména is difficult to obtain in isolation from thé context in which the
organisations are embedded (Roberts & Scapens, 1985; Otley & Berry, 1994). Humans and
organisations are not completely independent frofn the outside world. Organisations

influence, but on the other hand are influenced by, various social factors.

From a social theory perspective, organisations are variable rich and multi-dimensional.
Different human behaviour and phenomena embedded in various organisation contexts can be
studied via multiple perspectives (Daft & Lewin, 1990). Our researchers need to choose an

appropriate research approach and method that fits the unique nature and the stage of
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theoretical development of each area of inquiry. In the choice of research methods, Maslow

(1971:5) provided some useful guidance:

“I am convinced that the value-free, value-neutral, value-avoiding model of
science that we inherited from physics, chemistry and astronomy, where it was
necessary and desirable to keep the data clean......, is quite unsuitable for the
scientific study of life”.

Indeed, for any organisation research, which aims to investigate the acts and/or decisions of
organisation actors, it is in reality a study of the “lives” of the social actors involved. As
Maslow suggested, social researchers should not choose a value free or neutral model just for
the sake of keeping our hands clean. In addition, some valid points raised by other researchers

have further strengthened the decision to adopt case study method for this study:

“Case study.research may perhaps be most appropriate when little is known about

a topic and where in consequence there can be little reliance on the literature or

previous empirical evidence. Such approach may also be most useful in the early
- stages of research ...”. (Gill & Johnson, 1991:119).

“... at a stage of development where phenomena are not well understood and the
relationships between phenomena are not known, precise experiments that precede
rather than succeed field studies amount to being precise about vagueness”.
(Parkhe,1993:232)

These are the problems facing IJV research, ‘which significantly hinder the knowledge
development in the field. Parkhe (1993:232) further suggested that to rectify the current
situation “a novel, testable, and empiriéally valid approach is the use of case studies ...”. Itis
bécause case studies can be used to accomplish a wide range of aims, such as providing
descrlptlon and testing or generating theory (Elsenhardt 1989). These purposes of case

studies fit the objectlves of this research.

A case study is defined by YiI; (1989:2) as an empirical inquiry that (a) investigates a
contemporary phenomena within its real-life contexts; when (b) the boundaries between the
phenomenon and context are not clearly evident; (c) and in which multiple sources of
evidence are used. Eisenhardt (1989:534) hinted that “case study is a research strategy_which
focuses on understanding the dynamics present within single settings”. Spicer (1992) added a
case study research involves intensive, detailed investigation that requires commitment of

considerable time and effort. This could be a study of a single company, or a number of
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companies. It can also be a study involving embedded units of analysis, such as profit centres

within a firm.

Along with the growth of interest in management accounting practices, there have been
increasing calls for the use of case-based research (Scapens, 1990; Spicer, 1992; Otley &
Berry, 1994; Humphrey, 2001; Scapens & Bromwich, 2001). The methbd allows researchers
to adopt a holistic orientation when investigating accounting'and control phenomena as a part
of a unified social system. It is believed that a deeper and wider array of information can be
generated via the use of the case study rhethod that allows researchers to get closer to the -
action. Through the investigation process, theories and hypotheses may be generated and/or
modiﬁed in light of the empirics. These characteristics of the case study method match with

the medium assumptions on prior theorisation and methodology that ﬁnderline this research.

As Eisenhardt (1989) sﬁggested, one of the strengths of building theory from caﬁe studies is
that the constant comparison of conflicting realities leads researchers to reframe perceptions
into a new gestalt and tends to unfreeze their thinking. This stimulating process has the
potential to generate theory with less research bias than theory built from incremental studies.
Findings from case research may then be applied to larger samples at a later stage. Thus, case
study can be seen as a precursor to scientific research (Scapens, 1990). It is regarded as
especially valuable where “existing theories are inadequate or incomplete, or explain only a
' sub-set of the phenomena of interest” (Otley & Berry, 1994:47), like the current stage of
fragmented development in thé field of IJ'V control.

Mo;eover, case study research is considered as an appropriate strategy for research which
focuses on asking “how” and “why” questions about a contemporary set of events that the
investigator has no control over (Spicer, 1992; Yin,‘ l989).v They are the objectives of this
study, which aims to investigate “why” firms decide to get involved in IJVs, “how” they
control their jointly owned subsidiaries, and “what” relationships between motives and
control are. This research aims to draw the practitioners and academics' attention to the
important subject of IV control. Again, the middle-range assumptions on changing the status

quo confirm the appropriateness of using case study as the main method for the empirical

discovery.
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2.6 The roles and major categories of case studies

Case studies appear to have many potential roles to play in management accounting and
control research (Otley & Berry, 1994). However, according to the primary objectives of
various research studies, it is possible to classify case studies into two major categories

(Spicer, 1992).

2.6.1 Descriptive and/or exploratory case study research
The first grouping includes those studies, which aim to describe and/or explore ideas and

hypotheses about the reasons for particular accounting and control practices. It is stated that
the descriptive/exploratory type of case study usually takes place in immature subject areas
where knowledge base is insufficient to develop good theoretical frameworks to guide and
structure research problems (Gill & Johnson, 1991; Spicer, 1992). 'Some general theories
and/or empirical work might be available and being used to help researchers focus on the
fields of inquiries. However, they are ﬁsually general rather than specific in nature. These
points seem to fit into the medium assumptions held by those middle-range thinkers on the

prior theorisation perspective in research approach.

In fact, according to Spicer (1992), much recent case study research in changes in cost and
management accounting practices in response to innovations in manufacturing is of this kind.
It is noticed that this category of studies is commonly used to serve two major groups of
objectives. The first type of objectives includes two parts - (i) to describe how and/or explore
why practices have changed, and more important, to find out why and how new or innovative
practices have been adopted; and (ii) is to develop a taxonomy of successful and unsuccessful
practices, as well as the conditions that lead to their success and failure. The arrow marked

[a] in Figure 2.2 indicates this first role of descriptive/exploratory case research.

The second objective is to help managers in the design of management accounting systems
- through developing theories for the observed practices. It can be achieved through either the
indirect influence on other empirical work in the same field, or direct contribution from the

case study research (as arrow marked [b] shows in Figure 2.2).
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Figure 2.2:

The focus of case research with a descriptive/éxploratory purpose

Theory and/or propositions

New or

changing
management
accounting [2] b
practices \ [b]
Other empirical ' Case and field
< [b] research

research

Source: Spicer (1992:14)

2.6.2 Informing and/or explanatory case study research

The second grouping is made up of informing and explanatory case studies, which are used
either to directly explain the observed practicés, or indirectly to inform other forms of non-
empirical research. Figure 2.3 illustrates the role of this category of case studies. It is noted
that this type of case study research tends to take place in more developed subject areas.
Existing theories and other relevant empirical research are available to help researcﬁers to
focus and structure their empirical inquiries (as the arrows marked [a] indicate). The case
study can then be ﬁsed to investigate the relevant management accounting practices (as
demonstfated' by the arrow marked [b]). Finally, the findings and insights generated from the
case study will be fed back into the theory through pattern matching, the designs of future
non-case empirical studies, and to practice through explicit and implicit theory (as shown by

the arrows marked [c] in Figure 2.3)
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| Figure 2.3

The focus of case research with an informing/explaining purpose

Theory and/or propositions

[a]

- Management
accounting
practices  [b]

e V\\‘ el
Other empirical [a] P  Case and field
research research
< [c]

Source: Spicer (1992:24)

2.6.3 Summary
The roles and distinctions between the two groupings, descriptive or exploratory and

informing or explanatory, of case-based research studies are outlined in the above discussion.
Despite the apparent clear-cut classifications for the two categories, in practicé the separation
can be quite ambiguous (Eisenhardt, 1989; Scapens, '1990; Spicer, 1992). In certain
circumstances, there is overlapping and interactions among the two groupings.k As an
example Scapens (1990:266) put forward, an exploratory case research may be used to
generate ideas to form the basis for an explanation of accounting practices. Ultimately, I
consider that it is the intention of the researchers, not the rigid classifications, that determines

the ways in which case studies are being used.
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2.7  The role of this case study research - to explore and inform

According to the set of underlying middle-range assumptions on theory, nﬁethodology and
change, the role of this case study research does not fall entirely into one single grouping out
of the two identified by Spicer (1992). This case study research is being used to serve
multiple purposes that span across the border between descriptive/exploratory and

informing/explanatory case studies. The role this research plays is illustrated as Figure 2.4.

At this prepdradigmatic stage, many core concepts of IJV control remain ill defined and
relationships among various cont.extual variables are still unknown (Parkhe, 1993). Current
knowledge of the field is insufficient to establish a solid theoretical framework to guide the
area of inquiry._ Only some general theories, such as those related to ﬁnné, multinationals,
_FDI, transaction costs and control, and some fragmented ﬁndings f_rpm other prior studies
which examine isolated'variables' of JV and/of UV:cc')ntr;dl, are évéjléﬁlé (see Chapters 6 & 7).
Nevertheless, it is not my intention to undermine the contributions from these previous
studies. Despite their non-specific nature in relz}tion to the focus of this study, I have learnt
from their strengths as well as their weaknesses. Arrows marked [1] in Figure 2.4 show this

“type of input into the building process of the skeletal model.

As Parkhe's (1993:248) suggestéd, “advancement of II'V theory in its current evolutionary |
stage may be one inaugurated with exploratory research...”. It is because “preliminai'y models
that purport to include essential concepts and relationships in IJ'Vs... can be subjected to in-
depth investigation and modified as necessary to fit the empirical reality”. Exploration is one
~of the key roles played by this research. It is set out to explore “why” firms prefer to use J V to
approach foreign markets, and “how” partners control their II'Vs. The arrow marked [2] in

Figure 2.4"shows the exploratory role of this case-based research.

In addition to the exploratory role, this case research is also set to serve an informing purpose
‘and it has a middle—réngé role to play in changing parts of the status quo. The study aims to
close the distance between academics and practitioners’ interests. The ultimate objective of
this case-based research is to develop an integrative theory of IV control, which highlights
the specific Chinese context in which the control strategies operate and from which the theory
is derived. These aims can be achieved through either the indirect influence on other
empirical work in the same field, or the direct contributions from the case study research to

inform the practitioners (as the dotted arrows marked [3] in Figure 2.4 demonstrates).
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Figure 2.4

The focus of this case research with exploratory and informing purposes

Theory and/or propositions

Control of
UVs
in China
\
3]
Other empirical > 1 This case-based
research -[3] research

2.8 Access

Following my middle-range choice of methodology, a part-constrained and part-free discovery
method is adopted in this case research (Laughlin, 1995). I decided to use semi-structured
interview as the main instrument to collect empirical information. Parkhe (1993:248)
suggested that open-ended interviews with senior management, who have a direct
involvement in their UVs, allow researchers to “get close to the action of the formation,
structuring, and stability of 1JVs”. This type of first-hand information is particularly

important in the current stage of theoretical development in the field of [JV control.

However, getting access into appropriate sample firms is by no mean an easy task. Indeed, the
difficulty of gaining access in social research has been the primary problem facing social
researchers (Gill & Johnson, 1991). As with many social researchers, I experienced a lot of

highs and lows in the process of securing access.

My targeted samples were corporations who have JVs located in China. Given that my base is
here in the UK, for convenience I started to gather information in this country. From various

trade directories, I identified some UK-based MNEs who have subsidiaries in China.
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However, the information did not show the nature of these subsidiaries with respect to
whether they are wholly or partly owned. The principle of “trial and error” has been used
throughout the whole research. Letters requesting interviews were sent out to these
companies with the hope that some of them would have JVs in China. After a few months of

waiting, no positive replies were received through this channel.

On the other hand, I also visited a number of organisationss, which were dealing with or
related to promoting UK-China trade or Oriental/Asian studies. From this source I identified
a number of British firms, who either had already established JVs in China or whom the
media claimed would be doing so in the near future. Letters of interview requests were then
sent out. Unexpectedly, meetings were obtained from three well-known UK-based MNEs.
Two qf the MNEs® were already involved in I'Vs and the other was at .that time considering

going into China in the near future.

Interestingly, a common atmosphere in these interviews was that the executives were
suspicious of my intention and the sources from where I obtained their corporate plans. It
seemed to be an understandable reaction. An unknown Chinese researcher who wants to find
out “why” they have decidéd to éngage in JVs and “how” they control their subsidiaries in
China, my approach might cause their concerns. Groot and Merchant (2000) obtained a
similar experience from their study of control in IIVs. The two scholars stated that individual
partners and JV managers might be very cautious about what they reveal to researchers and
whether théy shoﬁld risk talking to researchers and participating in the research in any form.
This comment mirrors my experience. The practice seems to explain why gaining access has

been the primary problems facing many social researchers.

Another common feature of the interviews with two of the three MNEs was that owing to
their size and complexity of operation, the senior executives in the headquarters could not
provide me with much information on how their JV Chinese subsidiaries were formed and
being managed. When these executives were requested to introduce me to their colleagues in
charge of the Chinese Vs, they were reluctant to do so. It appeared that they did not want to

bother their colleagues whom they might rely on for business. The executives seemed to be

5 Such as the Great Britain—-China Centre, The Chinese Economic Association (UK), The British-Sino Centre, and The London School of
Economics.
8 One of them is Superior, the MNE parent mentioned in the first case study of this research (see Chapter 8).
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unwilling to make public their participation in the external research so as to eliminate any

suspicion of them disclosing their companies’ secrets.

In fact, it is not an uncommon finding. For example, Spencer (1980) conducted her Ph.D.
research into the role/relationship of non-executive directors. Spencer’s target samples, which
included her father who was a non-executive director at that time, were unwilling to introduce
her to colleagues owing to some similar reasons cited above. The father-daughter relationship
did not bring Spencer the expected advantages. It seemed that bfinging in outside researchers

has been a sensitive issue in some organisations.

Except the advice given by the Sﬁperior group's executive that I should contact his HK office
when I visited the city, no solid access for empirical investigation in China was obtained from
the two MNEs. Nonetheless, the experience made me réaliéé that I needed to gét closer to the
scene of operation. Instead of waiting for miracles to happen in the UK, I decided to travel to
Greater China’, where my target samples are located®. One of the Chinese traditions denotes
that physical presence shows respect and sincerity to the person from whom we ask for help.

My physical presence in Greater China improved the situation dramatically.

During my three-month stay (August - November, 1995) in the region, I obtained interviews
with five JVs located in Shanghai (including Marlee — Case Study B, Chapter 8). On the
other hand, following the advice given by the executives whom I had interviewed before I left
the UK for Greater China, I made contacts with their HK/China offices. After several
attempts, I obtained a reply from Superior’s Hong Kong administrative centre. Two senior
executives in the Hong Kong subsidiary agreed to meet me and the meeting led to three -
subsequent interviews. A lot of useful information was collected from the interviews that

allowed me to write up the case study (see Case Study A, Chapter 8)..

In addition to the above, I also explored personal and family links. Again, it is a good

example to illustrate the importance of “guanxi — personal relationships” in the Chinese

Includmg Hong Kong, Macau and China.

¥ At that time, the Chartered Institute of Management Accountants (CIMA) announced the official opening of their Shanghai branch.
Through our university’s professional contact, I was introduced to a manager in charge of research development in the London CIMA
headquarters. Since my research topic was highly relevant to their interests, I was assured support from their Hong Kong and Shanghai
offices in my forthcoming visit to Greater China.
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society. Above my expectations, I received interviews from five companies9 through this
channel (including the case studies of Silky and Pearl - see Case Studies C & D, Chapter 8).
Owing to the fact that my colleagues, friends, family or myself knew the interviewees, the
formats and locations of some of these interviews were rather informal'® as compared to the

others. Structure and formality of the interviews will be further discussed in the next section.

2.8.1 The structure and formality of the interviews

All the interviews were semi-structured and involved senior executii/es, ranging from
chairmen, financial directors, directors, production managers to JV general managers, who
had direct involvement in managing their Chinése JVs. These executives, except in two
occasions'!, were appointed by foreign partners. The number of interviews obtained from
each firm varies.  Specific details about positions of the participants and number of

interviews granted by individual firms are described in the case studies recorded in Chapter 8.

In each interview, I brought with me a list of points/questions. These points were derived
from the literature review, which underlined the formation of the skeletal theory, and they had
the function of a prompt sheet to provide guidelines for the interviews. A great extent of
flexibility and diversity was preserved in the discovery process for new insights. My
experience has shown that the semi-structured format worked well. Scarcity of time available
in each interview was better utilised, and unexpected discussion was prompted by the semi-
structured questions. Moreover, the majority of interviews were tape-recorded. Tape
recording enabled me to focus on the conversation. The freedom also allowed me to observe
the interviewees, other members of staff and activities in the offices. This type of
observational information is useful in helping me to understand the companies and discussion,

and interpreting the empirics (Dent, 1991).

On a few occasions I noticed that the interviewees were rather conservative, I then abandoned
the idea of recording the meeting in order to build up a trusting relationship with the
maniagers. I found this occurred more often in interviews with the local managers of IJVs

located in Shanghai. These Chinese managers seemed to be paranoid by the idea of having

% It included a UK based insurance group, who was at that time applying for a license to trade in China. Although strictly speaking they
were not a suitable sample for the empirical work, their executives did provide me with some interesting information of why China was
strategically such an important territory to their group.

For instance, the interview with Peter Lee of Silky was conducted on a Sunday afternoon in Peter’s home. Whilst two of the three
interviews with Pearl were held in a restaurant and their China factory respectively. :
1 These local Chinese executives, as a representative assigned by the Chinese partners, provided me with some contrasting information of
how they control their JVs.
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their opinions formally recorded. This reaction is not difficult to explain. Although China
has opened up for FDI since the 1980s, in terms of research it still remains a closed country to
outsiders. Also, the communist regime and the long-lasting effects of the cultural revolutions
have discouraged Mainland Chinese to express their views publicly. Some JV GMs agreed to
meet me mainly because of their guanxi with the senior members of staff from the Shanghai
Chamber of Commerce, who set up the interviews. I feel that in Shanghai, or perhaps in other
big cities in China, a hidden “class” system exists. The senior managers would see it as

“losing face” to meet an unknown researcher with a low business status.

The duration of each interview varied. From my personal opinion, I see the length of
interview not always bearing a direct relationship to the vohime and quality of information
collected. In fact, my experience shows that I collected the least information from the longest
interview'? with a Taiwanese JV GM. That expatriate was very keen on expressing his
feelings about the Taiwan-China relationships, his family in Taiwan and his son who was
studying abroad at that time. Although Ivkept trying to steer the discussion back to the
research, the conversation slipped back to his favourite topics one way or the other. :
Although not much information related to case writing was obtained during the day, I learnt
an important lesson. The experience made me realise that senior executives are only humans,
who also have their passions aqd bias towards various things. It is a good example to

demonstrate the social elements embedded in any control research.

On the other hand, the two executives from Marlee Chinese holding company made it very
clear that they could not afford to spend too much time on the interviews. In fact, it was the
first time they accepted interviews from a researcher. The financial controller was é very
“down to earth” person. He preferred going straight to the main point of each question. I
collected a lot of useful and unexpected information from him in a one-and-a-half hour

interview. The interview with the controller for sales and distribution was almost the same.

My ethnic Chinese background and linguistic ability were a great help in the empirical work
and shortened the time required in each interview. For instance, when I was in the empirical
scene, I could understand conversations among administrative staff in the work pools before I

entered the interview rooms. During the interviews, I could have direct conversations with

12 1t lasted for almost a whole day. The interview included lunch and ice-cream breaks (the JV’s products).
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most of the interviewees'> without using an interpreter. My knowledge of the cultures in the
West and the East facilitated my observation and understanding of both the interviewees and

other people/activities around the empirical scene.

As discussed earlier, the quality of information collected from individual firms varied. In
several circumstances, the data obtained from the samples were insufficient to write up a
meaningful case study for each of them (often, no secondary source of information is
available to remedy the situation). In addition, owing to the constraints of time and resources,
it would be impractical to write ﬁp a dozen case studies of various levels of depth, given that

the volume of this thesis is already large. Eventually, I decided to adopt a “focus” strategy.

I chose four sample firms from which I had collected the most information (via interviews and
secondary sources) as the main case studies, while using information gathered from othef
interviews as a general knowledge base of “why” and “how” firms form and contrdl their IJ'Vs
in China. This type of general knowledge is crucial in helping me to understand, interpret,

analyse, and challenge the main case materials.

In addition to the degree of completeness of the collected information, my choice of sample
firms to write up for the main case studies was also driven by their contrasting background.
Two of the four chosen samples are giant European MNEs, while the other two are Hong
Kong-based14 medium sized firms. Their background represents different geographical
locations, culture, as well as size of operatibn. The two groups of case studies shed insights
into the webs of relationships among hard economic and soft human elementé embedded
within and outside of the control packages. In addition, the differences of design and
implemeritation of control péckages between the two sample partners in each case study group
disclose further detail of parental control of IJVs under the uﬁique combinations of internal

and external environments. Indeed, all four cases add value to one another.

There is a great deal of richness embedded in the case studies. The case materials are
- consider as a key part of this research, which is used to inform and enrich the skeletal model.

As a result, I have taken the decision to include all four of the case studies in the main body

13 Shanghaiese is a widely used local dialect in Shanghai, a language of which I have no knowledge of. The local people speak Mandarin
with a strong Shanghaiese accent. As a result, I requested a member of staff from CIMA Shanghai office to act as the interpreter in a
couple of interviews.

14 Pearl has moved its country of registration to Bermuda. However, the group was founded in Hong Kong, and up until the time the
empirical investigation was conducted its head office and principal place of business remained in Hong Kong.
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(recorded in Chapter 8), rather than in the appendices. The consequence of this decision is

that the main body of the thesis is inevitably lengthened.

2.9  Judging case study research

Having outlined the rationale behind my choice of using case study, the next important

question arises — what are the elements that constitute a good case study, and what are the

criteria on which to judge it?

In judging a case study, one needs té assess how well researchers have dealt with
methodological issues in relation to the problems of construct validity, in terms of internal and
external validity, and reliability (Burns aﬁd Kaplan (1987); McKinnon, 1989; Yin, 1989;_
Eisenhardt, 1989). There are a number of researchers, _such as Burns aﬁa Kaplan (1987), Yin
(1989), Eisenhardt (1989), and M‘cKinnon' (1988), who have expressed their views on the

criteria for judging good case research.

In Spicer’s (1992) review of recent developments in case research methods in cost and
management accounting, the scholar particularly recommended Yin (1989) and Burns and
Kaplan’s (1987) models. Despite th¢ fact that Yin focuses on case studies in general, whilst
Burns and Kaplan concentrated on accounting, Spicer (1992:11) observed that their views
“overlap and complement each other” and provide some useful guidance on what forms an

exemplary case study.

Agreeing with Spicer’s opinions, I adopted Yin and Burns and Kaplan’s criteria (as Table 2.2)

to self examine the quality of this case-based research.
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Table 2.2

The characteristics of an exemplary case study

Yin (1989)

Case topic is significant:
Of unusual or wide interest

- Underlying issues are important in
theoretical or practical terms.

Case is complete:
Distinction between phenomena
studied is given explicit attention
Demonstration of an exhaustive
attempt to collect relevant data

Case analysis considers alternative

perspectives:
Descriptive or exploratory cases
consider alternative perspectives

- Informing or explanatory cases
consider rival hypotheses or

propositions

Case displays sufficient evidence:
- Critical pieces of evidence are in
the case study report

Case is composed in an engaging
manner.

Source: Spicer. (1992:13)

Burns and Kaplan (1987)

Subject matter is important:
Significant to managers
Potential for making advances in
conceptual  development of a
managerially relevant phenomena

Site and research method appropriate to
the topic:
Careful site selection
Appropriate sequence given inquiry
Good interview questions

Good data and

interpretation:

- Researcher understood topic and was
careful with interpretation

- Linked to established literature

presentation

Findings are useful:

Implications for practice are clear
Appropriate qualifications are made
Implications for future study are
stated
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29.1 A selfexamination of the quality of this case-based research

Having adopted a MRT on the choice of theory, methodology and change perspectives, this
case research is not set to strive for perfection. Indeed, aiming to establish an exemplary case
study would contradict the philosophical standpoints I hold. Rather, it is carefully designed

to fulfil as many criteria of good practice as possible.

Regarding the first criterion, the topic of this case research is evidently important to both
academics and practitioners. The rapid changes in competitive environments and industrial
structures have brought changes in contracting and new problems for management accounting
and control (Spicer, 1992). There has been a surge in inter-firm co-operation in the forms of
JVs and strategic alliances (Killing, 1982, 1983; Beamish, 1995, 1998; Contractor, 1985;
Contractor & Lorange, 1988; Harrigan, 1984, 1987, 1988; Porter & Fuller, 1986; Beamish &
Banks, 1987; Hennart, 1989; Yan & Gray, 1994; Geringer & Hebert, 1989; Glaister, 1995;
Glaister et al., 1998; Spicer, 1992; Parkhe, 1993; Groot & Merchant, 2000).

However, theoretical development in the field of IJV control still remains in a pre-
paradigmatic stage that is struggling to catch up with practice (Geringer & Hebert, 1989;
Parkhe, 1993; Black & Mendenhall, 1990). As Geringer and Hebert observed, there are many
firms getting involved in JVs that have been ill prepared or have been forced to bypass the
potential of the JV option. There is a clear gap between the needs of the industries and the

focus of academic research studies.

Moreover, China, a nation that is predicted to become the worlds second largest trading
nation around the year 2020 (The World Bank, 1997), has attracted significant foreign
interests to the country (see Chapter 3). JV, in equity and contractual formats, has been the
most commonly used entry mode chosen by foreign investors (see Table 3.7). Again, this
trend has brought new questions to management accounting and control practices under the
specific context in China. In sum, the case topic and its location is considered to be of wide

interest to the managers and academics alike.
In relation to the second point, the majority of potential sample firms I approached had UVs

established in China. I submit that the final case study sites were chosen opportunistically,

and the in-depth interviews arose from what might be termed as “accidental access” (Otley &
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Berry, 1994:51). However, one needs to realise and accept that to gain access into 1JVs

operating in China, a unique and somewhat peculiar transitional economy, is very difficult.

I share the views of Reynolds (1971:127), “good research design and asking important
research questions take precedence over tidy statistics in evaluating research quality”. The
semi-structured questions used in the interviews were derived from the skeletal model of UV
control, which was established through a long literature review process that will be illustrated
in the following five chapters. These questions are applied only as skeletal rules to guide the
empirical investigation in China. A great extent of flexibility and diversity is preserved in the

discovery process for new insights

Gill and Johnson (1991:122) stated that the matter of external validity is often subdivided into
two aspects: population validity15 and ecological validityl6 This case research, similar to
many others, entails intensive study of a small number of cases (Scapens, 1990; Gill &
Johnson, 1991). Consequently, it is unable to claim population validity. Nevertheless, as
Scapens (1990) correctly pointed out, evaluation of case studies on the aspect of external
validity should follow the experimental method’s replication logic (rather than the survey
method’s sampling logic), and the focus should be set on whether theories explain

observations.

The empirical investigations of this case research were conducted in the natural settings of the
everyday management control activities of the sample UVs. In addition, interviewees were
executives, who were directly involved in the management of their Chinese UVs. In the
interviews, the participants were encouraged to express their opinions on various aspects
related to their UVs. In summary, the natural context, together with the part-free, part-
constrained investigation process increases the “ecological validity” of this case based

research (Gill & Johnson, 1991).

With respect to the third criterion, Wright et al. (1988) stated that case studies in topics of an
international nature require an understanding of and insight into the history, culture and

language of the people whom one investigates. For this research, the topic itself and the

1 This criterion concerns the extent to which it is possible to make a statistical generalisation about the wider population from which the
samples are drawn.

16 “This criterion is concerned with the extent to which it is possible to generalise from the actual social context in which the research has
taken place and data are gathered, to other contexts and settings. This is also related to the issue of how artificial the research setting is

relative to natural context typical of normal, everyday life”.
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senior executives involved came from a diverse background, which spans across the
geographical and cultural boundaries between the East and the West. As Gill and Johnson
(1991:143) described, “interpretations (of observations) cannot escape background
preconceptions embedded in the culture, language, and life of their authors”. As an ethnic
Chinese, I grew up in Hong Kong where I was educated and am now working in Britain. I
possess a basic understanding of the cultures, customs, languages and business practices of
both the East and the West. The knowledge acts as an internal mechanism to reduce research
bias and improve the extent of authenticity in the interpretation. In addition, the majority of
interviews were tape-recorded. The richness of the empirical detail is further preserved.
Throughout the empirical investigation and the analytical processes, constant references are
made to the skeletal theory of IJV control and other relevant studies. There is a link between

this case research and the existing literature.

Fourthly, every effort has been made to analyse, interpret and present the empirical
information and findings by using a middle-range research approach. The set of objectives
and underlying assumptions I act upon have been made public throughout the research
process. Implication for practice and future research will be discussed in Chapter 10. This is

for the readers to judge the interpretation and findings of this study.

The empirical details are integrated with my subjective and critical thoughts. The four case
studies are composed in an engaging manner. The first person (I) is used in this chapter,
throughout the four case studies, and in the conclusion chapter in order to show that I am not
independent from the research. Again, this is for the readers to decide whether this research

has fulfilled the fifth criterion identified by Yin (1989).

2.10 Limitations of case study research

As Parkhe (1993:255) rightly pointed out, the “case study method is not a panacea” to all
types of problems facing research in organisations and UVs. In fact, “no single approach to
theory development, including case studies, is self-sufficient and capable of producing a well-
rounded theory that simultaneously maximises the research quality criteria of construct
validity, internal validity, external validity, and reliability” (Parkhe, 1993:255). Although
case study is considered to be the most appropriate method for this research, I have realised

that it has a number of limitations.
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The first type of weakness involves the difficulty of drawing a clear-cut boundary around the
subject matter of the case research (Eisenhardt, 1989; Scapens, 1990; Parkhe, 1993). Having
adopted a holistic approach to study control practices as a part of the larger social systems, |
found it very difficult to arrive at a decision of where the exact boundary should be set. As
Eisenhardt (1989) observed, facing vivid, voluminous empirical data, researchers are tempted
to capture everything and led to believe that the majority, if not everything, is relevant to the

subject of inquiry. This type of problem has arisen in this research.

