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1 ABSTRACT

We examine the drivers behind the establishment mode choice of German multinational
enterprises (MNEs) in the sectors of Automotive, Chemicals and Mechanical Engineering
in Brazil for the years 1993-2013 using a novel sample of primary data obtained directly
from German MNEs. Based on prevalent theories found in the literature, we test the most
common hypotheses on our sample. Firms with high R&D activities and firms with prior
market knowledge in Brazil in from of previous sales offices are more likely to enter Brazil
by a Greenfield investment. We also show that it is the specific private ownership of the
German so-called hidden champions that drive those specific SMEs to enter Brazil by
Greenfield, a sneaking suspicion that has been made before. Finally, we show that the
establishment mode choice between Brazil and the USA only deviates to a low extent, with
German MNEs preferring to enter Brazil by Greenfield and the USA by M&A. Thereby,

we provide valuable insights for future research in this field.

Keywords: Establishment mode choice, Brazil, hidden champions



2 INTRODUCTION

Multinational enterprises (MNEs) wanting to internationalize can enter foreign countries in
a wide range of different modes with each one implying different strategic rationales, which
is why it is a commonly discussed topic in the scientific literature. Apart from contractual
modes like, for example, licensing and direct exports, these modes generally vary between
investment modes (greenfield (GF), merging with or acquiring an existing firm (M&A))
and ownership modes, where firms decide whether to enter via a wholly owned subsidiary
(WOS, full ownership) or a joint venture (JV, partial ownership).'

This paper will deal with the choice of the so-called establishment mode that is the
decision to enter the foreign country via a Greenfield vs. M&A, hence belonging to the
study area of the investment modes.” This topic has also been widely discussed in the
literature so far, however, according to Slangen & Hennart (2007), with inconsistent
findings, which is partly due to the research design employed. Most scholars either test
their hypotheses on firms from various home countries, from firms entering in various host
countries or both. This approach may be biased in various forms as, for example, the
MNE’s national origin can play a role or the difficulty to finely measure the impact of
government restrictions on the establishment choice’ (Gomes-Casseres, 1990). This paper
will hence try to avoid most of these drawbacks of multiple home/host-countries by

primarily focusing on the establishment mode choice of German MNES in Brazil.

' For more details please see Hebous and Ruf (2010) and Brouthers and Hennart (2007).
? Establishment mode choice is a specification of entry mode, which is why both terms will be used in this study.
? Cultural distance might also play a role (Tihany, Griffith & Russel (2005)).



The paper will be organized as follows: In a first step, the drivers behind the
establishment mode choice of German companies in Brazil on the basis of some of the most
common hypotheses found in literature will be analyzed. In a second step, the sample will
be restricted to only those German firms that entered Brazil and the US in the same period
in order to assess potential deviation in the drivers behind the establishment mode choice.
The focus then shall be on trying to analyze potential drivers behind the deviation in the
establishment mode choice.

A final remark is worthwhile making. In contrast to many other studies in this field,
the analysis in this paper is based on primary data obtained from mainly private companies,
belonging to the so-called German Mittelstand and introduced as “Hidden Champions” in
the literature (Simon, 1990). This fact will also play an important role when analyzing the

drivers behind the establishment choice mode.

3 LITERATURE REVIEW

The studies of international entry modes state one of the most popular studies in the field of
international management (Canabal & White I1I, 2008). Some of the earliest scholars in this
field started by arguing that MNEs face the important strategic decision of whether the
involvement in a foreign country should be increased or not (the so-called Uppsala Model
(Johnson & Vahlne, 1977)), i.e. if accumulated market knowledge in form of exports

gradually leads to a market entry (exporting vs. FDI).



For many years, the entry mode was then seen as an unilateral choice made by the
MNE based on the trade-off between the degree of risk-averseness and the preference of
control in the foreign subsidiary (Anderson & Gatignon, 1986). These theories argue that a
firm in order to succeed in a foreign market needs to combine two kinds of assets, i.e. firm-
specific advantages and country-specific advantages such as, for example, the availability
of inexpensive labor. However, Hennart (2009) argued that this rationale is based on the
assumption that those assets are freely accessible to the MNEs, which in many cases may
not be true. In fact, Sheng & Pimenta (2012) showed, when analyzing the drivers behind
the market entry of US-based MNEs in Brazil, that the local market characteristics have a
significant impact on the entry mode.

Most of the entry mode literature has treated US- and Japanese based MNEs with
entries in multiple host countries, which were also mainly listed companies publishing
public annual reports. Regarding empirical studies focusing emerging markets, many
studies have put their focus on those countries belonging to the transitioning economies of
Central and Eastern Europe (Witteloostuijn & Dikova, 2004; Meyer, 2001; Nakos &
Brouthers, 2002). Also, these studies’ samples are mainly comprised of data from public
MNESs with the exception of Nakos & Brouthers who focuses on SMEs. In general studies
with an emphasis on SMEs are still quite scarce in the literature. Apart from Nakos &
Brouthers, known examples include, for example, Musso & Francioni (2009) who
qualitatively investigated the entry mode decision making of Italian MNEs as well as
Osborne (1996) who based his analysis on a sample of SMEs from New Zealand. Both
studies, however, do not focus on the establishment mode choice as of GF vs. M&A but on

the entry mode choice in from of equity vs. non-equity models (WSO vs. JV).



