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Network Linkages and Location Choice

in Foreign Direct Investment
Homin Chen and Tain-Jy Chen

Introduction

attempt to exploit firm-specific assets in a foreign market (Hymer,

1960; Caves, 1971). When the transaction costs of exploiting firm-
specific assets through a market arrangement are high, the owner of the
assets may then choose to internalize the market transaction through FDI
(Buckley and Casson, 1976). The choice of location for FDI is based on the
locational advantages that maximize the value of firm-specific assets net of
set-up costs (Dunning, 1981; Caves, 1971). In fact, firm-specific advantages,
locational advantages and internalization advantages (which represent the
advantages of hierarchical arrangements over market transactions) are the
three ingredients of the eclectic theory of FDI (Dunning, 1981).

According to conventional FDI theory, a firm engaged in FDI must be
strong in technological capability, or resourceful in some intangible know-
how. Empirical studies examining conventional FDI theory have shown that
FDI firms are generally large in size, superior in technology, or unique in
their product lines (Horst, 1972; Caves, 1974). Weak firms have no place in
the field of FDI. FDI is envisaged as an expedition into unfamiliar and
treacherous territory where only the strongest predators survive.

Conventional theory views foreign direct investment (FDI) as an

Source: Journal of International Business Studies, 29(3) (1998): 445-467.
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In reality, many international investors are seemingly small and weak.
For instance, multinational firms originating from developing countries have
become a visible force in the world of FDI (Wells, 1983), and small and
medium-sized firms have also played significant roles in outward invest-
ment (Buckley, Newbould and Thurwell, 1988; Kohn, 1997). Do these firms
invest for different reasons? Conventional theory explains this phenomenon
by attempting to identify firm-specific advantages unique to these seemingly
small and weak firms. Possible advantages identified by researchers include
superiority in small-scale production, flexibility in switching product lines
etc. (Wells, 1983). In light of conventional theory, these advantages may be
best exploited in a host country with a small domestic market, and hence are
suitable for small-scale production, or within an industrial structure embed-
ded with the institutions that can support a flexible production system, such
as subcontracting networks.

Gomes-Casseres (1997) and Kohn (1997) have identified a group of
international investors, which are small in size, but strong in technological
capability, and dominant in certain niche markets. In fact, in the specific
segment of the market in which they excel, these firms are relatively large
compared to their peers. To maintain their leadership in niche markets, they
may venture overseas to exploit new markets, develop new products, and
deepen their expertise. For this type of small firms, which pursue a strategy
called “deep-niche strategy,” the conventional theory can very well interpret
the motivation and mechanism of their FDI.

A completely different view of FDI is to interpret it as an attempt to access
external resources in order to offset the weaknesses of the investor. Strategic
linkage theory (Nohria and Garcia-Pont, 1991) and network approach
(Johanson and Mattsson, 1987) fall into this category. Strategic linkage theory
views FDI as an attempt to link to some strategic resources which the investor
is lacking, but which are available in a foreign country. In other words, it is a
quest for some strategic advantages rather than the possession of such advan-
tages that motivates FDI (Lall, 1996). The network approach views FDI as the
construction of a link between a domestic network and a foreign network. In
both approaches, linkages via FDI are considered to be a strategic choice that
enhances, maintains, or restores the investor’s competitiveness in a globalized
market, rather than a profit-seeking motive aimed at extracting economic rent
from a foreign market by exploiting its own strategic assets. Gomes-Casseres
(1997) presented evidence to show that when firms are small relative to their
rivals and markets, they tend to use network linkages to gain economies of
scale and scope; when they are large in relative terms, they avoid forming
alliances with other firms and tend to go it alone (instead of entering into joint
ventures) when investing abroad.