The above points lead to the second type of weakness of the case study method, which is
researcher bias. As discussed in section 2.4.1 & 2.4.2, management accounting and control
are not natural phenomena. Researchers, as interpreters of the observed social reality, cannot
be treated as neutral independent observers. There is a certain extent of human subjectivity
involved in the process of understanding and explaining social reality and actions. As
Scapens (1990:277) suggested, “there can be no such thing as an ‘objective’ case study”, as
“observation is neither theory neutral nor theory determined, rather it is theory-laden”

(Johnson, 1989:100).

My understanding of the languages and cultures of the East and the West works as an internal
mechanism to monitor the collection and interpretation processes. In addition, since most of
the interviews were tape-recorded, it helps to improve the accuracy of interpretation and
reduce the problems due to poor recall (Yin, 1989). Nonetheless, one has to accept that there
is no perfect solution to cure all the weaknesses of bias. The four case studies demonstrate

my bias towards the subject, cultures, languages and/or the people involved.

Thirdly, I agree with a comment made by some researchers, such as Parkhe (1993) and
Humphrey (2001), that the choice of using case study is risky, costly, and time-consuming. It
is particularly problematic to research of international nature, such as this study. The first and
foremost requirement of the case study of this nature is to understand the histories, cultures
and languages of the empirical context, companies and people whom I interviewed or
observed. Fortunately, some of these problems are overcome by the advantages drawn from
my ethnic background. However, there remain many other logistical and operational
problems stemming from a large geographical distance. For example, the geographical barrier

deepened the difficulty of securing access into UVs operating in China.
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Another weakness of using case study is that of confidentiality. Participants of this research
were assured that all information disclose& would be treated as confidential. This agreement
raises the need to disguise the identities of the interviewees and organisations involved in the
case studies. Scapens (1990:277) described this type of ethical obligations “limit(s) an
appreciation of the context of the stﬁdy”. Also, the need to keep empirical data confidential
may prevent the researchers from checking the validity of the information collected. Other
means of checking are adopted in this research, such as annual accounts, Internet home pages,

published articles and/or auto-bibliography of the organisations concerned.

A final limitation is that senior executives, who participated in the interviews, were busy
people. Often, they agreed to commit themselves to a limited amount of time in the
investigation process. Furthermore, these participants might require a high level of flexibility
in terms of time and place of interviews in order to fit in their tight schedules. From my
experience, these restrictions put researchers under further pressure. FAIthough it is a way to
* give researchers a feel for how the organisations operate, my experience showed that the flow
of interviews was often interrupted by incoming phone calls or other people in the offices,

which make the researchers struggle with time even greater.

On the other hand, the time agreement with the executives might prevent researchers from
going back to the organisations io check the validity of the collected evidence or to gather
missing information that is iinportanf to the writing up of the case studies. For this research,
secondary information sources were used to remedy some of these problems. However, one
has to accept the fact that all empirical research is partial and incomplete, and this study is not

an exception (Laughlin, 1995; Parkhe, 1993).

211 Conclusion 4

This chapter has made public my ontdlogical and epistemological commitments, and justified
the chosen research approach and case study method. The following five chapters illustrate
Stage 1 of the theory formation process to build the skeletal model of IV control. Four in-
depth case studies are recorded in Chapter 8. Chapter 9 demonstrates a detailed analysis of
the case materials through using the skeletal model. A continuous theory-empirics interplay
process gradually develops the skeletal framework, and the process enables an integrative

theory of IV control to be established.
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Chapter 3
A review of changes in patterns of international competition

and the rise of China

3.0 Introduction

The steep rise of the multinational enterprisel (MNE) is regarded as the most remarkable
post-war economic phenomenon (Buckley & Casson, 1976). MNEs have come to take up
an increasingly important role in the economic, cultural, social as well as political affairs of
the contemporary world. The tremendous growth of foreign direct investment2 (FDI) in
recent decades, particular in the 1980s, has significantly changed the structure of industry
and patterns of international competition (Porter, 1986). Traditionally, trade has been
considered to be an engine of. growth and a driving force of integration bringing national
economies closer together (United Nations, 1991; Nicolaides, 1992). Today, however, FDI
is often a vehicle for the birth and growth of MNEs (Buckley & Casson, 1976; 1985, 1988;
Casson, 1982, 1981; Dunning, 1980, 1981, 1988; Hennart, 1986; Rugman, 1980, 1981,
1982). It complements and, to a certain extent, replaces the roles of free trade (Julius,
1991). The emergence of MNEs is considered to be a crucial factor of the modem world

development and reflects a decisive break with the past.

3.1 A review of the changing economic and industrial structures, and patterns of
competitions

Worldwide FDI in the 1980s was marked by both an acceleration in size and in the
diversity of sources (United Nations, 1991; Julius, 1991). In term of size, MNEs from the
G53 alone invested over "US$650 billion" between 1980 - 1989 (Julius 1991:4).
Moreover, the FDI outflows of the fourteen industrial countries4 was increased two-fold
and amounted in aggregate to over 1% of GNP by 1989, compared with only about 0.5%
in the early 1980s (Turner, 1991).

1 A MNE is a business, which incorporated in one country but owns and controls outputs of goods or services in other country or
ﬁountries (Casson, 1982).

A definition of FDI as “an activity to acquire foreign equities by individuals or institutions with ownership, control over or
participation in the management of the companies concerned” suggested by Hood and Young (1979:8) is adopted in this research.
3 United States, United Kingdom, France, Japan and Germany.
4 Including: United States, Japan, Larger EC Countries, France, Italy, Germany, United Kingdom, Belgium-Luxembourg, Netherlands,

Spain, Australia, Canada, Sweden and Switzerland.
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The dynamism of FDI can be compared with world exports and output. Outflows of
world-wide FDI increased by nearly 29% per annum between 1983 - 1989, three times
faster than the growth of exports and four times of growth of world output (United Nations,
1991). The gap between the growth rate of exports and that of FDI outflows has widened
drarhatically since 1985. In éum, the current phenomenon may indicate that worldwide

FDl is in a take-off phase (Julius, 1991; United Nations, 1991).

“41.1 The growth of "new form" of international industrial co-operation
According to the rapid development of international business and greater integration of the

world economy, firms have formulated different types of business strategies in response to
opportunities and challenges arising in both domestic and global markets. The second wave
of change following the world-wide revolution in patterns of competition is the growth of
so-called ’new form’ of international industrial co-operation in recent decades (Casson,
1990; Hennart, 1989; Franko, 1987). New forms usually réfer to institutional arrangements
that are not in a wholly owned format, such as consortia, contracts, alliances and JVs
(ibid.). They are modern forms of investments, differing from traditional FDI, which
operate primarily through a sole agent of a wholly owned subsidiary (Buckley & Casson,
1985). The contemporary fashion of competition is characterised by a high level of

complexity in terms of objectives and thus structures, operation and management.

Several researchers provided empirical evidence, which shows that since the late
1970s/early 1980s there hés been an accelerating interest in inter-firm cooperation and
alliances (Harrigan, 1984, 1987; 1988; Contractor & Lorange, 1988; 1988a, 1988b; Franko,
1987, 1989; Anderson, 1990; Glaister, 1995; McGowan, 1995; Yan & Gray, 1995; Gomes-
Casseres, 1996; Glaister et al., 1998; Groot & Merchant, 2000). As Gomez-Mejia and
Lawlesé (1995:vii) revealed, “measured even in gross terms, like the frequency with which
cooperative arrangements are announced in the business press, they are an important
- phenomenon for managers and scholars alike”. According to Contractor and Lorange
(1988), for US firms co-operative arrangements outnumber wholly owned subsidiaries by a

significant ratio of four to one.

Among a wide spectrum of choice under the theme of new forms, JV is one of the most
popular, sometimes the dominant, type of business organisation for MNEs in developing

(Dunning, 1981, Beamish, 1985; Beamish & Banks, 1987) and developed countries
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(Harrigan, 1998, Contractor & Lorange, 1988, Franko, 1987, Glaister, 1995, Glaister et al.,
1998). Firms have demonstrated a gro§ving willingness to become engaged in cross-border .
JVs (Glaister, 1995; Hergert & Morris, 1998). According to Anderson’s (1990)
observation, there have been more JV and cooperative arrangements announced since 1981
than in all previous years, despite the fact that JV is a conventional business organisation

which has been used for decades.

The phenomenon illustrates that JV has enjoyed a surge of popularity and is being used
more widely than ever before. Some possible reasons to explain the trend aré that with the
quickened pace of globalisation, intensified competition, shorter producf life cycles and
rapidly enhancing technological complexities, do-it-alone is not only risky, but also
difficult for firms with limited resources (Stafford, 1994; Moxon & Geringer, 1985; Porter
& Fuller, 1986; Geringer & Hebert, 1989). FDI in the form of wholly owned subsidiary is
neither the most feasible nor the best option for parent firms. For example, Maxon and
Geringer's (1985) research in commercial aircraft industry showed that high development
and launching costs, together with significant market and technological uncertainties, lead

to the upsurge of international collaboration in order to share risks and costs.

Indeed, there is an increasing number of international operations employing a mixture’ of
contractual modes simultaneously-in order to address the needs of a paﬂiculér foreign
market (Contractor, 1985; Beamish & Banks, 1987; Buckley & Casson, 1985). Beamish's
study (1985) of JVs in LDCs discovered that none of his sample foreign partners relied
solely on dividends fbr éompensation. The study reflected that foreign partners often
negotiate hybrid JV arrangements, which serve to lower their risk as well as taxes and to
diversify income channels (Contractor, 1985). Return generated from hybrid JVs is likely
to compensate the extra costs involved and may exceed those available through wholly
owned subsidiaries. As Bearrﬁsh and Banks (1987) suggested, not all JVs are unstable or

unprofitable.

Besides the above motives, inter-firm co-operation can facilitate the expansion into new
markets, which are either impossible due to host countries’ legislation, or costly to

approach through the full integration track or contracts (Casson, 1990). Although there

5 Partners may use a combination of equity JV with licensing agreement between foreign partner and the JV as licensee, or contract of .
material supply from foreign partner to the JV (Contractor, 1985).
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would be specific costs and risks associated with writing, executing, enforcing and
governing a JV agreement, these can bé offset by the potential synergistic effects resulting
* from combining the foreign partners’ assets with those of the local partner and the special
resources of the host country (Beamish & Banks, 1987). The forms and structures of
competition in today’s business world are no longer following the traditional patterns,
which were restricted to a single-country boundary. The modern forms of competitibn are

characteriséd by a high level of complexity.

Summing ﬁp the above review, it is fair to say that JV has become a popular new form that
is adopted by companies with different size and strategic motives. The recent trend led
Kogut (1987) to conclude that JVs are now playing é changing role in the evolution of
national institutional structures and international oligopolies. It has reshaped the nature
and style of international business (Parkhe, 1993). Under certain circumstances, JV can be
a form of organisation by which markets are replaced by organisational co-ordination.
“Joint ventufes are the wave of the future", as Anderson (1990:19) and some other

observers predicted.

‘/3.2 The rise of China

Apart from the surge of western multinationals and their FDI activities, the other

signifiéant feature highlighting changes of the world economy is the rise of the Asian
economic power. The growth in real gross domestic product (GDP) per head during 1989 -
1993 in most developing Asian countries was leading the world. As Table 3.1 shows,
GDP per capita in all the developing Asian countries taken together was rising far more
rapidly than the G7, EC or US during the period between 1974 - 1993 (Financial Times,
10/12/1992). According to the President of the European Commission (Financial Times,.
24/5/1994), the G7's share of global output would be seriously threatened by the economic
growth in Asia, with it falling dramatically from its current rate at 75% to 50% by the year
2010.‘ According to The World Bank's (1998) estimates, the ratio of FDI to GDP in
developing countries grew from 0.80% in 1991 to 2.0% in 1997. FDI flows to Asia
constituted 47% of the total FDI flows to the emerging markets in 1996. Nowadays, it is a
reality of life that high quality, high-technology and other value for money products that
are labeled "made in Asia" have largely replaced domestic supplies and flooded the

Western markets (Hofstede & Bond, 1988).
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The economic miracle, which has taken place in some Asian developing countries, shows
signs of dutperforming the Western éuper states (Financial Times, 10/12/1992). For
example Table 3.2 shows that the five "Asian Tigers", which include Singapore, Taiwan,
South Korea, Hong Kong and Japan, were the world leaders in terms of the average annual
‘GNP growth per capita over a twenty-year period between 1965 - 1985 (Hofstede & Bond,
1988). Many Asian countries have been suffering from an economic slowdown since the
second half of the 1990s. However, four of the five Tigers (except Japan®), managed to
sustain growth over the difficult period in the 1990s, and Table 3.3 demonstrates their

speed of recovery’ (Asian Development Bank, 2001).

In addition to the five "Asian Tigers", there are other newly rising Asian states also
showing signs of an economic takeoff (Hofstede & ‘B'ond, 1988). Among this group of
potential players, China, the so-called the world’s last great market, has gained rapid
attention (Samain, 1989; Buckley, 1995). The country has more than one-fifth of the
world’s population and a vast consumer market that is predicted to become the world’s
second largest trading nation around 2020 (The World Bank, 1997). In the first ﬁfteenv
years of opening up, China achieved astonishing progress and up until 1997 the country
was already ranked as one of the fastest growing economies in the world (Blackman, 1997,

The World Bank, 1997).

Drawing from the Chinese Government publications, the country improved its GNP by
over 500% since the door was opened to the outside world in 1979 to the end of 1996 (see
Table 3.4). Two more objccti\}e studies conducted by The World Bank (1997, 1997a) also
reported that China expanded its economy more than fourfold since the early 1980s. The
real GDP per capita grew at the blistering rate of 8% per annum between 1979 and 1995.
In 1997, The World Bank (1997) estilhatcd that China’s expected growth 'would‘be about
7% pér annum over the following twenty-five years. According to this projection, the

country’s share of the world trade would more than triple to 10%.

6 Japan remains in deep recession and its factory output declines to 14-year low (Time, 30/12/01).

7 The Asian economies, being trade dependent of America, are adversely affected by the 11 September 2001 incidence in America,
which badly hit the country’s economy and investors’ confidence (Times, 4/11/2001). The long-term effects that this terrorist act brings
to the Asian economies are not fully revealed at the moment.
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Along with the economic reforms, average living standard of the Mainland Chinese has
sharply risen (Shaw & Woetzel, 1992). The improved living standard enables the majority
of local people to acquire a range of goods from basic to luxury consumer products. Their
combined purchasing power, constitutes a huge consumer power. The astonishing
transformation undergone in China presents a wealth of business opportunities for both
local and foreign investors to seize (Abramson & Ai, 1999; Buckley, 1995), and the trend

of "China Fever" started to emerge in the early 1990s (Sender, 1993).

Table 3.1

Average annual growth in real GDP per capita (%) in selected countries

1974 w1993

Countries 1974 - 83 1983 - 89 1989 - 93
G7 1.4 3.0 1.2
[N 0.8 2.7 0.1
EC 1.6 2.7 1.4
UK 1.1 3.2 -0.2
Japan 2.5 4.0 34
Asian developing countries 3.2 5.6 4.5
Middle East & Europe

developing countries 0.6 a1 29
Latin America 0.5 0.4 0.3
Africa -0.3 -0.4 -1.0

Source: Financial Time (10/12/1992)



Table 3.2

Average growth in gross national product (GNP) per capita
in selected countries

1965 -1985

Countries Average Annual Growth Rate

(%)
Singapore 7.6
Taiwan 7.2
South Korea 6.6
Hong Kong 6.1
Japan 4.7
Brazil 43
Austria 35
Colombia 29
West Germany 2.7
Canada 24
Netherlands 2.0
Sweden 1.8
India 1.7
United States 1.7
Great Britain 1.6
Poland 1.5
Switzerland 1.4
Nicaragua -2.1

Source: Hofstede & Bond (1988:7)
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Table 3.3

Four Asian Tigers’ GDP growth rates 1995 - 2000

1995 1996 1997 1998
Hong Kong 39 . 4.5 5.0 -5.3
Republic of Korea 8.9 6.7 5.0 -6.7
Singapore 8.0 7.6 8.5 0.1
Taipei 6.4 6.1 6.7 4.6

Source: ADB, Asian Development Outlook 2001 (www.adb.org)

Table 3.4

China’s GNP growth Indices 1978 - 1996

GNP GNP Indices

(100 million Yuan) (1978 = 100)
1978 3624.1 100.0
1980 4517.8 116.0
1985 8989.1 193.5
1987 11954.5 234.1
1988 14922.3 260.5
1989 16917.8 271.5
1990 18598.4 283.0
1991 21662.5 308.8
1992 26651.9 352.2
1993 34560.5 398.4
1994 46670.0 448.7
1995 574949 489.1
1996 67559.7 536.5

Source: Statistical Yearbook of China (1997:42).
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3.3 Economic reforms and the open-door policy of China

Since the formation of the Peoples’ Republic of China in 1949 and up until 1978, China
was semi-isolated from the outside world both from a diplomatic and commercial
perspective. This isolation has left the country with a level of development that dates
largely from the 1950s or even earlier. After the end of the cultural revolution in 1976,
China adopted the well-known "open-door policy" and placed its primary objectives on
accelerating the speed of modernisation in agriculture, industry, technology, science é;nd
national defense. The ultimate goals of the modernisation are to catch up with the world’s
developed countries and eventually drive China forward in amongst the front ranking

industrial countries of the world (Larson, 1988; Kemp, 1987).

The Chinese government well understands that transfers of foreign capital, new and
advanced technology and management expeftise, through FDI is the most effective and
economic way to expedite economic reform which aims at decentralisation, greater

effiéiency and the provision of incentives (Kemp, 1987). Therefore, the government has

started to build infrastructure, formulate, define and refine foreign investment policies,

laws and regulations, strategies and otherwise improve the overall investment environment

to attract, encourage and protect FDIL.

From the administration aspect, a relatively more decentralised governance system of
foreign traae has emerged to incorporate the open door policy. The central authority set up
the China International Trust and Investment Corporation (CITIC), and re-structured the
Ministry of Foreign Economic Relations and Trade (MOFET) to match and approve
foreign funded projects (Campbell & Adlington, 1988; Shan 1989).

The most notable development, which marked the start of the reform and opening policy,
was the establishment of the 1979 Sino-foreign Equity Joint Venture Law, the first piece of
legislation to affect foreign investments in China. Since then, the vehicles for investment
available to foreign investors have been proliferated, and ranged from equity joint venture,
contractual joint venture, compensation trade joint development agreement, wholly owned
foreign énterprise, 'compen.sation trade, processing and assembly agreements.
Characteristics of different forrns of investment will be further discussed in Section 3.4.

The government also published the well known "22 Guidelines for the Encouragement of
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Foreign Investment" to guide foreigners and foreign funded enterprises to reside and run

businesses in the country (Abramson & Ai, 1999).

Other milestones since the inception of the open-door policy are the establishment of
special economic zones (SEZs), opening up of coastal cities and allowing sub-development
of economic and technological development zores (ETDZsj within the open cities, in
which favourable investment policies, tax incentives, labour supply, financial services, and
better developed infrastructure are available to foreign investors. The preferential
measures are variously available to foreign investors with respect to site location, nature of
businesses as well as the central government’s development priority (see Section 3.5).
Local authorities of some of the provinces are given power to approve construction and
industrial ’.'pljeje_cts(within- the investment limits defined by the central authority to |
A iridividuél zones/provinces) invelving foreign investment without reference to the central

 authorities (Kemp, 1987). Generally speaking, different provinces have gradually become
islands of capitalist enterprise’ within the socialist system (Kemp, 1987:31).

Since the open door policy was introduced, China has attracted a eignificant amount of
fofeign interest (Kemp, 1987; Samain, 1989; Simon, 1990; Blackman, 1997; Shaw &
Woetzel, 1992; Luo, 1997; Shan, 1991; Abramson & Ai, 1999; The World Bank, 1997).
Within the developing country group, China alone received one third of all FDI flows
between 1970 and 2000 (Independent, 11/11/2001). Given that _China started from a clean
sheet with almost zero foreign investmeht in 1979, it is a remarkable transformation within
two decades (The World Bank, 1997). According to official records, up until 1997 the
accumulated contracted foreign investment in the country amounted to US$532,300
million.'(see Table 3.5). The growing investor interests and confidence in more recent
years is demonstrated by the fact that China obtained over 90% of the accumulated
contracted foreign capital over the period of 1979 to 1997 in the first seven years of the

- 1990s.

China maintained a steady growth in exports at an average annual rate of 12% between the
period 1980 - 91. This performance made China the world’s thirteenth largest exporter in
1991, up from 26th place in 1980. By the end of 1995, 39% of the nation’s total exports
came from foreign funded enterprises (Luo, 1997). In 1995, it was estimated that sixteen

million local Chinese were employed by foreign funded operations. All these changes
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illustrate the importance of foreign investments to the country’s economic and social
reforms (Luo, lv997). Foreign trade has become a crucial element of the national economy,
although historically it was regarded as supplementary to the basically self-sufficient China
(Shan, 1989).

Initial success of the reforms encouraged the central government to press the open-door
policy forward. China has | gradually opened its door further to wider range of foreign
investment and shifted to an unique socialist-market state. Significant progress has been
shown in the rapid change of basic policies in the economy, and economic liberalisation in
particulér. Senior officials' reassurance gives out a clear signal of the government's
continuous support to a deepened and quickened reform. Having reunited with Hong Kong
in 1997 as well as Macau in 1999, China's position has been furthet strengthened. The
recently granted membership of the World Trade Organisation, a rules-based multilateral
system, will put further pressurc or;AChina for further liberalisation on trade and investment
relationships. According to the present trend, China's open-door policy seems to be

irreversible.

Along with the economic development, the mainland Chinese's standards of living have
been significantly improved. The national annual average growth of personal income
‘ throughoﬁt the period between 1986 to 1990 was recorded as 16%. The increase was at a
much higher rate in economic trade areas and southern parts of the country which are
adjacent to the prosperous Hong Kong and Taiwan (see Figure 3.2). The surge in personal
income has created a huge and unexplored domestic consumer market, which has attracted
increasing attention from overseas MNEs who aim to penetrate the Chinese markets.
Generally Speaking, China has gradually changed from "being an economic backwater to a
hot spot of investor interest" (Tretiak & Holzmann, 1993:vii). The country has become
one of the leading host countries for foreign investment in terms of both its accumulated
stock and annual flow of foreign capital (Wang & Swain, 1993; Luo, 1997). The World
Bank's (1»997:2) study on China in the world economy arrived at the following conclusion.
"China's foreign trade has become an engine of economic growth and an engine of growth

in world trade".

Although some criticisms suggested that China is an overstated opportunity (such as Kraar,

1987; Comte, 1987; Baird, 1989) and the economic miracle that will easily turn bad (The
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Economist, 13-19th/9/1997), other observers agreed that Chinak importance will rapidly
increase (Samain, 1989; Financial Times, 10/12/1992; Shaw & Woetzel, 1992; Simon,
1990; Kemp, 1987; Wang & Swain, 1993; The World Bank, 1997, 1997a; Buckley, 1995).
Investors’ confidence and inward FDI was adversely affected by the Tiananmen Square
incident in 1989. Nonetheless, the "general business environment for foreign firm seemed
to be on a path towards increased normalization" soon after the incidence (Simon,
1990:106). The Chinese governments immediate actions8to salvage investors’ confidence
worked. The phenomenon supports Brewers (1981) argument, which suggested that
political instability in developing countries is only one source of risk, but it is by no means
the most important one for many investment decisions provided the opportunity is
attractive enough to justify the risk involved. The reality shows that many investors have

found the prospect of China promising enough to justify the risk involved.

2
For example, the government reaffirmed its continuous support to the open-door policy and approved the related five- and ten-year
plans at the high profiled 1991 National People’s Congress (Luo, 1997)



Table 3.5

Annual foreign investment in China 1979 - 1997

(based on the signed agreements and contracts)

(US$ 100 million)

FDI *QOthers The year’s Total
1979 - 83 77.42 11.74 89.16
1984 27.51 2.24 29.75
1985 59.32 4.01 63.33
1986 28.34 4.96 333
1987 37.09 6.10 43.19
1988 52.97 8.94 61.91
1989 56.00 6.94 62.94
1990 65.96 391 69.87
1991 119.77 4.45 124.22
1992 581.24 6.12 587.36
1993 1,114.36 5.31 1,119.67
1994 826.80 4.08 830.88
1995 912.82 6.35 919.17
1996 732.76 3.71 736.47
1997 510.04 41.82 551.86
TOTAL 5,202.4 120.68 5,323.08

*Others include: International Lease, Compensation Trade and Processing and Assembly.

Source: China Statistical Year Book (1997:637).



Figure 3.2

CHINA’S INCOME GROWTH TRENDS BY REGION
1986 - 1990 ‘
(% per annum)
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Source: Shaw & Woetzel (1992:41)

34 Forms of foreign direct investment (FDI) in China

According to their specifib needs, foreign investors, to a great extent, are free to choose the
modes of entry into the Chinese market. Basically, FDI in China is in six different forms -
equity joint ventures, contractual joint Ventﬁres, wholly owned foreign enterprises,
compensation trade, processing and assembly agreements, and joint development. Each
form has associated with it some distinctive features, which in turn represent different
benefits and drawbacks of operating in the country. These characteristics may affect
foreign investors’ initial choice of investment forms and the subsequent ways in which the
investments are being run and controlled. Moreover, as was mentioned before, there is an
increasing number of international operations employing a mixture of contractual modes

simultaneously when entering a foreign market (Contractor, 1985; Beamish & Banks,
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1987; Buckley & Casson, 1985). As aresult, a review of individual forms of investments is

considered as pertinent and a summary is recorded as follows.

34.1 Equity joint ventures (E.TVs)

Joint ventures in China can be in two different forms - equity or contractual joint ventures.
An equity joint venture (EJV) is a legal entity in the country and is governed by the Joint
Venture Law, Joint Venture Tax Law, and the 1983 implementing regulations (Campbell
& Adlington, 1988). The signing of an EJV contract automatically results in the creation

of a legal identity9.

An EJV is an incorporated company with limited liability formed between foreign and
Chinese enterprises (it can be a dual- or multiple-ownership firm). Each side owns a
proportion of shares and the equity ratio is calculated in monetary terms. The partners
jointly share the risks, profits or loss, and management of the venture is in proportion to
their equity contributions. The Chinese law requires foreign partner(s) of each EJV to take
a minimum stake of 25% (in many cases there are exceptions) and the contribution from

each partner can be in cash and/or other forms10.

EJVs in most industrial sectors have a fixed duration of fifteen to thirty years. The
ventures will be liquidated when their agreed life-span expires, and foreign partners are
allowed to repatriate their shares. In almost all circumstances, foreign funded enterprises
in China are required to export some proportion of their products in order to cover/balance

their foreign exchange expensesll.

Each EJV has a JV board. The number of directors of each board should be in proportion
to the amount of capital each party injects into the JV, and its size and composition have to
be clearly stipulated in the contract and articles of association. Both foreign and Chinese
partners appoint their directors and they must agree on a chairman and vice-chairman. Ifa
Chinese-appointed director serves as chairman, the vice chairman must be appointed by the

foreign party (or vice versa).

9 Article 37 of the General Principles of the Civil Law slates that a legal person has the following qualifications - (1) establishment in
accordance with the law; (2) possession of the necessary property or funds; (3) possession of its own name, organisation and premises;
(4) ability to independently bear civil liability (Campbell & Adlington, 1988).

10 For instance, equipment, rights to the use of sites, factory buildings, raw materials, labour, local expertise, proprietary rights or
technology.

11 Such as remittance of royalty and dividends to foreign partner(s); import of equipment, machinery, or raw materials; and salaries of

expatriates.
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The Chinese JV law also stipulates that in each international JV, the board of directors is
the highest decision-making authority whose main task is to make decisions on all
important strategic issues for the joint organisation based on the principle of equality and
mutual benefit (Li et al., 1994). Once the board has made decisions, full operational
authority will be transferred to the general manager (GM), who normally stays with the
UVs on a permanent basis. The GM is granted the highest operational authority and he/she
represents the UV to deal with both internal and external matters. Indeed, the GM is a
crucial position, which has possessed a lot of influence over the success of UVs. Owing to
these reasons, power to nominate the post is always one of the sensitive areas in JV

negotiation process.

On the other hand, the Chinese Government does not have the right to nationalise EJVs.
Only under some special circumstances based on social and public interest can EJVs be
expropriated. In such situation the Chinese government must pay the corresponding
compensation to the affected enterprises (British Embassy, 1993). Since EJVs involved
both Chinese and foreign partners, it seems logical to assume that the risk of expropriation

may be lower under this form of investment.

3.4.2 Contractual Joint Ventures (CJVs)

Contractual Joint Ventures2 (CJVs) involve a different type of operation and set of
responsibilities compared with EJVs. They are usually arranged to carry out some specific
projects of limited duration (Kemp, 1987). CJVs are subject to and protected by the
Cooperative Joint Ventures Law, which was adopted on 23 April 1988 (Tao, 1988). The
law requires that CJV contracts must clearly stipulate each partner’s contributionl3
responsibilities and rights, and the ways in which outputs of the ventures and profits or
losses are going to be shared among partners. In addition, contracts must be approved by

the Chinese government before the CJVs are formed.

Article 2 of the Law states that partners can choose between establishing a CJV with or
without the status of a legal person (see Section 3.4.1 for definition). The related choice
can raise different management issues. For instance, for a CJV with legal status, the

venture does not have to be set up in China (while an EJV does) and the partners may

12 . .
Also known as co-operative or co-production ventures.

13
CJVs are not required to have common registered capital and the equity ratio is not necessarily calculated in monetary terms.
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operate as separate legal entitiesl4 It will have a board of directors and a GM, which is
fairly similar to the structure applied to EJVs. However, if no separate legal entity is set
up, the CJV will establish a joint management committee consisting of representatives
from each partnerl5. The two parties can either solely or jointly participate in everyday

management, or appoint a third party to run the venture.

As compared to EJVs or wholly foreign-owned enterprises (see Section 3.4.3), CJV is
considered as a more flexible form of investment. It usually requires less time to negotiate
and establish. These advantages may be the key reasons to explain why CJV has become

one of the most popular forms of investment in China.