Until today, only a few empirical studies of German MNEs are known. In one of the
more recent ones, Hebous & Ruf (2010) examine the drivers behind the entry mode of
German MNEs with a data set provided by the Bundesbank, which however only includes
observations for the years 2005-2007 without focusing on any particular host country.
Regarding Brazil as the sole host country, only a few studies are known (Sheng & Pimenta,
2012; Ogasavara & Hoshino, 2007). In the recent past it has rather been the case that entry
mode decision from MNEs based in Brazil have been analyzed than the other way around
(Sousa & Lengler, 2010; Carvalho, Costa & Duysters 2009; Aulakh, Rotate & Teegen,
2000).

Although in 2012 Germany was the 4™ biggest foreign direct investor in Brazil with
an estimated total of USD 3bn (E&Y, 2012), little is known about the drivers behind the
establishment choice mode of German MNEs in Brazil. This is quite surprising as Germany
has traditionally strong ties with the Brazilian economy® with 2013/2014 marking the
German-Brazilian year. Therefore, this study aims to provide some fundamental insights

into the investing behavior of German MNEs in Brazil.

4 SAMPLE DESCRIPTION

The first part of the analysis is based on the establishment choices of German firms in

Brazil for the years 1993 to 2013.° The reason to use this time frame is based on two

4 Siemens, in 1896, was the first German MNE to invest in Brazil.

5 In a former version, the sample also included the years 1990-1993. However, no German company in the sample at hand
entered Brazil in those years, which might support the hypothesis that the liberalization of the Brazilian economy had not made
an impact on the establishment of German MNEs until 1993.



historic events. On the one hand, Germany was reunified in 1990, leading to a potential bias
when considering greater time frames. On the other hand, in the early 1990s, Brazil
underwent some significant changes in its business policy with respect to trade
liberalization (Moreira & Correa, 1998). Hence again, a larger time frame might induce
some bias to the sample.

The second part will be based on German companies that entered both Brazil and
the USA in the same time period, namely 1993 to 2013. Following this line, we are able to
compare the establishment mode choice of German companies having entered one of the
places where it is the hardest to do business (Brazil, Doing Business rank 116 (World Bank,
2013°%) and one of the easiest (USA, Doing Business rank 4) and in case of deviating
establishment mode choices, try to detect the drivers that might lead to the deviation.

Market entry in this study is defined as having a production facility in the country,
i.e. a serious commitment like, for example, in form a built factory in the case of a
Greenfield investment. As a consequence, not all industrial sectors were included, but only
the following three belonging to the sector of (industrial) manufacturing: Automotive
(especially the suppliers), Chemicals and Mechanical Engineering. The reason for that is
twofold: First, these three sectors are some of the most active sectors of the German
economy and second, in these sectors an establishment can be clearly defined as having a
production facility which in case of, for example, the service industry would me more

difficult.

% The rank depends on 10 equally weighted indicators, with some the highest deltas between Brazil and US reevant for this paper being:
starting a business (delta Brazil-USA 103), dealing with construction permits (96), getting credit (106) and enforcing contracts (110).



It is important to note that this study is almost entirely based on primary data. This
is so because no available data of German companies with respect to their
internationalization processes publicly exist. The data was collected from various sources.
Regarding the small parts of secondary data, the Brazilian National Network of Investment
Information (RENAI) was used as it provides information about green- and brownfield
investments in Brazil — however only for the years 2004-2010. The respective German
firms were checked in order to assess whether the by RENAI reported Greenfield
investment states the establishment mode choice (as of first establishment in Brazil) or
whether the firm had entered Brazil before, i.e. via an acquisition of an existing firm. Also,
some of the most prevalent M&A databases were screened for German firms having bought
Brazilian and U.S. companies. Again, the respective acquisitions were tested on their
correctness by stating the primary establishment mode choice in Brazil and the USA. At
last, the respective German associations and their membership lists were inquired in order
to find more firms having established themselves in the USA and/or Brazil between 1993
and 2013.

The great extent of privately owned firms’ in the sample, which, depending on their
size in terms of employees and total assets, are not obliged to publish any data except a
reduced version of their balance sheet, made a direct contact necessary in order to obtain
the data required for the analysis later on. Sufficient response came only from those
companies that entered Brazil or both Brazil and the USA, but not from those companies

that only established themselves in the USA. As a consequence, an analysis was only

7 Called Gemeinschaft mit beschrinkter Haftung (GmbH).



possible then on the establishment mode of German firms in Brazil and German companies
that entered both markets in the given period.®

In total we were able to track the establishment choices of 53 German firms in
Brazil operating in one of the three mentioned sectors Automotive, Chemicals and
Mechanical Engineering 1 as well as 37 firms that entered both markets, Brazil and the
USA. A histogram of the market entry is shown in Table 1 and an overview of the

distribution with respect to the industrial sector in Table 2.