Fujita’s (1995) survey of small and medium-sized transnational firms
found the principal sources of advantage of this group of firms to emanate from
their relationships with large firms, in addition to proprietary technology,
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flexible management, organization and market ability, and reputation.
Among various relationships, customer-supplier relationship and producer-
distributor relationship are most influential in small and medium-sized firms’
growth of sales and FDI. In terms of technological sophistication, firms in
high-technology industries are more dependent on network relationships for
growth and FDI than their counterparts in low-technology industries.
While there are plenty of empirical studies based on conventional FDI
theory, studies based on strategic linkage and networking are rare. Hennart
and Park (1994), for example, combined location, governance (firm-specific
advantage), and strategic variables to determine Japanese FDI in the United
States, but network linkages were completely ignored. The purpose of this
paper is to use the strategic linkage theory and network approach to interpret
Taiwan’s outward FDI. We show that network linkages are indeed an import-
ant determinant of locational choice for Taiwanese multinationals. Taiwanese
firms are good at exploiting network resources to complement their weakness
in internal resources when making FDI. Networking is also an important
impetus for Taiwanese firms to embark directly on the risky road of FDI with-
out experience from less risky engagements, such as exporting or licensing.

Strategic Linkages and Networking

Strategic linkage theory contends that firms can gain access to desired
strategic capabilities by linking to firms with complementary capabilities, or
by pooling their internal resources with firms possessing similar capabilities
(Porter and Fuller, 1986; Nohria and Garcia-Pont, 1991). The linkages cre-
ate a synergy effect that enhances or reshapes the competitiveness of firms
bonded by such alliances. There are various forms of strategic linkages, and
FDI is one of them. The purpose of strategic linkages through FDI is to tap
into strategic resources in a foreign market, such as market intelligence,
technological know-how, management expertise, or simply reputation for
being established in a prestigious market. Strategic linkages as such enable
investors to gain economies of scale and scope, to improve the efficiency of
operations, to reduce the vulnerability to market fluctuations, and most of
all, to pave the way for further growth in the future.

The network approach takes an even broader perspective on linkages. All
firms in a market are considered to be embedded in one or more networks
via linkages to their designers, suppliers, subcontractors, customers, and the
like. Markets can be partitioned into numerous interwoven networks which
are mutually nonexclusive and constantly evolve over time. Coordination of
market activities is not brought about by a central plan or an organizational
hierarchy, nor does it take place only through the price mechanism. Instead,
coordination takes place through interactions between firms in the networks,
where price is only one of several decision factors (Lindblom, 1977).
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Under the purview of the network approach, FDI is nothing but a linkage
to a foreign network. The sole purpose of linking to a foreign network is to
access the resources therein. These resources may include market opportu-
nities, natural resources, labor, capital, technology, and other strategic assets
that are essential for the investor’s long-term survival. Linkage to a foreign
network, although usually initiated by an individual firm, may entail actions
by other members in the network. A firm’s position in the national network
prescribes its process of internationalization because that position deter-
mines its ability to mobilize the resources within the network for such an
endeavor (Johanson and Mattson, 1987). For example, a dominant firm in
the Japanese keiretsu can orchestrate concerted actions among keiretsu
members to penetrate jointly a foreign market, or to establish a production
system in a foreign location similar to that at home (Ozawa, 1993). In con-
trast, small firms in Taiwan’s loosely structured small-firm networks usually
take independent actions when making FDI. They, nonetheless, rely on
resources within the national networks to support their cross-border opera-
tions, at least initially (Chen et al., 1995). Therefore, resources within the
network and the structure of the network, in addition to firm-specific inter-
nal resources, chart the course of a firm’s internationalization.

Networking is an adaptation process because interdependent production,
logistics, development, and administrative activities and resources need to
be modified and coordinated to bring about a better match between the
firms in the network (Hallen, Johanson and Seyed-Mohamed, 1991). Hence,
how difficult it is to establish linkages with foreign networks also depends
on the nature of foreign networks. If foreign networks are structurally sim-
ilar to domestic ones, creating linkages is relatively easy because there is little
need for adaptation on either side. This is equivalent to saying that network
similarity reduces transaction costs and cuts short the learning process envis-
aged by the cumulative approach to FDI (see, e.g., Johanson and Wiedersheim-
Paul, 1975; Johanson and Vahne, 1977). In recent years, increased
globalization of networks around the world has reduced heterogeneity among
national networks, making the strategy of entering a foreign market biased
towards more direct and more rapid modes than those implied by the cumu-
lative approach.

Network resources are particularly useful in entering a “primitive” mar-
ket in which institutions that facilitate internationalization are still lacking.
As argued by Johanson and Mattson (1987), in a primitive market a firm with
no experience of foreign operation has little chance of establishing a posi-
tion in a local network. Dunning and Narula (1996) argued in their investment
development path framework that in a primitive market only firms possess-
ing some dominating ownership-specific advantages can establish themselves
to exploit the resources endowed in the local economies. Nevertheless, many
first-time investors from Taiwan have established themselves in Southeast
Asia and China because the local Chinese business community serves as an
interface assisting the link-up.
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Network resources are less important for entering a mature market like
the United States in which institutions facilitating internationalization func-
tion well. However, since this type of market is well-structured and highly
specialized, only firms with powerful and abundant internal resources are
qualified to enter. Linkages to this type of market are more “strategic” than
those to primitive markets in the sense that such linkages enhance the strate-
gic capabilities of investors. In turn, these capabilities reshape their course
of future actions and broaden their scope of market opportunities, rather than
merely maintaining their market positions as linkages to primitive markets
do. In other words, the functions of a network linkage are location specific.

Getting established in local networks requires adaptation. In a primitive
market, adaptation occurs mainly on the production side, as investors attempt
to integrate themselves into local supplier networks with the aim of reduc-
ing production costs. In a mature market, adaptation occurs mainly on the
demand side, as investors’ major motive is to build closer bonds with local
customers. Small firms are generally more adaptive than large firms, which
may have difficulty finding a niche in highly internationalized networks
(Johanson and Mattson, 1987). Large firms, however, may find it easier to
penetrate a large and primitive market because their products can be repli-
cated in the local market and their sheer size reduces the need for adapta-
tion. For a large investor who commands sizable forward and backward
linkages in the production process, local agents and suppliers may modify
themselves to accommodate the needs of the foreign investor in the process
of forming a network of their own. Therefore, the functions of a network
linkage may also depend on the size of the investor.

According to the conventional theory of FDI, an investor chooses a loca-
tion in which the local resources enable the investor to upgrade, or to make
best use of its internal capabilities. In terms of the network approach, while
complementarity between local resources and internal capabilities remains
important, local factors that minimize transaction costs or coordination
costs of markets, or those which are specific to the functioning of network
activities also matter in the FDI location decision (Dunning, 1995). Recent
studies have shown that transaction- and coordination-cost variables, such
as inter-personal relations, information asymmetries, language and culture,
and the like, are more important than production-related variables in deter-
mining FDI locations (Dunning, 1997). An integrated view of the conventional
and network approaches would suggest that firm-specific assets, availability
of local resources, and the possibility for network linkages may interact with
one another to produce the final decision on FDI location.

Empirical studies of the FDI location decision have uncovered the impor-
tance of agglomeration effects emanating from clusters of inter-firm linkages
(Wheeler and Mody, 1992; Harrison, 1994; Audretsch and Feldman, 1994).
One possible explanation of the agglomeration effect is that information flow
within local networks and institutional thickness (Amin and Thrift, 1994)
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underlying these networks make it easy for a potential investor to establish
itself in the local networks. In other words, agglomeration increases the pos-
sibility of mapping potential investors with foreign investors and, at the
same time, reduces the transaction costs of such a mapping. Casual obser-
vations suggest that agglomeration is indeed at work in Taiwan’s FDI in
Southeast Asia and China. For example, investments by Taiwan’s computer
industry concentrate in Penang, Malaysia, investments by the textile indus-
try cluster in Bangdung, Indonesia (Chen et al., 1995), and investments by the
footwear industry locate mostly in China’s Canton Province (Chiu and Chung,
1993).

Networking and Taiwanese FDI

Network approach has important implications for Taiwan’s small and medium-
sized firms, which are known to be weak organizations linked by strong net-
works (Redding, 1996). Networking among Taiwanese firms encompasses
non-contractual transactions based on inter-personal links and trust which
goes beyond pure business relationships. The unique nature of Taiwanese
networks shapes the internationalization process of Taiwanese firms.

Small and medium-sized firms play a major role in Taiwan’s outward
FDI. How they overcome the organizational weakness that runs contrary to
the conventional view of FDI is a puzzling question. The answer seems to lie
within the network strength of Taiwanese firms. Network strength may be
exploited to obtain logistical support, market information, technological
assistance, etc. to support overseas operations. Moreover, national network
relationships may be stretched to build linkages with foreign networks, with
unique network ties built upon cultural and ethnic bonds, in addition to
customer-supplier relationships commonly observed among Western multi-
national firms. Cultural and ethnic bonds are particularly effective in pene-
trating primitive markets in which market institutions for cross-border
operations are yet to be established.