3.4.3 Wholly foreign-owned enterprises (WFOEs)

Wholly foreign-owned enterprises16 (WFOEs) are subject to and protected by the Foreign
Enterprise Law and Implementing Rules, which were promulgated in 1986 and 1987
respectively. The law provides that, for a venture to qualify as a WFOE, it must benefit the
development of the Chinese national economy and is required to fulfill at least one of the
two conditions: being an (a) export-orientatedl7 and/or (b) advanced-technologyl18

operation.

Wholly owned FDI is excluded from certain industries, such as natural resource
development, broadcasting and publication, post and telecommunications, national

security-related industries and any other sectors prohibited by the Chinese authorities.

3.4.4 Compensation Trade (CT)

This form of FDI is also called counter trade or product buy-back. It is an agreement under
which the foreign concern contracts a Chinese enterprise to manufacture goods that are
then to be sold by the foreign party outside China. The foreign partner usually supplies

technology, production equipment, and possibly raw materials and technical guidance.

1 In this case partners have to file their own tax returns and the foreign party(s) is taxed under the Foreign Enterprise Income Tax Law

(Kemp, 1987).

15 Chairman and directors of the joint management committee can be appointed by one of the partners, and these senior executives are

not necessarily to be Chinese.

16 Branches (such as those established by foreign banks or insurance companies) or representative offices that engage in liaison services

are not considered as WFOEs.

17 Export at least 50% or more of the annual output value of all productions and with a surplus in foreign exchange receipt and
expenditure.

¥ Which brings equipment, machinery, production techniques and management expertise to develop, improve or manufacture new
and/or existing products, save energy and raw materials, or engage in import substitution.
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While the Chinese concern commonly provides land, factory buildings, management

and/or labour.

Investment by the foreign side is normally compensated by the revenue generated through
the export of goods produced directly with the imported equipment and materials.
However, in certain cases if it is impossible or impractical to repay the foreign investor in
this way, it can be made up with other products or a combination of goods and cash agreed

by both parties.

3.4.5 Processing and assembly agreements (PAAs)

This is a relatively simple form of business co-operation between foreign and Chinese
enterprises. Under a PAA, the foreign concern usually supplies all required raw and
auxiliary materials. = In some cases, equipment and machinery, and technical and
inspection guidance will also be provided. According to the foreign partner’s requirements,
the Chinese counterpart procésses/assembles the materials provided. The finished products
are then handed over to and sold by the foreign partner outside China. In return, the

Chinese partner will receive processing fees for the work they done.

Since labour cost in China is chéaper than a lot of countries, PAA is booming in many
labour-intensive industries'. It is a particular popular form of investment in Southern
China, where hundreds of thousahds of investors, mainly from the neighboring city of
Hong Kong, are attracted. Undoubtedly, the preferential treatment”® offered by the

government has further boosted foreign interests in using PAA.

3.4.6 Joint development (JD)

This mode of investment is normally referred to joint exploration for offshore oil

development. JD usually has two stages - geographical exploration, as well as exploitation
and development. Under a JD agreement, the foreigri party bears all risks and costs in the
first stage. During the second stage, both foreign and Chinese partners make a contribution
to the venture. Once commercial production has started, partners of both sides receive an

agreed proportion of return from the development.

Such as textiles, yarn, cloth-making, toys, electrical appliances, arts and crafts, and fumiture industries.
Inputted materials, parts or equipment that are used in producing finished products, which will then be exported, are exempted from
duties and taxes in China.
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3.4.7 Other forms of investment

Apart from the six main forms of FDI mentioned above, there are other semi-direct types
of investment in China, such as licensing and leasing. In some cases, they are adopted in
conjunction with other forms of FDI, such as a JV with licensing agreement of using the
foreign partner’ patented technology. Along with time, the forms of investment in China

are getting more sophisticated.

In the following section, the analysis will move onto another part of the open-door policy
in relation to investment incentives offered by the Chinese government to attract foreign
investors. The incentive packages, to various extents, have influence over foreign firms’

decisions on the forms and locations of their investment in China.

3.5 Investment incentives
Besides putting attention and state funds on improving national infrastructure and facilities
to cope with the needs of rapid commercial trade and investment development, the Chinese

government has also offered generous tax and other incentives to attract foreign investors.

The range of investment incentives includes: tax reduction and two-year tax holiday with
further 50% reduction for further three years; exemption from payment of certain subsidies
to staff and workers; full exemption or lower land-use fees; priority in obtaining supply of
utilities, transportation or other services at the same rates as state enterprises, or loans
through the Bank of China (Tretiak & Holzmann, 1993; Campbell & Adlington, 1988).
Furthermore, according to the Unified Tax Law promulgated on July 1 1991, no
withholding tax is levied on repatriated profits or dividends (Tretiak & Holzmann, 1993).
What is more, there is the possibility of a full refund on at least five years of the
enterprise’ income tax on profits, if the profits are re-invested in either the same or other

projects. In many cases, these tax concessions can be further extended.

However, it needs to be stressed that the offer of the above mentioned investment
incentives varies from place to place. The ultimate incentive package offered to a
particular foreign investment depends on a number of different factors, and the assessment

of eligibility generally falls into two distinct but inter-related programmes - (a) site-
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specific?! and (b) nature specificzz. It is clear that the Chinese govemmént has tried to use
the incentive packages to attract the right types of investment to the right places. If the
nature of an investment fits with the needs of the region where the investment is located, it
will receive better tax treatment. This kind of incentivé policy in turn may have impact on
foreign investors’ decisions, especially those which focus on cost minimisation, on the

forms and locations of their investments in China.

3.5.1 Cheap labour cost

In addition to the investment incentives that are directly offered by the Chinese

government, cheap and vast supply of labour is another important factor that attracts many
foreign investors to China. According to a comparison of labour cost (including fringes
and social charges paid by employers) of apparel industry among forty-one countries
between 1991 and 1992 (ORourke, 1992), the labourA cost per hour in China was more
than fourteen times cheaper Fhan Hong Kong, twenty-eight times cheaper than United
States, thirty-three times cheaper than United Kingdom, and sixty-one times cheaper than

Germany (see Table 3.6).

If we focus on the Asian block in which region a number of developing .countries are
competing for inward FDI, the average labour cost in China was the second lowest..
-Although the comparison focused on the apparel industry, it pfovides a general picture of
the labour rate differentials among this group of selected countries. The study also shed
light into the reasons why investors from the high labour cost nations topped the list of FDI

sources in China between»1979 - 1991 (see Table 3.8).

China’s labour policy has long been regarded as bureaucratic, inflexible and confusing by
many western investors (Goldenberg, 1988; Tretiak & Holzmann, 1993). Under the old

rules, which were applied at the early stage of the opening up, private enterprises did not

2 The programme ties eligibility to location of projects in various types of special trade zones designated for foreign investment. Under
the hierarchy of investment incentive scheme, greater autonomy and the best national tax treatment as well as other benefits are
available to foreign investment which are located in the SEZs, the ETDZs, new and high-technology zones, free trade zones and other
open areas. Generous tax reduction of 50%, which brings the corporation tax down to 15% (or less in certain cases), is available to all
foreign projects in these trade areas. Enterprises are partly or fully exempt from customs duties; import taxes on machinery or
equipment, raw materials and other production necessities; and consolidated industrial and commercial tax on equipment imported for
groduction purposes. In addition, preferential land use fees is available in these areas.

? The programme links the eligibility of incentives with natures/performance criteria of foreign investment. The Provisions of the
State Council of the People’s Republic of China regarding the Encouragement of Foreign Investment (also known as the Encouragement
Provisions or the 22 Articles), which were promulgated in 1986, stipulated that foreign funded entities throughout the whole country
which are designated as export (export at least half of their production and achieve a balance or surplus in annual foreign-exchange
needs, or those which export 70% or more of production), technologically advanced or import substitution are entitled for the most
generous tax reduction and other benefits (Tretiak & Holzmann, 1993).

78



have the right to directly hire or fire labour. Recruitment and transfer of workers had to go
through local work units. The complication restricted the mobility of labour. Moreover,
the average wages in foreign-owned enterprises were forced to be set significantly higher

than state-owned enterprises.

The bureaucratic labour poliéy caused a lot of grievance from foreign investors. Along
with the quickened péce of the reform, -the Chinese government responded to the negative
investor feedback with an important management concession introduced in October 1986
(Goldenberg, 1988) and in 1992 .(Tretiak & Holzmann, 1993). Foreign enterprises are now
granted the autonomy to hire, fire, train, and set wage for their workers. From the break-
through of labour policy, it can be seen that the government has paid attention to those

factors that are essential for foreign investors to stay and for China to attract more FDIL

Some economists (such ‘as Vernon, 1966, 1979; Hood & Young, 1979) suggested that
based on the profit maximising premise, when a firm’s product or technology becomes
standardised and when market competition is primarily on price, the company tends to
transfer production of labour-intensive products to less developing countries with lower
labour costs in order to minimise overall production costs. This argument, to a great
extent, can nicely fit into the situation in China. Casson and Zheng’s (1991) research in
foreign JVs in China revealed that traditional labour-intensive industries, such as
manufacturing industry - elecfrical’, textile, food and drink; and sewi@ing industry - hotels-
and tourism, accounted for 66.7% and 31.3% respectively of the total value of equity JV
investmentm &uring the period of 1979 - 1986. These firms came to China in order to

benefit from the country’s cheap labour and remain competitive.

The background and essence of China’s open-door policy has been outlined in the above
sections. Under the overall investment environment created by the policy, the next stage of
literature review will focus on analysing the characteristics of foreign investments that are

 attracted to the country.
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Table 3.6

Comparison of labour costs of the apparel industry

between China and other selected countries

(U.S.$ per hour including fringes/social charges)

Country 1990 1991
$ $
People’s Republic of China 0.26 0.24
Indonesia 0.16 0.18
Pakistan 0.24 0.24
India 0.33 0.25
Philippines 0.46 0.46
Malaysia 0.56 0.62
Thailand 0.63 0.69
Singapore 2.43 2.72
South Korea 2.46 2.75
Hong Kong 3.05 3.39
Taiwan 341 3.74
Canada 8.76 9.53
United States 6.56 6.77
Mexico 0.92 1.17
Brazil 0.98 0.76
United Kingdom 8.02 7.99
France 12.52 12.41
Italy 12.58 13.50
Germany 14.37 14.81
Poland 0.50 0.54
Hungary 0.92 1.19
CIS (former USSR) 1.69 0.36

Source: O Rourke (1992)

80



3.6 Characteristics of inward FDI in China
The above analysis provided a summary of Chinas open-door policy and the related legal

framework. This section analyses the nature and sources of the country’ inward FDI.

The investigation of China’s inward FDI revealed two distinctive features - the forms of
investment and their sources. First, based on an investigation conducted by Tretiak &
Holzmann (1993), which was based on contracted amount of foreign investment, equity
and co-operative joint ventures (JVs) represented 38% and 30% respectively of the total
contracted foreign investment in China over the period between 1979 to 1991 (as showed
in the column marked * in Table 3.7). The results illustrated that investors preferred to

adopt the JV mode to enter the country during the first decade of opening up.

In order to identify the FDI trend in 1990s, I researched more recent (1993-8) publications
by the Chinese government. The data I found were based on utilised foreign capital that
was actually injected into the country by the end of each year. Although the basis of
measurement is different from the one that Tretiak & Holzmann (1993) adopted, I used the
percentage of the actual injected foreign capital to draw a comparison to their findings, as
per Table 3.7. It can be seen that the JV boom continued in the 1990s, and the trend
reached its peak between 1992 to 1996. Over this period, JV accounted for in excess of
70% of the total contracted foreign investment in China. The JV phenomenon in the
country seemed to be consistent with the global surge of popularity of this new form of
organisation to cope with the quickened pace of change in industrial structures and

international competition.

Campbell and Adlington’s (1988) study on patterns of equity JV in China added further
detail onto the discussion above. It was found that between 1979 - 1986, JV investment in
China tended to be fairly small (less than US$5 million in value). The study reflected that
modest-sized investment accounted for 95.3% and 90.7% of the total equity JV investment
from Hong Kong and Macau, and from the rest of the world respectively. The
phenomenon might indicate foreign investors' sceptical attitude towards investing in China
during the early stage of the open-door policy, and their preference of using small-sized

investment to test the market.

23 s . . . . . P .
Utilised foreign capital tends to be different from the contracted amount, as some foreign investors inject the agreed capital

commitment by installments.
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Another characteristic of China’s inward FDI is the source of investing countries or
regions. An interesting discovery is that a majority of so-called "foreign" investors are
actually overseas ethnic Chinese (OEC). According to Tretiak and Holzmann’s (1993)
investigation, which was based on contracted foreign investment data, an overwhelming
majority of China’s inward foreign investment actually came from‘ Hong Kong and Macau
(see Table 3.8). This single region represented 61.8% of the cumulative total for the period
of 1979 to 1991. On the other hand, China also received substantial amount of investment
from Taiwan and Singapore. Again, ethnic Chinese make up the majority in these two
countries. It was estimated that investments from Chinese diaspora from South-east Asia
accounted for another 10% to 15% of China’s cumulative total (The Economist, 18/7/1992;
CND, 1/8/94).

Following up Tretiak & Holzmann’s (1993) work, I used the Chinese government’s data,
which are based on utilised®* foreign capital, to draw up a breakdown of investment
sources between 1992 - 1997, as shown in Table 3.9. My analysis shows that Hong Kong
. and Macau remained the dominant investment sources in the 1990s. These two regions
jointly accounted for 70% and 64% of the total foreign funds injected into China in 1992
and 1993 respectively. Despite their significance decreasing in the second half of the
1990s, Hong Kong and Macau continued to be the major capital sources in China; On the
other hand, it is noticed that the importance of funds from Singapore increased

significantly over the time.

When the two characteristics of China’s inward FDI are put together, a pair of notable
results are highlighted - a majority of foreign investors were using JV to enter the country,
and most of these parent companies are actually owned/run by overseas ethnic Chinese.
According to these findings, a series of interesting questions arise: (a) why have the
majority of foreign firms adopted JV as an entry mode to approach the Chinese market?
Under what situations will JV become a more appropriate foreign entry mode than other
alternatives, such as wholly owned subsidiary? (b) Do nationalities or cultural background
of parent companies have social, economic or transaction cost influence on the choice of
entry modes? (c‘) More importantly, under the influence of (a) and/or (b), what are the |

subsequent ways in which these Chinese JVs are being run and controlled?

# Utilised foreign capital tends to be different from the contracted amount, as some foreign investors inject the agreed capital
commitment by installments.
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The questions above indeed underline the heart of this research. In order to unlock the
queries surrounding these important questions, related investigation will be undertaken in

the next step of the research process.

3.7  Conclusion

The above analysis illustrates the ways in which the reduction and removal of national and
international trade barriers have opened up previously protected industries to international
competition (Julius, 1990, 1991). Rapid technological advancement has enabled many
products to become tradeable or more tradeable internationally (United Nations, 1989).
The trend shows that many firms have responded to the changing environment and

widened opportunities by accelerating their FDI activities mainly in the form of JV.

Another feature, which characterised the economical and political structure of the later part
of the 20th century, was the rise of China. Since the country opened up to the outside
world in late 1970s, it has successfully attracted a significant number of ventures involved
in FDI. Two characteristics highlighting the inward FDI in China are the forms of
investment and their sources. A breakdown of FDI between 1979 - 1997 shows that JV
was the most popular entry mode, and the majority of these foreign investments actually
came from overseas ethnic Chinese. What are the explanations for these phenomena? Do
these two features bear a direct relationship to the reasons why 1JVs are formed and/or the

ways in which they are controlled?

Before full explanations can be found for the above questions which constitute the heart of
this research, it is pertinent to grasp an understanding of firms and their FDI behaviour. I
strongly believe that we need to understand the underlying motives behind FDI decisions,
before a deeper knowledge of the new JV form of organisations and UV control can be
established. In the next chapter, the literature review will focus on multinationals and their

FDI activities.
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Table 3.8
A breakdown of the sources of foreign investment® in China: 1979 -1991

(Contracted foreign investment, US$ million)

Investing 1979 -1985 1986 -1988 1989 -1991 Cumulative %
countries Total share
Hong Kong  10,628.96 8,299.29 15,826.13 34,754.38 61.80
& Macau

US '2,177.01 1,287.26 1,566.86 5,031.13 9.0
Japan 1,628.63 1,039.71 1,879.89 4,548.23 8.1
Taiwan N/A N/A 1,392.34 1,392.34 2.5
Singapore 192.54 357.50 409.77 959.81 1.7
UK 378.30 . 136.65 286.46 801.41 1.4
Germany 162.06 264.42 772.23 1,198.71 2A4
France 262.47 118.62 44.65 425.74 0.8
Italy 137.43 133.91 95.64 366.98 0.7
Canada 74.31 164.81 101.76 340.88 0.6
Australia 105.23 96.41 145.53 347.17 0.6
Netherlands 4.70 153.70 61.97 220.37 0.4
Thailand 40.34 49.44 167.60 257.38 0.5
Switzerland 22.94 120.84 59.54 203.32 0.4
Philippines 46.94 49.81 32.87 129.62 0.2
Austria N/A 94.40 23.98 118.39 0.2
Belgium 52.76 2.57 27.91 83.24 0.1
Denmark 6.53 43.69 0.06 50.28 0.1
Ex-USSR N/A N/A 33.46 33.36 0.1
Other 739.56 1,427.15 2,262.24 4,428.95 7.9
National 16,660.71 13,840.19 25,702.14 56,203.04 100
total

*Including all kinds of foreign investment, such as: equity and co-operative joint ventures,
wholly owned enterprises, joint oil exploration, leasing, compensation, and process and
assembly.

Source: Tretiak & Holzmann (1993:viii)
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Chapter 4

In search of explanations for the surge of worldwide FDI activities

4.0 Introduction

Chapter 3 highlighted the dramatic change in patterns of international competition and the
rapid growth of the new forms of joint venture (JV) organisations in China. The analysis
also revealed two noteworthy characteristics of China’s inward FDI - (1) a majority of
foreign investors use JV as a mode of entry into the Chinese market, and (2) most of these
parent companies are actually owned/run by overseas ethnic Chinese. These findings have
probed a series of interesting questions that are relevant to the central core of this research

about control processes and systems in international JVs (IJV) located in China.

(2) Why have many foreign firms adopted JV as an entry mode to approach China? Under
what circumstances does JV become more favourable than other alternatives, such as

wholly owned subsidiary?

(b) Do nationalities or cultural background of parent companies have social, economic or

transaction cost influence on the choice of entry modes.

(c) More importantly, under the influence of (a) and/or (b), what are the subsequent ways

that these Chinese JVs are being run and controlled?

In order to unlock the above puzzles, the first step to be taken is a review of literature on
JVs and the work will be illustrated in this and the next chapter. It is believed that answers
for queétions (a) and (b) underline the explanations for (c), which is related to the third and

the fourth objectives of this research (see Chapter 1).

4.1  Ecxisting joint venture theory - Theory of MNEs
Although JV has been widely used as a form of business organisation in recent decades,

there is not one established “or commonly accepted theory addressing the subject of
JVs/IIVs (Parkhe, 1993). Despite the fact that there is a vast and growing literature in the
field, various researchers have often employed a diversity of theoretical lenses to analyse

JVs (Geringer & Hebert, 1989; Parkhe, 1993; Glaister, 1995). The major theoretical
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perspectives fange from economics/transaction cost approach (Buckley & Casson, 1976,
1985; Kogut, 1989; Hennart, 1989a, -1991), organisational learning theory or strategic
behaviour (Kogut, 1987; Casson, 1990; Harrigan, 1984, 1987, 1988; Kogut & Singh,
1988), structural approach (K'illing; 1982, 1983; Schaan, 1983, 1988; Beamish, 1985,
1988; Anderson & Gatignon, 1986), resource dependency (Pfeffer & Nowak, 1976),
bargaining power approach (Lecraw, 1984; Harrigan & Newman, 1990, Blodgett, 1991;
Yan & Gray, 1994), and even game theory based on the prisoners’ dilemma to analyse co-

operative relationships (Axelrod, 1984; Parkhe, 1993).

The complexity of the topic is compounded by the variety of theoretical approaches that
different scholars have adopted. It is a somewﬁat self-development process to identify and
establish a middle-range research approach that best fits my ontological and
epistemological commitments (see Chapter 2). I am glad that there does not appear to have
been a well;established "norm" in place that is accepted as the "right" way of doing and
seeing things. As I believe that a high theoretical and rational closure would only restrict
flexible thinking and discourage discbvery of new insights (Parkhe, 1993; Geringer &
Hebert, 1989). Having seen my role as an explorer, rather than simply a follower to extend
tradition, in an infant field of JV, it is more fruitful to ﬁnd my own way and learn from

experience and perhaps errors. I see this to be the essence of what research is all about.

Rightly or wrongly, based on the assumptions that FDI are economics business activities,
the transaction cost approach, which has been used to advance our understanding of MNEs,
seemed to be 2 logical choice. at the beginning of th'e theoretical development process. I
believe, at least at this stage, that JVs are MNEs’ choice of FDI mode. 'fhus, an economic-
based th'eofy should be able to cast light on firms’JV décisions and their subsequent choice

of processes and systems of control of this type of subsidiaries.

The first theory, vs;hich comes into place in the understanding process, is the economics-
based internalisation theory. The ideas of Hymer (1976), which were extensively
'developed by Buckley and Casson (1976, 1985) and Rugman (1981, 1982) in their
"internalisation theory", which aims to explain why and how MNEs exist, become my first
choice. The theory synthesizes explanations of why firms may prefer FDI rather than
organize their cross-border activities in a different way (Dunning, 1973, 1980, 1981, 1988).

It brings analytical precision to the choice of entry modes into foreign markets.
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Internalisation theory is widély accepted as a key theory of MNE (Buckley & Casson 1976,
1985; Rugman 1981; Dunning 1980, 1988).

4.2 Internalisation theory

The central thrust of the internalisation theory is the recognition of market imperfection,
which prevents the -efficient operation of intemaﬁoﬁal trade and equity investment
(Rugman, 1980). Kindleberger (1969:13) claimed that "for FDI to thrive there must be
some imperfections in markets”.  Buckley and Casson (1976) made the point further
visible and stated that whenever there is imperfection in the market, particularly in
intermediate ’products, domestic firms have an incentive to bypass the externality by
creating internal markets. It involves bringing under common ownership and control the
activities, which are linked to the market. Eventually ;he,intemz;li_saﬁon process, through

FDI across national boundaries, generates MNEs.

Internalisation! is the process-of creating a market within a firm (Rugman, 1981). The
internal market empowers the firm to function as efficiently as in a regular market when it
fails to operate or imposes excessive costs on users. The national and international market
imperfections both permit an owner firm to acquire monopolistic advantages in its
domestic environment and to exploit this through direct involvement abroad (Hood &
Young, 1979). Kogut (1983) claimed that the primary advantage that differentiates MNEs
from national corporations lies in their flexibility to transfer resources across borders
through global cost-minimising networks. If a firm possesses monopolistic advantages, it
is likely to maximize the overall return by creating interhal markets for these advantages

(Rugman, 1982).

In addition, the process of internalisation provides firms with a better control over their
whole networks of assets and reduces their dependency on external supplies. Control over
internal and external environments is considered as vital to firms' survival and ability to
appropriate full return on skills and assets that they possessed (Hymer, 1976; Buckley &
Casson, 1976; Cantwell & Dunning, 1991).

1 Internalisation has different connotations in different branches of economics. For example, "internalisation of a market" means that
an arm’s length contractual relationship is replaced by an internal market (Casson, 1987). Whereas, "internalisation of an externality”
refers to the creation of a market that does not exist (Buckley & Casson, 1985).
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Essence of the internalisation theory is outlined above. In the following sections, the key

assumptions that underlie the theory will be further explored.

4.2.1 - Market Imperfection

Market imperfection is a‘key assumption underlies the internalisation theory. The concept
of market imperfection was advocated by Coase (1937, recorded in Hymer, 1976) in a
domcstic context, and then by Hymer (1976) and other scholars (such as Buckley &
Casson, 1976, 1985; Dunning 1973, 1980, 1981, 1988, Rugman 1980, 1981, 1982; Hood &
Young 1979; Casson, 1986) in an international dimension. The basic idea of Coase’s work
is that the external market is costly and inefficient for undertaking certain types of business

transactions.

Hymer’s (1976) pioneering work on MNEs revealed that international firms do not operate
and compete in a perfect environment. Agmon and Hirsh (1979) agreed with Hymer’s
ideas and argued that MNEs only exist in a world of imperfect factor and product markets.
Under a perfect market, trade would exist as firms possess no advantage over domestic
competitors in the hbst countries and MNE’s would not come into being (Hood & Young
1979; Agrhon & Hirsch 1979; Rugman 1980, 1981, 1982; Buckley & Casson 1976). The
implicit neo-classical assumptions, such as a perfectly competitive environment with all
firms possessing eqlial access to all production and information factors, zero transportation
costs, identical tastes and so on are basically unrealistic (Hernart, 1986). There are
numerous instances of market disequilibrium conditions that provide firms with incentives

to invest abroad (Calvet, 1981).

Market imperfection may occur under different éircumstances. For example, it happens in
(1) goods markets?, (2) factor markets3, and (3) government policies and interferehce4
(Kindleberger, 1969; Hood and Young, 1979; Calvet, 1981; Buckley & Casson, 1985).
Various forms of market imperfections are considered as obstacles to trade, and they are
uéually assumed to.be exogénous to transactions. Firms which develop their own

hierarchies to resolve the problems caused by market imperfections inevitably incur costs.

2 Such as product differentiation, price differentiation, brand names, and dedicated distribution network.

3 Such as differences in access to technology and information that are protected by patents, management know-how, firm-specific
production assets, capital markets, raw materials, labour, consumer markets, and imperfect competition caused by internal and external
economic of scale.
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The costs that are involved in mnning internal systems can limit and/or severely reduce the
power of MNEs in earning excessive. profits in the long run (Rugman, 1982). Casson
(1982, 1987, 1990) stated that a necessary, as well as sufficient condition for the existence
of MNEs, is that there is a net benefit to internalise external markets linking activities

located in different countries.

Central to the internalisation theofy rests the analysis of costs and benefits of internalising
markets .and products (Buckley & Casson, 1985). For a firm to invest abroad directly, it
muist find FDI prefefable to any other means of extracting the rent from a foreign mérket
(Kindleberger,. 1969; Caves, 1971; Hood & Young, 1979). The theory hints that firms
economise on transaction costs and they consider explicitly the relative costs of servicing
foreign markets which vary in an arm’s-length or market relationship (market transaction
costs) as compared to FDI (internal organization costs) (Rugman, 1982; Buc_kley, 1988).
The total costs need to be weighed against the overall advantage in order to find a point at

which the growth and profitability of the firm is limited.

Whenever transactions can be carriéd out at a léwer cost within a firm’s hierarchy than
through the market, they can be internalised and uhdertaken by the firm itself (Williamson,
1985, 1990; Hennart, 1991). The efficiency of the company as.a whole is thereby
improved (Cantwell & Dunning, 1991). Dunning (1988) described these internalisation
advantages as. transactional benefits. Such benefits can-only be achieved through co-
ordination within the firm and it is said to pe the result of what is referred to as

transactional market failure.

Our economy is full of different types of imperfection. Consequently, there are always
motives driving firms to internalise their external markets in order to satisfy various
objectives. Market imperfection seems to be one of the sound reasons to explain the

emergence of MNEs in the past few decades.

4.2.2 Firm-specific advantage
The above analysis of market imperfection has provided persuasive explanations of

motives that drive firms to go abroad. Nonetheless, the existence of market imperfection is

a necessary but insufficient condition for FDI to occur. This factor alone cannot fully

4 On taxes, tariff, exchange rates, interest rates, international capital flows, technology transfer, and/or trade and FDI in general.
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explain why firms prefer to use FDI rather than other entry modes to approach their
overseas markets. Another question that arises is how can these foreign firms compete

with innate rival firms and survive in alien host-countries?

Hymer (1976) was the first researcher who suggested that international firms do not
operate under perfect competitive conditions and some firms possess specific advantages
over others. Besides market imperfection, there is an intertwined factor to explain the
growth of FDI. MNEs are believed to have acquired and developed some "firm specific
advantages" (FSA) within the imperfect competitive environment, such as market failure
and/or high transaction cost in moving and controlling goods or factors among different
countries (Julius, 1990). The possession of a FSA provides its owner with temporary
monopoly power and therefore enables the firm to yield a rent above the normal profit
margin that is common in its line of business. Conventionally, FSA is regarded as an
element of distinctiveness and it provides foreign firms with an edge over their indigenous

or international competitors in similar locations.

Dunning (1980, 1981) stated that the possession of FSA is a necessary pre-requisite for
foreign involvement. Caves (1971) also hinted that for the possession of some special
advantages, which lead a firm to invest directly abroad, two conditions must be satisfied.
First, the advantage must possess the characteristics of a public good5 (Buckley & Casson,
1976). Secondly, return from the FSA must rely on local production to a certain extent.
Buckley and Casson (1976) put forward the third condition and it is that a FSA must be
readily transferable within the organizational structure in order for it to be exploitable in
the foreign countries. FDI is considered as a superior device to licensing in the sense that
FDI can secure complete control over the use of a firm’s FSA, and to export when it is
denied by tariffs, taxes, quotas or other government imposed barriers on free trade

(Rugman, 1981, 1982).

Generally speaking, there are four types of advantages that influential to internalisation

decisions: (a) industry-specific factors6, (b) region-specific factors7, (c) country-specific

~ Which can be sold many times over without reducing the supply available to others within a firm.
~ Such as nature of the product, external market structure as well as real and pseudo economies of scale.

" Like geographical and psychic distances e.g. culture and language differences which raise transaction costs by impeding information

flow between the two parties concerned.
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factors8, and (d) firm-specific factors®. Among these four groups, the industry-specific
factors, within which the technology'sub-group in particular, tend to suggest stronger
incentives for internalisation (Buckley & Casson, 1976; Hood & Young, 1979). The
characteristics of technological specificity will be elaborated in Section 4.2.3 below.
Despite its importance, we need to recognise that individual firms have different motives to
internalise external or missing markets, and technology superiority is only one of the

driving forces.

In sum, various motivés lead to different patterns of vertical, horizontal and/or
conglomerate integration. ‘The relationship strengthens the predictive power of
internalisation theory, which in turn helps us to understand the recent surge of MNEs and

their FDI activities.

4.2.3 Technology Specificity

The broad definition of "technological advantage" covers superior knowledge in products,
production or servicing processes, managerial skills, marketing and organizational
structure (Hood & Young, 1.979). Among different kinds of FSA, technological superiority
is often considered to be particularly influential in FDI decisions (Vernon, 1979; Hood &

Young, 1979; Lall, 1979) There are several reasons to explain this.

4.2.3.1 Maximisation of return

Technology is a public good and its full exploitation logically occurs with international
operation (Buckley & Casson, 1976,. 1985). Once a firm has paid for the initial cost to
~ achieve the know-how, its foreign subsidiaries can draw on it with zero, minimal or
relative low marginal cost before it becomes obsolescent (Caves, 1971). The possession of
technological advantages stimulates firms to operate a network of subsidiaries across
national borders in order to maximize overall return on a global basis (Buckley.& Casson,

1976, 1985; Hood & Young, 1979; Caves,‘ 1982).

Furthermore, the nature of technology advantage can influence the choice of foreign entry

modes. For example, certain types of technology advantages (e.g. superior knowledge in

8 Inlcudes political and fiscal factors between the nations concerned.

9 For instance, management expertise in organizing an internal market.
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marketing or orgvanizational structure) cannot be transferred independently from the firm
and its management. Under this situatibn, through establishing operations abroad the firms
can export their intermediate goods that were previously not resaleable and/or exportable
(Caves, 1971, 1982; Hirsh, 1976). Thus, internalisation can be used not only to maximise

return, but also to open up new markets.

It is suggested that technoiogical advantage is a source of quasi-monopoly power that
increases profits of MNEs, who operate in imperfect markets, particularly in those
countries whose factor as well as produét markets are underdevelopéd (Agmon & Hirsch
1979; Hymer 1976). This explanation seems to best describe the situation in China. The
country’s open-door policy has been in place only for two decades. Although thére have
been signiﬁcant improvement over a relatively short period of time, the overall investment
conditions in China remain below the international standards. The breakdown of FDI
sources conducted in Chapter 3 (see Tables 3.8 and 3.9) reflected that firms from
developed and newly developed industrial couhtries/regions are the key investment origins.
These investors are likely to possess FSA that allow them to exploit the underdeveloped

markets in China.

4.2.3.2 " Maximisation of control

Williamson (1985, 1990) stated that due to bounded rationality, the limitation of human's
cognitive competence to- process and act on information, and complex contracts are
unavoidabiy incomplete. As a consequence, higher costs of monitoring and enforcing
contracts and arm's length contractual relationships are inevitably involved. Furthermore,
- owing to human being's self-interest seeking nature, economic agents tend to disclose
information in a selective and distorted manner. Given high detection costs, incomplete
contracts always allow agents to cheat. Subsequently, explicit planning, monitorihg as
well as bargaining efforts are required in order to screen against, socially recondition, and

otherwise penalize opportunistic invaders (Williamson, 1985).

It is claimed that internal networks facilitate efficient information flow and hence minimize
the total management costs. The advantage of reducing information asymmetry through
common ownership explains why MNEs prefer to control overseas operations directly
rather than through other alternatives (Casson, 1987). In addition, FSA considered to be

best protected within a hierarchical structure as the flow of information and/or assets is
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managed under a single ownership (Williamson, 1990). The internal mechanism provides
a safe and efficient channel for the trénsfer, and this mechanism is especially useful for
knowledge which is difficult to patent (Casson, 1987). The consideration of control
becomes even more prevalent in high technology industry where proprietary products or

processes are vital to their survival (Hirsh, 1976; Gatignon & Anderson, 1988).

According to Rugman (1982), the key characteristic of FDI is the sense of control over
FSA. The licensing modality can become a valid option only when the risk of dissipation
is elimiﬁated, and the higher cost involved because of policing a licérising contract is
covered by the rent generated. In many circumstances, the uncertainty and high cost of

using contracts encourage firms to invest directly abroad (Rugman, 1982).

4.2.3.3 Non-existence of external markets

In other situations, the non-existence of external markets to price certain technological
assets motivates firms to create their 6wn (Buckley & Casson, 1976). The process of
internalisation empowers the owners to assign property rights in technology to their
subsidiaries and apply discriminatory pricing in-the pursuit of maximizing worldwide
profits and/or growth (Rugman, 1981, 1982; Hymer, 1976; Kindleberger, 1969; Buckley &
Casson, 1976, 1985). :

There is often asymmetry of equality of knowledge between buyer and seller of the nature
or value of products. If a firm is unable to inform or convince potential buyers about the
prices of its products, the seller has the reason to use internal hierarchy to create an internal
market to eliminate the.uncertainty of defnand and enhance return (Williamson, 1990).
This alternative becomes especially important to-knowledge products, which are developed
through lengthy and costly R & D (Buckley & Casson 1976, 1985). Cerfainty is required

for effective long- and medium-term planning.

On the other hand, for some intermediate goods there are only a small number of buyers in
the market. The situation not only increases buyer uncertainty, but also bilateral
dependency (Williamson, 1985, 1990). Bilateral monopoly can limit the sellers’ ability to
eﬁforce price discrimination schemes and hence threaten their abilities to generate

excessive profits from the possession of unique assets.
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Moreover, there are certain types of technology that are of a flow rather than an isolated or
one-shot basis. If an owner decides to exploit these advantages by licensing, s’he may later
find it difficult to incorporate into the licensing agreements any additional and/or new
development that might be generated from further R & D investment (Gray, 1976). Again,
under this type of circumstance, FDI is often a preferable mode as it provides the owners

with the flexibility and control over the FSA at different stages of the R & D.

4.3 Conclusion

The central thrust of internalisation theory is the recognition of market imperfection, which
hinders alternative forms of international business transactions, such as export or
contractual arrangements (Rugman, 1981, 1982). Internalisation is the process of creating
a market, which is an approximation to the external one, within a firm. Whenever the
transaction cost of using the regular market is excessive and/or when the external market
for a firm% product does not exist, there is a motive for internalisation. Our economy is
full of different types of imperfection, and so there are always motives driving firms to

approach their overseas markets through FDI.

Nonetheless, we need to realise that firms which develop their own managerial hierarchies
to resolve the problems caused by market imperfections inevitably incur extra costs. A
firm can only achieve and/or enhance its competitiveness if it runs the internal network
more efficiently and effectively than the competitors. Central to the internalisation theory

rests an analysis of the costs and benefits of internalising markets and/or externalities.

It was mentioned in Chapter 3 that FDI outflows from fourteen industrial countries were
increased two-fold over the 1980s and the trend is continuing. Firms operating in
developed environments are likely to have acquired their FSA under various types of factor
and/or market imperfections. In turn, they are encouraged to exploit these monopolistic
assets in overseas markets, especially in those areas of which competitive environments are
relatively less developed. The breakdown of China’ inward FDI, as showed on Tables 3.8
and 3.9, has lent support to this argument. The analysis reflected that investors from
developed and newly developed regions are keen to invest in China in order to tap the

country’s potential domestic market and other factor inputs10

10 Such as a vast supply of cheap labour and land, and generous investment incentives.
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Internalisation theory has provided cohesive explanations for the rapid growth of FDI
activities worldwide, and the possible reasons why MNEs from developed countries are
keen to invest in China. In the next chapter, I will use the understanding gained from this
part of the literature review to look into the two characteristics of Chinak inward FDI,

which are the major form and sources of FDI.
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Chapter 5
In search of explanations for the two characteristics

highlighting China’s inward foreign investment

5.0  Introduction

Internalisation theory adopted in Chapter 4 highlighted that under the considerations of
maximisation of return and control of firm-specific assets (FSA), many firms prefer to
approach their foreign markets through foreign direct investment (FDI) rather than other
arm’ length alternatives. The theory has also shed light on the underlying reasons why
firms operating in developed environments may want to exploit their monopolistic assets in
overseas markets, especially in those regions where competitive conditions are relatively
less developed, such as China. Based on this understanding, the current chapter takes the
investigation a step further to look into the two characteristics of Chinas inward FDI, in
terms of their forms and sources, which underline control systems and processes adopted

by foreign investors in China.

5.1 Internalisation theory cannot explain the two features of China’s inward FDI

While internalisation theory provided satisfactory explanations to help me understand the
changing patterns of international competition in Chapter 4, the economic model reveals its
limitations when, the investigation progresses further to explain the two characteristics of
China% inward FDI. The two'characteristics challenge the underlying assumptions of

internalisation theory in two fundamental ways.

First, the central thrust of the internalisation theory posits that complete control is
necessary in order to appropriate full rent from the ownership of a firm¥% specific assets
(FSA). Because of the importance of controlling FSA without bearing the risk of
dissipation, internalisation theory suggests various reasons that discourage sharing control
with other party(ies) either through JVs or other non-equity alliances. Rugman (1982)
argued that contractual arrangements are fraught with danger. These alternatives should
only be considered when the risk of dissipation is low, and this usually occurs when an
investing firm is producing standardised products or when resale is difficult. Because the
prerequisite conditions are hard to satisfy, contractual arrangements therefore would not be

widely used (Rugman, 1982).
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According to this set of assumptions, internalisation theory explicitly rejects the ideas of
co-operative or contractual arrangements that fall short of full ownership. Although joint
venture (JV) is a major type of FDI which can be in various forms, such as majority or
50:50 equity holding, ownership and control is considered as partial as other owner(s) can
take up an active role and interfere in decision making of the business. As a result, this
type of incomplete investment inevitably creates problems in the establishment of a
suitable governance structure (Contractor & Lorange, 1988, 1988b; Teece, 1980, 1981,
1982; Ingham & Thompson, 1994). The costs associated with protecting the FSA from
exploitation by partner(s) may not be covered by the additional benefits gained (Beamish &
Banks, 1987). Consequently, FDI in a form of wholly-owned structure is deemed to be the
most appropriate channel for any rational profit-maximising MNEs, especially those
industries where intangible assets are the main basis for FDI (Caves, 1982; Beamish &

Bank, 1987).

Although internalisation theory has offered some persuasive explanations of why firms
prefer FDI rather than arm’ length alternatives, the simplistic black-and-white’
assumptions are proved to be inadequate to explain the rapid growth of JV, one of the most
popular new forms of organisations worldwide. In China, JV is the most widely used entry
mode adopted by foreign investors (see Table 3.7). If we follow the assumptions

highlighting the internalisation model, the JV boom would not have happened.

The second refutation of the internalisation theory is that the model is built purely on an
economics grounding and relied heavily on the "hard" factors, such as FSA in terms of
tangible assets and intangible knowledge, and cost and benefit analysis mainly in monetary
terms. The theory has neglected the human side of organisational economics, and treated
social, political or cultural factors as irrelevant to the forms and costs of operation or ways
to control FDI (Griesinger, 1990). Again, following this set of logic to explain why
Chinas FDI comes mainly from the source of overseas ethnic Chinese, the likely
conclusion would be that "it is only a co-incidence". Be that as it may, internalisation
theory has failed at least to acknowledge the existence of this type of "soft" factor that

bears a close relationship to, and has various impacts on, any kinds of FDI.

When the internalisation model explained different queries so well in Chapter 4, the

readers may be surprised by the way in which the theory turns from being very useful to
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inadequate in explaining the phenomena of investigation in this chapter. Nonetheless, the
middle-range position on prior theorisation that I have adopted within the research

approach (see Chapter 2) encourages me to look at the problems from another angle.

The medium stance reflects that it is possible to learn from others, however, it is not
guaranteed to happen in all circumstances (Laughlin, 1995). This research is set to serve
four broad objectives. What I have aimed to do is to gather bits and pieces from relevant
previous studies, and blend the prior wisdom with my own subjective ideas to draw up a
skeletal model of UV control, which will be used to guide the empirical investigation. It is
the empirical detail, which will complete and make the skeletal theory distinctive.
Internalisation theory provides vital concepts to explain general motives behind FDI
activities. However, economic reasoning is not yet rich enough to capture the diversity and
enhancing complexity that arise in today’s international business operation and
competition (Casson, 1990). If internalisation theory has reached its limit in explaining
other areas of investigation, I can either extend it by integrating other rationale or introduce
another theory that is more useful. As Casson (1990) suggested, theories should not be
purely judged by being right or wrong, but by being more or less useful in explaining
different areas of inquiry. The middle-range research approach provides me with the

freedom of choice.

The problems I encountered have enabled me to recognise that the adoption of an
economic model is only a foundation, a starting point for theory development of the new
form JV organisation, and its control systems and processes. I have indeed learnt from
identifying and solving problems. The inadequacy of internalisation theory urges me to

think harder and look further for explanations. The subsequent work is illustrated below.

5.1.1 China’s inward FDI - Joint venture (.TV) domination

Internalisation theory posits that MNEs are buying and creating complementary assets in
different countries and integrating their operations within a single unit of control in order
to reduce transaction costs and risks (Buckley & Casson, 1976, 1985; Rugman, 1982;
Casson, 1982, 1987, 1990). Under the traditional economic reasoning, the most significant
transactional contingency facing firms who are considering JV would apparently arise due
to the problem of opportunism. This underlying assumption is built on two explicit

grounds: (1) opportunistic behaviour is an inevitable aspect of any type of inter-firm co-
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operation, (2) transaction cost an_alysis' focuses mainly on legal enforcement of contracts,
while social as well as behavioural mechanisms are seen as having no si griiﬁcant impact on
the costs or ways of running a JV. However, I would argue that these two suppositions are
neither totally correct nor broad enough to capture the complexity of today’s business

relationships.

In contrast to what the conventional economic reasoning claims, the current trénds, such as
the permanent change of the giobal market, shorter product life cycles, and rapidly
enhancing technological compléxities, make ‘doing it alone’ not only risky, but extremely
difficult for many enterprises with limited resources (Stafford, 1994; Moxon & Geringer, |
1985; Porter & Fuller, 1986; Geringer & Hebert, 1989). FDI in the form of wholly owned
- subsidiary is not necessarily the most feasible nor the best option available to parent firms
to explore their FSA and/or to overcome problems caused by market imperfeétion. On the
other hand, JVs that conform to certain preconditions and structural arrangements can
actually provide a better solution to problems due to opportunism, bounded rationality and
buyer uncertainty than wholly owned subsidiaries (Beamish & Banks, 1987; Shan, 1991;
Casson, 1990). The emergence of JV is in fact a response to the rapid global change in the
forms and batterns of competition (Harrigan, 1988; Parkhe, 1991; Glaister et al., 1998; Van
Der Meer-Kooistra & Vosselman, 2000).

Parkhe (1993:320) stated that "assumptions are a function of time and place". Traditional
transaction cost economics was founded decades ago. The validity of these suppositions
under the changing global environment may shift over time. In a given place like China,
the transaction cost explanations, which were originally established to explain mainly
western MNEs’ investment actix)ities, may not be equally valid in the East. Human
behaviour is shaped by the particular cultures from which they grow up (Boyd &
Richerson, 1990). The differences between Western and Eastern cultures influence the
patterns of their firms’ behaviour. The conventional way in which an economic rationale
was used is too rigid'and' narrowly based. The convergent thinking would force researchers
into certain conceptual boxes and eventually lead them to see what they expect to see
(Parkhe, 1993; Daft & Lewin, 1990; Bettis, 1991, Laughlin, 1995). The first step of
knowledge advancement in JVs/IIVs or other types of organisation phenomena is to loosen
up the self-imposed theoretical straightjackets and set free our thinking (Parkhe, 1993; Daft
& Lewin, 1990; Bettis, 1991).
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FDI decisions and control practicés are not natural phenomena but socially constructed
(Parkhe, 1993; Laughlin, 1995; Scapens, 1990; Roberts & Scapens, 1985; Otley & Berry,
1994). There is avdynamic amalgamation of financial and non-financial issues surrounding
JVs. These two types of apparent contrasting factors often co-exist and their interplay
affects various aspects of JV formation and operation. It is the reason why economic
rationale alone is unable to reveal the full picture. I strongly believe that any meaningful
analysis of JV and its control requires a real understanding of the intertwined relationships
between financial and behavioural types of reasoning. These are my theoretical and

methodological standpoints based on which this research is developed (see Chapter 2).

5.2  Internalisation theory - Opportunism

Sharing and co-operation is the central theme of JV arrangement, and it is commonly seen
as the origin of problems in JVs (as individual JV par_tnefs do not need to take full
responsibility of unfavourable business results). Accordingly, it is widely believed that the
most significant transactional confingency facing firms considering a JV would apparently

arise due to the problem of opportunism (Williamson, 1985; Beamish & Banks, 1987).

The above assumptions undoubtedly are built on some logical grounds. Nohetheless, this
type of rationale should not be interpreted in a rigid manner and applied indiscriminately to
all cases. If the extreme views about the bad side of human behaviour have been widely
accepted as valid assﬁmptic_)ns in organisation economics, I would challenge thé.t
prepositions about the altruistic and trusting features of human nature should be just as
valid as the opportunistic ones (Donaldson, 1990; Barney, 1990). There are always two

sides to an argument.

My thinking on the topic of cooperation and JV is inspired by an interesting analogy put
forward by Boyd and Richerson (1990). They mentioned that humans are not unique‘in
terms of cooperation in large groups. There? are other insect species, such as bees, ants and
termites, which are also actively working and cooperating with other members in their
societies. In both the human and insect world, cooperative behavioﬁr' could only have
evolved over the past thousands or millibns of years if members believed that they would
receive more benefits from their cooperative acts (Axelrod, 1984; Boyd & Richerson,
1990). In other words, there are factors that can promote and sustain éo-operation. In fact,

the existence of complex urban societies is evidence, to some extent, of unselfish
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cooperation (Boyd & Richerson, 1990). In our societies, there are people who voluntarily
make contributions to charities, give blood, vote and respect the law laid down. How
could we use the traditional economic views of contracts to fully explain human emotions

and relations, such as the love between parents and their children?

Conventional economics theories have assumed that the independent agents trading at
arm’s length cannot trust each o.ther (Donaldson, 1990; Barney, 1990; Casson, 1990).
However, I would argue that. opportunism is not a way of life in all inter-firm co-
operations. Pursuing self-interest is not a universal motive driving all human actions. To a
contrast, a JV which is established in a spirit of trust and long-term relationship between
partners serves to reduce the potential for opportunistic behaviour (Beamish & Banks,
1987; Casson, 1990; Barney, 1990; Mohr & Spekman, 1994). Different from the common
view that many people hold, JV can actually work as an effective channel to establish a
spirit of trust among participénts in the ﬁrét place (Casson, 1990). The accumulative

experience of co-operation can lead to greater trust between partners over time.

With a foundation of trust and co-operation,Apartners will be willing to pool resources and
commit themselves to the achievement of better efficiency and long-term success of the
JVs. High level of commitment characterises v success, as it provides the contéxt in
which partners will be more willing to balance short-term advantages with long-term
benefits without raising the specter of opportunistic behaviour (Mohr & Spekman, 1994,
Buckley & Casson, 1988, 1989). Indeed, the accelerating pace of globalisation requires
trust as a prime enabler. JV, a complex form of organisation, requires a lot of trust input if

it is to be successful (Casson, 1990).

JV is a type of long-term investment in which higher transaction costs will be incurred in
the short run in order to achieve future savings in running existing and subsequent joint
“businesses that arise from the improved climate of trust between partners. Buckley and
Casson (1988, 1989) stated that if JV partners consider only the immediate coﬁscquences
of an action, they always have incentives to cheat. The prospect of future benefits casts a
shadow upon the present, and this indivisible economic relationship can promote
cooperation and significantly affect partners’ current behaviour patterns (Parkhe, 1993,
Buckley & Casson, 1988, 1989). Should one party act opportunistically, the long-term

prospect will suffer. Once partners recognise the mutual benefits from interacting that
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could not be otherwise obtained individually, an inter-dependent relationship will be
established. If this type of positive relationship can be properly managed through the
internal control mechanisms, such as a fair profit distribution and joint decision-making

systems, problems due to opportunism can be effectively dealt with (Killing, 1983).

In sum, traditional transaction cost theories have failed to recognise the economic role of
co-operation and the invisible human forces, which may have significant transaction cost
and behavioural impacts (Casson, 1990; Griesinger, 1990; Van Der Meer-Kooistra &
Vosselman, 2000). Indeed, "there is plenty of room in organisation economics for trust",
according to a comment Barney (1990:385) made a decade ago. This research examines
UV control from both financial and human economic perspectives, and it has addressed the

major deficiency of transaction cost economics.

53 Bounded Rationality

Economics theories posit that due to the problem of bounded rationality, some complex
contracts are unavoidably incomplete, and therefore higher monitoring and governance
costs are inevitably incurred (Williamson, 1985, 1990). Based on these assumptions, using
the internal hierarchy through forming wholly owned subsidiaries is considered as a better
alternative to using contracts. However, I would submit that limitation of cognitive
competence exists not only between market agents, but also between managers and
customers. When serving a foreign market, bounded rationality will create more problems
to a wholly-owned subsidiary which has to rely solely on internal capacity than to a JV that

can draw on resources from different partners.

It is evident that no matter which investment mode is to be used, managers with limited
cognitive competence will find it difficult to deal with problems arising from different
business environment, social structure and language in a foreign market. However,
through forming JV with indigenous firms, the foreign partner can internalise its partner’s
knowledge and contacts to speed up the local adaptation process. A key advantage of JV
and different forms of alliances is that they allow participants to acquire expertise from
their partners’rather than having to develop the capabilities in house, if it is possible at all
(Blodgett, 1991; Glaister et al., 1998). Evidently, JV is widely adopted to facilitate inter-
firm learning and transfer of organisationally embedded knowledge that cannot be easily

blueprinted through arm’-length contracts (Kogut, 1987; Casson, 1990; Martinsons &
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Tseng, 1995). The complementary nature of resources between partners can actually

reduce the problems of bounded rationality in serving new markets.

A valid point raised by Gomes-Casseres (1987) is that the importance of JV instability has
- always been misstated if one ignores the instability of other alternative structures. Certain
types of instability of JV, such as the so-called high divorce, liquidation and sold out rates
- of JVs (Parkhe, 1993), are in common with those facing wholly owned operations.
However, scant attention has been placed on wholly owned FDI. Hence, the validity of
these studies, which are not built on a fair comparison of the extent of instability between

various types of operations, is limited.

5.4  Asset specificity - buyer uncertainty

Williamson (1985, 1990) posited that firms who possess asset specificity, especially those
in intermediate product markets, such as technology and in_formé.tion, have always
encountered problems which are caused by buyer uncertainty. Bilateral dependency
between buyers and sellers limits the sellers’ ability to generate excessive profits from the
possession of unique assets. Small number bargaining is likely to result when switching
cost is high. Therefore, fhe internal hierarchy becomes a more sensible alternative to the
market. The term hierarchy has been commonly interpreted as a wholly owned operation.

From my point of view, this rigid interpretation is incorrect.

JV and wholly owned operations are similar arrangements in the sense that they both are
administered within internal hierarchies. The main difference between the two is that there
is more than one firm claiming ownership and poWer of control in a JV. Nonetheless, I
believev:that this difference does not necessarily create major problems to the parties
concerned. They are indeed controllable. For example, as was mentioned in the last
section, by establishing a trusting foundation, JV parthers are more willing to forebear and
pool resources in order to achieve a long-térm success of the joint business (Casson, 1990).

The possibility and frequency of changing partners can be significantly reduced. -

Some JVs are terminated before or when the contracts expired. It is however incorrect to
assume that in all cases premature termination reflects internal problems and failure.
Relatively short-lived JV is not synonymous to failure (Casson, 1990). It needs to

recognise that an organisational arrangement most suitable for establishing a business may
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not be the best structure for its continuing operation (Casson, 1990). Harrigan (1984)
observed that JVs are always re-configured when partners have gained knowledge of
market of which they previously did not understand.  Instead of seeing a change of
structure as a source of failure, the self-liquidating feature of JVs in certain circumstances

is a sign of success (Casson, 1990).

Flexibility is one of the characteristics of JV that can directly or indirectly reduce the
perceived risk and uncertainty. Changes of JV ownership structure after entry may
represent adaptation to local environment or correction of mistakes made when the
operations were formed (Casson, 1990; Gomes-Casseres, 1987). Anderson and Gatignon
(1986) suggested that flexibility, the ability to change systems and methods quickly and at
a low cost, is always an important consideration in foreign entry mode decisions. This
factor is particularly crucial in lesser-known foreign markets that new entrants are likely to
change systems and institutional arrangements once they adapt to the environment. It may

be a key reason to explain why JV is widely used in less developed regions, such as China.

On the other hand, there is an increasing number of JVs which employ a combination of
contractual modes, such as a mixture of equity JV with licensing agreement and/or buy-
back contract of JV output by the foreign partner, simultaneously in serving a foreign
market (Contractor, 1985; Beamish & Banks, 1987; Buckley & Casson, 1988, 1989). The
licensing agreement creates a future market for the investing firm3% technological assets.
Whilst, the buy-back contract provides the JV with a stable future demand of its output.
Through bringing together individual partners’ existing sales and/or distribution channels,
sales volume is likely to be achieved more quickly (Davidson, 1987). The total rent
generated through the JV route is more likely to compensate the additional costs involved
and it may exceed those available through the wholly owned subsidiary channel.
Beamish’ empirical study (1985) of JVs in LDCs reflects that none of the foreign partners
of his LDC-based JV samples relied solely on dividends for compensation. The recent
phenomenon has clearly showed that foreign firms have tried to negotiate hybrid JVs

which serve to lower their risk as well as taxes and to diversify income channels

(Contractor, 1985).

It can be seen that JV is not only a tool used by foreign firms to approach the host markets,

but also a channel adopted by local firms to access the global arena through the
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collaboration with foreign MNEs. As Harrigan (1984) suggested, not all firms can afford
to acquire the resources and competencies they need. Some projects would never be
undertaken without using JV as a mean of spreading costs and risks. For these players, JV
is the best solution to the small buyer dilemma. Accordingly, it is incorrect to presume that

buyer uncertainty can only be resolved by using the wholly owned internal hierarchy.

5.5  Uncertainty and risk

Teece (1981) stated that the relationship between transacting parties usually couldnt be
fully described by a court-enforceable formal document as there are many possible
contingencies.  These contingencies relate to some quantifiable matters or other
behavioural issues. Therefore, it seems logical to assume that the transaction cost analysis
of JVs should not purely focus on the costs of legal enforcement of contracts, but also on
the behavioural and social mechanisms which have significant impact on behaviour. Mohr
and Spekman’ (1994) investigation into the characteristics of partnership success provides
empirical support to the above argument. The study discovered that behavioural
characteristics - mutual trust, the willingness to co-ordinate activities, and the ability to

convey a sense of commitment to the relationship, are the key components of JV success.

FDI, with its characteristics of high risk and uncertainties due to different political,
economic, social and cultural issues, may possibly be reduced by using international JVs
(UVs) that normally involve foreign and local firms. UVs can work as a channel of
cultural exchange and facilitate inter-firm learning. Based on a reciprocal relationship,
partners will be more willing to share information as well as firm-specific knowledge
through the JV mechanisms. Information is more accessible and is used more efficiently

under a co-operative climate.

MNEs from developed countries may well be confronted with higher adaptation and
information requirements than they are accustomed to, thus reinforcing the appropriateness
of forming JVs with local firms who possess country-specific information that is costly,
time-consuming, or otherwise impossible for the MNEs to gather (Beamish & Banks,
1987). JVs economise on information requirements of FDI via pooling of resources
between partners (Beamish & Banks, 1987). In fact, this advantage enables MNEs to
better deal with problems of information impactedness due to uncertainty and

unfamiliarity. As Beamish’ study (1985) of JVs in LDCs revealed, foreign partners of
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successful JVs tend to attach importance to their local-partners’ contributions of

management, and local knowledge, information and contacts.

The above analysis by no means aims to convey a message that control is unimportant in
FDI decision, as it is vitbal. However, gaining complete ownership and control is not
without cost or risk. As a contrast, it often involves a higher level of resource investment.
A greater extent of commitment will reduce the degree of flexibility and increase the

switching costs should an investment become sub-optimal.

For examﬁle, Maxon and Geringer (1985) found that high development and launching
costs, togéthér with signiﬁcant market as well as technological uncertainty, led to the
upsurge of international collaboration between aircraft manufacturers in order to share
risks and costs. In addition, through bringing together the expertise from various partners,
the ‘eclectic atmosphere’ is more likely to cultivate significant innovations which are not
possible to be achieved under a 'monoculture’ context (Contractor & Lorange, 1988).
Better co-ordination can lead to greater stability in an uncertain environment. Other things
being equal, relationships characterised by mutual trust are more likely to manage greater
stress and facilitate better adaptability (Wiiliaimson, 1985). Rather than being a source
which causes uncertainty, JV can become a unique mechanism to hedge against uncertainty

(Franko, 1987, 1989).

Many LDCs have offered various ‘forms of investment incentives td attract FDI. At the
same time, due to the worry of foreign economic dbmination, some host countries have
-also imposed rigid policies to prohibit or restrict investment in a wholly foreign-owned
format (Beamish, 1985, 1988; Beamish & Banks, 1987). Facing these ambivalent policies,
many MNEs adopt JV to overcome govémment interference and thé alien environment on
one hand, and make themselves entitled to the generous incentive packages offered by the
host countries on thé other hand. Indeed, inter-firm co-operation can facilitate the
expansion into new markets, which are either impossible or costly to approaéh through the

full integration traék (Dunning, 1981; Beamish & Banks, 1987, Casson, 1990).

To conclude this part, a firm’s decision of ownership structure to a greater extent is based
on the analysis of cost and benefit related to different choices. Under the dynamic global

and regional political and business environments, FDI and investment mode decisions are
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often a compromise among four vital attributes - control, resource commitment, return and
risk (Anderson & Gatignon, 1986). It is fair to say that the establishment of JVs involve
lower resource commitment and hence risk, but often at the expense of return on
investment and control, particularly control of a firm’ specific assets. Nonetheless, under
the influence of their own objectives, successful firms skillfully trade with different levels
of control for reduction of resource commitment in the hope of reducing some forms of
risk to the levels that they can afford while increasing the overall returns (Anderson &
Gatignon, 1986). Preserving flexibility for future maneuvers is often an important
consideration of the trade-off, especially when approaching unfamiliar markets. In some
cases, like those examples mentioned above, lower costs associate with minimised
opportunism and bounded rationality, lower uncertainty in buyer markets, and/or efficient
internal mechanisms to transfer as well as to integrate partners’specific assets, can provide

benefits that are greater than the extra costs incurred (Anderson & Gatignon, 1986).

The analysis on the choice of foreign entry modes has stimulated my thinking and made me
realise that FDI decisions are far more complicated and widely linked to worldwide and/or
regional economic, social and political environments than I once assumed. Having gained
an understanding of the rationale behind the worldwide surge of JV, I will relate the
knowledge to the specific environment in China and try to explain one of the two features

of the country’ inward FDI. The analysis will be illustrated in section 5.6 below.

5.6 Investment environment in China -JV domination

The above discussion has identified the key reasons why JV has become one of the most
popular, and sometimes dominant form of investment mode in approaching different types
of countries. Being one of the leading FDI host nations in the world (Wang & Swain,
1993; Luo, 1997; World Bank, 1997; Independent, 11/11/2001), China has further
benefited from the rising popularity of JV. Indeed, JV domination is one of the two

features highlighting the country’s inward FDI (see Chapter 3).

Although China is classified as a less developed country (LDC), a combination of effects
stemmed by the Chinese culture, stage of economic development, central planning, and the
long-lasting influence of Mao’s political policies and the cultural revolution, has
distinguished the country from other LDCs or centrally commanded economies (Davidson,

1987; Newman, 1992; Shenkar, 1990; Martinsons & Tseng, 1995). In addition to the
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above-mentioned reasoning in favour of JV, the specific features of China’s investment

environment have added extra preference on using JV organisation.

China’s economic reforms have introduced a market mechanism into a primarily ‘centrally
planned economy (Simyar & Argheyd, 1986). Although the Chinese govemmenf has
assured, in word and deed, that the country will continue the policy of opening up, at the
same time the party remains steadfast in using» its version of socialist principles and

ideology (Wang & Swain, 1993). The government argues that the reforms are consistent

cr s Ll . 1 .
with socialism with 'Chinese characteristics’* The distinctive set of socialist principles

implemented in China has paved the road for creative thinking in economic reforms.

Between the period 1949 and 1979, there was no legal provision for foreign investors to
reside, do business or invest in the country (Kemp, 1987). During that period, the ten-year
long culture revolution further destroyed the basic, underdeveloped legal systems. Soon
after the open-door policy was introduced, the Chinese government paid their immediate
attention to the establishment of the legal structure, such as the Joint Venture Law 1979
and Joint Venture Tax Law, in order to attract and meet the needs of JV foreign investors.
While, the legal framework, such as the Foreign Capital Enterpﬁse Law, for wholly
foreign-owned enterprises (WFOEs) was ‘implemented at a later stage in 1986 and its
regulations were enforced in 1988. Indeed, the concept of WFOE is still in its infant stagé
for both fqreign investors and the government. After two decades of opening up, China

- remains a new territory, which. presents a lot of unknowns, to many foreign investors.

In ‘addition to the overall peculiar political and legal environment, inter-regional diversity
has mulﬁplied the extent of complexity of investing in China. Similar to many LDCs,
China has suffered from unevenness in development between regions. The inter-regional
diversity can be explained through two main groups of reasons. The first group is
classified as ‘natural distinctions’ which are caused by geographic location, various level of
natural endonent, dialects as well as social practices that characterise individuallregions.

The second group is considered as ’‘man-made’ variances, which stem from the

! Their argument is based on the facts that all land, property, and production are still publicly owned, while collectives and individuals
(local or overseas Chinese, and foreigners) are only allowed to have leasehold tenure on land and property (Kemp, 1987:17). Even in a
socialist country due to differences in mental or physical ability and attitude towards work, some hardworking people and regions
should be allowed to become rich first in order to serve as an example of rewarding the diligent and punishing the lazy.
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government’s emphasis on developing trade zones, and the gradual decentralisation of

decision-making power during the first phrase of the reform (Shan, 1991).

Many special economic trade zones (such as SEZs, ETDZs, and OCCs. See Chapter 3 for
details) are located along the coast or in Southern China that is adjacent to prosperous
Taiwan, Honkg Kong and Macau. These special trade regions have received the most
attention and resource allocations from the Central government. Because of their
convenient locations and better state of .development, they have received the majority of
FDI in China. Along with the FDI boom in SEZs and OCCs, some of these local
governments have bee_n empowered more authorities to approve v agreements and to
promulgate regulations and policies to cope with the needs of the industries in their
territories (Shan, 1991). As a consequence, individual regions have gradually created their

own ‘region-specific’ investment environment. China is not a simple, homogenous market.

China’s unique investment environment, such as the part-capitalist and part-socialist

structurez, non-convertible local currency, tight foreign exchange control, differences in
language/dialects, culture and social practices, together with the inter-regional divergence,
have presented a real challenge to foreign investors. The peculiar conditions in China may
- lead one to conclude that the level of risk and cost of investment would be high, or too
high to take on. Now to thelinteresting questions - (1) how is the high level of complexity
and cost/risk tied into the rapid growth of China as one of the world biggesf host country of
FDJ, and (2) why is JV' the most commonly used entry mdde to get into the bountry? I
believe that the answers for these two questions will provide crucial hints of why and how
the Chinese JVs are formed and controlled. The questions have prompted me to carry out

further ihvestigation on this aspect.

Root (1988) described that political risk normally arises from a foreign investor’s
uncertainty about: (a) genéral instéf)ility in the host country’s political system in the future,
and/or (b) future acts by the host government that would cause loss to the investor. Because
political environment is so dynamic, political activities which do not significantly alter the
business environment, and changes which are implemented gradually, do not represent

~ political risks to international busineés (Robock, 1971).

2 Generally speaking, the Chinese government fixes prices centrally and controls most of the public utilities, heavy industries and many
strategic important industries. While many commercial, light and servicing industries are run collectively or privately by local Chinese
and/or foreigners with production and prices determined by the market.
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* China has adopted a ’gradual’ rather than ‘shock therapy’ strategy to open its door to the
outside world. Since the open door policy was introduced in 1979, the country has
implemented various types of reforms on a "step-by-step" fashion (see Chapter 3). Besides
continuously improving infrastructure and facilities, the central government has also

steadily liberalised the FDI policies? in order to attract foreign investors.

Moreover, China has undergone a major reform of its financial system since 1994 (The
World Bank, 1996). The traditional inefficient dual mechanism of foreign exchange
(official and market foreign exchange rates and mechanisms operated at the same time)
was abandoned and replaced by a unified foreign exchange system (Cheng, 1995).
Nowadays, the daily exchange rates between the local currency RMB and other major
. foreign currencies (US dollar is the leading currency) are decided by the market forces.
Thei reform has sfabilized foreign exchénge rates and e.n‘abled foreign currencies to become
" more accessiblé. Although RMB remains unconvertible worldwide and the foreign
exchange éystem still lags behind the normal standards in the developed countries, China
has made considerable progress in setting the foundations for a modern financial system

(The World Bank, 1996).

Various types of reforms implemented in China so far, to a great extent, are anticipated and
they are no surprise to foreign investors. Moreover, these changes have substantially
improved rather than adversely’ altered the business environment. According to Root
(1988) and Robock’s (1971) definitions, China’s unique struéture and systems do not

present an unacceptable high level of political risks to many investors.

As Kobfin'( 1979) argued, the common conception of risks in investment decisions is often
narrowly based. The author stated that politic‘al factors are not always a major determinant
of FDI although a relationship exists. Brewer (1981) also suggested that government
instability in LDCs is only one source of risk, and it is by no means the most important
¢onsideration'for many investment decisions. It is because investors usually analyze
potential foreign projects in the context of the overall investment conditions rather than

just focus on the political aspect.

3 ,
For instance, in 1990 the party announced two major revisions on the joint venture policy. The first revision is that foreign-investors

are now allowed to chair the JV management boards. The second change is that control over JV duration has been loosened up (Casson
& Wang, 1991). Furthermore, from 1996 onward foreign firms are allowed to invest in the trading type of JVs which was prohibited in

the past.
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According to Root (1988), the environment facing FDI can be decomposed into two main
parts, a transactional as well as a contextual environment. The transactional environment4
is defined as a set of actual and potential transactions between MNEs and external parties.
Whereas, the contextual environment’ includes a multiplicity of external parties linked by
political, economic, social-cultural and technological interactions that can constrain the

MNESs’ transactional interactions but do not enter into them.

Root (1988) argued that risks, which are embodied in the contextual environment, are
usually beyond the control of individual firms. When the level of uncertainty is seen as
unacceptable, the best choice is to avoid. However, if the extent of contextual risk is
considered as affordable, the real challenge to those positive investors is to adopt
- appropriate strategies.to enhance their control over .various. transactions andi.ho,pefully

‘through which to reduce certain types of contextual risks.

Result of some prior studies, such as Bennet & Green (1972), Green & Smith (1972),
Fatehi-Sedeh & Safizadeh (1989) and Brewer (1981), showed that firms may not stay out
of potenﬁal or actual politically unstable countries if the opportunities which exist in these
nations are sufficient to justify the risk involved. In addition, given an attractive or
strategically important market, oligopolists may prefer to invest rather than being left out
regardless of whether an individual investment can be justified on its own merit (Kobrin,
1979). Luo’s (1997) investigation into foreign funded operations in China revealed that
gaining access into the Chinese market and exploiting its potentialities are the primary

strategic objectives driving many foreign investors to the country.

A point that needs vto be emphasised is that the previous discussion is not intended to
convey a message that political uncertainties do not have influence over FDI decisions as a
relationship between the two clearly exists (Kobrin, 1979). Foreign investors are naturally
concerned with the level of risk stemming from China’s distinctive investment
environment. Nonetheless, investors may have expressed their concerns through cher
channels, such as the required return on investment, payback time and forms of investment,

other than just the allocation of resources (Kobrin, 1979).

4 .
For example, the relationship between MNEs and the host government, the risk of dissipation of firm-specific assets to potential
opportumstlc transacting parties, such as business partners sub-contractors and employees.

For instance, a change of political, legal or economic policies, the host governments® relationship with other govemments, the
occurrence of war and expropriations are classified under this category.
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In sum, internal stability is not by itself an adequate in@icator of a favourable investment
climate, but neither does internal instability necessarily pose a serious risk which deters
FDI (Fatehi-Sedeh & Safizadeh, 1989; Brewer, 1981). Political risk is only a restraining
force in the investment decision making.process, while return on investment and other net
benefits are the driving forces (Fatehi-Sedeh & Safizadeh, 1989). China undoubtedly
operates under a set of unique conditions, and offers a combination of business potentials
and risks. For many MNEs, the net benefits presented by China are sufﬁcienﬂy attractive
to induce them to invest rather than stay out, even on terms they do not normally prefer
(Franko, 1989). The real challenge facing these investors is ‘to maximise the risk-adjusted
return through applying appropriate strategies to control the transactional and some extent

of the contextual environments (Rodt, 1988).

For foreign investors, who are unfamiliar with the general environment in China, not to
mention the divergence of dialectic and investment conditions between regions, may find it
_difficult, time-consuming and costly to obtain basic knowledge and information that is
needed for day-to-day operation in the country. China presents a lot of unknowns to many
new investors to explore it alone. The overall conditions have encouraged investors to
form JVs with indigenbus players or other firms who possess country-, regional- and/or
firm-specific knowledge to aid them overcoming the disadvantages stemming from their
alien status. As was explained in Section 5.5, JV is an effective mechanism to facilitate
inter-firm learning and information flow that is crucial in speeding up the local adaptation
process in the unfamiliar China. A better and faster local acceptance is undoubtedly more
likely to lead to a higher return and shorter payback time. In addition, JVs require lesser
initial outlay which in turn means lower switching cost if the mode of entry or the
investment as a whole become sub-optimum at a later stage. Flexibility, the ability to
change structures and systems quickly and at a low cost, is always an important
‘consideration of foreign entry -fnode decisions (Anderson & Gatignon, 1986). This factor

is particularly impdrtant to foreign investors in a new territory like China.

~ In China, government agencies and state-owned enterprises are usually the only or the most.
favourable candidates for JV partners. Often, these government related parties are actual
the rulers of the games’, the national monopolists of the related industries or in a position

that can influence the local governments’ decisions. Through forming JVs with these
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organisations, foreign investors may be able to hedge against both transactional and
contextual risks. Having been involved with JVs, the Chinese partners are unlikely to
impose changes, or let the higher government authorities introduce new policies that will

~ adversely affect the JV operations.

To strengthen the hedging mechanism, foreign partners can strategically align their
Chinese partners’ incentives towards the success of the ventures either through inducing
them to acquire a larger equity stake or introducing some specially designed profit sharing
schemes that are closely tied to the achievement of the JV objectives. Through using this
type of strategies, foréign partners can tactically shift more contextual risks to their local
partners and exercise indirect control over the contextual conditions, which are normally
out of investors’ reach (Root, 1988). Again, this type of benefit has reinforced the

suitability of using JV to approéch China.

In summary, the above rhéntioned reasons may well explain why many investors prefer to
ﬁse JV, minority or 50:50 in particular, in their initial investment in China in order to
preserve flexibility and speed up the local adaptation process. Questions related to the
first characteristic of China’s FDI are now unlocked. The investigation will continue to
search for explanations for the second feature highlighting China’s inward FDI in relation

to the major source of the investments.

5.7 China inward FDI - Country of origin

The analysis above disclosed the key reasons why JV has become one of the most popular
forms of investment in approaching China. Now, the investigation turns to the other
feature of China’s inward FDI, which is concerned with the sources of investment

countries.

Since China opened the door to the outside world two decades ago, Chinese diaspora, who
are scattered around the world, are very keen to invest in their motherland. Hong Kong,
Macau and Taiwan alone accounted for more than two-thirds of the total accumulated FDI
inflow into China between 1979 to 1991 (see Table 3.8). Moreover, it was estimated that
investment from businesses run by overseas ethnic Chinese (OEC) from Southeast Asia
accounted for another 10 - 15% of China’s cumulative total in the similar period of time

(The Economist, 18/7/1992). China has benefited from the connections with and the
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wealth of its diaspora that the country once lost. By looking at China’s' current
achievement, one can see that the collective power of OEC has been an important 'driving

force that pulls the country forward (The Economist, 18/7/1992; CND, 1/8/1994).

Unlike other LDCs which depend chiefly on "foreign" investment to accelerate their speed
of modernisation, China has enjoyed its native supply. The distinction between the terms
FDI" and "domestic investment" is blurred in China’s case, especially those from Hong
Kong, a previous British colony and now a special autonomous region which returned to
the Chinese control in July 1997. The attraction, but also the difficulty to conduct this
research, is that the circumstances underlying China’s FDI are unique. The country has
tried to build a capitalist mechanism within a communist political structure. There are no

identical incidences occurred in other paits of the world that I could directly refer to.

Moreover, as Luo (1998) commented, there is a deficiency in existing literature in the
strategic traits of FDI undertaken by different origin investors. There are so few relevant
studies that can shed light on how investors of different origins may make FDI and control
decisions in different ways. They are the challenges presented by this research. Now, if
we refer back to the research itself, we can ask the question why the majority of FDI in
China, most of which are in the JV form, comes from a hoinogenous type of sources. Is it

a co-incidence?

The queries surrounding the investmerit sources is first illuminated by ﬁndings of Parkhe’s
(1993) study of strategic alliances. Parkhe’s work revealed that partners’ nationalities have
important .impact ‘on structures, partner relationships and ultimate performance of the
alliances. Parkhe’s conclusions are founded on the ground that international alliances are
often characterised by sharp national, cultural and organisational differences. MNEs tend
to invest abroad based on the competitive edges that they have acquired from the home
countries. In addition, the cilltural and spcial characteristics of individual nations would
further distinguish the tendencies in terms of the extent of their'resourcé commitment, R &
D, product diversity and mﬁrket breadth in their FDI (Porter, 1986; Parkhe, 1993a; Luo,
1998). The diversity of background has often hindered the co-operation among partners
and 'the performance of alliances. The problems have commonly led to high instability
and/or divorce rates (Franko, 1971'; Kogut, 1988, 1989; Geringer & Hebert, 1989; Parkhe,

1993). Because of that, potential investors should select JV partners who possess salient
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attributes and matching nationality in order to lay down a foundation so that a compatible

relationship between partners can take root and flourish.

Parkhe and other researchers’ suggestions have strengthened the key assumption underlying
this research that control is not an independent phenomenon. Whom to choose and how to
cooperate is all part of the plan. There are many steps and elements included in the build-
up of aghievihg control. The idea of JV control as a "package" has gradually emerged in
my thoughts (Otley, 1999). Parkhe’s work (1993, 1993a) has had an important influence
on the subsequent theory development of this research and the link will be further
elaborated in Chapters 6 and 7. At this stage, it has indicated that the extent of
compatibility in terms of partners’ national, social and organisational characteristics is vital
- to the partnprs’ relationship and JV performance. However, these findings.still have not
fully explained why the OEC investors are particularly keen on foﬁning JVs in. China.
These queries have prompted further investigation info the area of partners’ cultural
background, JV decisions‘ and control in China. The related analysis is illustrated in the

following sections.

5.7.1 Confucius influences

The investigation into the origins of FDI in China reflects that in addition to the economic
rationale, there are other invisible forces, which originated from the Chinese history and
culture, driving OEC businesses to their motherland. There is a continuous interplay
~ between transactional and cultural/behavioural factors that affects these firms’ FDI

decisions.

Confucianism - a set of pragmatic rules for daily life, has been deeply rooted in the Chinese
culture for more than two thousand years (Hofstede & Bond, 1988; Kemp, 1987).
Confucian ethics emphasise four key principles: these are individuals’ tasks in life, human
relationships, obligations to family linkage and maintenance of social harmony (Hofstede
& Bond, 1988; Kemp, 1987; Luo, 1997). Traditionally, the Chinese society is built around
family networks. Family is the basic social and economic unit (Weidenbaum, 1996). The
interpretation of the term ‘family’ can be extended largely beyond the literal meaning. The
network normally stretches from the close ‘coré blood-related family, to slightly distant
family, more distant relatives, and finally distant friends or acquaintances who are

connected to any of the above groups (Luo, 1998). According to these orders of
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association, organisation in a typical Chinese society is characterised by membership of
exclusive groups, such-as kinship, dialect, town or county groups (Blackman, 1997).
While individualism is paramount in many western countries, the Chinese society is group

and mass oriented (Triandis, 2000; Weidenbaum, 1996; Blackman, 1997).

Under the influence of Confucian thinking, the Chinese often consider that problems can
and should be resolved in a spirit of conciliation and mutual trust (Kemp, 1987). Harmony
is found in the maintenance of an individual’s "face”. The word "face" is derived from
Chinese meaning a person’s dignify, self-respect and/or reputation (Hofstede & Bond,
1988; Blackman, 1997; Luo, 1997). Having a sense éf shame is interrelated to Confucius
stress on one’s tasks in life. In‘the Chinese world it is often human relationship or "guanxi"
in Chinese, not law, that monitors the day-to-day social activities and provides the security

necessary to do business.

Luo (1997:53) observed that peoplé who share a guanxi are "committed to one another by
an unspoken cbde of reciprocity énd equity". The guanxi principals are often executed by
receiving and returning favours or "renging" in Chinese, the humanised obligation. Based
on her experience in China, Blackman (1997) stated that Chinese friendship involves give
and take, favours for favours. While this type of friendship can be burdensome, it works
two ways. Similar to face, renéing is a type of relationship currency that can provide
- leverage in intérpers'onal exchange (Luo, 1997). On the other hand, disregarding the
guanxi commitmént can seriously damage 6ne_’s reputation, leading to a humiliating loss of
face. Losing face can jeopardise one’s future. The cultural mechanism imposes a powerful

enforcement of trust and acceptable conducts which binds every member of the network.

Conventionally, Chinese often see that there are two parts of the world, inside and outside,
friends or strangers (Blackman, 1997). The race tends to show a strong preference for
mutual benefits in social and business dealings, and this emphasis partly stems from their
fear of being mistreated by outsiders. Triandis (2000) obse;rvéd that collectivists can be
extremely hospitable, supportive and helpful to in-group ’members. They can be
indifferent; exploitative and/or, even hostile to out-groups. As Luo (1997:53) described, "in
the initial stages of any business undertaking Chinese people will look first to the network
links as bases for guanxi". Following this type of social practice, whether you are an "in-

group" or "out-group", becomes vital in doing business in China.
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The cultural and social characteristics that underlie the Chinese society form a unique
business environment for foreign investors. Now the investigation turns to seek for
explanations of why so many OEC investors are attracted to China and how they cope with

the specific investment conditions in the country.

5.7.2 Qpverseas éghnic Chinese - the greatest economic engine of China’s reforms
There are an estimated 57 million OEC worldwide and a breakdown of their geographic

spread is showed in Table 5.1. An interesting question is how this group of ethnic minority
can form such an influential collective power to pull China forward, a backward and
poverty-ridden country with the biggest population in the world? The answer to the
question is that the majority (53 million) of these OEC are concentratqd"li'n Southeast-Asia,
such as Taiwan, Hong Kong, Singapdre, Thailand, Philippin‘es';;and Indonesia (The
Economist, 18/7/1992). They are accufnulating wealth and powé; at a furious pace that is
far in excess of their population (The Economist, 18/7/1992;, CND 1/8/1994; Weidenbaum,
'1996; Department of Foreign Affairs & Trade (DFAT) - Australia, 1998).

As was discussed in Chapter 3, over a twenty-year period the five Asian Tigers
outperformed their western counterparts in terms of average annual GNP growth. In the
early 1990s, the combined foreign reserves of the four leading Tigers (Singapore, Taiwan,
South Korea and Hong Kong) amounted to US$180 billion, which was at the same level as
the two super states - Japan and Germany’s put together (The Economist, 18/71992).
Among these four Tigers states, only in South Korea do the Chinese not make up the

majority the population.

In addition, the Chinese minorities in other South-Asian countries have also achieved a
lion’s share of their economies’ wealth. For examplé,_ although the ethnic Chinese only
accounted for about 10% of the population in Thailand, they owned the majority of
commercial and manufdctuﬁng assets, and fourteen leading banks in the nation (The
Economist, 18/7/1992). The OEC in Philippines have written an even more fascinating
story. They made up less than 1% of the population. But this 1% OEC not only dominatea
the small business side of the local economy, but also controlled about 40% of the biggest
cbmmercial outfits in the cOuntry (The Economist, 18/7/1992). The Chinese communities
in Indonesia and Malaysia are no exceptions, and they have attained an equally outstanding

achievement in their economies (The Economist, 18/7/1992; CND, 1/8/1994)
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According to a rough and conservative estimate, OEC worldwide may probably hold liquid
assets (securities are excluded) worth. US$1.5 - 2 trillion, and they generate an annual
economic output of more than US$500 billion, the same level as the GNP of China itself
(The Economist, 18/7/1992; Weidenbaum, 1996). It is observed that almost nine out of

every ten billionaires in Southeast Asia are ethnic Chinese (Weidenbaum, 1996; DFAT -

" Australia, 1998). Once their real financial power has been revealed, it is not difficult to

~explain how the OEC investors could have the ability to drive China towards the goals of
modernisation (The Economist, 18/7/1992; CND, 1/8/1994).
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Table 5.1

Geographic dispersion of the Chinese diaspora

Country Population (million)
Hong Kong 6.0
Taiwan 21.0
Indonesia 7.2
Thailand 5.8
Malaysia 5.2
Singapore 2.0
Burma- : 1.5
Vietnam 0.8
Philippines 0.8
Rest of Asia and Australia 1.8
United States 1.8
Canada 0.6
Latin America 1.0
Europe 0.6
Africa , 0.1

Source: The Economist, 18th July 1992

5.7.3 Inward FDI in China by peasant-turned-merchant overseas ethnic Chinese -

restatement of the internaliszition theory

Since the open door policy introduced twenty years ago, the peasant-turned-merchant
Chinese and their descendants have been actively inyesting in China. For instance, Salim
Group - the largest conglomerate in Indonesia, Charoen Pokphand Group from Thailand,
Kuok’s family’s sugar erhpire from Malaysia, Li’s plastic-flower-turned-property empire
from Hong Kong, are pouring huge amounts of money into many vast industrial and
development projects in China (The Economist,18/7/1992). ‘China without boundary’ is
the belief held by the OEC, and it is also the spirit that the Chinese government has tried to
promote (The Economist, 18/7/1992; CND, 1/8/1994).
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We can analyze the Chinese diaspora phenomenon from the transaction cost and cultural
perspectives. It was revealed in Secfions 5.1 to 5.6 that under the quickened pace of
globalisation and change and the specific environment in China, JV turns out to be a
particularly suitable form of ofganisation to approach the country. From the cost point of
view, similar to other foreign firms engaging in JVs in China, OEC businesses can benefit
from lower labour and land usage cost, investment incentives, local market penetration,
and internalisation of local partners’ assets as well as guanxi with important external
parties. In addition to these advantages, owing to geographic proXimity, the OEC investors
from nearby Asian countries can further benefit from lower transportation costs and shorter
delivery time of materials, technical and management supplies to their China JVs. The
ability to provide support at a low cost can resolve some of the problems of operating in an

underdeveloped environment in China.

On thé other hand, OEC share similar culture, business practiées and language with the
Mainland Chinese. The commonality presents a shorter "psychic distance" in their FDI in
China (Buckley & Casson 1976:33-34; Hood & Ybung 1979:56; Kogut & Singh,
1988:413). With an understanding of the Chinese language and culture, their investment in
China is likely to involve shorter negotiation and set-up time, lower communication and -
management costs. Indeed, there are a number of prior studies (such as Stopford, 1976;
Caves, 1982; Thomsen; 1992; Kogut & Singh, 1988), which discovered that the shorter the
psychic distance between the host and source countries, the greater FDI would be’
generated. The OEC phenomenon in China seems to fit into these descriptions. The
transaction cost consideration seems to be one of the main motives, which induces OEC to

invest in their motherland.

In addition to the transaction cost reasoning, there are other invisible cultural forces driving
OEC to China. Under the influence of the Confucius ethnic about one’s tasks in life and
family linkages, conventionally Chinese strive to maximise achievement in order to glorify
their ancestors and accumulate wealth for their descendants, and they consider that the
obligation will never end (The Economist, 18/7/1992). The rise of peasant-turned-
merchant Chinese, who built'up their family empires under disadvantaged situations in
foreign countries during the late 19th and early 20th century, displays strong self-reliance
and the Confucian virtues of thrift, discipline, industriousness, and family cohesion (The

Economist, 18/7/1992). As-a comment Casson (1990:vii) made, "differences in the
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productivity of economic units - whether families, firms, or nation states - will reflect
differences in the efficiency of internal coordination, which will in turn reflect the culture
of the social group involved". The success has driven this group of OEC to re-establish
their roots in China with the first poft of call in their ancestral villages, towns, counties or

provinces,'which hold the family identitiesS (The Economist, 18/7/1992; Blackman, 1997).

One may recall from the discussion showed in Sections 5.1 to 5.6 that trust is a crucial
factor which significantly affects FDI decisions and JV operation. It is suggested that trust
is normally easier to establish and is stronger between members who come from the same
culture, religious or social groups, and it tends to transcend national boundaries rather than
between members of different groups within the same couﬁtry (Casson, 1990; Boyd &
Richerson, 1990). "Cultural differences affect the extent to which individuals can trust one
another, and therefore the extent to which they can co-operate effectively” (Casson,
1990:vii). Findings discovered from the restatement of the internalisation theory, which
was extended by the injection of social/cultural considerations, can explain the two

characteristics of China’s FDI.

Following the set of Confucian rules, the Chinese establish their own order by4creating a
range of informal networks, which support and develop their interests. "This ability has
made ethnic Chinese business entrepreneurs especially competitive in environments where
the legal and administrative infrastructure, the externally imposed ‘order’, is relatively
underdeveloped” (DFAT - Australié., 1998:3). Since guanxi, face and renqing are as much
a part of overseas Chinese businesses as it is of businesses in China, OEC know
instinctively how to work around their customs and deal with the Mainland Chinese (Luo,
1998). The traditions encourage OEC businesses fo rely on implicit contracts and snap up
valuable business opportunitiés, which include undertaking apparently high-risk projects in
China. Undoubtedly, using implicit contracts can economise costs and lead time pf

business negotiation (The Economist, 18/7/1992; Weidenbaum, 1996).

Moreover, the Confucius thinking emphasises loyalty and faithfulness. Commitment is an

essential ingredient of successful negotiation and business strategy in China (Davidson,

6This is very obvious in the Fujian province, the ancestral home of the majority of Taiwanese, and in Guangdong province from where
most Hong Kong and Southeast Asian Chinese once set out. Overseas Chinese investment in these areas far exceeds that in other parts
of China (The Economist, 18/7/1992; Blackman, 1997).
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1987; Newman, 1992; Shenkar, 1990; Martinsons & Tseng, 1995; Blackman, 1997). OEC
investors who often demonstrate a high level of commitment, even in some risky projects,
have won a good reputation. A high social status in turn will form the foundation of their -

guanxi building and put them in an advantageously competitive position in China.

As was mentioned before, OEC businesses tend to invest in ancestral areas and engage in
JVs with those parties and employ the people in China that they can trust. Evidence has
shown that however widely separated are the diaspora, Hakka tend to deal with Hakka,
Fujianese with Fujianese, Shanghaiese with Shanghaiese and Chiu ChoWnese with Chiu
Chownese (The Economist, 18/7/1992). The phenomenon seems to have something to do
with the Chinese’s in- and out-group mentality. Working in the home fown can further
clarify the OEC’s identity as an in-group. From the economics point of view, operating
within their own "bamboo networks" enables the OEC entrepreneurs to minimise

transaction costs and risks (DFAT - Australia, 1998; Weidenbaum, 1996).

In addition to the overall understandiﬁg, OEC entrepreneurs who invest in their ancestral
areas possess region-specific advantages. The commonality of language/dialects, origin in
aclan, a village or a county can provide the OEC with a sure foothold of trust for business
deaiings conducted even at a great distance (The Economist, 18/7/1992). Their close
guanxi with local JV partners and other transaction parties (especially the governmental
bodies) will facilitate cooperation and reduce a lot of complications of setting up and
running businesses in China. Insightful information that is crucial to the JV operation will
become more accessible through a well established local network. All these factors can
substantially increase the chance of success in China. Ancestral tie appears to be a
powerful_ influence in OEC businesses’ location decisions (The Economist, 18/7/1992;

Weidenbaum, 1996).

