
Track 12: The Institutional and Political Environment of IB 
Competitive Sessions 

 

 

Institutions, Market Entry Strategy and Performance:  

A Study of Japanese Multinationals 

 
 
 

Daniel Z. Ding 
Department of Marketing, 

City University of Hong Kong, 

Tat Chee Avenue, Kowloon Tong, Hong Kong 

Fax: +852 34428667 

E-mail: mkding@cityu.edu.hk 

 
 
 
 
 

Naoki Ando 
Faculty of Business Administration, 

Hosei University, 

2-17-1 Fujimi Chiyoda-ku, 

Tokyo 102-8160, Japan 

Fax: +81 3 3264 9698 

E-mail: nando@hosei.ac.jp 

 
 
 

 Gloria L. Ge 
Department of International Business and Asian Studies 

Griffith University 

170 Kessels Road, Nathan QLD 4111, Australia 

Fax: +61 7 373 55111 

Email: gloria.ge@griffith.edu.au 

 

 

 

tel:%2B852%2034428667
mailto:mkding@cityu.edu.hk
tel:%2B81%203%203264%209698
mailto:nando@hosei.ac.jp
mailto:gloria.ge@griffith.edu.au


1 
 

Track 12: The Institutional and Political Environment of IB 

Competitive Sessions 

 

Institutions, Market Entry Strategy and Performance: A Study of Japanese Multinationals 

 

Abstract  

In this study, we examine the moderating effect of market entry strategy on the relationship 

between the host country institutions and subsidiary performance. We test our hypotheses using a 

panel dataset that contains 9160 Japanese overseas investments from 1999-2007 in forty countries. 

Our results suggest that the better developed formal institutions in the host country are associated 

with higher performance of foreign subsidiaries, while the cultural distance between the host and 

home countries is negatively associated with subsidiary performance. The market entry strategy 

significantly strengthens the performance impact of formal institutions on foreign subsidiaries.  We 

also found that the market entry strategy tends to mitigate the negative performance impact of 

cultural distance on foreign subsidiaries but not statistically significant. Implications for future 

research are discussed.  

 

Key words: Institutional environment; Cultural distances; Market entry strategy, International joint 

ventures; Foreign subsidiary performance. 
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Introduction 

In IB area, early research on performance of foreign subsidiary in host countries centered on 

market entry strategy, broadly referred to as entry mode selections or ownership strategy. The two 

key decisions, the choice of a wholly owned subsidiary versus an international joint venture and the 

degree of ownership if a joint venture is chosen, are regarded as being critical in affecting 

subsidiary performance in terms of both the likelihood of survival and profitability (Stopford and 

Wells, 1972; Makino & Beamish, 1998; Delios & Beamish, 2004; Woodcock, Beamish, & Makino, 

1994; Li, 1995).  However, previous empirical studies on the relationship between market entry 

strategy and subsidiary performance results in conflicting findings, e.g., positive, negative, and no 

relationships between ownership control and subsidiary performance (Delios & Beamish, 2004; 

Geringer & Hebert, 1989). Researchers are prompted to take alternative or multiple theoretical 

perspectives to examine and search for insights on the relationship between entry strategy and 

foreign investment performance, including transaction cost economics (e.g., Geringer & Hebert, 

1989; Killing, 1983; Anderson & Gatignon, 1986; Hennart, 1991; Makino & Neupert, 2000; Taylor, 

Zou, & Osland, 1998) and resource-based view of the firm (e.g., Woodcock et al., 1994), 

institutional theory and cultural context (e.g., Kogut & Singh, 1988; North, 1990),  and the 

integrated approach (e.g., Brouthers & Brouthers, 2000; Delios and Beamish, 1999).  

Institutional perspective has been increasingly adopted by recent scholars in combination with 

transaction cost theory to examine entry mode choices and performance (Brouthers 2002;  

Brouthers & Brouthers, 2000). Institutional context variables influence uncertainty and managerial 

cost in host markets, and by adding those into transaction cost entry mode models enhance our 
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understanding of entry mode selection. Other researchers integrate institutional theory and 

organizational learning perspective to look at the relationship between ownership strategies and 

subsidiary performance (Gaur and Lu, 2007). Their findings suggest that the effect of ownership is 

contingent on institutional distance and host country experience. Although substantial advances 

have been made in research on market entry strategy, little consideration has been given to the 

moderating effect of market entry strategy on performance implications of host country institutions.  

The objective of this paper is to improve our understanding of how market entry strategy 

interacts with host country institutional environments to enhance foreign subsidiary performance.  

First, adopting an institutional perspective, we provide empirical evidence that institutional context, 

and cultural context in host country affects the performance of foreign subsidiary. Second, we 

investigate the moderating effect of market entry strategy on the relationship between the host 

country institutions and subsidiary performance.  

This paper is organized as follows. In the next section, we review the institutional perspective 

as it applied in the IB research, with particular emphasis on market entry strategy and foreign 

subsidiary performance. Based on extensive literature review, we develop hypotheses to explore 

the moderating effects of market entry strategy on the relationship between formal and informal 

host country institutions and foreign subsidiary performance. The following section elaborates our 

dataset and research methods, and operationalizes variables used for empirical testing. We discuss 

implications of our research results, summarize the main conclusions, and suggest directions for 

future research in the last two sections.  

 

  



4 
 

Theoretical background and hypotheses 

According to institutional economics, the formal and informal institutions in a host country 

environment shape firm’s behavior, the sustainability of firm’s competitive advantage, and 

ultimately firm’s performance (North, 1990).  Scott (1995) defined three pillars of institutional 

environment, namely, the regulative, normative, and cognitive pillars. While regulative pillar is 

often referred to as formal institutions, which are formal rules and regulations as sanctioned by a 

state (North, 1990), normative and cognitive pillars are referred to as informal institutions, which 

deal with legitimate means to pursue goals, the beliefs and value system of a society (DiMaggio & 

Powell, 1983). Peng et al (2008) argue that an institution-based view of IB strategy sheds 

significant light on the most fundamental questions confronting IB, such as what drives firm 

strategy and performance in IB. 

IB researchers view institutional and resource environment in host country as a set of  

incentives and constraints on strategic choice, and MNEs adapt their strategy or structure to the 

institutional and resource environments in diverse host countries for optimal performance (e.g., 

Wan, 2005; Peng, 2003 ). Wan (2005) conceptualizes various dissimilar types of host country 

environments as developed economies, emerging economies, institution-driven high growth 

emerging economies, and factor-driven high growth emerging economies. He argues that, to 

compete successfully, firms will optimalize appropriate firm capabilities and corporate strategy in 

accordance with the factor and institutional environments developed in host country.   

From institutional economics point of view, well-developed formal institutions constitute the 

“set of fundamental political, social and legal ground rules that establishes the basis for production, 
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exchange and distribution” (Davis & North 1991). They provide the ground for normal functioning 

of business, economic growth and stability.  Political stability, well-established regulatory systems 

and rule of law, an effective government, and control of corruption are critical for the effective 

conduct of foreign business. 

Previous studies have shown the evidences that restrictive regulatory environment and legal 

norms provide barriers to entry and affect transaction costs for MNEs (Delios & Beamish, 1999;  

Brouthers, 2002).  Legal restrictions on ownership may limit a firm's ability to exploit or enhance 

its capabilities through transaction cost predicted mode choices and use less integrated modes of 

entry (Roberts & Greenwood, 1997). A stable political system without rampant corruption can 

reduce the political hazards faced by MNEs. Foreign subsidiaries can be placed in a 

disadvantageous position for the lack of transparency of business regulations, constrains in 

repatriating profits, and restrained access to local financing (Dhanaraj and Beamish, 2009).    

Thus, with well-developed formal institutions in host country, the likelihood of success of 

foreign subsidiary increases.   

 

Hypothesis 1:  The better developed the formal institutions in the host country, the better 

performance of foreign subsidiaries. 

 

 

Informal institutions are those norms, beliefs, and codes of conduct of the society as embodied 

in normative and cognitive pillars (North, 2005; Orr and Scott, 2008; Scott, 2008). They are 

profoundly influenced by national culture, which Hofstede (1980: 7) defined as “the collective 

programming of the mind which distinguishes the members of one human group from the other.” 

Prior studies used cultural distance between the host country and the home country as a proxy for 
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informal institutions. (Alexander, 2012; Lopez-Duarte and Vidal-Suarez, 2010; Yiu and Makino, 

2002).  Substantial differences in cultural traits such as religion, values, and norms may hinder 

interpersonal interaction (Manev and Stevenson, 2001), causing misunderstandings and 

communication problems between business partners (Boyacigiller, 1990). Cultural distance also 

impede firm’s decision making process (Boyacigiller, 1990), and increase the difficulties for firms 

to identify and interpret incoming signals, leading to potential losses due to misperceiving market 

signals such as customer preferences or competitors' strategic moves  (Eriksson et al. 2000;  Sousa 

and Bradley, 2006).  

Prior studies found that significant cultural distance is likely to reduce the learning performance 

of MNEs in the unfamiliar host environment, as a result, learning becomes difficult and is likely to 

take longer (Petersen, Pedersen & Lyles, 2008).  As Gaur and Lu (2007) pointed out that the 

unfamiliarity with new host environments places MNEs in competitive disadvantage and adds 

additional costs of doing business abroad (Eden & Miller, 2004; Mezias, 2002). These costs can be 

classified into unfamiliarity hazards and relational hazards, the former arises from lack of 

knowledge of the host environment (Caves, 1971) and the latter occurs in managing relationships at 

a distance, including costs of monitoring, dispute settlement, opportunistic behavior of local 

partners, and lack of trust in unknown partners (Buckley & Casson, 1998).  Thus we propose: 

 

Hypothesis 2:  The higher the cultural distance, the worse performance of foreign subsidiaries. 

 

Even though MNEs encounter additional costs of operating in institutionally distant host 

country, ownership strategy has been identified as an effective tool to leverage MNE’s firm-
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specific advantages and to mitigate the costs aroused from foreignness of host institutions.  We 

argue that ownership strategy moderates the relationship between host country institutional 

environments and foreign subsidiary performance. Prior studies suggest that ownership is used by 

MNEs as a critical organization control mechanism and enables the MNEs to assure the affiliates 

implement and attain the parent global business objectives (Beamish and Inpen, 1998; Harzing, 

2001) and to guard against the relational hazards and opportunistic behavior of partners in 

unknown environments (Makino & Delios, 1996).   

If the formal institutions in host country are highly developed, wholly-owned subsidiary or 

higher ownership position is more likely be chosen as market entry strategy. The effective control 

and monitoring will facilitate the transfer of technology know-how and management expertise to 

foreign subsidiaries. These knowledge is mostly of the tacit nature and constitutes the source of 

competitive advantages in host country market to enhance subsidiary performance (Bonache and 

Brewster 2001).  

The higher ownership share preferred by MNEs in matured formal institutions in host country 

also facilitates the building of a top management team, consisting primarily home country 

managers who have long been associated with parent and are familiar with parent firm’s resources 

and procedures, and who can best serve as the bridge for communication between headquarter and 

subsidiaries, thus helping subsidiaries to get access to parent resources to achieve better 

performance.  Thus, the larger ownership share of parent firm strengthens the performance impact 

of formal institutions on foreign subsidiaries. We propose: 

 

Hypothesis 3:  The ownership of foreign subsidiary has positive moderating impact on the 

relationship between formal institution and subsidiary performance.  
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In host countries where substantial cultural distance exists, MNEs may, by adapting their 

market entry strategy, alleviate unfamiliarity hazards and relational hazards with the help of local 

partners who possess superior local knowledge and local connections with suppliers, distributers, 

government agents, and various stakeholders (Makino & Delios, 1996). In such context, an 

international joint venture is preferred over a wholly-owned subsidiary.  

Large cultural distance between home and host countries arisen from different norms, beliefs, 

and codes of conduct of the society affecting people’s behaviors in subtle ways. It is likely to 

become severe hindrances in understanding the aspirations of each partner, transferring parent 

organizational routines to subsidiaries, efficient managing conflicts between partners, and adapting 

to local environment (Kostova, 1999; Xu & Shenkar, 2002). It is critical to find an appropriate 

business partner and utilize the advantages of its local knowledge. Meanwhile, it is also 

indispensible to adopt proper ownership and governance structure to maintain effective control and 

influence over joint venture to prevent partner’s potential opportunist behaviors and ensure the 

achievement of parent objectives (Anderson & Gatignon, 1986; Gomes-Casseres, 1990; Killing, 

1983).  Thus, the larger ownership share of foreign subsidiary mitigates the negative performance 

impact of informal institutions on subsidiaries.   

 

Hypothesis 4:  The ownership of foreign subsidiary mitigates the relationship between cultural 

distance and subsidiary performance. 
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METHOD 

Sample and data collection 

To test hypotheses, this study used the dataset of Japanese listed firms, including both 

manufacturers and non-manufacturers. Japanese firms are one of important players of foreign direct 

investments (FDI) in the world (Fang, Jiang, Makino, and Beamish, 2010). The dataset included 

Japanese firms’ FDI in 40 countries. The dispersion of target countries indicates that the dataset 

contains a wide range of host countries in terms of formal and informal institutions. In the dataset, 

52.8% of subsidiaries were wholly owned, the rest of which were joint ventures. This indicates that 

the dataset is not biased toward either wholly owned subsidiaries or joint ventures.  

The primary data source for this study was a CD-ROM version of the Overseas Japanese 

Companies Data (Kaigai Shinshutsu Kigyo Soran, in Japanese) compiled by Toyo Keizai 

Shimposha. The Overseas Japanese Companies Data is an often-used dataset in the area of 

international business, indicating reliability of the dataset (Arregle, Miller, Hitt, and Beamish, 

2013; Kim, Lu, and Rhee, 2012). This study used the 1999, 2001, 2003, 2005, and 2007 editions to 

develop the initial dataset. The observation period was from year 1999 to 2007. This observation 

period avoids the influences of economic turbulence that occurred in 1997 and 2008. To eliminate 

cases where Japanese firms invest in foreign firms as a portfolio investment, the sample included 

subsidiaries in which a Japanese firm owns more than 20% of ownership. The data at the foreign 

subsidiary level were primarily collected from the Overseas Japanese Companies Data, while the 

data at the parent firm level were primarily collected from the Nikkei NEEDS database compiled by 
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Nihon Keizai Shimbun. Removal of missing data in variables produced the final sample, which 

consisted of 9,160 observations.  

 

Measures 

The dependent variable of this study is the performance of foreign subsidiaries owned by 

Japanese firms. Because of the limited availability of the data on the financial performance of 

foreign subsidiaries, productivity of foreign subsidiaries was used as a proxy for subsidiary 

performance (Gaur, Delios, and Singh, 2007; Gong, 2003). The productivity of foreign subsidiaries 

was measured by foreign subsidiary sales divided by a count of subsidiary employees. The scores 

were log-transformed to include in analysis. By using productivity as a proxy, difference in 

performance derived from subsidiary size was controlled.  

The primary predictors of this study are formal institutions and cultural distance. Formal 

institutions are exemplified by laws and rules that constrain actions of firms (North, 2005). To 

operationalize the degree of the development of formal institution in the host country, this study 

used the World Bank governance indicators (Kaufmann, Kraay, and Mastruzzi, 2009). Five of the 

six dimensions were included in the governance indicators: political stability and absence of 

violence, government effectiveness, regulatory quality, rule of law, and control of corruption. These 

five dimensions capture legal and political aspects of formal institutions. The sixth dimension, 

voice and accountability, was dropped because this dimension relates to citizens’ participation in 

politics and freedom of expression rather than constraints on firms’ actions (Kaufmann et al., 2009). 

The mean  scores of the five dimensions were used as a proxy for the degree of the development of 
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formal institutions in the host country. This variable was incorporated into analysis with one year 

lag. 

Cultural distance are exemplified by norms, beliefs, and codes of conduct of the society (North, 

2005; Orr and Scott, 2008; Scott, 2008). Norms, values, and beliefs are profoundly associated with 

the culture of the country (Clark and Lengnick-Hall, 2012; Peng, Wang, and Jiang, 2008). Previous 

studies operationalized informal institutions by using cultural dimensions (Alexander, 2012; 

Lopez-Duarte and Vidal-Suarez, 2010; Yiu and Makino, 2002). This study followed Kogut and 

Singh’s (1988) approach, which used the scores of four cultural dimensions developed by Hofstede 

(2001). 

The moderator of this study is market entry strategy. The market entry strategy of MNCs was 

operationalized as percentage of ownership stake in a subsidiary owned by a Japanese parent firm. 

The scores were log-transformed to include in analysis. Subsidiaries often have more than one 

Japanese parent firm. This variable reflects ownership stake owned by only a primary parent firm 

that has the largest ownership stake among Japanese firms participating in the focal subsidiary. 

In addition to these variables, several control variables were incorporated into analysis. As a 

control variable at a subsidiary level, size of a subsidiary was included because larger subsidiaries 

may have more organizational slack (Sui and Baum, 2014). The size of a subsidiary was 

operationalized as relative size to a parent firm, which was calculated as a count of subsidiary 

employees divided by a count of the parent firm’s employees. As control variables at parent firm 

level, business experience in the host country, research and development (R&D) intensity, and 

performance of a parent firm were included. Business experience may deepen an understanding of 



12 
 

local business environments and provide new knowledge that helps a subsidiary compete with local 

rivals (Delios and Beamish, 2001; Paik and Ando, 2011). The parent firm’s business experience in 

the host country was operationalized as cumulative experience. Years since establishment were 

counted for each subsidiary. Then, the sum of subsidiary age of all subsidiaries in the host country 

owned by the parent firm was calculated. The scores were log-transformed to include in analysis. 

The extensiveness of R&D activities may indicate the level of intangible assets developed and 

accumulated by the parent firm, which are transferred to subsidiaries and become a source of their 

competitiveness (Chang, Chung, and Moon, 2013; Zhang, Li, Hitt, and Cui, 2007). R&D intensity 

was operationalized as R&D expenditure divided by total sales of the parent firm. Parent firms 

showing higher performance may possess proprietary assets, which can be a source of 

competitiveness in the host country (Chang et al., 2013; Dunning, 2000). The performance of the 

parent firm was measured by operating income divided by total sales of the parent firm. As a 

control variable at a host country level, GDP growth rate was included. By incorporating GDP 

growth of host countries, difference in the performance of subsidiaries derived from economic 

conditions of a host country is controlled. Further, to control for industry-specific effects, five 

industry dummies were included. Finally, to control for observation year-specific effects, four year 

dummies were included. 

 

Model specification 

This study conducted instrumental variables regressions employing two-stage least squares 

estimation. When a variable that is endogenously determined is included as an exogenous variable 
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in regressions, analysis is subject to inconsistent coefficient estimation (Wooldridge, 2010). The 

ownership stake owned by a parent firm is decided by managers, taking several factors into 

consideration (Brouthers, Brouthers, Werner, 2008; Chung and Beamish, 2010; Li and Li, 2010; 

Yiu and Makino, 2002). This implies that ownership in a subsidiary owned by a parent firm is 

endogenously determined rather than exogenously given. By using instrumental variables 

regression, this study takes the endogeneity of the moderator (i.e., ownership strategy) into 

consideration (Wooldridge, 2010). Simply put, the model is written as follows: 

yi = xꞌ1iβ1 + xꞌ2iβ2+ ui  (1) 

x1ki = zꞌi π1k + xꞌ2iπ2k + vki  (2) 

where yi is the dependent variable for ith observation, xꞌ1i represents a vector of endogenous 

regressors, xꞌ2i represents a vector of exogenous regressors, zꞌi represents a vector of instrumental 

variables, x1ki is kth element of xꞌ1i, and ui and vki are error terms. The fitted value of x1ki is obtained 

in the first stage and using the result of the first stage estimation, the second stage estimates the 

effect of the endogenous predictor (Wooldridge, 2010).  

As an instrumental variable, this study included a count of Japanese firms that invest in a focal 

subsidiary. The sample of this study includes both wholly owned subsidiaries and joint ventures. 

Typically, international joint ventures are established by a foreign parent and a local firm. However, 

a joint venture is often set up by more than two firms. How many Japanese firms participate in a 

focal subsidiary may affect ownership stake owned by a primary Japanese parent firm. For example, 

when a primary Japanese parent firm established a subsidiary with two other Japanese firms (in this 

case, a count of Japanese firms that invest in a focal subsidiary is three), the primary Japanese 
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parent’s ownership in the subsidiary is likely to decrease. As such, the instrumental variable in this 

study was a count variable of Japanese firms that invested in the focal subsidiary.  

 

RESULTS 

------------------------------------- 

Table 1 inserted about here 

------------------------------------- 

Table 1 presents the descriptive statistics and correlation matrix of dependent and independent 

variables. For subsidiaries in the dataset, the mean of subsidiary age was 13.8 years and the mean 

of subsidiary employees was 273.1. On average, a parent firm owned 79.2% of ownership stake in 

a subsidiary and 52.8% of subsidiaries were wholly owned subsidiaries. Correlation coefficients 

showed in Table 1 were relatively low overall. It appears that multicollinearity is not a serious 

concern.  

------------------------------------- 

Table 2 inserted about here 

------------------------------------- 

Table 2 reports the results of instrumental variables regressions. Model 1 in Table 2 included 

the primary predictors, moderator, and control variables. Model 1 in Table 2 demonstrates that the 

degree of the development of formal institution is positively and significantly associated with 

subsidiary performance (b= 1.059, p<.001). This lends support to H1. Model 1 also shows that 

informal institution (i.e., cultural distance) is negatively and significantly associated with subsidiary 
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performance (b= -0.146, p<.001), supporting H2. Because this study used one instrumental variable, 

overidentification is not a concern. The main effect of the moderator, i.e., ownership stake owned 

by a parent firm in a subsidiary, was positive and significant (b= 0.484, p<.001). Ownership of a 

Japanese parent firm was considered an endogenous variable. When it is in fact an exogenous 

variable, an OLS estimator is more efficient (Cameron and Trivedi, 2010; Wooldridge, 2010). 

