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Abstract

This paper formalises the choice a firm has to face when entering a foreign
market via FDI as between setting up an entirely new plant (greenfield
investment) or acquiring an existing indigenous firm. Our results show that
in an asymmetric duopoly situation a new entrant will normally be best off
by acquiring an existing indigenous low-technology firm, thus, forming a
duopoly with an indigenous high-technology firm. While in welfare terms
the entry of the foreign firm damages the country in most cases, there exist
some possibilities that welfare, particularly after a greenfield investment by
the foreign firm, is higher than before entry, even when there is full profit
repatriation.
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1 Introduction

Different approaches towards explaining international production and
foreign direct investment (FDI) have been put forward in the literature but
still, as Krugman and Obstfeld (1994) conclude: "Economists do not have as
fully developed a theory of multinational enterprise as they do of many other
Issues in international economics® (p. 159). This is due to the fact that FDI
Is such a complex phenomenon which cannot be fully captured within a
limited range of clearly specified models. This paper contributes to the
literature on the determinants of FDI in that it focuses explicitly on the
choice of market entry by a foreign firm via greenfield investment or

acquisitions.

Such an analysis seems warranted given the different nature of these
two investment alternatives. Auerbach and Hassett (1993) and Klein and
Rosengren (1994) show, using data from the Bureau of Economic Analysis
(BEA) that between 1980 and 1991 more than 60 per cent of overall inward
FDI in the US per year were in the form of acquisitions; this share increased
particularly in the late 1980s and early 1990s to far more than 80 per cent of
thetotal. There does not, however, appear to be any in-depth analysisin the

literature of why a firm would choose one alternative over the other.*

There have been a few empirical studies which identify certain firm
characteristics and market characteristics that affect the choice of entry
strategy, namely by Caves and Mehra (1986) for inward investment in the
US, Zgan (1990) for outward investment from Sweden and Hennart and
Park (1993) for the entry of Japanese firms into the US. In this paper, we

1

While Gordon and Bovenberg (1997) distinguish between acquisitions and greenfield
investment in their analysis of international capital mobility, they do not examine why a firm
would want to prefer the former or the latter. Also, thereis a strand of literature that examines
the effects of acquisitions on company performance, in particular on firm growth, for example,
Ravenscraft and Scherer (1987) and Dickerson et al. (1997). These papers, however, do not
analyse the differences of acquisitions vs. greenfield investment.
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attempt to formalise the choice of market entry strategy for an individual

firm.

Recently, Buckley and Casson (1998) anaysed the different
aternatives of market entry by foreign firms. Thelr approach is based on
internalisation theory examining the question of why firms would choose
exporting, franchising, subcontracting, joint-ventures or FDI as a strategy for
market entry. The paper discusses the scenario of market-seeking
investment only, i.e., foreign firms entering the market in order to gain
access to that particular market. They do not examine entry driven by input
cost differences, i.e., foreign firms setting up production facilities abroad in
order to exploit production cost advantages in the host country compared

with the home country.

The Buckley and Casson paper assumes that a foreign firm entering
the market has to incur additional costs of market entry. These are (i)
marketing costs that the firm has to incur in order to acquire market
knowledge, (ii) adaptation costs in order to adapt the product to the
preferences in the new market, and (iii) costs of building trust in newly

acquired production or distribution facilities in the foreign market.

However, there will also be additional costs of home production, i.e.,
If the foreign firm chooses to produce in the home country and to export to
the new market. These costs include, inter alia, transport costs and tariffs.
Moreover, the transfer of technology through the external market in the form
of licensing or subcontracting arrangements is assumed to incur costs which

are higher than the costs for internalisation.

In terms of the impact of market structure on the choice of strategy for
the entering firm, Buckley and Casson assume that prior to the entry of the

foreign firm there is only one domestic firm which operates as a monopolist



in the market. This domestic firm has higher production costs than the

foreign entrant due to inferior technology.

The impact of the various variables leads to a complex analysis and,
depending on the magnitude of the different cost components, one strategy
may be preferred to other aternatives. Due to the wide variety of variables
taken into account, the Buckley and Casson paper should be seen as
providing an eclectic framework which warrants the development of more
detailed models based on it.

This paper focuses on one particular question, namely a firm's choice
between greenfield investment or acquisition as a means of market entry.
Under the assumption that firms produce for domestic markets only, our
results show that in an asymmetric duopoly situation a new entrant will
normally be best off by acquiring an existing indigenous high-technology
firm and, thus, forming a duopoly with an indigenous low-technology firm.
While in welfare terms the entry of the foreign firm damages the country in
most cases, there exist some possibilities that welfare, particularly after a
greenfield investment by the foreign firm, is higher than before entry, even

when there is full profit repatriation.