As FDI entails matching firm-specific assets with local resources to create
maximum economic value, networks facilitate such a match. A firm which
is short in firm-specific assets, but has ample network resources, may still
succeed in FDI because network strength helps it overcome entry barriers to
foreign markets and enables it to tap into local complementary resources.
This may explain why some seemingly weak Taiwanese firms succeed in
making overseas investments. Network strength, however, is exploitable
only when certain social, cultural, and political institutions exist that keep
transaction and coordination costs to a minimum when operating across
national networks. Therefore, network linkages are location specific.

The importance of network linkages to the internationalization of some
more successful developing countries, including Taiwan, is well documented.
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Gilroy (1993, chap. 5), for example, attributed the success of East Asian
NICs to inter-firm linkages that indigenous East Asian firms have built with
their counterparts in advanced countries. These linkages provide technology,
entrepreneurial and managerial know-how, and market access to aid an
export-oriented development strategy.

Small firms in particular may draw on network relationships to acceler-
ate the internationalization process. Network relationships are two-edge
swords, however. They facilitate international growth of small firms, but
they may also inhibit the international market development of these firms
by limiting their choice of foreign market and entry mode (Bell, 1995; Coviello
and Munro, 1997).

Taiwan’s footwear industry can best illustrate how international network
linkages facilitate and condition the FDI decision. Taiwan’s footwear indus-
try is export-oriented, and the United State has been the major export mar-
ket. The U.S. buyers and Taiwanese footwear manufacturers had developed
a collaborative relationship for 10 to 20 years before wage increases and
appreciation of the Taiwanese currency in the mid-1980s rendered Taiwan’s
industry uncompetitive in footwear manufacturing. The U.S. buyers were
reluctant to switch suppliers in the face of rising costs in Taiwan because the
collaborative relationship had created a valuable asset of mutual obligations,
trust, and understanding that reduced business uncertainties (Egan and Mody,
1992). Instead of abandoning these relationships, the U.S. buyers encour-
aged Taiwanese suppliers to relocate to low-wage countries in Southeast
Asia and China. Some even participated in Taiwanese overseas investments
as joint-venture partners. More importantly, the U.S. buyers assured Taiwanese
investors of export orders to forthcoming overseas subsidiaries, thus reduc-
ing the FDI risks for them.

Hsing (1996a) provided a detailed account of the working of Taiwanese
production networks, which consist of manufacturers, trading firms, mate-
rial suppliers, machinery and equipment providers, subcontractors, etc. in
the fashion shoe industry. Hsing considered the role of trading firms to be
pivotal in the functioning of Taiwanese networks because they perform the
functions of overseeing the production process and schedules, provide tech-
nical support, undertake quality control and ensure punctual delivery. Our
study shows that after Taiwanese footwear manufacturers relocated to
Southeast Asia and China, these trading firms continued to serve as inter-
mediates between the U.S. buyers and Taiwanese manufactures.! Trading
firms either relocated along with their major manufacturer clients to foreign
countries, or stationed expatriate inspectors in the overseas factories of their
major clients. Thus, overseas investment by Taiwan’s footwear manufactur-
ers was accompanied by a relocation of these network relationships.

Not all network relationships can be relocated, however. Sourcing raw
materials from Taiwan’s networks may be hindered by transport costs and
artificial barriers to trade. Relocating Taiwanese suppliers to overseas locations
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can be too costly to be justified by limited demand. The location that presents
the lowest transaction costs in preserving the original network relationship,
or is the most conducive to the replication of a network is the most attractive
to investors who depend on networking for competitiveness.

Hsing (1996b) documented how local Chinese government officials inter-
preted laws and regulations flexibly to accommodate the needs of Taiwanese
investors. Flexible interpretations accelerated the application process of
investment projects and circumvented customs inspection procedures, which in
turn enabled Taiwanese investors to retain their flexibility and nimbleness
in serving their export markets from China. Flexible interpretations were made
possible through effective communications between Taiwanese investors and
local Chinese officials who shared common culture and language.