Endogeneity of the instrumented variable was tested by Wu-Hausman and Durbin tests (Cameron 

and Trivedi, 2010; Wooldridge, 2010). Both tests rejected the null hypothesis that a variable treated 

as endogenous in the model is exogenous (Wu-Hausman F = 6.809, p<.01; Durbin χ
2 

= 6.818, 

p<.01).  

Hypotheses 3 and 4 were tested in separate models. Model 2 in Table 2 tests H3. Model 2 

demonstrates that the interaction of formal institution and ownership stake owned by a parent firm 

was positive and significant (b= 0.335, p<.01; Wu-Hausman F = 3.866, p<.05; Durbin χ
2 
= 7.744, 

p<.05). This supports H3 that predicted that ownership stake owned by a parent firm positively 

moderates the relationship between the degree of the development of formal institution and 

subsidiary performance. Figure 1 presents a graphical depiction of the results for the interaction of 

formal institution with ownership stake owned by a parent firm. High ownership represents the 

mean + one standard deviation while low ownership represents the mean - one standard deviation. 

H4 was tested by Model 3 in Table 2. As shown in Model 3, the interaction of informal institution 

and ownership stake owned by a parent firm did not reach significance (Wu-Hausman F = 3.117, 

p<.05; Durbin χ
2 
= 6.245, p<.05). Thus, H4 was not supported by the dataset. 

 



16 
 

This study took the endogeneity of the ownership structure of a foreign subsidiary into 

consideration when estimating its effect on the performance of foreign subsidiaries. Previous 

studies have found an array of factors that affect the ownership structure of a subsidiary (Brouthers 

et al., 2008; Chung and Beamish, 2010; Li and Li, 2010; Yiu and Makino, 2002). Managers of 

MNCs decide optimal ownership structure for a subsidiary by considering various factors. This 

suggests that ownership strategy is not exogenously given but endogenously determined. Most 

previous studies have treated ownership strategy as an exogenous variable when incorporating it 

into analysis (Chen, Li, Shapiro, and Zhang, 2014; Gaur and Lu, 2007; Konopaskea, Werner, 

Neupert, 2002; Tan, 2009; Tihanyi, Griffith, and Russell, 2005). It is possible that most previous 

studies that have not accounted for the endogeneity of ownership strategy have yielded biased 

coefficient estimates (Hamilton and Nickerson, 2003; Wooldridge, 2010). This study attempted to 

overcome this limitation of previous studies by using instrumental variables regressions. After 

controlling for the endogeneity of ownership strategy, the analysis found that larger ownership 

stake in a subsidiary owned by a Japanese parent firm improves subsidiary performance and it 

positively moderates the relationship between the development of formal institution and subsidiary 

performance. 

 

DISCUSSION AND CONCLUSION 

 

This study investigated the moderating effect of market entry strategy on the relationship 

between the host country institutions and subsidiary performance. Our results suggest that the 

better developed formal institutions in the host country are associated with higher performance of 
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foreign subsidiaries, while the cultural distance between the host and home countries is negatively 

associated with subsidiary performance. The market entry strategy has a positive and significant 

moderating effect, which significantly strengthens the performance impact of formal institutions on 

foreign subsidiaries.   

Our results are consistent with recent studies on institutions and subsidiary performance. In 

their study of Japanese overseas investment in 25 countries, Dhanaraj and Beamish (2009) 

suggested  that sociopolitical institutions in host country have a strong influence on the mortality of 

overseas subsidiaries. Guar and Lu (2007) also found the article finds important main effects of 

ownership, institutional distance, and host country experience on subsidiary survival. 

Hutzschenreuter et al. (2014) provided crucial insight about how psychic distance stimuli 

negatively affect MNE performance during international expansion.   

More importantly, the positive moderating effect of ownership in the performance impact of 

formal institutions in host countries has important empirical implications for MNE managers. In 

host countries where formal institutions are well-developed, such as the presence of regulations 

favorable to FDI and rule of law, and a stable regime with efficient and uncorrupted government, 

MNEs can pursue the market entry strategy that best exploit the location-specific advantages 

embedded in host country institutional and resource environment. Whereas in emerging economies 

with institution-void, MNEs can adapt their market entry strategy to best reduce uncertainty and 

alleviate political hazards and unfamiliarity hazards arisen from adverse host environments. 