Table 1: Yearly distribution and type of market entry in Brazil (1993-2013)
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# Also none of the MNEs in the sample were backed by private equity investors as this could lead to a bias (see Sheng & Pimenta, 2012).
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Table 2: Distribution of Industries of German MNEs entering Brazil (1993-2013)
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Source: Own Elaboration

5 METHODOLOGY

5.1 Dependent Variable
The dependent variable used in this paper is a dichotomous variable that takes two values,

1.e. 0 if Greenfield was the establishment mode choice taken and 1 if it was M&A.

5.2 Independent Variables
With reference to the empirical literature on establishment mode choices, the independent
variables, which will be used to test the hypotheses on the sample of German firms entering

Brazil and/or the USA between 1993 and 2013, will be presented according to their
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respective theory’s origin. These are: transaction cost theory, M&A theory’, organizational

learning perspective and hidden champions theory.

5.2.1 Transaction Cost Theory

Transaction cost theory states the most widely theory used in entry and establishment mode
choice literature with appearance in 48 studies between 1980 and 2006 (Canabal & White
III, 2008). Despite the existence of various versions, in the context of establishment mode
choice research, the degree of efficiency of obtaining certain inputs is an important element
when considering a certain establishment mode choice. Because of the lack of this
efficiency, MNEs are often forced to internalize the costs associated with the required
inputs (Slangen & Hennart, 2007). Due to acquisition premiums, which particularly are
likely to arise in cross-country acquisitions and which come from the fact that the potential
buyer may not be able to fully assess the fair value (Arrow, 1962), some inputs may be tacit
to a great extent.

This chain of thought has been transferred to distinguishing the market entry choice
between Joint Ventures (JV) and and wholly-owned subsidiaries (WOS) as well as
establishment mode choices, which is the scope of this paper. In this context, the theory
predicts that the establishment mode is chosen, which has the lower costs associated with
obtaining the required inputs.

A common and often very tacit input is firm-embedded technological knowledge,
which in many cases is the root of a sustained success and an input that is very costly to

obtain on the markets (Poppo & Zenger, 1997). MNEs that don’t possess theses skills, may

0 . . . .
Also sometimes referred to as information economics
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be impelled to acquire these externally via (international) acquisitions since internal
development mechanisms may be much more extensive with respect to time and cost
(Wernerfelt, 1984). MNEs that have developed sufficient technological knowledge
however, will find it more efficient to transfer their knowledge via Greenfield investments
allowing them to implement their own production facilities (Andersson & Svensson, 1994).
H1: Ceteris paribus, the higher the investments into R&D, the more likely MNEs enter
by Greenfield

Since most of the MNEs in the obtained sample are not publicly listed, they are not
obliged to publish any data revealing their expenses for R&D. As a proxy, the total number
of registered patents divided by the sales of the year of the market entry was used.
Although not a common approach, it entails some advantages, as total patents is a output-
based measure whereas R&D expense states an input variable'”.

Another tacit assets is the knowledge of how to successfully operate sustainably in
the country, which especially in the case of Brazil is important due to the difficulty to make
business in the country. Consequently, MNEs with low experience in making business in
the host country may be inclined to obtain this necessary skill set via M&A. This poses the
most efficient way, since this Kind knowledge is primarily obtained from experience
(Johnson & Valne, 1997) and hence costly in time.

H2a: Ceteris Paribus, the more experience the MNE has in making business in the host
country, the more likely it will enter by Greenfield.

Since this study is about the establishment choice mode, this hypothesis will be

tested via a dummy variable that shows 1 for the cases the respective MNE had some kind

10 For more on this, see Pandit, Wasley & Zach (2012) and Griliches (1998).
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of a local presence (i.e. a sales office) in the country before. Similarly, we will also
introduce the hypotheses that MNEs already having entered in another Latin American
country will contribute to the tacit knowledge of knowing how to do business. Being active
in other countries in the same geographic and cultural region will allow for, at least
temporarily, transferring management and hence the tacit management of doing business.
Mutinelli and Piscitello (1998) also argued that if a firm has some experience in a
neighboring country, it is reasonable to assume that it will have accumulated some
experience with respect to the political, social and business environment of the latter host
country. Hence the impact of such an experience on the establishment mode choice will
also be tested. A similar rationale applies to having experience in Portugal, since in the case
of already being established in Portugal, management is not subject to the language barrier
and might be closer to the Brazilian business standards seen from a cultural perspective.
Hence, the impact of both will be tested on the establishment mode choice.

H2b: Ceteris paribus, the more experience the MNE has in making business in the same

geographic/cultural region, the more likely it will enter by Greenfield.

5.2.2 M&A Theory

An essential part of M&A theory is information economics that focuses on decision-
making processes when information asymmetries persist (Akerlof, 1970). In the
context of M&A transactions, information asymmetries play a great role since the
seller might be in possession of superior information, which he prefers not to disclose
to the potential bidder. In the field of establishment mode choices, information

asymmetries become especially relevant in cross-border transactions in host
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countries that are far away from the home country and in countries where low
corporate governance standards persist (Rossi & Volpin, 2004; Erel, Liao & Weisbach,
2012). MNEs that have substantial experience in the host market through, for
example, previously opened a sales office, can hence accumulate a better market
knowledge than MNEs that have no experience with the host country whatsoever
(Hennart and Park, 2003). Consequently the management of MNEs with significant
experience is in a better position to correctly evaluate potential takeovers and include
all the country specific peculiarities that may alter the equity valuell. This might then
lead to the detection of potential bargains.

H3: Ceteris paribus, the more experience the MNE has in making business in the host
country, the more likely it will enter by M&A.

H3 will be tested by a dummy variable that takes on 1 in case a sales representative
of the MNE has been operating before the establishment and 0 if not. Please note, that this
contradicts H2, which predict exactly the opposite. However, this is a contradiction that is
commonly found in the literature and that has led to many inconsistencies in previous

empirical studies on that topic (Slangen & Hennart, 2007).

5.2.3 Organizational Learning Perspective

The organizational learning perspective is based on the learning curve concept and states
that with the number of countries the MNEs has already entered, the more it has learned
about entering and establishing itself in foreign markets (Barkema & Vermeulen 1998).

Consequently, acquisitions, which are often the easier market entry mode, are not required

" i.e. they might be able to run a more detailed and accurate scenario analysis
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anymore, as they do not add further value in form of additional capabilities. This is why
MNEs with a lot of international experience are predicted to prefer Greenfield as
establishment mode choice'?.

HA4: Ceteris paribus, the more countries the MNE has entered, the more it will prefer to
enter by Greenfield in the future.

An extension to this hypothesis was made by Cho & Padmanabhan (1999) who
suggest that the more experience the MNE has with a distinctive establishment mode
choice, the more knowledge of how to undertake this market entry has been accumulated
and consequently the higher the probability the MNE will stick to its internationalization
strategy and not alter its establishment mode choice.

H5: Ceteris paribus, the more experience the MNE has with an establishment mode
choice, the more likely it is to use the same mode for future market entries.

If both theories are true (H4 and HS5), consequently a certain threshold must exist
from which onwards the MNE prefers to enter by Greenfield although it has accumulated
more entry mode experience with M&A entry forms. In order to try to further determine
this threshold, the variable of the establishment mode choice intensity is introduced. This is
formed by the ratio of number of previous identical establishment mode choices over the
total numbers of countries the MNE has entered. This way, apart from trying to show

whether such a threshold exists, the level of the threshold may be approximated'’.

"> Barkema and Vermeulen (suggest) that the more diversified the MNE is, the more it will opt for market entries via M&A due to the
change in the organizational strucutre form a M-form to an U form (for more, see also Szulanski (1996).
'* given it shows significance in the regression analysis.
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5.2.4 Institutional Organization Perspective
Based on the existing industrial organization in the host country, several authors in the field
of internationalization strategies have added to the research by analyzing the conditions of
the host country and the impact of the establishment mode chosen on the host country’s
industrial organization (Meyer & Estrin, 1997; Hill, Hwang & Kim, 1990). Particular
emphasis has been put on the concentration of the respective industry before the
establishment of the MNEs. By entering the foreign market by a Greenfield investment, a
new producer is established and hence total supply is increased. However, when entering
via M&A, the supply will only be increased slightly at most in the short to medium run,
which is why managers are required to think of the impact of their internationalization
strategy on the concentration of the industry (Yamawaki, 1994). Therefore, MNEs planning
to enter highly concentrated industry sectors should enter by M&A. Additionally, in order
to be able to compete with the existing firms, the MNE, in case of entering a highly
concentrated industry by Greenfield, would have to demonstrate a great commitment, i.e.
enter at a large scale.
HG6: Ceteris paribus, the more concentrated the host country’s industrial sector, the more
likely the MNE will enter by M&A.

H6 will be tested with the annual Herfindahl-Hirschman Index (HHI) provided by
the Brazilian Institute of Geography and Statistics (Instituto Brasileiro de Geografia e
Estatistica, IBGE) for each of the three industries. The higher the HHI, the more likely an
entry by M&A.

Other host country specific factors that have been tested in past studies and are

applicable in this paper’s context include the growth rate of the foreign industry to be
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entered. The lower the growth of the industry to be entered, the more market share of the
prevailing industry’s competitors is lost in case of a Greenfield entry and the more likely a
corporate response from a competitor will be, for example, in form of price reductions
(price war). Hence, MNEs are more likely to enter by Greenfield to avoid these
consequences. In highly growing industries however, the competitor’s market share may
still increase, increasing the likelihood of not responding to new industry entrants in such a
fierce manner. However, one has to note that the more rapidly the industry is growing, the
higher are the opportunity costs of foregone profits, since Greenfield investments need time
to be fully functional and able to compete (Sheng & Pimenta, 2012). Hence, a certain range
of a growth rate seems to be plausible, that makes MNEs change entering by Greenfield to
M&A (in case of low growth industries) and then from M&A back to Greenfield, when the
industry’s rate is so high that a Greenfield entry does not provoke any corporate reaction of
the industry’s incumbents (Slangen & Hennart, 2007; Elango & Sambharya, 2004).
However, when following this rationale, a grading of the dominating effect has to be made,
which is why in this paper, the following hypothesis will be tested:
H7a: Ceteris paribus, the higher the growth rate of the industry to be entered, the more
likely the MNE is to enter by M&A.