The nature of national networks may also shape the globalization strate-
gies of indigenous firms, and consequently affect their location choices. Li
(1994), for example, reported that differences in national resource pool and
market structure led Taiwanese and Korean computer firms to pursue differ-
ent globalization strategies. In Korea, the computer industry was dominated
by large conglomerates which enjoyed a larger and more protected domes-
tic market than their Taiwanese counterpart, whereas in Taiwan the computer
industry was ruled by a large network of small and medium-sized firms
which were exposed to intense international competition. As a reflection of
network differences, Taiwanese firms adopted a core strategy of targeting
small niche segments of the market, pushing exports at medium-range prices,
and upgrading products to high value-added items. In comparison, the
Korean firms were committed to substantial initial investments, manufactur-
ing in large volumes, and pushing exports at ultra-low prices. Distinctive
strategies may drive FDI to different locations.

Data and Variable Construction

Taiwanese firms have become a major force in FDI from developing coun-
tries since 1986 (Lall, 1991). Unlike Western multinational firms, which are
typically large in scale and with plentiful resources, Taiwanese FDI was
spearheaded by relatively small firms. Even the larger Taiwanese firms were
small by international standards. Major destinations of Taiwanese FDI were the
United States, China and Southeast Asia. It has been shown elsewhere (Chen
and Chen, 1998) that investments in the United States were made by firms
equipped with the most resourceful and advanced firm-specific assets,
investments in Southeast Asia came second in terms of investors’ resourceful-
ness, and investments in China were made by firms with the fewest resources.

The purpose of this paper is to see how network linkages interact with
firm-specific assets and location-specific factors to determine the locational
choice in FDI. Explanatory variables for such a choice are grouped into three
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categories: Network linkages, firm-specific assets, and location-specific fac-
tors. We separate network linkages into two sub-categories: One is internal
linkages within the hierarchy of the firm, and the other is external linkages
to resources in a foreign network. Internal linkages are further divided into
linkages that create global synergy effects and linkages that serves strategic
purposes, such as a move to preempt a rival’s opportunity of entry (Kim and
Hwang, 1992). External linkages are further delineated into relational link-
ages to foreign suppliers, customers, suppliers’ suppliers, customers’ customers,
or simply friends and countrymen (Hamilton, 1996), and strategic linkages
to complementary capabilities (Porter and Fuller, 1986). Conventional liter-
ature on external linkages emphasizes the strategic aspect of linkages (see,
e.g., Arora and Gambardella, 1990), and downplays the role of relational
linkages. But relational linkages could be very important for Taiwanese firms
because of their family-centered business culture (Hamilton, 1996) and the
presence of an overseas Chinese diaspora.

All explanatory variables for FDI, including network-related variables,
are structured into two layers: Indicators and constructs. Several indicators
are combined to form a construct to represent a certain dimension of the
variables. For example, two indicators are combined to measure the con-
struct of market potential. They are the growth rate of the industry to which
the investor belongs and the potential market size of this industry. Market
potential, together with four other constructs, namely, production costs,
location familiarity, country risk, and contractual risk, is used to represent
location-specific factors.

Each construct is measured by a composite index of its underlying indi-
cators derived from a principal components analysis. The indicators and
constructs are listed in Table 1, together with Cornbach’s alpha statistics,
which indicate how well the indicators jointly represent the construct. Note
that some indicators stand alone. In this case, they are represented by their
original value without any transformation. The representation can be con-
sidered reliable if Cornbach’s alpha is greater than 0.6 (Nunnally, 1978). We
can see from Table 1 that all representations of constructs are statistically
reliable.

Our raw data were taken from a survey conducted by the authors in
1994 on 554 Taiwanese firms that made direct investments in the United
States, China, and Southeast Asia. Since Southeast Asia is diverse in eco-
nomic development and resource endowment, we only included in our
study Thailand and Malaysia, two large host countries for Taiwanese invest-
ments in the region. Both Thailand and Malaysia have a wage rate lower
than that in the United States, but higher than China’s, and have a sizable
population of ethnic Chinese. The survey population was drawn from a gov-
ernment file containing overseas investment projects approved by the gov-
ernment between 1986 and 1993. Each respondent to the survey was
identified a single FDI location. For those making multiple investments, FDI
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Table 1: The constructs and their indicators

Constructs

Cornbach’s alpha

Location familiarity
Company'’s prior experience with the host country (not at all/great)
Perceived difference between the home and host country with respect to:
(great/not at all)
Culture
Political system and economic conditions
Communication

Market potential

For the industry involved in the host market:
Industry’s growth rate (low/high)
Potential market size in this industry (low/high)

Country risk

Instability of host country’s political system (high/low)

Likelihood of the host government taking actions to annihilate or limit a
foreign company’s ownership stake in a joint venture (high/low)

Risk of currency inconvertibility in the host country (high/low)

Inconsistency of the host country’s economic policy (high/low)

Contractual risk

Cost of making and enforcing contracts in the host country (high/low)
Instability of supplies of raw materials and components in the host country,
including terms of delivery price and quality (high/low)

Global synergies

The level of possible sharing between the foreign business unit and the
organization’s other business units with respect to: (low/high)
Manufacturing know-how
Marketing know-how
Management expertise
R&D resources
R&D personnel
Distribution system
Marketing personnel
Production personnel

Global strategic motivations

Strategic motivation for entering the host market:
To establish a strategic outpost for future market expansion (weak/strong)
To develop a global sourcing site (weak/strong)

Strategic linkages

The reason for Taiwan'’s outward FDI is to acquire or develop new
technologies (yes/no)

The reason for Taiwan'’s outward FDI is to utilize local international
experiences and distribution networks (yes/no)

0.76039

0.9427

0.86486

0.855396

0.923487

0.74175

0.877996

Indicators

R&D intensity: The average ratio of R&D expenditure to the value of sales in the last three years.

Sales growth: The average sales growth rate in the last three years.
Production cost: The cost of production in the host country (high/low).

Relational networks: Whether the sources of FDI initiatives are urged by local sales agents, local
supplier, local users, the other local firms, core firm, overseas Chinese, host country firms or group

actions by firms in the same industry in Taiwan (yes/no).

SME: Small and medium-sized enterprise, if number of employees < 300 then SME is equal to 1; if

number of employees > 300 then SME is equal to 0.




Chen and Chen ® Network Linkages and Location Choice 13

location was identified as the one where the largest investment project in
terms of capital investment was established. We understand that some
Taiwanese firms made overseas investments without the government’s
knowledge, but these were mainly small and medium-sized firms. Although
our sample is biased toward relatively large firms, a sizable number of small
and medium-sized firms is also covered in the survey. We obtained 146 valid
questionnaires from the survey, which constitute the basis of the following
analysis. Out of the 146 sampled firms, 70 had invested in China, 53 in
Southeast Asia, and 23 in the United States. Altogether, 86 are small and
medium-sized enterprises (according to the Taiwan’s official definition, firms
with less than 300 employees are small and medium-sized enterprises).

We first employed a multivariate analysis of variance (MANOVA) to detect
the overall differences among firms investing in different locations in terms
of their investment profiles. We then conducted a multiple discriminant
analysis (MDA) to see how well firm-specific assets, locational factors, and
network linkages fared in discriminating between investors that made dif-
ferent location choices. In particular, the influence of network linkages in
location choice is singled out and tested statistically.

Empirical Results

We first conducted a multivariate analysis of variance (MANOVA) on invest-
ment profiles. Investment profiles consist of three dimensions: Firm-specific
assets, locational factors, and network linkages. The MANOVA results are
shown in Table 2. The average value of each indicator and the average load-
ing score for each construct that constitutes the investment profiles are listed
separately for three groups of investors. It can be seen that the overall dif-
ferences among the three groups of investors are statistically significant, in
view of either Wilk’s lambda (0.2310), Pillai’s trace (0.9661) or Hotelling-
Lawley’s trace (2.4758).

Judging from the loading score of each individual construct, differences
in investment profiles are discernible in all dimensions. For instance, in
terms of firm-specific assets, firms investing in the United States are shown
to have the highest R&D intensity, and experienced the highest rate of sales
growth in the three years prior to the survey. In contrast, firms investing in
China are shown to have the lowest R&D intensity and experienced the low-
est rate of sales growth. Firms investing in Southeast Asia lie in between
China and the United States. A univariate analysis of variance (ANOVA) con-
firms that firms investing in the United States are superior to those invest-
ing in China and Southeast Asia, respectively, in terms of each construct of
firm-specific assets, but the difference between those in China and Southeast
Asia is insignificant. MONOVA compares the three groups of firms jointly,
whereas ANOVA makes pair-wise comparisons.