However, the results of our study were unable to find significant moderating effect of 

ownership strategy on the relationship between cultural distance and subsidiary performance. The 
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insignificant performance impact of interaction between ownership strategy and cultural distance 

stimulus may be explained as follows. On one hand, in cases of large cultural distances, MNEs can 

rely on local joint venture partner to reduce the uncertainty operating in host country and alleviate 

the costs of unfamiliarity hazards and relational hazards. There are prior studies which emphasized 

that in unknown environments, firms would need the support of local players to guide them through 

(Xu et al., 2004; Xu & Shenkar, 2002). On the other hand, with large cultural distance, it can very 

difficult and costly in search for suitable and trustworthy local business partner. In addition, in the 

process of managing joint venture, it is necessary for MNEs to maintain close and continuous 

monitoring to guard against opportunism of local partner (Gomes-Casseres, 1990). Considering the 

benefits and costs of local partner in the unfamiliar host environments, the net impact on subsidiary 

performance may be blurred, leading to the insignificant moderating effect in Hypothesis 4.  

This study is subject to limitations. The sample used in this study consisted solely of FDI 

conducted by Japanese firms. This research design limits the generalizability of this study’s 

findings to MNCs originating from other countries. In addition, because of unavailability of data, 

this study used productivity as a proxy for the performance of foreign subsidiaries. This measure 

may control for variation of subsidiary performance derived from size of subsidiaries; however, 

productivity captures limited aspects of subsidiary performance. Future studies may use other 

measures of subsidiary performance if data is available. This study used the World Bank 

governance indicators developed by Kaufmann et al. (2009) as a proxy for the degree of the 

development of formal institution and did cultural distance score developed by Kogut and Singh 

(1988) based on Hofstede (2001) as a proxy for informal institution. These proxies may capture as 
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least a certain aspect of formal and informal institutions. In previous studies, formal institutions and 

cultural distance have been operationalized in various ways (Chan, Isobe, and Makino, 2008; Gaur 

and Lu, 2007; Xu, Pan, and Beamish, 2004). Future studies may attempt to develop a more 

sophisticated way of operationalizing formal institution and cultural distance. Finally, this study 

incorporated one moderator for the relationship between institutional variables and subsidiary 

performance. Future studies may examine another potential moderator to advance an understanding 

of the effect of institutions on the performance of MNCs in a host country. 
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Table 1. Descriptive statistics and correlation coefficients 

 

 

Note: Correlations equal or greater than |0.021| are significant at p<0.05.  

 

  

Variables Mean S.D. 1 2 3 4 5 6 7 8 9

1 Subsidiary performance 5.191 1.841 1.000

2 Formal institution 0.683 0.888 0.591 1.000

3 Informal institution 2.818 0.949 0.024 0.205 1.000

4 Ownership strategy 4.300 0.411 0.266 0.382 0.021 1.000

5 Subsidiary size 0.062 0.472 -0.098 -0.056 0.009 -0.025 1.000

6 Business experience in the host country 2.965 0.944 0.134 0.079 -0.010 -0.087 -0.025 1.000

7 R&D intensity 0.028 0.026 0.098 0.084 -0.048 0.096 -0.019 0.048 1.000

8 Parent firm performance 0.047 0.049 0.034 0.053 -0.025 0.084 0.039 -0.097 0.122 1.000

9 GDP growth 0.478 0.500 -0.224 -0.274 0.169 -0.146 0.015 -0.012 -0.065 -0.065 1.000

10 count of Japanese firms 1.411 0.930 -0.157 -0.207 0.028 -0.372 0.026 0.029 -0.079 -0.065 0.031

11 Industry dummy 1 0.080 0.272 -0.040 -0.094 0.038 -0.096 0.013 0.003 0.078 0.085 0.080

12 Industry dummy 2 0.057 0.232 -0.113 -0.071 -0.014 -0.018 0.007 -0.031 -0.011 0.021 0.049

13 Industry dummy 3 0.112 0.315 -0.180 -0.128 0.006 0.002 0.049 0.043 0.136 -0.022 0.087

14 Industry dummy 4 0.097 0.296 -0.132 -0.135 -0.066 -0.105 0.010 -0.101 -0.024 -0.016 -0.003

15 Industry dummy 5 0.007 0.082 0.115 0.074 0.030 0.032 -0.004 0.077 -0.009 -0.014 -0.023

16 Year dummy 1 0.220 0.414 -0.025 0.053 0.016 -0.061 -0.016 0.015 -0.029 -0.079 0.053

17 Year dummy 2 0.213 0.410 -0.032 0.000 0.016 0.003 -0.006 -0.019 0.038 -0.194 0.045

18 Year dummy 3 0.223 0.416 0.020 -0.025 -0.012 0.041 -0.001 0.025 -0.018 0.042 0.154

19 Year dummy 4 0.239 0.426 0.037 -0.071 -0.038 0.048 0.030 0.034 -0.042 0.159 -0.072

Variables 10 11 12 13 14 15 16 17 18 19

1 Subsidiary performance

2 Formal institution

3 Informal institution

4 Ownership strategy

5 Subsidiary size

6 Business experience in the host country

7 R&D intensity

8 Parent firm performance

9 GDP growth

10 count of Japanese firms 1.000

11 Industry dummy 1 0.036 1.000

12 Industry dummy 2 -0.036 -0.073 1.000

13 Industry dummy 3 -0.033 -0.105 -0.087 1.000

14 Industry dummy 4 0.090 -0.097 -0.081 -0.116 1.000

15 Industry dummy 5 -0.019 -0.024 -0.020 -0.029 -0.027 1.000

16 Year dummy 1 0.032 -0.051 -0.015 0.009 -0.009 0.037 1.000

17 Year dummy 2 0.006 0.021 -0.004 0.012 -0.013 -0.007 -0.277 1.000

18 Year dummy 3 -0.020 0.009 0.003 0.000 -0.011 -0.006 -0.285 -0.279 1.000

19 Year dummy 4 -0.038 0.035 0.012 -0.001 0.038 -0.031 -0.298 -0.291 -0.300 1.000
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Table 2. Results of instrumental variables regressions 

 

Note: *** p<.001; ** p<.01; * p<.05 

 

  

Model 1 Model 2 Model 3

Dependent variable: Dependent variable: Dependent variable: 

Subsidiary performance Subsidiary performance Subsidiary performance

Coef. S.E. Coef. S.E. Coef. S.E.

Formal institution 1.059 *** 0.030 -0.389  0.527 1.060 *** 0.030

Informal institution -0.146 *** 0.017 -0.151 *** 0.017 -0.482  0.465

Ownership strategy 0.484 *** 0.133 0.332 * 0.155 0.254  0.332

Formal institution×Ownership strategy 0.335 ** 0.123

Informal institution×Ownership strategy 0.076  0.106

Subsidiary size -0.217 *** 0.032 -0.216 *** 0.031 -0.217 *** 0.032

Business experience in the host country 0.159 *** 0.018 0.157 *** 0.018 0.159 *** 0.018

R&D intensity 4.174 *** 0.612 4.122 *** 0.610 4.166 *** 0.612

Parent firm performance -0.715 * 0.322 -0.748 * 0.321 -0.706 * 0.322

GDP growth -0.139 *** 0.034 -0.139 *** 0.034 -0.147 *** 0.035

Industry dummy 1 -0.059  0.059 -0.049  0.058 -0.064  0.059

Industry dummy 2 -0.702 *** 0.065 -0.687 *** 0.065 -0.706 *** 0.065

Industry dummy 3 -0.792 *** 0.050 -0.767 *** 0.051 -0.795 *** 0.050

Industry dummy 4 -0.444 *** 0.054 -0.421 *** 0.054 -0.451 *** 0.054

Industry dummy 5 1.442 *** 0.182 1.430 *** 0.182 1.439 *** 0.182

Year dummy 1 0.036  0.058 0.038  0.058 0.038  0.058

Year dummy 2 0.083  0.060 0.081  0.060 0.088  0.060

Year dummy 3 0.315 *** 0.062 0.319 *** 0.062 0.321 *** 0.062

Year dummy 4 0.439 *** 0.061 0.450 *** 0.061 0.444 *** 0.061

Constant 2.285 *** 0.576 2.912 *** 0.665 3.299 * 1.459

Chi squared 6373.896 *** 6414.554 *** 6381.983 ***
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Figure 1. Interaction between formal institution and ownership strategy 

 

Note: High ownership represents the mean + one standard deviation and low ownership represents 

the mean - one standard deviation.  
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