The paper is structured as follows. Section 2 develops a simple
model for the choice of market entry strategy for the firm. Section 2.1
describes the market structure in the host economy before entry of a foreign
firm, Section 2.2 outlines the different market entry strategies for a foreign
firm and discusses the effects of market entry on the market structure, while
Section 2.3 examines the firm's choice between the aternative market entry
strategies. The welfare effects of the entry of the foreign firm for the host
economy are analysed in Section 3. Section 4 discusses some of the
limitations of our analysis and Section 5 briefly summarises the issues

discussed in this paper and provides some concluding comments.



2 Choosing Greenfield Investment or Acquisitions

This paper attempts to build on the approach taken by Buckley and
Casson (1998), focusing explicitly on the choice faced by a firm which has
decided to enter a market via FDI, as between setting up an entirely new
plant or acquiring an existing company in the foreign market. We refer to
these dstrategies of entry as greenfield investment and acquisitions
respectively. While the Buckley and Casson paper sets out a framework
within which the different choices of entry can be analysed, the narrower
emphasis taken in this paper allows us to focus in more detail on the
variables that influence the decison between greenfield investment and

acquisitions.

We examine the different entry strategies for a firm that attempts to
enter a closed market, i.e., where prices are determined endogenously within
the market and relax the assumption made by Buckley and Casson of only
one competing firm in the host economy. Also, we allow for different levels
of technology to co-exist in the host country before market entry of the
foreign firm. Our analysis suggests that the choice of market entry strategy
depends on the market structure in the host market before and after the entry
of the foreign firm, the differences in technology between the foreign and
existing indigenous firms in the economy, and the additional costs that a

foreign firm has to incur in the host market.

2.1 Market Structure before Entry of the Foreign Firm

Consider a host economy where there are two firms producing a

single non-traded good Q with the following linear cost functions c(q,) = c,q,
and c(q,) = c,q,, Where ¢ represents the marginal (equal to average) costs of
production. We assume that c, <c,, i.e, the marginal costs of production

for Firm 2 are higher than those for Firm 1 and we attribute the lower costs



of Firm 1 to its use of a superior technology. We assume such a production
structure in order to alow for the fact that in existing markets high-
technology and low-technology firms co-exist. The fact that Firm 2 uses an
inferior technology can be attributed to various reasons. For example, it
could be the case that Firm 2 entered the market before Firm 1 and did not
adjust its production process after the entry of Firm 1, due to high costs of
changing technology. This Situation leads to an asymmetric duopolistic
market structure in the host economy where Firm 1 produces a larger

quantity of good Q and realises higher profits than Firm 2.2

We assume a gmple linear (inverse) demand function
p=a- b(g, +q,) and, in order to keep the analysis simple, we set b=1, i.e,,
we assume the slope of the demand function to be equal to -1. Assuming
that competition is of the Cournot type, i.e., firms decide on quantities rather

than prices, it can be easily shown that the profit maximising output for

Firm 1 and Firm 2 respectively are
1
qlzé(a' 2c, +¢,), (1)
1
q, = g(a' 2C2 + Cl) (2)

which shows that g, >q,. The total market output and price will be

equal to
1
Q=3Ra-¢-¢), ©)
1
pzé(a+c1+c2) (4)

Note that these cost differences are between firms in the same period. Pal (1991) examines a
duopoly structure with identical costs for each firm, but cost differences across periods.

We do not examine Bertrand competition in this paper. Since we assume the production of a
single homogenous good, Bertrand competition would yield prices being equal to margina
costs. In this case, the low-cost firm might simply price the high-cost firm out of the market.



Note that the price is higher (since c, <c,) and the total output is
lower than in the standard Cournot outcome with two low cost firms. Profits

for thetwo firms are

1

P1:§(a' 2C1+C2)2:q12v (5)
1 2 2

P, :§(a' 2c, +c)" =0, (6)

Since q, >q,, the profits for Firm 1 are higher than those realised in
Firm 2.

2.2 Market Entry by the Foreign Firm

Now consider a foreign firm (Firm 3) that wants to enter the market
since there are positive supernormal profits to be gained. We assume that
the firm considering market entry has aready determined that it chooses to
do so via FDI. We assume away the possibility of exporting through the
assumption of a closed market, while the choice between FDI and other
aternatives such as licensing or joint-ventures has been discussed by, for
example, Buckley and Casson (1981, 1996, 1998), Horstmann and
Markusen (1987, 1996) and the literature cited therein. The entering firm

has three aternatives of market entry:
- acquisition of existing low-technology Firm 2 (Scenario A)
- acquisition of existing high-technology Firm 1 (Scenario B)
- set up of an entirely new greenfield plant (Scenario C)

We assume that the entering firm has access to a standard of

technology higher than the one used in Firm 1, i.e, ¢, >¢, >c,. Since both

Firm 1 and Firm 3 are high-technology firms we assume the difference

The Cournot model seems more appropriate to focus on the effects of market entry on market
structure.



between c,and c, to be higher than the difference between ¢, and c,. In
fact, we may assume the difference between ¢, and c, to be very low. The

high level of technology reflects the existence of an ownership-advantage in

the foreign firm that allows it to compete abroad (see Dunning, 1988).

Since the establishment of a firm abroad inevitably imposes higher
costs on a firm than producing in the home country we presume, following
Buckley and Casson (1998), that the foreign firm faces two types of
additional costs of entry.

Firgt, the foreign firm lacks the knowledge of the local market and in
order to acquire this knowledge, it has to incur a once-and-for-al marketing
cost of m. We assume that these marketing costs in the case of greenfield
investment are higher than the costs for acquisitions, i.e., the take-over of
one of the existing firms. In the case of the take-over the foreign firm can
avall of the marketing expertise existent in the acquired firm. Thus, we treat
the marketing costs in the case of acquisitions as being equal to zero while
these costs are greater than zero in the case of greenfield investment, i.e.,

m.>0; m,=m, =0.

Second, the product and production process used in the foreign
companies have to be adapted to the requirements of the local market. In
order to achieve this, the firm incurs adaptation costs d. In the case of the
take-over of the low-technology firm the foreign firm has to adapt both the
production process (process adaptation) as well as the product to meet local
demand preferences (product adaptation) while in the case of the take-over
of the high-technology firm product adaptation but only little process
adaptation is necessary since the firms use a similar technology. If the
entering firm decides to enter the market via greenfield investment, only

product adaptation is necessary. For the sake of simplicity and without loss



of generality we assume that adaptation costs in the case of greenfield

investment are negligible. Thus, we can definethat d, >d, >0; d. =0.

Furthermore, we assume that the take-over of an existing firm in the
market is costly for the entering firm. It hasto pay a premium u for the take-
over of the capital stock of the respective firm. For simplicity we set the
premium for the take-over of Firm 2 equal to zero and use the term u only in
the analysis of the acquisition of Firm 1, i.e., we implicitly focus on the
difference in the premium for the take-over of Firms 1 and 2. In a sense we
follow, therefore, Buckley and Casson (1998) in assuming that Firm 2 plays
a passive role in the process of the take-over. Firm 2 realises that Firm 3
has superior technology and decides to exit the market and move resources
to the best aternative use. On the other hand, Firm 1 does not play atotally
passive role during the acquisition process. While it may not be able to
resist the take-over by Firm 3, it is able to impose a higher premium for the

take-over of its capital stock.

Marketing costs m, adaptation costs d and the premium u are once-
and-for-all costs (sunk costs) occurring when the firm sets up in the market.
They are, therefore, independent of output produced by the firm and do not
enter into the firm'sfirst order condition for profit maximising. The costs are
distributed over the expected life duration of the firm by financing through
borrowing a a given interest rate r. Thus, the costs for marketing,
adaptation and the premium in any given period are rm, rd and ru

respectively.*

If the foreign firm enters the market this has implications for the

market structure after market entry. We discuss the effects of the three

As pointed out above, Buckley and Casson aso discuss another category of entry costs for the
foreign firm, namely costs of building trust in the acquired firm. In order to keep our analysis
simple, we do not explicitly examine this cost factor, though one might think of these costs as
being included in the costs m, i.e., in the costs of acquiring market knowledge.
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different scenarios discussed above in turn. Note that we till assume a
linear demand function but that output may now be produced by three firms,
l.e, the linear (inverse) demand function takes the form
p=a- b(g, +q, +q,), Where g can be either positive or equal to zero. Asin

the previous section, we set b=1 for the sake of smplicity.
Scenario A

Congider firstly the case that Firm 3 enters the market via the
acquigition of the existing Firm 2, i.e., the low-technology, high cost firm.
As aresult, there will be two firms in the market (Firm 1 and Firm 3) which
produce using high levels of technology. However, since we assume that the
level of technology is higher in Firm 3, this firm has a cost advantage over
Firm 1. In this case, the profit maximising quantities produced by the

respective firms are as follows:

a, = :—]3-(8.- 2c, +¢,) (7)
1
s, :g(a' 2C3+C1) (8)

Since ¢, > ¢, if follows that g, <g,.> Tota profit maximising output

and price prevailing in the market are

Q=3(a- - ¢, ©)
1
p= é(a+c1 +c,) (10)

where the quantity is higher and the price lower than in the situation
before market entry of the foreign firm discussed in Section 2.1. Thisis due
to the introduction of higher technology and, therefore, lower unit costs in

the production of good Q. The difference between quantity and price in this



scenario and in the situation before entry of Firm 3 depends crucially on the
difference in unit costs between the low cost and high cost firms. Compared
with the situation before market entry the quantity produced by Firm 1 is
lower than before. Subsequently, profits for Firm 1 are less than before the

entry of the foreign firm:

Plzé(a' 2(:1'“:3)2 :qlz (11)

This shows that both incumbent firms lose as a result of market entry
by Firm 3; Firm 1 realises lower profits while Firm 2 exits the market. Firm
3 redlises higher per unit profits than Firm 1 but has to face the additiona
costs mand d. Taking these into account and assuming that the costs m are

egual to zero in this scenario, the profits for Firm 3 are

1
P3:§(a-2c3+c1)2-rdA:q§-rdA (12

Note that d is independent of output produced and does not, therefore,
Impact on the profit maximising problem of Firm 3. Needlessto say, Firm 3
will only enter the market if P, >0. Thisanalysis shows that in Scenario A

the entry of the foreign firms leads to an increase in total output produced

and a decrease in the market price of good Q.
Scenario B

In Scenario B we assume that Firm 3 acquires the high-technology,
low cost Firm 1. As pointed out above, we presume that the acquisition of
Firm 1 imposes a premium u on Firm 3 for the take-over of Firm 1's capital
stock. Firm 3 will only incur this premium if its present value is equa or
less than the summation of the present values of Firm 3's discounted

expected profits over the expected life time of the investment.

° In the limit case where C, = C; this scenario would yield the standard Cournot outcome with

both firms producing identical quantities.
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The take-over of Firm 1 leads to a market structure smilar to the one
before entry of Firm 3. There is one high-technology firm, now Firm 3,
which produces higher output than the low-technology, high cost Firm 2.
However, since we assume that Firm 3 has a cost advantage over Firm 1 the
output produced by Firm 3 will be higher than output produced by Firm 1
before entry by Firm 3. On the other hand, Firm 2 produces less output than
in the initial Situation. Profit maximising quantities produced by the two

firms are
1
a, = g(a' 2c, +¢;) (13)
1
a; = g(a' 203 +Cz) (14)

and total profit maximising output and price prevailing in the market

are
1
Q= 5(2a- c,- C,), (15)
1
p= g(a+c2 +c,) (16)

Total output produced is higher than in the initia Stuation before
market entry of Firm 3 but is less than in Scenario A. Subsequently, the
price prevailing in the market is less than in the initial situation but higher

than in Scenario A. Profits realised in both firms are

1

P, :§(a' 2c, +Cs)2 :qzz (17)
P, :%(a- 2c, +¢,)% - r(d, +u) =g2 - r(dg +u) (18)

which shows that profits for Firm 2 are less than its profits before

market entry of Firm 3 asin equation (6).

Scenario C
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The final scenario of market entry to be considered here is that of a
greenfield investment by Firm 3. Thiswill lead to a market structure where
three firms co-exist in the market and will, thus, yield higher competition
than in the cases discussed above. While there will be two firms (Firms 1
and 3) with high levels of technology (although c, >c,) Firm 2 uses an
inferior technology and, thus, produces at higher margina costs than both

Firms 1 and 3. Under this scenario, profit maximising outputs produced by

thefirms are
1
a, = Z(a' 3, +¢, +Cy) (19)
1
a, = Z(a' 3c, +¢, +¢,) (20)
1
q3:Z(a' 3C3+C1+C2) (21)

which implies that q, <q, <q,.°

Economic intuition would suggest
that Firm 1 produces less output in Scenario C than in Scenario A due to the
entry of a third firm.” Firm 2 will also produce less output in Scenario C
than in Scenario B. Total profit maximising output and the price in the

market will be

1

Q:Z(Ba' C-GC,- Cs) (22)
1
p:Z(a+C1+C2+C3) (23)

As pointed out in the previous footnote, there is alimit case where C, = C; which would yield
0, =0,

The algebra seems to suggest a case where output in Scenario C may be higher for Firm 1 than
in Scenario A. Using equations (7) and (14) one can show that qlA < qlC if

C, >3(a+c +C;). Inthiscase, however, output of Firm 2, asin equation (15) would turn

out to be negative, i.e., Firm 2 would exit the market, which would lead to the same outcome as
in Scenario A. Therefore, the case that output by Firm 1 in Scenario C is higher than in
Scenario A is not feasible.

-12 -



Note that the price isless than in Scenario B and less than in Scenario
A since c, <c,.® This implies that the total quantity produced is higher in
this case than in both Scenario B and Scenario A. