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This paper has four purposes, First, it discusses a conceptual synthesis of
the transaction cost and bargaining models. Second, it presents a method
for separating their effects in empirical tests. Third, it applies these methods
and discusses results of new tests of the bargaining power model. Fourth,
it extends existing tests of the bargaining approach by measuring the condi-
tions under which host government policies deter entry by the MNE. A
detailed discussion of my tests of the transaction cost model appears in
Gomes-Casseres [1989b].

OWNERSHIP TRADE-OFFS AND NEGOTIATION
Ownership Preferences

Even when host governments do not impose restrictions on foreign owner-
ship, an MNE choosing the ownership structure for a new subsidiary must
make some key trade-offs. Take the example of an MNE venturing into a
new country where there are established competitors. A joint venture may
be an effective way to acquire local expertise, but there may be significant
costs to shared management. In Stopford & Wells [1972], the MNE’s choice
would depend on a trade-off between the firm’s “‘need for resources,” and
its ““need for control.”” It will prefer a joint venture when the first is larger
than the second, and a wholly-owned subsidiary otherwise.

In the transaction cost model, the problem is formulated slightly differently.
Here the trade-off is between the costs of using market or internal channels
for transferring organizational capabilities. In the example above, the MNE
could get the needed local expertise either by hiring the services of a local
firm (e.g., to supply market research and represent the MNE in negotiations
with government), or by forming a joint venture with a local firm. In the
first case it would be acquiring an organizational capability by using the
market; in the second it would be using an internal channel, because the
capabilities would be transferred from a party with an ownership share in
the venture." This distinction—between internal and market channels for
transferring firm capabilities—is also critical to the transaction cost theory
of the multinational enterprise [Hennart 1982).

In the transaction cost approach, too, the benefits of using ownership chan-
nels would be reduced by the cost of sharing equity. Foremost among these
are “‘shirking”’ by the joint venture partners—each of which has less than
a full stake in the venture—and conflicts of interest between them. Note also
that this model relies not only on transaction costs, but also on arguments
about firm capabilities and strategies. The latter determine when the MNE
needs contributions from local firms; transaction costs then determine
whether ownership channels will be used for these transfers. This model
is discussed further in Gomes-Casseres [1989b]; similar arguments appear
in Hennart [1988].

This process of weighing costs and benefits of various ownership structures
results in the MINE’s preference, i.e., what it wants. But two firms that both
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and found that they did not. The relationships examined here thus seemed to have been quite stable,
even though there might have been change in numbers of subsidiaries, distribution across countries and
industries, and so on. Further analysis of time trends is in Gomes-Casseres [1988].

10. Actually, the Harvard data did not collect information on subsidiaries with less than 5% foreign
ownership, so that the joint ventures in this analysis have between 95% and 5% MNE ownership.

11. To reduce confounding effects of bargaining, the paper’s sample excluded some of the most restrictive
countries that are included here, i.e., Japan, Spain, Sri Lanka, India, Mexico, and Pakistan.

12. These variables are included here because there are compelling hypotheses about their effects on
the bargaining process.

13. **Main variables’’ is used here to refer to the X’s in equation (1) above. They include all firm,
industry, and country variables, except for the restrictive-country dummy (Restrictive Host Gov) and the
interaction terms with that dummy variable.

14. Note that these variables might still affect the deterrence effect of restrictive policies, as discussed
below.

15. Fagre & Wells [1982], too, reported that the relationship between technology and bargaining power
was complex and non-linear. However, I found no evidence of such non-linearity in the residuals from
the regressions in Table 2.

16. A comparison of IBM’s bargaining with India in 1978 and Mexico in 1985 is in Gomes-Casseres
[1989a].

17. Highly experienced firms were likely to prefer whole ownership, because they did not need the contri-
bution of local firms. The coefficient on MNE'’s #Subs in Ind is negative and statistically significant
coefficient at the .05 level. See also Gomes-Casseres [1989b].

18. Positive coefficient on Resource-Based Sub Ind. Dependence on local resources might imply a bilat-
eral monopoly situation leading to high transaction costs that can be minimized by sharing ownership
with producers of the local resources. See Gomes-Casseres [1989b].

19. Because of the two conflicting hypotheses, some might prefer to apply a two-tailed test here. In
that case, the null hypothesis of no effect is rejected only at the 10% confidence level.

20. Fagre & Wells’s, Kobrin’s, and Lecraw’s results to the contrary are almost certainly due to the strong
effect of marketing intensity on firm preferences. The coefficient on Marketing/Rev Sub Ind is negative
and statistically significant at the .005 level.

21. Using different statistical methods, 1 found some evidence for this. See Gomes-Casseres [1985],
Chapter 7.

22. As discussed in Gomes-Casseres [1989b], the number of local firms that can contribute valuable
skills to the MNE’s operation is likely to be greater in countries with large industrial sectors. As a
result, MNEs are more likely to prefer joint ventures in these countries than in smaller ones.

23. In terms of equation (1) above, the intercepts in open and restrictive countries are equal: 4) =Ap,
so that (A4; —Ap)=0.
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