The opportunity costs will be measured by the delta in the growth in GDP between
Brazil and Germany for the year of the entry. Although Hennart and Slangen (2007)
criticize this approach and recommend using the specific industry’s growth rate instead, in
the context of the three industries analyzed in this paper (Automotive, Chemicals and

Mechanical Engineering), growth in GDP still seems to be a good measure as all three
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sectors state a vital part of a country’s industrial production and hence are tightly linked to
the performance and state of the overall economy (Hobijn & Steindel, 2009).

A flaw of H7a is that only the delta in the growth rates between Germany and Brazil
for the year of the market entry. However, the change in growth rate in percent can change
a lot from one year to another and even a speedy market entry via M&A needs a certain
amount of time. Also, just because the delta is high, it does not necessarily mean that the
potential host country is growing a lot since both growth rates could be negative as well.
Therefore, we followed the approach introduce by Caves & Mehra (1986), which was later
refined by Hennart & Park (1993). They calculate the so-called growth deviation, which is
defined as the deviation of the sample mean from the 5 years average yearly reported
growth of the 5 years preceding the market entry divided by its standard deviation. Like
this, the deviation of the mean growth rate is high when the economy is growing at either
very low or very high rates. According to Hennart & Partk (1993), a high deviation in the
growth rate should favor an establishment mode choice by M&A.

H7b: Ceteris paribus, the greater the deviation of the growth rate from the mean, the

more likely the MNE is to enter by M&A.

4.2.5 Hidden Champions and other theories

The German small- and medium enterprises (SME) are operating highly effectively in their
respective (niche) markets and are the main factors responsible for the export surplus
Germany has been able to register in the recent decade (Venohr & Meyer, 2007). The so-

called “Hidden Champions” (Simon, 1990) among these SMEs are characterized as being
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in a market- and/or technology leading position (top 3) in their respective field, normally
having revenues under EUR 1bn and are not known to the greater public'”.
Internationalization theory of German hidden champions and establishment mode
choice of SMEs in general has not been the main focus of the hypotheses made in the
literature (Canabal & White III, 2008). In a comparable paper, Musso and Francioni (2009)
introduced an entry mode selection model and developed some hypotheses on the level of
control in entry modes (i.e. Joint Ventures vs. WOS), which were then tested on direct
interviews with Italian SME owners. Similar to the transaction cost theory, hidden
champions, which are characterized as having a leading market position, are thus likely
assumed to enter via Greenfield as they historically follow organic growth strategies and
dislike cooperation in forms of JVs (Rygl & Holtbriigge 2009).
H8: Ceteris Paribus, German hidden champions are more likely to enter by Greenfield.
Although the rationale of the hypothesis is given, no specific driver behind that
decision was found in the literature. Therefore, the impact on the establishment mode
choice of the German hidden champions’ various characteristics will be tested. Apart from
the revenues in the year of the market entry and being in a market-/technology leading
position, these companies are mainly held privately (often by the founding family) and are
not listed on the stock market. This might have some implication on the ease of financing
cross-border ventures and exploring market opportunities, which is why we believe that the

type of ownership is an important variable that should be tested. Ownership will be

'* This might be primarily due the niche markets those firms are operating in like, for example, fish processing machines or car sunroofs
(Simon, 1996).
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expressed in form of a dummy variable, i.e. it will take 0 if it is a privately owned company
(for example a GmbH ') and 1 if it was listed before it entered Brazil.

The leading market/technology position will be tested with a database of Prof.
Vernohr'® where all German hidden champions are listed. With the help of corporate
contact partners as well as corporate websites, it will be then assessed whether the market-
/technology-leading position was existent prior to the market entry. A variable testing the
R&D intensity has been provided before. Finally, the year of the market entry as well as the
industry where the MNE is operating is in will be tested to rule out any biases that might
arise from, for example, belonging to a certain industry.

A detailed overview of all independent variables with their source and way of

calculation is given in Appendix 1.

4.3 Statistical Method

In the field on internationalization theory, the most frequently employed econometric
method used to test the hypotheses derived from the various theories described above, is the
so-called binary logistic regression (Canabal & White III, 2008). Going too much into
detail of the logistic regression model would be beyond the scope of this study. However,
this type of regression is in line with the empirical literature (Alvarez, 2003), which is why

it will be used also here.

"> GmbHs is similiar to a limited company (ltd.) under the legislation in the United Kingdom

16 Prof. Bernd Vernohr is one of the leading scholars in the field of German hidden champions. For more, see:
http://www.berndvenohr.de/english/index_e.htm
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5 Results

The results of the employed binary logistic regression for M&A versus Greenfield are
presented in Table 3. Before employing the regression analysis, the several independent
variables were checked on multicollinearity by using a correlation matrix as well as with
the variance inflation factor (VIF). Please refer to Appendix 1 and Appendix 2 for a
detailed compilation of the values. Intensity of market entry and previous experience with
the establishment mode choice (both from the Organizational Learning Perspective Theory)
showed a high correlation of 0.8698 as well as VIFs of 5.10 and 5.53 respectively.'’
Therefore, previous experience of in the establishment mode choice was dropped as it was
already implied by the market entry intensity variable. This improves the mean VIF from
2.04 from the model will all variables to 1.53 in the model without the mentioned variable.
Also no variables showed a higher correlation than 0.5.

A positive coefficient indicates that the probability that an establishment by M&A is
increased, whereas a negative coefficient increases the probability of an entry by
Greenfield. The respective p-values are given in parenthesis below the coefficients and the
threshold for statistical significance in terms of the p-value is defined as 0.1.

As mentioned before, the most insignificant variables were gradually dropped after each
step (i.e. in equation 1-4) until only significant variables remain. Equation 5 thus states the
best statistical outcome since all variables are significant at the defined p-value level of 0.1.
The overall fit of the model is not the focus of the analysis since we are primarily interested
in the drivers behind the establishment mode choice, i.e. the statistical significance of the

independent variables which then support or reject the hypotheses made in part 4. However,

' This is not very surprising as the number of countries entered in the denominator of the intensity ratio.
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the sample in terms of the dependent variable is well balanced since out of the 53
observations, there are 27 entries via Greenfield and 25 entries by M&A, stating an almost

perfect distribution.

Table 3: Result of the binary logistic regressions with 53 observations

M&A =1
Independent Variable Name Coefficients (p value)
1 2 3 4 5
Type of Ownership 3.396185 3.470053 2.949464 1.677358 1.875637
(0.056) (0.032) (0.028) (0.083) (0.044)
Industry 0.5300594 0.5442409 0.517098
(0.358) (0.293) (0.314)
Entry Year -0.0209241
(0.767)
Revenues -0.0000841 -0.0000775 -0.0000646
(0.139) (0.133) (0.186)
Top3 0.3489154
(0.889)
Experience Outside EU -1.134716  -1.246651 -1.254907
(0.250) (0.184) (0.181)
Experience in LatAm -0.211051
(0.860)
Experience in Portugal -0.9345688 -0.8286687
(0.506) (0.541)
Number of countries entered 0.3450634 0.3667063 0.3032832 0.1189249
(0.143) (0.106) (0.139) (0.463)
Market Entry Intensity 1.82644 1.723691 1.504711 0.9562024

(0.096) (0.075) (0.090) (0.219)
Sales Representative in Brazil  -1.651102 -1.80321 -1.910662 -1.97045 -1.631779

(0.155) (0.087) (0.076) (0.047) (0.079)
Delta Growth Rate 12.66444 10.66621
(0.555) (0.592)
Growth Deviation 0.21132363 0.2173398
(0.643) (0.627)
R&D Expenses -0.4049249 -0.3845874 -0.2981431 -0.2473887 -0.2527683
(0.065) (0.063) (0.085) (0.107) (0.092)
Market Concentration 46.97573 43.80353 39.23899 18.8397

(0.148) (0.103) (0.124) (0.369)
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The signs of the significant variables are in line with the hypotheses stated before.
The model confirms HI saying that the higher the investment in R&D activities, the more
likely the MNE will enter by Greenfield. It also supports H2, which says that the more
experience the respective MNE has in the host country (in form of a sales representative),
the higher the likelihood the MNE will enter by Greenfield. Having established a sales
representative in Brazil before increases the probability of entering Brazil by GF by 78%
compared by entering Brazil via M&A. Similarly, for the average German MNE in the
sample, improving the R&D ratio by 1% leads to an increase of the probability to enter
Brazil via Greenfield by 2.18%.

The most significant variable (p = 0.044), which also has the most powerful
coefficient (1.875637), is the kind of ownership, i.e. the corporate form of the MNE.
Consequently it provides some direction for future research about German SMEs. It shows
that listed firms are far more probable to enter Brazil by M&A than by Greenfield.
Analyzing the odds ratio for the average German MNEs established in Brazil shows that
(all else equal) being publicly traded on the stock exchange increase the probability to enter
Brazil by M&A by 5 times.

Regarding the comparison of the establishment choice of German MNEs in Brazil
and the USA, the sample shows that only 11 out of 37 MNEs or about one third (Table 4)
chose a different establishment mode choice. This means the sample size is too small to
conduct a binary logistic regression, which is why only some observations are made in
order to the support potential future studies in that field.

In 8 out of 11 deviations in establishment mode choice, the respective MNE entered

Brazil by Greenfield, whereas the USA was entered through M&A. In 4 out of these 8

24



deviations, the MNE entered Brazil first and the average time gap between the entries was
3.4 years. Therefore, a possible explication to that pattern in the establishment mode choice
with respect to the timing or with respect to changes in the (macro-) economic environment
does not seem plausible. The same applies to the other independent variables tested in the
logistic regression, which is why for future research is advisable to include multiple host
countries with similar differences in the economic and social conditions. For example, New
Zeeland (rank 3, doing business report 2013) and Australia (rank 11) could be used as a
proxy for a business friendly country like the USA, whereas Indonesia (rank 120) and India
(rank 134) might be good proxies to replicate Brazil (rank 116). This would then allow
developing a better sample to test whether the establishment mode choice differs in

countries with different ease of making business.

Table 4"°: Overview of deviation in establishment mod choice of the same companies in

Brazil and the USA

Company Time Gap between entry Establishment Mode Choice
ID BR & US BR USA
1 -6 GF M&A
2 1 GF M&A
3 -9 GF M&A
4 2 GF M&A
5 6 GF M&A
6 -4 M&A GF
7 7 GF M&A
8 -20 GF M&A
9 0 M&A GF
10 18 M&A GF
11 -8 GF M&A

'8 In exchange for information about the MNEs anonymity was granted. Therefore no names appear in this table, only an identification
number (id).
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Source: Own Elaboration

The results obtained in the analysis made are further enriched by a survey made by
fdi intelligence, which is a division of The Financial Times Ltd. According to this survey
that comprises of data obtained from German companies that entered Brazil and of also
entered the USA between 2003 and 2013, the main motive for entering either of these
markets was the proximity to markets or customers or the domestic growth potential. The
detailed survey can be seen in Appendix 4 and Appendix 5. These results show that also in
the motives, there are not great differences in the motives between MNEs Brazil and MNEs
entering the USA, which is why future research should also try to include the assessment of
the motives for the market entry in the respective country.

Some limits regarding the results shown have to me made. The sample might be
subject to idiosyncratic characteristics. The sample size was with 53 observed
establishment mode choices in Brazil rather small. We only considered transactions from
one home country (Germany) to one target country (Brazil). Applications to other countries
may therefore be critical. Further, we limited the sample to only the three sectors of
Chemicals, Mechanical engineering and Automotive, so that the establishment mode choice
from MNEs from other sectors like, for example, the service industry or information
technology might be driven by other factors. Hence future research might also consider a
broader sample with respect to the sector focus. Finally, we only examined the drivers for
the (strategic) establishment mode choice between a Greenfield investment and an
acquisition. Equity participations, licensing, franchising, and exports may ensue interesting

results. In addition, we only investigated the inital establishment mode choice and did not
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focus on the expansion and post-performance of Greenfield investments or acquisitions by

German MNEs in Brazil. This direction could yield interesting results as well.

6 CONCLUSION

This study provides some of the drivers behind the establishment mode choice of German
MNESs operating in the sectors of Automotive, Chemicals and Mechanical Engineering.
Moreover, it offers some tentative insight with respect to the deviating behavior in the
establishment mode choice between Brazil and the USA for the years 1993-2013. With the
help of the existing literature, the prevalent theories in the field of establishment mode
choice were first presented and then tested on our sample. The sample is based on primary
data, partly collected directly together with representatives of the German MNEs, stating an
approach that has never been done before in the literature of establishment mode choice for
German MNEs.

Apart from the common variables found in literature, we proposed two new
variables. First, the ratio the MNE’s total patents over the revenues states an advantage to
the commonly used expenses for R&D activities, as it measures the actual output of the
R&D activities and not only the effort put in. Second, the intensity of market entry, defined
as the ratio of market entries of a certain type over the total number of countries previously
entered, helps to approximate a certain threshold from which on, according to the existing
literature, a Greenfield entry is preferred over a M&A entry, although the MNE had mainly

entered by M&A in the past. Despite not being significant in the sample at hand, this
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variable might contribute to solving this puzzle when considering other and greater
samples.

Additionally, the drivers behind the hypothesis that German hidden champions
pursue organic growth strategies and hence enter foreign markets by Greenfield were tried
to identify. Apart from strong activities in R&D, we identified the type of ownership as a
significant variable for the establishment mode choice of German MNEs of the three
mentioned sectors. In the case of Brazil, we have shown that privately owned firms are 5
times more likely to enter Brazil by Greenfield than by M&A. This creates significant
potential for future research in that field'’, as the empiric research on establishment mode
choice of German hidden champions is still a nascent area and the ownership type might
have significant impact on, for example, the way MNEs finance their establishment mode
selection.”’ Altogether, given the importance of German investments in Brazil shown by the
German-Brazilian year 2013/14, this study provides an initial understanding of the driver

behind these investments and provides a great starting point for future research.

' Especially with respect to the question whether this type of ownership together with the success of German hidden champions implies a
competitive advantage over listed MNEs from other countries (as described by Agrawal & Ramaswami, 1992).

Tt might, for example, be interesting to know whether the several German agencies that promote the internationalization (like the
German development bank KfW Group) have an impact on the establishment mode choice.
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Appendix 2: Final correlation matrix of independent variables

. corr entrymode owner ind entyr revmn top3
(obs=53)

noneu latam pt expcou intensity srep deltag growtdev

rd conc

entrym~e owner ind entyr revmn top3 noneu latam pt expcou intens~y srep
entrymode 1.0000
owner 0.2113 1.0000
ind 0.0589 -0.3331 1.0000
entyr 0.0915 ©.2794 -0.1863 1.0000
revmn 0.0005 ©0.3846 -0.1097 0.1630 1.0000
top3 0.2173 ©.3827 ©0.0228 0.3053 0.2310 1.0000
noneu | -0.0776 ©.2398 -0.3054 ©.3944 0.1758 0.2105 1.0000
latam 0.0273 -0.1457 ©0.0301 0.1134 -0.0529 ©0.1303 ©.3030 1.0000
pt 0.0830 ©.2881 -0.0619 -0.0227 ©.2180 ©0.1524 ©.0595 ©.0093 1.0000
expcou 0.0483 ©0.0806 -0.1867 ©.2092 ©0.2313 ©.2891 ©.5156 ©0.3075 0.1903 1.0000
intensity 0.0725 ©.1196 -0.0856 ©.2505 ©.1917 ©.1884 ©.1655 ©.1209 -0.0084 0.1822 1.0000
srep | -0.2040 ©.1678 -0.2165 0.0493 0.2813 -0.2090 ©.1150 -0.0090 0.1532 0.2347 ©0.1890 1.0000
deltag | -0.0361 -0.1360 0.2389 ©.0238 ©0.0622 -0.0585 -0.1078 0.0581 -0.1853 -0.0300 -0.1288 0.0262
growtdev 0.0361 ©0.0702 ©0.0711 -0.2508 -0.1573 -0.0887 -0.2206 -0.1819 -0.0071 -0.4621 -0.1591 -0.1916
rd | -0.1360 -0.0717 -0.0291 -0.0908 -0.0496 ©.1264 ©0.0911 0.2904 -0.0475 ©.1521 ©0.1105 -0.0693
conc 0.2089 ©.1626 -0.1736 ©.1423 ©0.1955 ©0.0980 ©.2445 ©.2935 0.1175 0.1349 -0.1643 ©0.0400
deltag growtdev rd conc
deltag 1.0000
growtdev -0.1512 1.0000
rd | -0.2243 -0.1674 1.0000
conc | -0.1078 -0.1604 -0.0165 1.0000
Source. Stata Output
Appendix 3: Variance Inflation Factor Analysis
. vif
Variable VIF 1/VIF
expcou 2.03 0.493663
owner 1.87 0.535438
noneu 1.77 0.564852
top3 1.72 0.581040
latam 1.56 0.640292
growtdev 1.54 0.648809
entyr 1.48 0.673510
revmn 1.44 0.695174
srep 1.44 0.695484
conc 1.44 0.696814
ind 1.37 0.728432
deltag 1.36 0.735747
intensity 1.35 0.742875
rd 1.32 0.756927
pt 1.25 0.800554
Mean VIF 1.53
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Source: Stata Output
Appendix 4: Motives of German MNEs to enter Brazil (2003-2013)

Motive Projects % of FDI Companies % of
Projects Companies

Domestic Market Growth 26 60.5 22 64.7

Potential

Proximity to markets or 15 34.9 14 41.2

customers

Regulations or business 5 11.6 5 14.7

climate

Skilled workforce 3 7.0 3 8.8

availability

Industry Cluster / Critical 3 7.0 3 8.8

Mass

Infrastructure and logistics 3 7.0 3 8.8

Presence of Suppliers or JV 3 7.0 3 8.8

Partners

Lower Costs 2 4.7 2 5.9

Natural Resources 2 4.7 2 5.9

Language Skills 1 2.3 1 2.9

Other Motive 3 7.0 3 8.8

Source: fDi Intelligence, Financial Times Ltd. (2014)

Appendix 5: Motive of German MNEs to enter the USA (2003-2013)

Motive Projects % of FDI Companies % of
Projects Companies

Proximity to markets or 119 38.3 106 40.6
customers
Domestic Market Growth 76 24.4 66 25.3
Potential
Skilled workforce 69 22.2 63 24.1
availability
Regulations or business 50 16.1 44 16.9
climate
Infrastructure and logistics 48 15.4 47 18.0
Industry Cluster / Critical 31 10.0 30 11.5
Mass
IPA or Gov't support 28 9.0 27 10.3
Attractiveness / Quality of 19 6.1 18 6.9
Life
Finance Incentives or Taxes 17 5.5 17 6.5
or Funding
Lower Costs 16 5.1 16 6.1
Other Motive 35 11.3 33 12.6

Source: fDi Intelligence, Financial Times Ltd. (2014)
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