On the other hand, owing to their advantageous position, besides investing in China either
on their own or forming JVs with indigenous firms, OEC businesses have become 2
popular medium used by non-Chinese firms to bridge the gap between Western and the
Chinese business cultures (Beamish & ‘Wang, 1989; Blackman, 1997; DFAT - Australia,
1998). A good example is a high profiled JV recently formed between the leading
American retail chain Wal-Mart and Thailand’s Charoen Pokphand Group to establish
discount stores in China (recorded in DFAT - Australia, 1998:5). In fact, China’s total
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inward FDI from the Hong Kong region has included money from ‘other countries, who
have used the previous British coloﬁy as a gateway to approach China (Tretiak &
Holzmann, 1993). Furthermore, the appropriateness of using overseas Chinese to bridge
the gap is demonstrated in the growing numbers of OEC personnel being chosen by foreign
companies as members of their negotiating teams and/or managers of their Chinese -

operations (Blackman, 1997; Martinsons & Tseng, 1995; Paik & Tung, 1999).

Why have the non-Chinese investors taken the complication of using OEC as an agent,
partner or middleman to exploit the China market? The answer is simple. The OEC
possess some country-specific knowledge, guanxi and an in-group identity that are well
sought by. other foreign investors.  This analysis has clearly demonstrated that the
transaction cost of running a business is culture specific (Luo, 1998; Casson, 1990; Boyd &
Richerson, 1990). There is a continuous interplay between the economic and cultural
elements, and the interactions among these two groups of factors sharpen and determine

MNE'’s behaviour (Casson, 1990).

New understanding generated from the analysis above has fine tuned Parkhe’s (1993)
findings that were adopted in Section 5.7. It is suggesfed that cultural traits tend to
transcend national boundaries rather than between members of different groupé within the
same country (Casson, 1990; Boyd & Richerson; 1990). Therefore, it seems more accurate
io state that partners’ ethnic background and cultural links, rather than nationalities, have -
important impact on structures, partner relationships and ultimate performaﬁce of alliances.
Where to invest and whom to choose as partners and employees are all parts of an
investment strategy that will have substantial influence on the ways in which the JV is

going to operate and be controlled.

The ‘phenomena in China preSent a unique situation to illustrate the inextricable
relationships between cultural and economic considerations in business decisions.
Traditional economic based internalisation theory, which was adopted in Chapter 3 to
understand MNEs’ FDI activities, is inadequate when trying to explain modern investment
strategies that are embedded with complex financial and human motives. The above
findings are my contributions towards the understanding in the two characteristics, JV and

OEC investment source, of China’s inward FDI. The insights gained from this part of the
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research will form a knowledge base to support the next stage of investigation into control

processes and systems applied to these investors’IJ'Vs in China.

5.7.4 Conclusion

‘The re-statement/extension of the traditional internalisation theory highlighted some
crucial findings, which reflected that transaction cost analysis should not oniy focus on the
cost of legal enforcement . of contracts, but also social, cultural and behavioural
mechanisms on the costs of running businesses. Cultural elements do have material as
well as emotional costs on many sectors of our economies (Casson, 1990). Indeed, the
transaction costs of economic activities are often culture specific (Luo, 1998; Casson,

1990; Boyd & Richerson, 1990).

According to the rapid development of international business and greater integration of the
world economy, firms have formulated different types of business co-operations or
alliances in response to opportunities and challenges that have arisen in both the domestic
and global ﬁarkets. As their competitors, many OEC firms have followed the worldwide
trend and are involved in IIVs. When designing the investment strategies, the OEC
investors tend to be driven by cost and other apparent non-economic' cultural
considerations. It is fair to say that in many cases either economic or cultural motives
alone are strong enough to support their investment decisions. On the other hand, the co-
existence of these determinants have motivated many OEC businesses to snap up the best
of the'opportunities provided by China with their guanxi and knowledge of the Chinese
culture and business practices (Shan, 1991).. Also, owing to their knowledge of both the
East and the West, some western investors prefer to partner OEC firms to explore the
China markets. OEC’s personal and cultural links have proved to be commercially

valuable (The Economist, 18/7/1992).

Findings revealed in this chapter explain why the majority of China’s inward FDI comes
from a similar type of source, and the investors’ preference towards the IV form of
organisation. Having gained an understanding in these fundamental aspects, the next step
of literature reQiew is to explore the control perspective under an IJV context. The related

work is illustrated in Chapters 6 and 7.
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Chapter 6
Conceptualisation of control in

an international joint venture (IJV) context

6.0  Introduction »

As was revealed in the last three chapters, there are an increasing number of firms using
DV as a strategic weapon to strengthen enterprises’ capabilities as well as global
competitivéness. The analysis also illustrated the reasons why under the specific settings in
China, the JV form of organisation becomes an even more suitable tool to approach the
country. | Nowadays the real competitive power of a business is demonstrated not only by
its internal capabilities, but also by the network of relationships that it has established with
other companies (Harrigan, 1987, 1988\; Parkhe, 1993a; Glaister et al., 19'9.8).

While recognising the potential benefits of using JV/IJV, we also need to realise that
gaining a competitive edge through the JV channel is not trouble free. On the contrary, as
Geringer and Hebert (1989:236) described, “a firm that agrees to participate in an IJV
inevitably complicates its life”. This comment is not difficult to explain. First, a JV will
have at least two or more partners, who are possibly holding different business objectives,
influencing a venture’s strategic decisions and regu]afing its important activities k(Killling,
1983; Glaister, 1995). In addition, firms often use JV as a tool to overcome high
capitalisation, uncertain and/or risky business situations (Anderson, 1990). The difficult
business environments and objectives inevitably compound the problems of managing JVs

and partners relationships.

The complexity of control will take on an added perspective in the case of IJV when one
recognises that their parents have often come from different countries. These parents have
their main control bases established in various countries, which may be operating in a
diverse environment that is differentiated by political, legal, tax, social, cultural and
linguistic frameworks. The complicated business settings and objectives of LIV
themselves, as well as of their parents, make it an even more difficult form of orgaﬂisation
to manage successfully. Also, significant geographical separation and time differences will
. add further pressure and costs to the communication and co-operation among partners

(Groot & Merchant, 2000). Shenkar (1990:83) described IJ'V as “unique and problematic”.
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The difficulties are commonly blamed for the key reasons leading to poor JV performance

and/or failure rate (Frankd, 1971; Killing, 1982; Beamish, 1985; Gomes-Casseres, 1987,

Kogut, 1988, 1989; Harrigan, 1986, 1988; Geringer & Hebert, 1989; Parkhe, 1993, 1993a;
Yan & Gray, 1995; Groot & Merchant, 2000). '

Despite China’s increasing pdpularity as a hot spot for FDI, particularly those in JV form,
many foreign investors have regarded China as a "bewildering", "exasperating",
"frustrating" ahd "far different" world of management (Goldenberg, 1988:181).
Undoubtedly, with their ethnic; ties and instinctive understanding of thé Chinese language
and culture, OEC investors may find themselves in an advantageous position to deal with
the problems arising in their IV located in China. However, in a generé.l sense the high
extent of unfamiliarity and difficulty has led many foreign investors to conclude that China
is oné of the most difficult places in the world in which to work (Goldenberg, 1988). Many
western firms are still searching for a successful formula to guide them in cross-cultural

negotiations with their Chinese counterparts (Paik & Tung, 1999).

The high potential of incongruity, instability and JV failure repeatedly reported by various
researchers is contradictory to the central thrust of controi, which leads firms to invest
abroad directly in the first place (see Chapter 3). In China, JV has been the dominént form
of inward FDI. If Vs are so ﬂifficult to manage successfully, why are some firms willing
to get invo]Ved? The interesting question to me is that despite the alarmingly high failure
rate, how do some II'Vs manage to “buck the negative factors and succeed anyway”

(Blumenthal, 1995:115)? Is it simply potluck?.

| Shenkar's (1990) view provides a simple, but striking answer to the questions above. The
scholar suggested that foreign firms choose IV as a vehicle to approach their target
markets not because they believe that it is easy to successfully manage, but because they
consider' it as the best means to serve the wider array of their objectives. The complexity of
JV operation and control is neither good nor bad, provided that this form vo‘f organisation is
the most appropriate strategic choice among different alternatives (Lorange & Probst,
1987). Rather, the important question is how to develop and apply some appropriate
control systems and processes to deal with the dynamism (Geringer & Hebert, 1989;

Glaister, 1995; Groot & Merchant, 2000). Control is a key to JV/ITV success or failure .

128



In this chapter and the ones that follow, I will review the existing literature of control in

order to gather ideas for the conceptualisation of control in an IJV context.

6.1  The current stage of theoretical development of control in a JV/IJV context

A control system is described ‘as the techniques and processes used by organisations to
‘increase the. likelihood that their personnel will interﬂalise the organisational goals, and
thus behave in viable waYs under a changing environment that lead to the attainment of
these purposes (Flamholtz et al., 1985; Emmanuel et al., 1990; Berry et al., 1995). Control -
. is a vital determinant of JV performance and whether individual partners’ and/or IIVs’
dbjectives are going to be met (Franko, 1971; Killing, 1983; Geringer & Hebert, 1989; Yan

& Gray, 1994, 1995; Glaister, 1995; Groot & Merchant, 2000).

The recent surge in JV activities has attracted much attention ffom researchers in a variéty
of disciplines (Osland & Cavusgil, 1998). Interestingly, the majority of these studies are
fairly general in nature and they tend to focus on some very separate issues (Geringer &
Hebert, 1989; Glaister, 1995). The popular topics covered include: reasons for JV
formation (for example Hannart, 1988; Buckley & Casson, 1988; Beamish, 1985; Beamish
& Bank, 1987; Anderson & Gatignon, 1986; Contractor & Lorange, 1988, 1988a, 1988b),
probiems of running JVs and/or descriptive discussion of how JVs should be managed
(Killing, 1982; Harrigan, 1987; Davidson, 1987; Schaan, 1988; Shenkar, 1990; Lorange &

Probst, 1987), and JV performance and/or stability (Beamisfl, 1985; Kogut, 1988, 1989;
| Gomes-CaSseres, 1987; Lyles, 1987; Luo, 1997). |

In contrast, aspects of cohtrol have only received scant and unsystematic attention
(Geringer & Hebert, 1989; Lyles & Regef, 1993; Parkhe, 1993; Glaister, 1995; Groot &
Merchant, 2000). Parkhe (1993) observed that not all areas of research in IJ'Vs are in a pre-
paradigmatic stage. Greater progress has been made in developing theories of outcomes
(like JV perforxﬁancé and stability) than of the invisible process (such as management
control) that leads to the outcomes. Our understanding of the topic of JV/IJ'V is limited in

scope and in depth (Yan & Gray, 1994).

Moreover, the limited prior research studies of the field have examined very different
aspects of control. As a result, these studies can only provide us with fragmented,

unsystematic, non-comparable and even distorted results (Geringer & Hebert, 1989; Yan &
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Gray, 1994). The subject of IV control is considered to be lacking a strong theoretical core
or an encompassing framework that can effectively integrate finite past research and serve

as a spring’ board for launching future research (Parkhe, 1993).

According to the rapid surge of JVs used by firms of different size to serve various
purposes, managers have received inadequate guidance on how to choose an appropriate
control system from a wide variety of options and in turn how to apply it to their JV
operations (Geringer & Hebert, 1989). Consequently, many firms have either taken part in |
Vs ill prepared or been forced to bypass the valuable JV opportunities to strengthen their
competitiveness (Geringer & Hebert, 1989). In fact, Drucker (1974) hinted a long time ago
that UVisa deménding, yet poorly understood, channel of diversification chosen by many
firms to approach their potential markets.- Almost three decades have .eiapsed and little has
been done to identify the root and possible solutions of the 6perational and performance
problems. To date, our undc;rstanding of IV control remains very primitive and lags

behind the demand of practice (Geringer & Hebert, 1989; Parkhe, 1993).

As Daft and Lewin (1990:1) observed, many aspects of organis.ation studies “have been a
source of recurrent disappointment for practitioners and academics alike”. The rationale
behind their criticisms is that many of the prior studies have not “typically focused on
problems that are relevant to business and government organisations, and the real world 6f

organisations have not drawn on the work undertaken by organisational scientists” (ibid).

It is suggested that research, social and business development have to grow hand-in-hand.
The richness and breadth of our research need to keep pace with the changing world (Daft
& Lewin, 1990). The lack of interactions between academics and practitioners is a key
reason which accounts for the static theoretical development. Indeed, the deﬁciency‘ of
knowledge in IOV control presents some valuable research opportunities that need
immediate attention. According to the importance of the topic and my area of interest, this
research aims at ﬁlling the gaps of existing literature and drawing up an integrative .

theoretical framework to explain the holistic concept of II'V control.

6.2 PartlI - The process of conceptualisation of IJV cbntrol

As was mentioned before, there are very few prior studies which have focused on the key

.issues of IJ'V control. Being one of the pioheers in the field of 1TV control, I have felt not
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only the excitement but also fear as the exploratory process will be inevitably very difficult.
However, this research aims to generat.e an integrative theory of II'V control, rather than a
perfect model that can claim the last word of the field. In the futufe, if there is criticism
challenging my initial thoughts, this research will have already achieved one of the its
objectives which is to raise attention on the important topic of IIV control. Sharing the
sﬁme view of Bamey (1990), I believe that the ultimate winner of any healthy debates will
~be the related field as a whole. Bearing this motto in mind, the journey of idea searching

and theory building begins here and the detail is recorded in the following sections.

Following a middle-range research approach (see Chapter 2), I believé that it is possible to
borrow some ideas from existing research in organisation studies, control in MNEs and/or
JV/MIVs, and integrate this prior wisdom into my own thoughts to build a skeletal model.
In the exploratory journey, I have been lucky to come across Geringer and Hebert’s (1989)
review of prior research in the field of JV/IIV. Their insights have become the key
inspiration of the subsequent theoretical development of this research. The scholars
(1989:241) identified that parental control in the complex IV context is multi-dimensional
and comprises of three key parameters: (1) mechanisms, (2) extent, and (3) focus. In
contrast to their incompatible appearances, these three perspectives are interdependent and

complementary to one another in explaining the broad concept of IV control.

In théir review, Geringer and Hebert (1989) discovered an interesting phenomenon. They
found that the majority of prior studies have followed a piece meal approach to examine a
single aspect of II'V control. Very few attempts were made to address more than one of the
three control parameters and even less adopted an integrative approach to study IV
control. Because of this, the existing literature can only provide the practitioners and the
academics alike with fragmented, unsystematic, or even distorted ﬁndings (Geringer &
Hebert, 1989; Lyles & Reger, 1993; Parkhe, 1993; Glaister, 1995). The multiple
dimensional view of control in an IJV context is crucial in the refinement of the skeletal
theoretical model for this research, of which I will further explain in Chapter 7. At this

moment, there is another vital insight that has significant impact on the conceptualisation.

Geringer and Hebert’s (1989) study pointed out the over-simplistic assumptions underlying
many prior studies, which presumed that IIV performance is simply a direct outcome either

of the mechanisms used or of the extent of control that individual parents applied. These
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prior studies failed to take into account other organisation variables, such as strategy and
structure. In their recommendations for future research, Geringer and Hebert (1989:248)
encouraged fellow researchers to adopt an integrative framework to study the complex

concept of IT'V control and they drew the following conclusion:

"The critical issue for a parent firm is to exercise control, in terms of
mechanisms, extent and focus, over an IV in such a manner that will enable
it to successfully implement its strategy without incurring a level of
administrative or organisational inefficiencies which outweighs the gains
from its co-operative endeavour. In other words, there is a strategy-structure
"fit" when the benefits outweigh the costs of control, and this "fit" is best
when the margin between benefits and costs is optimised".

The above recommendation spells out the ideas that I have got in my mind. It articulates
and_helps me to place the coﬁcgptual bits and pieces into a more cohesive framework. My
ideas are similar to Otley’s (1999:379) views, which consider organisational control
systems more like "packages” with different elements added on by different people at
different times. The view of LIV control as a package, which comprises of interdependent

elements, has emerged in my thohghts ever since this stage of the research development.

Geringer and Hebert’s findings support my initial thoughts and their suggestions confirm
the possibility of employing a contingency apprbach to study IJV control. Indeed, my
middle-range assumptions that IV control and performance as dependants of other
organisation and/or environmental factors are consistent with the set of assumptions
underlying contingency theory. Contingency theory recognises that there is no one best
control system for all organisations in all situations, and an appropriate design is contingent
on vario'us. internal and contextual factors (Burns & Waterhouse, 1975; Mintzberg, 1983;
‘Galbraith, 1973; Gordon & Miller, 1976; Belkaoui, 1986; Otley, 1980; Merchant &
Simons, 1986; Kast & Rosenzweig, 1985; Govindarajan, 1984; Emmanuel et al., 1990;
Berry et al., 1995). Control is not an abstract phenomenon but an element embedded in a

wide web of connections (Berry et al., 1995).

As.was mentioned before, there are an increasing number of firms using IJ'V as a strategic
weapon to strengthen their global competitiveness. It means that many of the IJVs are
actually subsidiaries or strategic business units of multinational firms. Strategy-structure

fit has been widely adopted in organisation and strategic management literature to examine
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various types of parent-subsidiary relationships (Govindarajan & Gupta, 1985; Geringer &
Hebert, 1989). It seems logical to.assume that it is possible to extend the contingency
framework to explain the concept of control in an IJV context (Geringer & Hebert, 1989;

Groot & Merchant; 2000).

Indeed, Franko (1971), a true pioneer of lthe field of JV, pointed out three decades ago the
usefulness of strategy-structure approach in examining control-performance issues in JV
subsidiaries of multinational cgrporations. However, during the eighteen-year gap between
Franko’s research and Geringer and Hebert’s review published, virtually no researcher
picked up the signiﬁcance of Franko’s insights. Only until very recently, Geringer and

Herbert’s suggestions have finally stimulated a couple of notable studies from the field.

The two rare attempts, Glaister (1995) and Groot and Merchant (2000), adopted Geringer
and Hebert’s (1989) three-dimensional concept to examine mechanisms, extent and focus
of parental control in IIVs. These latest studies represent a breakthrough of the static
‘research development of the subject, and they have made an important contribution by
putting the multi-dimensional concept of LIV control into practice.  Nonetheless, a
common problem highlighting both Glaister and Groot and Merchant’s studies is that they
tended to consider each of the three control parameters as if they were totally independent.
 The scholars made no explicit attempt to integrate the three dimensions with other
variables, and ignored how these factors interact and shape the whole control package

applied to an IJ'V.

For example, Groot and Merchant (2000) considered contingency variables, such as
partner’s objectives, IIV’s fit with the partner’s business, and.the extent of trust between
partners, as "causal factors", each of which potentially affects the choice on one or more of
the three parameters of IJV control. Mechanisms, focus and tightness of control were
treated as-independent elements. These are the problems highlighted by many prior
contingency studies, that the impact of specific combinations of coﬁtrol used in
conjunction have not yet been investigated in detail (Hopper & Powell, 1985; Emmanuel et

al., 1990).

Glaister used "chi-squared tests" to examine how the three dimensions of control differ

according to characteristics of his samples. At this infant stage of theoretical development,
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can statistical tests fully explain the relationships betWeen various complex elements
comprising IJV control (Parkhe, 1993)? It is another weakness underlying many prior
contingency studies, which relied heavily on quantitative methods to take snapshots of
temporary structural manifestations, as Hopper and Powell (1985) criticised. Both Groot
and Merchant and Glaister’s studies failed to recognise that control is not an independent
phenomenon that accidentally exists alongside with other variables. Rather, it is the result

of interactions among various contingency factors over time.

Despite their conceptual appeal, the two studies have suffered from the same problem as
other prior research and failed to explore the full potential of contingency approach 'for. the
use of research in IJV control. More importantly, they have failed to generate an
integrative theoretical framework to advance our understanding and work as a springboard
for launching future research (Parkhe, 1993). In their conclusion, Groot and Merchant did
come up with a tentative model to show an overview of relationships between the six
_identified causal factors and the three control parameters. However, it is not a theory as the
scholars claimed. A gap remains in the existing literature. The process of reviewing the
developments in the field has gradually refined the initial conceptualisation of this
research. The criticisms abo;'e have borne no intention to undermine the contributions
from prior studies on various aspects of JV/IIV and its control. I have learnt from my
predecessors’ wisdom and mistakes. VI believe that this study will plaj) a similar role to

support fellow researchers.

At this stage, I have established a fairly good idea of whet I want to achieve and do next.
Sharing the same views as Geringer and Hebert (1989), and Groot and Merchant (2000),
contingency theory has a relek to play in the earli stage of ov theory development. Iintend
to extend the contingency approach to examine the holistic concept of control in an IV
context. Despite its merits, I recognise the limitations of traditional contingency theory and
endeavour to address as many problems as possible in the designs of the research approach

and method. The provisions made to address the limitations will be summarised in

Chapter 10.

As Checkland (1981) and Otley (1988) rightly pointed out, each stage in the development
of organisation theory has the potential to teach us something about how organisations

evolve and adapt to the changing environment over time. The next stage of my exploratory
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journey is to review existing contingency literature on organisation and strategic
management with the hope that previous studies can shed some light of how parent firms

may control their JV subsidiaries under a rapidly changing environment.

6.2.1 Contingency approach

As Ansari (1983) suggested, it is possible to conveniently categorise the existing
organisation literature of control along with two main traditions: structural and behavioural
perspectives. The former tradition has characterised many of the existing accounting
 literature, which focus on formal rules, information feedback, and system design for
regulation. The behavioural school on the other hand has been exemplified by literature
on the social and human behavioural process towards the achievement of organisation

“objectives (Flamholtz et al., 1985; Berry et al., 1995).

Different from much of the work carried out by researchers from either the main-stream
accounting discipline who have taken an universalistic view and considered that there is
one best wéy to approach brganisations, or the behavioural school who have considered
that each organisation and its environment is unique and thus needs to be studied
separately; contingency approach has adopted a middle position between the two |
extremities (Kast & Rosenzweig, 1985). Fundamentally, the approach has adopted the key
concept of the synergistic nature of multi-dimensional control in organisations introduced
by Hopwood (1974). The scholar hinted that for any systems claimed to be under control,

- that control can exist along multiple dimensions'. Alternatively speaking, controls can
only be studied, designed, adopted and eventually achieved if a wider scdpe of the subject |

has been considered.

- The contingéncy perspective on one hand has recognised that there is no one best control
system that is suitable to all organisations in all circumstances. The design of an
appropriate organisational control system is contingent on various factors and the choice of
a particular system should reflect the external environment where the organisation is set -
(Flamholti et al., 1985; Emmanuel et al., 1990; Berry et al., 1995). The main managerial
role is to maximise the congruence between an organisation’s internal control sub-systems
and its environment. It is believed that an appropriate fit between different variables will

lead to greater efficiency and participant satisfaction (Kast & Rosenzweig, 1985).

! Hopwood suggested three types of control dimensions - administrative, social and self control.
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On the other hand, contingency views have also suggested that under certain situations it is
possible to generalise some appropriate patterns of relationships or configurations of
variables. The emergence of tﬁé contingency approach for the use of organisational control
research has filled the gap between the uni-rational and the multi-dimensional open system
schools of thoughts, which have respectively underlined many prior accounting and human

behaviour research.

6.2.2 Contingency theory: environment -_structure - control system design

Among the vast amount of literature, structural contingency theory has dominated the field
of control research (Otley, 1980; Merchant & Simon, 1986). The importance of
organisation structure lies in the fact that it is the internal pattern of authority and
responsibility relationships that determine the ways in which labour is divided into some
. defined tasks, the channels in‘which information circulate and also the locus of decision-
making. Goal setting, planning, decision-making and control take plaée within the
structures Which organisations have adopted. Different forms of stfucture induce certain
types of performance, and at the same time discourage undesired behaviour (Emmanuel et
al., 1990). In other words, structure is one of the mechanisms for achieving control

(Belkaoui, 1986; Emmanuel et al., 1990).

Also, the popularity of structural variables has contained some historical reasons. The
contingency framework originated in research on organisation designs during the 1960s
and the early 1970s before the ideas were extended by another group of researchers,
management accountants in partiéular, from the mid-seventies to investigate the broce‘sses
of control that take place within various organisation structures (Otley, 1980). Control
theorists linked the initial ideas, which focus on structures, with the systems and processes
of internal control in an attempt to develop a more complete picture of the ways in which

orgahfsations respond to their environment and/or technological change (Otley, 1980).

Many early contingency researchers (notably: Galbraith, 1973; Burns & Waterhouse, 1975;
Gordon & Miller, 1976; Mintzberg, 1983; Gordon & Narayanan, 1984) drew heavily on
three major classes of contingency variables - environment, technology and structure from
the organisation literature. These studies were commonly built on a set of assumptions of
the simple linear relationships among these three factors - uncertainty stemmed from

environment and the change influences the choice of organisation structures, and it in turn
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affects the design and use of control systems. The intertwined relationships between
structure and control systems as a function of the environment have been widely adopted.
The situation led some scholars to conclude that the design of any planning and control
system is inseparable and interdependent on the form of arrangement adopted by the

' organisatidn (Horngren, 1972; Dermer, 1977).

6.2.3 Contingency theory: strategy - structure - control fit at corporate level

While organisation structure played such an important role in much of the research on
~ design of control systems at the initial stage, surprisingly, the relationship between strategy
and control received relatively less attention (Emmanuel et al., 1990). Only in the early
1980s did researchers start to recognise that strategy is an important and perhaps the pre-
eminent source of contingency variablé for the design of organisational control systems
(Dermer, 1977; Emmanuel et al., 1990; Govindarajan, 1986, 1988; Govindarajan & Gupta,
- 1985; Simons, 19é7; Langfield-Smith, 1997; Otley, 1999). .

Indeed, Chandler’s (1962) classic study of historical development of American industries,
which was conducted four decades ago, already demonstrated a strong link between
corporate strategy and organisational structure. Nonetheless, very few fellow researchers
picked up on the insights straight away. Chandler suggested that organisations grow
through adopting various strategies, such as geographical expansion, vertical integration
and production diversiﬁcation, in response to the opportunities and needs created by the
changing ehvironmentz. Accordingly, the enlarged organisations need to be structured in
an appropriate manner in order to meet the increasing administrative needs. It is evident
that some firms, large-sized enterprises in particular, achieve growth through pursuing a
combination of strategies simultaneously. Therefore, the complex structures are the results

of several strategies followed By the firms.

Chandler concluded that structure has to follow strategy. A new strategy requires a new or
at least refashioned structure. If senior management fail to do so, it will only lead to
economic inefficiency and eventually a loss of competitiveness. A basic triangular
relaﬁonship between strategy, structure and control as a function of the environment
confronting businesses started to emerge at an early stage of research development in the

- field of control.

2 Such as change of population, national income or technological innovation.
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Miles and Snow (1978) attempted to expand the early thoughts hinted by other researchers,
notably Chandler (1962), to discover the structural and control characteristics associated
“with sfrategies followed by individual firms. Their study aims at drawing up a theoretical
framework for portraying the patterns of an organisational adaptive process to the changing
environment within four industries. According to firms’ strategic orientation, the scholars -

identified four organisation typologies - defender’, prospector“, analyser5 and reactor®.

Basically, results of the study supported Chandler’s suggestion about the importance of
strategy—structure-contfol- fit. It revealed that all of the identified strategies are likely to
perform equally well in many industries, provided that the chosen strategy followed by
each organisation is implemented through-a properly designed structure and control
process. In addition to that, another major contribution of Miles and Snow’s work is its
reconfirmation of the interchanging relationship between organisatioﬂs and their

environment.

Many early contingency studies prior to Miles and Snow's work were based on the same
assumptions that organisations responded in a predicable manner to theif environment. At
that stage of theoretical development, it was commonly believed that firms carefully
aligned their internal variables into some viable configurations in order to respond to the
opportunities and threats stemming from the changing environment. Increasingly, this
deterministic concept of organisation-environment relationship has been éhallenged by new

research findings, which revealed a less rigid interaction between the two forces.

Researchers from the new school of thought argued that organisations do not respond
passively to predetermined environmental conditions but instead proactively create their
own destinies through a series of strategic choice of various functional aspects, such as

market, size and geographic location of their operation (Miles & Snow, 1978). A

3 Defenders tend to follow some lower-risk specialisation strategies in products, markets, or technology and compete through cost
leadership and service.  Thus, Defender firms rely on relatively high degree of normalisation and usually adopt a functional
organisation structure. Accordingly, centralised and formal planning and contro! systems that emphasise cost-efficient control become
more appropriate.

Prospectors stress on innovation and constant monitoring of environmental change for new opportunities. Therefore, they tend to
operate in a more dynamic environment. Prospectors prefer to adopt some higher-risk strategies and stress on new products and market
development. Consequently, they require a more flexible organisational structure and decentralised planning and control systems in
order to facilitate rapid adjustment. Correspondingly, performance measurement systems that are adopted by the prospectors tend to be
result-oriented and are used more subjectively.

5 Analysers are an intermediate hybrid who are positioned in the ‘middle of the two opposite strategies - defender and prospector.
Analyser firms have taken a balanced adaptive approach and followed a type of strategy that is a combination of both defender and
prospector characteristics. :

® Reactors are described as those firms who fail to align strategy, structure, and control in a consistent fashion within their chosen
environment. In other words, reactors are firms who fail to adopt one of the other three successful strategies identified.
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collection of strategic choice of various aspects will decide the kind of environment and
hence the level of uncertainty that an organisation has to cope with (Miles & Snow, 1978;
Govindarajan & Gupta, 1985). Miles and Snow’s findings illustrated that organisations
develop their own means - strategy, structure and‘control techniques and process to deal
with the environment of which they create/enact. The discoveries challenged the simply
pre-deterministic, simple linear presumptions on environment and organisation/control
designs that many researchers held in the 1960s and 1970s (Otley, 1980; Hopper & Powéll,
1985; Emmanuel et al., 1990) |

From my point of view, I see the conflicting findings between the two schools are simply
reflections of how organisations adapt to their environment. When globalisation surges
and various new patterns of competition emerge, the traditional reactive approach is no
longer enough to sustain growth and/or survival. Under this type of situation, firms need to
adjust their approaches and become more proactive. Miles and Snow's study unfolded the
~ways in which organisations learn and evolve over time and the findings have taken our

understanding in design of control systems a step forward.

6.2.4 Contingency theory: strategy - control system design at the subsidiary level

Chandler and Miles and Snow’s initiations of .étrategy-structure-control fit have provided

empirical evidence and inspiration to many fellow researchers. Simons’ (1987) study,
which aimed at examining the difference in accounting control system attributes associated
with chosen strategies followed by firms, was built on Miles and Snow’s two (1978)
organisation typologies - defender’, prpspectors. However, differenvt‘from many of the
prior studies and even Miles and Snow’s  research, which focused on corporate level,
Simons examined the relationships of strategy and control at strategic business unit (SBU)
level, although the author did not explain the significance of looking at this particular level

of 0peration9.

7 Simons hypothesised that defenders, who always emphasise on cost control, will place heavier reliance on formal accounting control
grocedures.

Whereas, prospectors, who stress on new products and market development, are assumed to emphasise less on the use of formal
accounting control in general. '
s Despite the author recognising that SBUs, same as the headquarters of a diversified firm, adopt various strategies and in turn require
corresponding control systems, he failed to make public the focus of his study. There was only a footnote to define his sample firms as
SBUs, which are either distinct legal entities or autonomous divisions of diversified, multidivisional companies. There was no
explanation of why SBU level was chosen.
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It was found that defender and prospector strategies are two commonly used strategies
among the sample SBUs (171 in totél) of the study. Moreover, the results supported many
of Simons’ hypotheses, which posited that firms who pursue different strategies do employ
accounting control systems in different ways. For example, it was discovered that
defenders tend to tie in their management reward éystems with the control systems and
place heavy reliance on bonus remuneration based on the achievement of budget targets.
High performing prospectors are more likely to emphasise on the importance of forecasf
data and constant_enVironmenta_l scanning, especially scanning of competitor activities, in

their control systems.

On the other hand, defender firms, large-sizéd defenders in particular, were found using
~ their control syétems less intensively. They tend to make little change in their control
syétems over time. Some possible reasons to explain this common practice are that
defenders are usually operating in simple/stable environments. Because of that, a tight
control may be seen as unnecessary and costly. Prospector firms often place emphasis on
forecasting and budgeting rather than oh cost control. These findings matched with the
characteristics of prospectors, who stress on new products and market development. In -
sum, Simons identified that prospectors use their control systems to a higher degree than

defenders, who are operating with different strategic orientation.

Another inﬂuential study by Govindarajan and Gupta (1985), which examined
relationships between control system, strategy and effectiveness, made a significant
contribution towards our understanding in system designs at subsidiary level. Different
from Simons (1987), the two scholars put forward some sound rationale to explain fheir
research focus. As they rightly pointed out, strategy fofmulation and implementation takes .
place not only at corporate level, but also with the buéiness units comprising a firm. Often,
various 'SBU'within the same organisation pursue different strategies, and in turn require

different structures and control systems.

Although there is a growing trend of diversification and globalisation worldwide,
Govindarajan and Gupta observed that the majority of prior research in the field focused
exclusively on corporate level. The role of control systems in implementing strategies at

SBU level received sparse attention. Govindarajan and Gupta’s study targeted to fill this
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gap and aimed to extend contingency research on strategy-control fit from

interfirm/corporate to intrafirm/SBU context.

In the study, a business unit’s strategy is operationalised in terms of strategic mission
(purposes/bbjectives of the SBU) given to the unit by the head office. The authors viewed
alternative strategic ‘missions as spanning a continuous spectrum, with at one end missions
to increase market share (pufe build strategy) and at the other end missions to maximise
short-term earning and cash flow (pure harvest strategy). On the control side, the
researchers chose to focus on incentive bonus systems. The rationale behind this choice is
that SBU manageré tend to attach greater importance to those aspects of performance on
which they are assessed and rewarded. Thereforc, a SBU'’s strategy must be linked to its
reward System in order to encourage desired behaviour that is vital to the achievement of

the unit’s objectives.

It was assumed that a SBU, which follows a build strategy, tends to place greater

1 Firms or business units in the

importance on tasks that have long-term implications
growth stage of the life cycle, which are surrounded by competitive and uncertain
environment, often adopt build strategies. As a consequence, the approaches of evaluating
build unit managers’ performance and determining their bonus payment have to be used in
a subjective ‘manner since a lot of long-term criteria, such as innovation, cannot be

measured in a quantitative and objective way.

On the other hand, harvest strategies, which are usually adopted by business units in the
mature or decline stage of the life cycle, attach greater importance to the tasks that have
short-term implications'’. It was suggested that harvest unit managers face more stable and
predictable environments and therefore the approaches of bonus determination of their

performance can be based on a more objective manner.

The empirical results generated from fifty-eight SBU managers supported most of the
“authors’ initial hypothesis that greater reliance on long-term criteria and subjective
approaches for bonus determination will have positive impact on the build units’

performance but will have significant negative influences on the harvest units’

10 Such as new product, production process and market development in order to establish market share.
" Such as profits, cash flow, and return on investment.

141



effectiveness. The only exception'? discovered was that greater reliance on short-term
criteria for unit managers’ bonus determination would contribute to all SBUs irrespective

of the strategieé they follow.

In sum; Govindarajan and Gupta’s research demonstrated the linkage of strategy as an
important and possibly pre-eminent source of contingency for the design of control systems
at the subéidiary level. The extension of contingency theory from interfirm to intrafirm
context is a breakthrough, which has substantially advanced our understanding and
widened the horizon of the field of control designs that looks into operation at various

organisation contexts.

6.2.5 Contingency theory: strategy - structure fit at the subsidiary level

Following the last project with Gupta, Govindarajan (1986) made another attempt to
examine linkages between strategy, structure and effectiveness of SBUs within multi-
business organisations. Based on the proposition suggested by other scholars, no.tably
Chandler (1962) who stressed on the importance of structure following strategy,
Govindarajan targeted to extend contingency theory to subsidiary level by linking

‘structures to business unit strategies.

In addition, the study also adopted Miles and Snow’s (1978) ideas of the interchanging
- relationship between organisations and their environment. Govindarajan viewed MNEs
establishing SBUs in order to fulfil sbme specific objectives. On the other hand, a SBU's
- chosen strategy becomes a key factor that determines the environment which the SBU
faces. Consequently, the SBU has to structure itself in an appropriate format in order to

deal with the enacted environment.

The term “structure’ was defined as the degree of decentralisation of decision-making
authority delegated to the SBU managers. The author borrowed from Galbraith’s (1973)
ideas that the higher the uncertainty of a task environment, ‘the greater the amount of
information that needs to be processed among decision makers. According to the
environments they face, SBUs need to structure in certain ways in order to process the

required amount of information and remain effective. Whereas, the term ‘strategy’ consists

N possible explanation for this exception is that build strategies which attach greater importance on long-run criteria may also imply
an emphasis on some short-run objectives. For example, a long-term objective like innovation and new product development do require
financial support from some short-term criteria such as operation profits and cash flow.
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of two dimensions - (1) strategic mission which reflects the SBU’s goals and (2)
competitive strategyls. Definition of SBU missions are the same as those adopted in

Govindarajan and Gupta’s (1985) research, and are considered in the context of the build-

harvest continuum.

Basically, Govindarajan’s (1986) results are consistent with the findings revealed in his
prior study with Gupta (1985). For example, it was found that a SBU, which follows build
strategic missions, tends to face a more uncertain task environment than a harvest SBU.
Therefore, greater decentralisation of decision-making authority to lower levels is required
" in order to avoid overloading of the top-level information network. Accordingly,
decentralisation is considered to be more appropriate to build units, and the decentralised

structure will have positive influences on the build units' effectiveness.

Regarding strategic direétion, it was found that SBUs, who pursue differentiation or
prospector strategies, are likély to face higher uncertainty than those who follow low-cost
or defender strategies. The rationale behind the above statement is that prospector or
differentiation SBUs tend to attach great importance to new product or market
opportunities, Hence, they are the créatprs of change and uncértainty. Consequently, these
operations are likely to face more dynamic environments than low-cost or defender SBUs,
and their managers need to process a greatér amount of information related to new
products, markets, competitors and customers. Alternatively speaking, decentralised
structures are more likely to facilibtate efficient operation and will have positive impact on

prospector SBUs.

Accordihg to the overall findings, Govindarajan concluded that the degree of
decentralisation of decision-making authority delegated to the SBU managers should be
contingent upon the SBUs’ chosen strategies. The extent of ‘fit’ between strategy and

structure will have significant impact on the effectiveness of the subsidiaries.

Brhe competitive strategies are discussed within two frameworks. One of the frameworks is based on Porter’s (1980) low cost -
differentiation generic strategy continuum, and the competitive strategy of a SBU is considered as its intended trade-offs between cost
and uniqueness. The other framework adopted is Miles and Snow’s (1978) defender-prospector continuum, the details have already
been discussed in the previous sections.
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6.3 Conclusion of the initial findings and the conceptualisation of control in an

1JV context

Govindarajan, Gupta, Simons and some other researchers’ efforts to extend the

contingency theory from interfirm to intrafirm context have demonstrated a wide-ranging
application of the approach. Their work has indeed provided a strong inspiration to this
research, which aims at developing an integrative contingency theory of control in IJ'Vs.
Their ideas of strategy-structure-control (SSC) fit have helped-mé to take the first crucial
step in the conceptualisation of LJV. control by outlining a three-tiered framework for the

skeletal model.

As was revealed in the literature reificw, firms choose JV because it is the best alternative
to serve a broad spectrum of purposes (Shenkar, 1990). II'V has become an increasingly
popular strategic weapon to strengthen ;1 firm's cépability (Harrigan, 1987; Geringer &
‘Hebert, 1989). The surge of JV new form reflects the evolution of organisation learning
and adaptation according to environmental change. Nowadays many IJVs are fikely to be
subsidiaries, which are established to fulfil some specific purposes given by their parents.
As a result, a JV subsidiary should not be treated as a discrete unit, but as a part of the
wider network of its parent firm's objectives. The strategic mission of why an IJV is
formed shapes the environment that the subsidiafy has to deal with (Miles & Snow, 1978;
Govindarajan & Gupta, 1985; Govindarajan, 1986; Simons, 1987). Having shared similar
views, I decided to adopt IV mission as one of the contingency variables in the

conceptualisation of IJ'V control.

Facing the enacted conditions that are created by the investment objectives, an IJ'V needs to
structure itself iﬁ such a way that enables the strategy to be achieved, as the golden rule
Chandler V(1962) suggested. In the majority of previous research (such as Burns &
~ Waterhouse, 1975; Dermer, 1977; Gordon & Miller, 1976; Galbraith, 1973; Miles & Snow,
i978), the nature of their samples, whether they are wholly or jointly owned, was not
clearly distinguished. The structural variable these studies adopted is commonly
interpreted as the degree of decentralisation of decision making or interdependence.
Nonetheless, this definition cannot capture the structural characteristics of JV subsidiaries.
It is because the multiple ownership of a JV inevitably affects the ways in which the

operation is structured and decisions are made. The division of decision making authority

144



is likely to be determined by who you choose as your JV partner(s) and the résulting

ownership/bargaining structure, as the literature review recorded in Chapter 5 revealed.

There are empirical studies in stratégic alliances, such as Lou (1998) and Parkhe (1993a),
which discoflered that »speci’ﬁc elements of an alliance structure, such as partners’
nationality and/or cultural traits, could effectively promote robust co-operation between
partners and lead to higher stability and performance in JV businesses. Glaister & Buckley
(1994) and Glaister et al’s (1998) studies reflected that UK-based parent firms tend to
prefer a simpler ownership structure in the sense that they are the only foreign partners in
their II'Vs. The tendency may be due to the fact that the complexity of co-ordination often

increases as the number of partners grows.

Ouchi (1979, 1980) used a transaction cost approach to examine three different types of
organisational control Systems - market, bureaucracy and clan. The studies revealed that
transaction costs are linked to a certain extent to the norm of reciprocity in any exchange.
While the term “reciprocity” is interpreted as the notion of trust, a “clan” is defined as an

institution which consists of a group of people who share some common values and beliefs.

In a clan-controlled organisation, individuals recognise the importance of mutuality and
interdependencies and therefore they always show a high level of commitment to their own
behaviour. They believe that co-operation is the best way to maximise the outputs, which
will lead ultimately to long-term financial rewards. In clan-based companies, rewards are
cdmmonly attached to behaviour that are characterised with correct values and beliefs, and
control is exercised through this sort of implicit but powerful channel (Langfield-Smith,
1997). In general, a clan-control system is different from the other two types of constructs
identified in Ouchi’s studies. Both market and bureaucracy mechanisms require some
extent of reciprocity as a minimum social requirement to operate. However, the execution
of the former type of control is through price mechanisrhs, while the latter is through
formal rules. Because .of these reasons, an additional social criterion of recognition of

legitimate authority is required for the bureaucratic control systems.

Langfield-Smith (1997) discovered that pure clan organisations, which rely principally on
shared values and reciprocity, are not commonly found. On the contrary, many firms prefer

to use mixed control systems, which combine clan-based tools with other types of
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instruments to cope with the uhique environment they face. Indeed, UV is a typical type of

hybrid organisation that Langfield-Smith described.

From individual partners’ point of views, establishing a right structure, in terms of
ownership, decision making and/or bargaining power composition among partners, is
crucial in the implementation of strategies and hence the achievement of their goals (Yan
& Gray, 1994). Because of that, a careful selection of right partners and JV personnel, who
share similar values, beliefs and business objectives and possess complementary resources,
to create the preconditions for robust co-operation will determine the degfee of co-

operation between different parties, and hence JV performance (Parkhe, 1993).

Similarly, the literature review recorded in Chaptefs 5 has demonstrated that how to choose
and who to choose as partner(s) are all parts of a control package. According to the unique
environment in China, the choice of suitable partners with salient characteristics has
become even more important to parental control and success in IJVs (Parkhe, 1993a; Luo,
1997, 1998). Having taken all these points into consideration, I have chosen ownership
and bargaining-power structure among partners as a structural contingency variable for the

theoretical conceptualisation of IV control.

Following the above investigation, the jigsaw pieces gradually fall into the right places and
reveal a wider and wider picture of the holistic concept of II'V control. Step by step, a
three-tiered, strategy-structure-control fit, skeletal model has been built. Now, I seem to be
able to visualise the theoretical composition and I have captured these initial thoughts into

a diagrammatic presentation as Figure 6.1.

Using these findings asa foundation, a starting point, the next stage of the theory building
process is to complete the central core of the tentative framework. I aim to explore and
identify the details of control systems and processes under the influence of strategic
‘mission and ownership/bargaining power structure in an IJV context. The second part of

the exploratory journey to complete the conceptlialisation will be documented in Chapter 7.
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Figure 6.1

Conceptualisation framework of 1]V control - (1)

- External Environment

/Strategic Maission of the IJV

Ownership and Bargaining
Power Structure among
Partners

External Environment

— External environment

Enacted environment
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Chapter 7
Conceptualisation of an integrative theory of International Joint -

Venture (IJV) Control

7.0  Introduction

As was mentioned in the last chapter, Geringer and Hebert’s (1989) review had a
significant influence on the theory building process of this research. The two scholars
pointed out that it is important for a parent to exercise effective control in such a manner
that will enable it to successfully implement its strategy without incurring a high level of
administrative or organisational inéfﬁciencies which outweigh the benefits gained from
engaging in an IJV. A "strategy-structure-control (SSC) fit" is achieved when the gain is
higher than the cost of control. In Chapter 6, I amalgamated the SSC ideas with my own
thoughts and drew up a tentative skeletal model of parental control in II'Vs (see Figure 6.1).
Using the three-tiered framework as a starting point, this chapter aims to complete the

conceptualisation by detailing the elements which comprise the central core of the model.

According to Geringer and Hebert’s (1989) observations, IIV control is complex and multi-
dimensional. The control phenomenon can be studied through examining three parameters:
(1) "mechanism" - the instruments used by partnefs to exercise control; (2) "extent" - the
‘degree of control over various activities of the IJV achieved by individual parents; and (3)
"focus" - the scope of activities over which parents exercise control. In contrast to their
incompatible appearances, these three dimensions are in fact considered as interdependent

and complementary to one another (Geringer & Hebert, 1989; Glaister, 1995).

In the following sections, I will look into the characteristics of each of the three control
' _paraméters, and examine the possibility to build them into the central core of the SSC
tentative model. In addition, the iﬁvestigation will examine the relationships between the
three control dimensions and the other contingency variables, such as environment,

strategic mission, and partnership structure of an IJV, that shape a holistic control package.

7.1  The “mechanism” dimension of 1JV control

The mechanism dimension is described as the instruments used by partners to exercise

control over various activities.and/or the decision-making processes in an IJV. According
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to Geringer and Heberts (1989) review, the majority of prior research, which examined
this control parameter generated some apparently different results. The inconsistency is
possibly due to the fact that they were built on diverse theoretical notions. Two leading
approaches underiying this group of studies are the ownership-control-related approach and

bargaining power approach.

7.1.1 Ownership-control related approach

~Many of the initial studies in the field of IJ'Vs discovered that foreign partners often rely on
majority share-holding and thus voting right power to appoint the key posts in the IIVs as
an effective mechanism to secure significant control over 'the JV operation (Geringer &
Hebert, 1989; Glaister, 1995). For example, Stopford and Wells’ (1972) study of MNEs’
- investments in developing countries revealed that foreign parents tend to acquire a majority
of equity of their jointly owned subsidiaries in order to sustain an effective voice in
management. The decisions could be driven by their alien status and the unfamiliar
business environments in mahy of the less developed countries. Having held a significant
sharé and hopefully the legal rjght of majority control of the IJ'Vs, foreign investors might

have felt more secure to pool resources.

Moreover, Tsang's (1994) research on technological alliances discovered that advanced
technology always consists of some‘speciﬁc tactical knowledge and a successful transfer
requires close interaction, supervision and exchange of personnel.  From a supplying
| partner’s point of view, the ability to appoint JVs’ key personnel to co-ordinate and
supervise the application of these specific assets is commonly seen as crucial towards the
achievement of effective control. The ability to nominate the general manager, the head of
a JV, is always one of the most delicate issue in the negotiation process of setting up JVs

(Beamish, ‘1988; Geringer & Hebert, 1989; Glaister, 1995; Tsang, 1994).

Killing’s (1983) research on thirty-seven' IVs' from dcvelopéd countries provided
empirical evidence to support the direct relationship between ownership and control.
According to the management styles, Killing classified his samples as either dominant
partner JVs or shared management JVs. A dominant parent venture is the one managed by

one parent as if it is a wholly owned subsidiary. Whilst the other partner of the JV has

! Each of the IV samples had two partners.
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taken up a passive role. Whereas, a shared management JV, as the term itself indicates, is

managed by both parents of a JV.

Being consistent with Killing"s hypothesis, 70% of the dominant-control sample were
actually majority owned by a single parent. On the other hand, 76% of the shared
management sample were equally owned by both partnérs. These erhpirical findings have
provided some persuading suppdrt to back up the central themes underlying the ownership-

control-related school of thoughts.

Despite the overwhelming evidence which shows a strong correlation between ownership
and dominant control in an IJV, Killing also discovered some ‘“exceptional cases” that
contradict other findings. Further discussion regarding the implications of the exceptions

is recorded in section 7.2.3.

In addition to those early studies of the field, some recent attempts have generated similar‘
findings or argument. For example, Agarwal and Ramaswami’s (1992) research on fhe
choice of foreign market entry mode reflected that higher 6perationa1 control could be
obtained through acquiring a gréater ownership in a venture. Furthermore, Blodgett’s
(1991) research in partner contributions as a predictor of equity share in II'Vs showed that
if there is no host government'preSSure, JV partners ga_in power from their commitment of
various resources, such as capital, technoiogy and expertise. The level of control they
obtain is in proportion to the assets that they command. Blodgett’s research also revealed
that technology type of contribution tends to strengthen the foreign partner’s position over
the local counterpart who provides the JV with local knowledge or marketing network.
The study found thét technological contributions are consistently associated with majority
share holding position in the IJ'Vs. Whilst, the provision of local knowledge is more likely

to be associated with a minority equity holding which has a tendency to decrease over time.

Central to- Blodg‘ettfs explanations is that in order to gain a foothold in an unfamiliar :
market, a technology-supplying foreign firm tends to form partnership with another party
who can contribute local knowledge and/or marketing skills. However, sharing ownership
with one or more local partners may drive the foreign firm to take some precautions in
order to protect its firm-specific assets and minimise the disadvantages owing to their

foreign status. Controlling a larger share of the equity normally allows foreign partners a
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greater measure of control over the use of technology and operation of the JVs. Once the
market becomes more familiar thougﬁ, the technology supplying partner would find the
benefit of having a local partner diminished. Subsequently, they may opt to buy up more
equity and reduce the shareholding of their local counterpart to an even less significant

level, if the JV is not totally converted into a wholly owned subsidiary.

Tretiak and Holzmann’s (1993) investigation into IJ'Vs in China disclosed some similar
findings. It is reflected that foreign partners increasingly favour asserting their major
equity positions and getting things done faster without going through a cumbersome
explanation or negotiation process with their Chinese counterparts. Indeed, Tretiak and
Holzmann’s findings may aléo be explained by the business and legal environment in
China. The Chinese Joint Venture Law recommends that board of directors of all foreign-
Sino JVs must discuss and decide business issues based on the principle of equality and
mutual benefit. Specific strategic business decisions as well as determinant proposals
must be discussed in board meetings and decisions could only be made with consensus of -
all the directors or their representatives (Li et al., 1994). Nevertheless, the Chinese JV Law
also suggests that the number of directors appointed by individual partners should be in
proportion to the amount of capital gach party injects into equity JV (see Chapter 3). This

point directly links to the equity relevant or irrelevant argument.

In theory, the more shares a partner holds, the higher number of directors it can appoint to a
JV board. With more directors representin'g a particular partner, the more likely it is that
the parent firm would be able to appoint their ideal candidates as the general manager
and/or other key functional managers of the JV through board decisions. In fact, the above
phenomenon is nof unique to China. There are other studies, such as Beamish (1985,
' 1‘988) and Schaan (1_983, 1988) that will be discussed in the following ‘sections, which also

uncovered similar patterns in other less developed countries.

Another contribution of Tretiak and Holzmann’s (1993) work is its confirmation of the
interrelationship between strategy and equity structure of I'Vs located in China. The
findings reflected that the objectives behind the decision to set up IJ'Vs in the country are

the main determinants of ownership structure. For example, a partner firm, who is keen to

2 Such as amendment of JV contracts, termination of JVs, change of amounts of registered capital, change of registered trading
addresses, and mergers with other organisations.
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achieve or maintain a dominant position in its sector, tends to achieve effective control

over the JV through majority share holding.

On the other hand, for a firm whose investment objective is to establish a foothold and gain
experience of doing business in a new country, or to defend their existing market shares by
following the market leaders’ movements, it is likely to accept a minority position in an II'V
without risking too much capital. In fact, Tretiak and Holzmann’s findings have provided
empirical support to the theoretical conceptualisation of this research. The tentative model
illustrated in Figure 6.1 is built on the assumptions that strategic mission of an IIV will
have significant influence over its ownership structure and control that individual partners

may exercise over the IJ'V.

In sum, researchers from the ownership-control related school demonstrated that there is a
correlation between equity holding and control. Their studies illustrated that many partners
are in favour of using the majority equity position as the key mechanism to exercise

effective control in their JVs/II'Vs.

7.1.2 Bargaining power approach

Although researchers from an ownership-control related perspective have generated some
persuasive evidence, scholars from another discipline have challenged their narrowly based
theoretical standpoints (Geringer & Hebert, 1989). It is argued that thére are situations in
which foreign firms are prevented either explicitly or otherwise from acquiring- full or
dominant ownership in their international investments (Beamish, 1985; Schaan, 1983). As
a result, the majority equity position is not a feasible instrument available to the foreign

investors in this type of situation.

As was discussed in Chapter 4, a typical type of market imperfection, which enéourages
firms to directly invest abroad, is government intervention and restrictive trade policies.
Some countries, especially less developed countries (LDCs), have deliberately used tariff,
non-tariff, and investinent incentivés or import substitution strategies to induce foreign
firms to set up local operations. At the same time, many of these host governments have
simulténeously used other tools to promote local dominance or equality in shareholding in

local-foreign JVs (Hood & Young, 1979; Beamish & Banks, 1987).
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Local dominant policies range from “hard” rules, which restrict full foréign ownership of
individual business operations, to “soft” strategies of offering more favourable incentives
to FDI in forms of JV with local firms, licensing agreements and/or management contracts,
to encourage minority or non-equity foreign investment. Under the influences of the hard

or soft policies, majority ownership is not really an option open to foreign investors.

There are a number of prior research studies, which can provide empirical evidence to
prove the inﬂuencel of host governments’ policies on foreign ownership. For example,
Tomlinson’s (1970) investigation of control-performance relationship for seventy-one IJ'Vs
in India and Pakistan indicated that the main reason why foreign firms choosing JV was
because of government pressure. J angér’s (1980) study of IIVs in LDCs also demonstrated
that nearly half of his samples formed JVs with their local partners as a result of
government requirements. In addition, Beamish’s (1985) study of sixty-six JVs in LDCs
discovered similar ﬁndings. The research showed that more than half of the sample JVs
(57%) were created mainly due to the host governrnént legislation. Moreover, in 70% of

the samples, foreign partners were acfually in a minority equity holding position.

Besides government interveﬁtion in some LDCs, there are other types of pressures
prevailing in different markets that prevent investors from acquiring a majority stake in
their JVs.” For instance, along with the rapidly enhancing technological compléxities,
shortened product life cycles of many products, as well as increased size and risk of new
projects, full or dominant ownership in many circumstances is only a quasi-option
available to firms who need bartners to share both cost and risk (Moxon & Geringer, 1985;

Porter & Fuller, 1986; Geringer & Hebert, 1989).

In sum, under certain situations, firms are unable to rely on majority ownership as an
effective mechanism to secure significant control over their JV investment. ‘ In some
circumstances, although full or majority foreign ownership is legally allowed, owing to
different reasons, such as insufficient resources, high risk or incentives offered to JV form
of FDI by the host governments, some investors prefer to opt for a minority equity position

and use other instruments to exercise the degree of control desired.

Based on the rationale mentioned above, scholars from the bargaining power perspective

argued that control is not an automatic consequence of ownership. A parent may exercise
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effective control that is disproportionate to their share holding acquired in an JV (Schaan,
1983, 1988; Geringer & Hebert, 1989; Yan & Gray, 1994; Glaister, 1995). Instead of
seeing equity ownership as an absolute term, it may be more useful to consider it as an
outcome of a particular negotiation process, which reflects the relative power between
participating interests (Shan, 1991; Yan & Gray, 1994; Harrigan, 1986; Harrigan &
Newman, 1990). Yan and Gray’s (1994:1481) study of United States-China JVs illustrated
that the relative bargaining power among various partners is frequently determined by the

resources that they bring into the ventures.

Typically, capital, technology, management expertise, export capacity and/or brands are
important contribution brought by foreign partners into JVs in developing countries
(Beamish & Banks, 1987; Yan & Gray, 1994; Schaan, 1983, 1988). Under the resource
dependent relationships, foreign partners wifh minority or 50% stake often obtain
significant control over their JVs’ activities simply because they have brought vital
resources into the JVs (Harrigan, 1986; Tretiak & Holzmann, 1993; Harrigan & Newman,
1990; Yan & Gray, 1994). The superior status frequently works as a means of

guaranteeing the supplying partners' participation in management (Glaister, 1995).

Schaan's (‘1983, 1988) research illustrated that the pro;/ision’of management is another
important control mechanism that can be achieved irreSpective of equity position. A
minority partner, who gets involved in the design and implementation of various
operational and management practices, can make use of the situation to exert
disproportionate control. The results indicated that effective control needs to be backed up
by events and circumstances and such knowledge is more readily available to the parents if
the key personnel who ruh the whole or some of the critical functions of the JVs are
appointed and/or trained by them. As Schaan suggested, the provision of services, such as
staff training and management contracts, can enhance the likelihood that the designs of
systems as well as their implementation are in conformity with the parent firms’

expectations.

In fact, Schaan's findings are consistent with administrative control hinted by Hopwood
(1974) in his classic work on multi-dimensional control in organisations. Hopwood
suggested that formal rules, standard procedures, and/or patterns of organisational

relationships, are archetypal types of administrative mechanisms used to regulate staff
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behaviour. Accounting-based control, which stresses on formal organisational structure
that links to responsibility, and budgeting process that focuses on plans, standards and

reports, are typical examples of this category (Hopwood, 1974; Berry et al., 1995).

In addition, choosing the right person for the right job is another powerful means by which
to increase the likelihood that the ‘would be’ employees’ behaviour is consistent with the
management needs. Training can be used as a channel not only to pass on technical rules
and 'skjlls, but also a mechanism to inculcate social values and/or organisational culture
with the aims to influence individuals’ behaviour that is in favour to the organisation
(Hopwood., 1974, Schaan, 1983, 1988; Groot & Merchant, 2000). Like the central thrust
Hopwood held, for any systems claimed to be under control, that control can exist along
multiple dimensions. Administrative control is a key type of control mechanism that exists

side by side with other dimensions within a holistic package of control applied to II'Vs.

On the other hand, Lecraw’s (1984) study, which examined the relationship between
bargaining power, equity ownership and control over ASEAN subsidiaries of one hundred
and fifty-three American_ based MNEs, provided further support to the “equity irrelevant”
argument. The research reflected that many of these American parents with low share-
holding actually obtained significant control over some critical success variables in their
jointly owned subsidiaries by means other than just equity holding. The results indicated
that techn.ologi,cal, marketing as well as export superiority aiways enhances foreign
pé.rtners’ bargaining power, and thereby control over the JVs. The extent of control the
foreign partners achieved tends to be in direct proportion to the extent of importance, rather

than simply the quantity or amount, of assets they have injected into the partnership.

Another interesting finding revealed in Lecraw’s research is that foreign partners’
participation in the management of crucial resources they contribute to the JVs is more
likely to lead to successful results. Conversely, a low success rate is commonly found in
JVs, where ownership and _6§'erall control is equally split between foreign and local

partners mainly due to the pressure imposed by local governments.

In the equity relevant section, the main findings of Killing’s (1983) study were discussed.
Despite the overwhelming results, which supported a strong correlation between owhership

and dominant control position in IJ'Vs, the study also discovered some exceptional cases
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which contradict the main findings. For instance, there was a case where one partner who
owned only 24% of the equity was its exclusive manager. In addition, there were four
equally owned JVs, each of which was run by one dominant parent. The research also
reflected that 25% of the shared management samples were not equally owned by the
partners. An important messaée underlying these exceptions is that there are circumstances

in which ownership makes little difference to the management structure of the JV.
In sum, the studies from the equity irrelevant school have demonstrated a wide range of
mechanisms that are available to firms for exercising effective control in their JVs abroad

and these options are not necessarily in direct correlation to the equity ownership.

7.1.3 Equity relevant or irrelevant to the choice of control mechanisms in IJVs?

Studies of the mechanisms of IJV control originated from “equity relevant” and “equity
irrelevant - bargaining power” connotations seem to deny the explanatory power of each
other and have become two competing schools of thinking: However, having examined
their findings as well as implicationé, I would argue that they are actually complementary
to each other and have made significant contributions towards our understanding in a

broader range of control instruments adopted by II'V partners under various situations.

As was discussed above, the international investment environment is very complex. Firms
are often facing different levels of legislation, red tape, and/or uncertainty when they
eXpand their businesses abroad. Successful businesses tend to be those who demonstrate a
high level of flexibility. Through adopting different strategies and structures, these firms
can skilfully get round the restrictions imposed on them and maximise the benefits from

their investment.

Generally speaking, where a business opportunity is best exploited via JV rather than other
forms of business organisations, a particular set of control system and process is essential
to success (Schaan, 1988). The mechanisms of control used by successful pémners can be
equity related or otherwise, and it depends on which types of instruments suit a given
situation the best. Therefore, it seems Vimpractical to assume that one theoretical
connotation is broad enough to capture all control mechanisms chosen by individual

partners under different circumstances. I believe that an integrative approach, which draws
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on the strengths of various schools, may sound more promising to reveal a fuller picture of

parental control in a complex IJ'V context.

A finding revealed in Beamish’s (1985) research in characteristics of IIVs in developing
countries provided some important inspirations towards my understanding of equity
structure and control. The study djscbvered an interesting strategy adopted by MNEs to
accommodate some LDC governments’ requirements for local dominance or equality.
These MNEs apparently acquired less than 50% equity and were classified as “minority”
shareholders. Nonetheless, they actually adopted the principles of 'relativity' and spread the
ownership of their JVs over a wider number of participating parties. Although in theory
they were minority shareholders, they possessed a greater equity than the other largest’
owners in the ventures. Through this clever manoeuvre, foreign partners could
successfully exert significant control in proportion to their relatively more important equity .
status without offending the host governments or riskiné too much of their resources before
vital local knowledge was gained in a new environment. With the JV status, these foreign

investors would further enjoy the incentives offered by the host governments.

It can be seen from this example that in certain circumstances the distinction between
. majority and minority equity holding is blurred and somewhat misleading. The control
mechanisms partners used contain both equity related and irrelevant characteristics. Under
these circumstances, how can we draw a clear line between the two? If researchers had to
stick with rigid ideas, their classifications and thus results would only provide us with
misleading information. The implication of Beamish’s findings has backed up my
argument that a single theoretical notion is too narrow to fully capture the broad range of
control strategies épplied to different situations. An integrative approach is seen to be
more fruitful to uncover a deeper understanding of  various control mechanisms firms

adopted to deal with the dynamic environment.

7.1.4 Integrative approach to study the “mechanism” dimension of 1JV control

Integrating and extending the line of thought of his predecessors, Schaan’s (1983, 1988)
study, which was set up to examine parental control in terms of mechanisms, generated
some rich empirical information to demonstrate the breadth of options available to II'V
partners. The scholar chose to study IJVs in Mexico, a country which did not allow

majority foreign ownership in JVs during the time of the research. Schaan's findings have
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made significant contributions towards our knowledge of the ways in which minority
foreign partners overcome the restrictive investment policies in the host countries and

successfully exercise effective control in their IJ'Vs.

Through conducting in-depth interviews with senior exeCutives of ten II'Vs located in
Mexicb, Schaan identified a list of control instruments, some of which were not widely
recognised by academics as control tools at that time. The list of mechanisms identified
includes: board meetings,’ written reports, briefing sessions, the participation in the
planning and budgeting processes, the provision of services, the appointments ‘of key

personnel, and the ability tobdesign planning and reporting processes.

Schaan’s study also reflected that a proper regimen of control should be balanced and
complemented with appropriate informal instruments. Besides the mechanisms mentioned
above, the study revealed a list of subtle instruments, which could be used to exercise
meaningful control. The subtle tools range from: meetings, phone calls, social contact
between partners and JV key personnel, inviting JV general managers to attend the parents’
world-wide or regional meetings, tying JV generallmanagers’ salaries, bonuses or even

future promotion prospect to the achievement of the parents' objectives.

It was disclosed that both direct and indirect control mechanisms enable partners who
receive the reports and exchanges of contact to be in a position of sufficient knowledge of
the JVs and of sufficient acquaintahce with the JV personnel. The knowledge, familiarity
and personal relationship empowers the partners to interpret, analyse and react to the

information they receive in a more sensitive and accurate way.

As a rule Schaan (1988) suggested, for any JVs to succeed ih the long-term, mutual trust
between partners is vital. If one partner consistently overrules or refuses to compromise
with the other partner(s), it will only lead to conflicts and the long-term survival of the JVs
will be at risk. This viewpoint is very similar to the conclusion Killing (1983) made that a
successful JV marriage is often built on mutual respect. No decisions should be forced by

the shareholders’ vote since the minority partners will lose faith in the relationship.

If we believe that the main reason of forming JVs is to gain something through the

association with other partners, anti co-operative behaviour makes one wonder why firms
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bother to go through tﬁe trouble in the first place and how much benefit they will receive
from their JVs (Blumenthal, 1'995). Indeed, mutual trust and interdependency are the key
elements of a solid foundation to encourage partners pooling resources and long-term
commitment to the .Ws (Buckley & Casson, 1988, 1989; Beamish & Banks, 1987; Casson,
1990). Thus, it seems logical to assume that instead of, or in addition to, merely relying on
formal control tools to safeguard their interests, v partners should learn to exercise
controI in a subtle manner. Discussion, negotiation, persuasioh, and inducement are

examples of informal instruments to influence behaviours and decisions.

Furthermore, a JV should not be seen as a one-off business co-operation as there are many |
firms working with the same partners for multiple projects. Nowadays a firm’s capacity is
not merely a measure of its own assets, but also the whole network of resources of which
the business is connected to (Harrigan, 1987, 1988; Parkhe, 1993; Glaister et al., 1998).
Because of this, the.ngcd to establish a good reputation makes the success in the first JV
even more important. The shadow of the future proépeét of developing further business co-
operations with the same partners can be a powerful control mechanism to regulate partnér

behaviour in the current JV '(Parkhe, 1993a; Buckley & Casson, 1988, 1989).

All in all, the interests of one partner, no matter if it is a majority or minority stakeholder,
are best served when those of everyone else's are also satisfied (Schaan, 1988). Along with
applying formal control instruments, informal mechanisms allow JV partner firms to
exercise control over their II'Vs in a less intrusive or offensive manner. Having looked at
the range of control tools that parents may adopt to control their II'Vs, in the following
section the literature review will turn to investigate the orientations of control mechanisms,

which are the underlying reasons behind the application of certain control tools.

7.1.5 . Positive and negative control mechanisms

In addition to illustrating a broad range of control instruments, another contribution ‘Schaan
(1983) made is his effort to classify the control mechanisms according to their nature and
orientations. The scholar initiated two main classifications - positive and negative control

mechanisms.

It is suggested that a JV partner tends to use positive control tools when it is in a position to

influence or promote certain types of activities or decisions in a way, which is consistent to
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its own expectations and interests (Schaan, 1983; Beamish, 1988; Geringer & Hebert,
1989). The appointment of IJV key personnel, and participation in the planning or

budgeting process are two typical examples of the positive category.

On the other hand, a partner may choose to apply negative control mechanisms when it is
in a position to prevent the II'V from implementing certain decisions w_hich are disagreeing
“with ifs interests. ‘The right of veto over major decisions is an archetype of negative control
instrument. Based on these definitions, Schaan categorised the control mechanisms his

sample JV used and Table 7.1 illustrates these classifications.

Following Schaan’s ideas, Geringer and Hebert (1989) raised some valid points that can
further enrich our knowledge of control mechanisms. The authors suggested that some
positive control tools are exercised through informal and less intrusive channels. This type
of “user friendly” tools tends- to cause no or less conflicts between partners or between
partners and the JVs' personnel. As a result, trust and a co-operative relationship between
different parties is likely to be built up or enhanced. If a norm of reciprocity has already
existed between partners and the executives, the ,truéﬁng relaﬁonship can provide

synergistic elements to the control system and facilitate its effective operation.

Whilst negative control tools,: which are used to prevent or stop some unfavourable
activities and/or decisions, are frequently executed through some formal or bureaucratic
| means, such as veto rights, formal agreements and/or approvals by the board of directors
representing each partner. In many cases, the negative control mechanisms are established
as safety rﬁeasures. Should anything “unexpected” happen, there are rules and facilities to
refer to and sort things out. Killing (1983) found that inexperienced fnvestors tend to
concentrate on negative control instruments to protect their interests before they master the
skills ‘of using other more subtle techniques. ‘Nevertheless, since the negative form of
control relies principally on formal mechanisms and power, their application can

significantly damage partner relationship and future prospects of the IJ'Vs.

As a rule Schaan (1988) put forward, a proper regimen of control should be balanced .by
both formal and informal mechanisms. The exact weighting between the two forces in any
IV control system depends very much on individual partners’ strategies, international

experience as well as the specific environment facing the partner firms. Constructs of a
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control system may evolve over time following changes of key elements at different stages

 of the JV's life cycle (Lyles, 1987, 1988).

In sum, the analysis above has demonstrated the breadth of mechanisms that II'V partners
may use to exert effective control. Various control tools are applied to serve positive or
negative purposes, and the combination of choice in each case is subject to the influence of
the mission and partners’ bargaining power structure of the IJV. The new uhderstanding of
the mechanism dimension will be incorporated into the conceptualisation, and refines the
central core of the skeletal model in Figure 6.1. The modified theoretical framework is

illustrated in Figure 7.1.
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Table 7.1

Positive and Negative Control Mechanisms

Positive Control Mechanisms

Negative Control Mechanisms

Ability to make specific decisions
Ability to design:
1) Planning process
2) Appropriation requests
Policies and procedures
Ability to set objectives for JVGM
Contracts: Managemeht
Technology transfer
Marketing
Supplier
Participation in planning or budgeting process
Parent organisation structure
Reporting structure
Staffing
Training programs
Staff services

Bonus of JVGM tied to parent results

Ability to decide on future promotion of JVGM
(and other JV managers)

Feedback: strategy/pla{n, budgets,
appropriation requests

JVGM participation in parent’s world-wide
meetings

Relations with JVGM; phone calls, meetings,
visits

Staffing parent with someone with experience
with JV '

MNC level in Mexico

Informal meetings with othér parent(s)

Board
Executive committee

Approval required for:
a) Specific decisions
b) Plans, budgets
¢) Appropriation requests
d) Nomination JVGM

Screening/No objection of parent before ideas or
projects are discussed with other partner

Source: Schaan (1983:249)
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Figure 7.1

Conceptualisation framework of 1]V control - (2)

External Environment

Strategic Mission of the IJV

Owhership & Bargaining Powe
Structure among Partners

Control

- External Environment

> External environment

Enacted environment
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7.2 The “extent” dimension of IJV control

The second dimension examined by ac;.ademics in the field is the “extent” of control over
different business aspects of IJVs. Most of the previous research studying this control
parameter focused on investigating how much influence each partner exerts into different -
types of decision making, in particular the ways in which deciéions are being made. These
studies often conceptualised the extent of control each party exercised is reflected on the
locus or centralisation/decentralisation of decision making process at the JV level
(Geringer & Hebert, 1989). Yan and Gray (1995) stated that the way in which a JV is
structured and the way in which control is divided determines the degree of JV autonomy,

the degree of conflict among partners, and the performance of the JV.

Indeed, the ﬁotion of locus or centralisation of decision making had been a well-established
area in organisational design, organisational behaviour and control literature (see Section
6.2.2), before the concept was.extended to research in IJV control more recently. Many of |
the early studies were built on the assumptions that different forms of organisational |
arrangements induce certain types of performance, and at the same time discourage other
undesired behaviour (Emmanuel et al.,, 1990). In other words, structure is a means to
achieve effective control (Belkaoui, 1986; Emmanuel et al, 1990)‘. This central thrust has

had significant influence on subsequent research studies in II'V control.

7.2.1 Research into the extent dimension of IJV control - developed country

scenarios _

Killing’s (1982, 1983) study is an influential research in the extent dimension of IJV
control. The scholar believed that multiple parenting is the key source for problems in
managing JVs. Killing aimed to identify causes of the dynamism and intended to shed
light on the appropriate management styles and policies which can facilitate JVs to achieve

a higher chance of success.

Thirty-seven - II'Vs located in developed countries (mainly in America and Western
European countries) were selected and each of the sample had a local partner. The author
interviewed the parent firms’ executives as well as the JV general managers, and intended

to identify the partners’ influence on decision making over nine’ important business

3 The nine areas were: pricing policy, product design, production scheduling, production process, quality control, nominating or
replacing functional managers, budgeting of sales targets, budgeting of cost targets, and budgeting of capital expenditures.
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aspects in their jointly owned operations. In addition to that, Killing wanted to find out
precisely the extent of “jointness” in decision making between partners by investigating the
exact ways in which decisions over the nine identified aspects are being made. Six
distinctive ways of decision making in the IJV context were proposed*. Scoring the
responses, the author intended to claésify his samples into three main categories - (a)

dominant partner JVs®, (b) shared management JVs®, and (c) independent JVs'.

Results of the study reflected that 35%° of the samples were dominant, 54%° were shared
management, and 11% were considered as independent ventures. Consistent with Killing's
hypothesis, dominant partners were often found holding the absolute authority of the
buginesseslo, Indeed, these ventures were run more or less by one parent like wholly
owned subsidiaries. The overall operation of the JVs was integrated more into the

dominant partners’ strategies and management systems.

Killing also discovered that in shared management JVs both parents often shared the role
of management via providing functional managers as well as board of directors to the TVs.
The empirical data has demonstrated strong evidence that functional managers of 60%'! of

the shared management samples were drawn from both parents.

Interestingly, only four JVs’ general managers were found having the freedom to make
decisions in at least six or more of the nine identified areas, and were qualified as
independent JVs. The small sample number in this typology might have reflected the
importance of parents’ inputs into the JV operation. The Iﬁhenomenon seemed to indicate
that independent management strategies in IJV subsidiaries were unpopular at the 'early

stage of JV development in the early 1980s.

4 Decisions are made (1) by the JV general manager alone, (2) by the local parent alone, (3) by the foreign parent alone, (4) by the JV
general manager with input from the local parent, (5) by the JV general manager with input from the foreign parent, or (6) by both the
local and the foreign partner. _
5 Only one partner has played a dominant role in decision making and the JV is managed like a wholly owned subsidiary.
6 Both partners of a JV have played an active and meaningful management role in decision making.
7 Neither partners have played a strong role and the JV managers are given extensive autonomy in decision-making.
8 It was discovered that dominant parent JVs were usually engaged in high risk high capxtahsatxon projects; such as land development
and construction business, as well as oil and gas exploration.
% Shared management JVs were commonly found in manufacturing situations in which one parent was supplymg technology and the

other contnbutmg local knowledge.

Such as nominating all functional managers and making all operational and strategic decisions for the JVs.

! Other sample firms, who had not done so, was only due to their small size to justify employing full-time managers from both
partners.



Another fascinating aspect revealed in Killing’s study is that shared management ventures
demonstrated a much higher failure'? rate than dominant or independent JVs. Based on the
fact that the majority of shared management JVs were indeed operating in relatively more
stable manufacturing industries than many dominant parent samples, their high failure rates

led Killing to conclude that it was a difficult form of control structure to achieve success.

Basically, Killing’s argument is built on his central éssumption of multiple parenting as a
key source of JV problems. The dominant form of control can substantially reduce the
required level of co-ordination between parents and cut short the complex decision making
process. Based on his findings, which showed dominant'? JVs consistently outperformed
shared management JV samples, Killing concluded that partner firms should identify

situations'* which dominant contrql is feasible and use it whenever possible.

A recent discussion paper by Yan and Gray (1995), which looked at key determinants of
JV performance arrived at some similar conclusions. The analysis revealed that
independent and dominant control would tend to perform better than other forms, such as
shared management. It is because the former two control structures give JVs the greatest
sense of autonomy and require the least integration between partners. The lesser extent of

integration will reduce conflicts among various JV parties and improve JV performance.

Killing’s pioneer work has had a significant contribution to widen oﬁr knowledge in IV
control. It has raised attention and inspired a number of fellow researchers to explore the
extent dimension of IV control. However, some recent studies, which have adopted more
or less the whole set of taxonomy and measures invented by Killings, revealed different

results, some of which contradict Killing's findings.

12 Killing adopted a two-phased assessment scheme. The first fold is based on MNE parents and JV executives’ self-assessment of
their operations’ performance. The second fold is according to liquidation and reorganisation of the sample JVs. Killing's idea of using
the notion of long-term viability as a key predictor of stability and performance is widely criticised by other researchers as problematic.

-These scholars challenge that it is technically incorrect to classify ventures which cease operation as unstable as they might do so for
reasons unrelated to performance. Evidently, some JVs are established to serve relatively short-term purposes. Therefore, the longevity
of a JV may give out wrong signals of success or failure (Casson, 1990; Hamilton & Singh, 1990; Yan & Gray, 1995).

13 Independent JVs are also found to exhibit superior performance. Killing believes that the high level of freedom given to the
independent JVs is the “result” rather than the “cause” of their performance. The better the performance, the higher the chance that
IJVs are given more autonomy. Owing to a small sample size (4%), very small coverage has been devoted to the independent typology
as compared to the other two types of sample JVs. ‘

1 According to his observation, Killing has identified a few typical circumstances under which different forms of control are best
suited. (1) If one parent’s skills are not crucial to the success of a JV, then the other parent should dominate the operation. (2) When
both parents’ skills are crucial to the JV success, but those of one partner can be readily transferred to the JV without blueprint
problems, then again the other partner should oversee the venture. (3) If both parents’ skills are crucial to the JVs success and the
transfer requires close supervision, a share management form of control should be adopted. Or when neither of the partners has all the
skills required to run the JV alone, then a share management policy will become the best choice.
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For example, building on parts of the work of Killingls, Glaister (1995) examineci the
nature of management exercised by UK parent firms over their JVs formed with partners
from developed countries'S, showed different results from those identified by Killing.
Based on questionnaire replies from a total of ninety-four JVs (65 equity and 29 contractual
JVs), dominant partner or truly independent JVs were found only in 5% of cases. Over half
of the samples (56%) were shared management JVs in that all of the decisions are taken by
either both partners together or by both partners acting with the JV management. In the

majority of cases their planning and control systems were derived from both partners.

Another interesting finding is that 38% of Glaister’s samples were identified as hybrid
management JVs, in the sense that different decisions were made by different combinations
of interested parties.. The notion of hybrid control defined.in Glaister’s. research indeed
matches with a new form of IJV management - split control hinted by Cantwell and
Dunning (1984), Geringer and Hebert (1989) and Yan and Gray (1995). It is suggested that
under a split control arrangement, each partner plays a distinctive and complementary role
in JV management. The distribution of authority or responsibility is likely to be based on
competence and relevant interests of different parties. In some subtle ways, the hybrid
category is different from shared control, under which form decisions are arrived at in an
equally shared manner between JV partners. Glaister provided empirical evidence to show
the emergence of a new form of split control Which broadened our understanding of the
dynamism of IJV control. In general, Glaister’s ﬁﬁdings do not support Killing’s views of

dominant control superiority.

7.2.2. Research in the extent dimension of IJV control - developing country scenarios

Beamish's (1985, 1988) work on the extent dimension of II'V control is an influential piece

of research in the field. Extending Killing's ideas to less developed countries (LDCs),
Beamish intended to draw a comparison of characteristics'” of ITVs located in developed
and less developed environments. The ultimate objective of the study was to put forward
some suggestions of the ways in which LDC JVs should be managed and the ways in

which their performance could be impfoved.

15 Only one or two minor changes were made, such as the adding of one more category of decision making method - “by both partners
and the JV executives” to Killing’s original taxonomy.

16 Such as Western Europe, USA and Japan. .

17 Beamish (1985, 1988) examined six distinctive characteristics of his JV samples: (1) reasons for creating the JVs; (2) autonomy, (3)
stability, (4) performance, (5) frequency of government partners, and (6) ownership.
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Beamish carried out an extensive survey with sixty-six JVs located in twenty-seven LDCs.
The empirical information supported the author’s hypotheses that certain JV characteristics
differ between developed and developing countries. For example, 57% of Beamish’s LDC
samples were established due to host government legislation, while only 17% of the
developed country samples were created for this type of reason. On'the other hand, a
significantly higher number (64%) of Killing’s samples was formed because partners
needed one another’s skills, as compared to 38% of the LDC JVs in Beamish's study.
Among the LDC samples, the .key JV motive driving foreign partners was to get access to
local knowledge through the local partners. In a sharp contrast to the. 50% revealed in
Killing’s research, only a handful (10%) of LDC JVs were equally owned. In 70% of
cases, the foreign partners of these LDC JVs were in a minority equity position. Based on
the findings, Beamish concluded that there is not a direct correlation between ownership

and control.

Ih<examining JV performance, Beamish adopted Killing’s control scale and performance
measures'®. The scholar observed that unsatisfactory performance is often correlated with
dominating foreign control of the IJ'Vs. Whilé a positive association was found between
performance and foreign partners using local management and/or partners for advice on the
local economy, politics and customs. The mixing of personnel from different partners did-
not cause particular problems. The phenomena demonstrated a strategy-control fit as the
key JV formation motive driving many foreign partners of Beamish's ‘samples was to get

access to local knowledge and contact.

According to the overwhelming results, Beamish arrived at a recommendation and stated
that paftners of developing country JVs should share or split the decision-making
responsibilities with their local partners based on the strengths each party holds. A
mutually trusting relationship can promote co-opéi'ation and encourage parents to commit

themselves to the success of the JVs (Buckley & Casson, 1988, 1989; Beamish & Banks,
1987; Casson, 1_990; Parkhe, 1993a). On the other hand, based on the high instability and
unsatisfactory performance rates, Beamish concluded that developing countries present a
more complex and difﬁéult environment in which to manage JVs. It was believed that

there are different factors that are more important to the success of LDC JVs than to

18 The performance indicators Beamish used included the same type of problems as Killing’s.
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developed country ones. Accbrdingly,' the approaches to control JVs located in these two

separate types of regions should be different.

In fact, Beamish’s results are consistent with those identified by Tomlinson’s (1970)
classic research in control-performance relationship of IJ'Vs located in India and Pakistan.
Tomlinson found that it would be more beneficial for foreign partners to share decision-
making responsibilities with their local counterparts, who possessed important local
knowledge and business contacts. An interdependent relationship would encourage greater
contribution from the local partners, and in turn would more likely lead to a better JV
performance. Because of tﬁat, foreign parent firms should not insist on dominant control

and a more relaxed attitude would be more beneficial to all parties concerned.

7.2.3 - Conflicting results - which one is correct?

Apparently,‘ Glaister and Beamish's findings represent a big contrast to the positive
correlation between dominant management and good IV performance revealed in Killing’s
work. The contradicting results among these studies, which used a similar set of measures,
.may.lead one to wonder which side they should listen to or whether the findings are -
reliable at all. Having shared a similar viewpoint as Parkhe (1993:320) that "assumptions
are a function of time and place", I believe the differences are likely to be caused by timing

and environmental reasons.

“First, the JV samples they used rhight be'operating in different industries with diverse
backgrounds. Moreover, the two broad categories - "developed” and "less developed"”,
each covers a wide range of countries. Countries within the same category are likely to
differ to various degrees in terms of culture and state of legal and economic development.
The differentials on these aspects between developed and developing regions are likely to

be even wider.

Although both projectsvtook place in developed countries, we need to be aware of the time
gap between Killing and Glaister's studies. Since Killing’s work conducted in the early
1980s, the use.of IV as a strategic weapon to strengthen firms' competitiveness should
have developed quite substantially until Glaister's research was carried out in the mid.
1990s. The accumulated knowledge and experience must have made the extent of control

needed by partners today somewhat different from the level chosen by the pioneer firms.
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To be fair to Killing, despite the overwhelming results supporting the superiority of a
dominant control strategy, the author did recommend a couple of situations in which shared
control policy might be appropriate in developed country environment. Killing observed
that a shared control structure is most suitable when (a) both parents’ skills are crucial to
the JVs success but the transfer requires close supervision, or (b) neither of the partners

have all the skills and knowledge required to run the venture alone.

The above‘ menfioned circumstances are typical situations underlying many LDC IJVs.
, Commonly, foreign partners have insufficient local knowledge to deal with the complexity
~presenting in many LDCs. Whereas, their local partners often lack capital, international
business experience, and/or knowledge to manage the technology transferred to the
ventures by their foreign counterparts (Bearhish, 1985, 1988; Beamish & Banks, 1987;
Harrigan & Newman, 1990; Tretiak & Holzmann,1993; Yan & Gray, 1994, 1995; Tsang,
1994; Martinsons & Tseng, 1995). Based on an interdependent relationship, a shared or

split management policy will better serve the needs of all parties concerned.

Having adopted a middle-range research approach, I see there is no such thing as being
right or wrorig in theories and research studies (Casson, 1990). If a theory or a set of
research findings reach their limitation of explaining observations, we may either extend
the existing concepts, or look for other theories that can provide us with better answers. As
a valid point Checklaﬁd (1981) and Otley (1988) made, each stage of development in the .
organisatién theories has the potential to teach us something about how organisations adapt
to'the changing environment over time. The contradictions discovered in Killing, Glaister
- and Beamish's work are examples to illustrate how under the influence of investment
strategies and bargaining power structures, partners choose the extent of control they need

in order to cope with the changing environments presented in different time and space.

. In summary, the analysis above has demonstrated that the extent dimension of IV control
bears a close relationship with the other contingency factors, IJV mission, partnership
composition and the environment, comprising the skeletal model of this research. In
addition, the analysis also illustrated the interdependency between the mechanism and the
extent dimensions. The extent of control, in the forms of independent, dominant, shared or
split, reflects the ways in which responsibility is distributed and the ways in which

“decisions are made in IJVs. The new insights fine tune the conceptualisation, which was
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last modified as Figure 7.1, and I have decided to incorporate the extent dimension into the
central core of the skeletal model. The updated integrative framework of IJ'V control is

exhibited as Figure 7.2.
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Figure 7.2

Conceptualisation framework of IJV control - (3)
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7.3  The “focus” dimension of 1JV control

As was demonstrated in section 7.2, prior researches in the field of control extent have
made a significant contribution towards our understanding in the scope of activities
adopted by parent firms, and the jointness of decision-making between partners and JV
managers.  However, the locus of decision-making, in terms of centralisation and
decentralisation, embedded in these prior studies has been criticised by some researchers as

providing a misleading or incomplete view of control (Geringer & Hebert, 1989).

One of the key arguments is that decision rhaking is not the only means available to the
parent firms to widen their extent of control. Schaan’s (1983) research demonstrated a
broad range of positive and negative control mechanisms that parents might use to exercise
effective control in their II'Vs (see Table 7.1). Another criticism is that these previous
studies seemed to imply that partners often seek control over all or the rriajoi'ity of activities
of their II'Vs.. A linear relationship between the number '6f aspects a partner exerts
decision-making power over and the actual amount of control the partner subsequently
achieves is embedded in these studies. This set of linear assumptioné however may prove

to be inadequate in explaining some complicated coritrol phenomena in II'Vs. -

As was discussed in section 7.1, parents could apply a range of subtle control mechanisms,
such as provision of training and services, other than merely rely on exerting direct power
over decision making to achieve effective control. From my personal viewpoint, the
measure of effective control should be based oh the degree of importance of the controlled
areas towards the achievement of the IVs and/or the parents’ investment objectives. We
need to realise that exercising control over all or the majority activities of an IIV usually
involves higher resource commitment, which in turn means higher switching cost if the
investment turns out to be sub-optimal (Geringer & Hebert, 1989; Anderson & Gatignon,
1986,  Mascarenhas, 1982). It seems to be impractical for a parent firm to spend its -
valuable resources to acquire control over areas which bear little impact on the

achievement of their objectives and/or the II'Vs’ success (Geringer & Hebert, 1989).

On the other hand, if a partner often insists on getting full control over those functions,
which are either unimportant or unfamiliar to them, TV efficiency is bound to suffer. When
one party constantly behaves uncooperatively, conflicts between partners are likely to

result. A hostile and mistrusting relationship will only put further pressure on the JV
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performance. All in all, the benefit individual partners gained from their IJ'Vs will be

restricted.

It was préviously discussed in Chapter 5 that FDI decisions are often a compromise
between four attributes - control, resource commitment, return and risk (Anderson &
Gatignon, 1986; Mascarenhas, 1982). Before a firm commits itself to a potentially
problematic JV operation, it should have assessed the costs and benefits of adopting
different investment modes, which comprise of the various combinations of these four
factors. As Geringer and Hebert (1989) éugéested, it is important for JV parenfs to
exercise effective control in such a manner that will enable it to successfully implement its
strategy without incurring a high level of administrative or organisational inefficiencies. A
strategy-structure fit can be achieved only when the gain outbalances the cost of control.
Therefore, it seems logical to assume that successful parents would target strategically
important JV activities and processes (Schaan, 1983, 1988; Geringer & Hebert, 1989;
Glaister, 1995). In other words, their choice of mechanisms and extent of control has a
focus dimension. Indeed, the notion of selective control gives rise to the "focus" parameter

of II'V control (Geringer & Hebert, 1989).

Results of Schaan’s (1983) study provides empirical evidence to illustrate the notion of
parent firms' parsimonious and contingent usage of resources for controlling II'Vs. Parents
may choose to have control over a relatively wider or narrower range of business functions
that are crucial to their success in the JV investments. Newman's research (1992) into the
characteristics of successful Sino-American JVs supported Schaan's findings. Newman
discovered that the American parents of his samples had commonly adopted a so-called
'focus strategy' in order to impfo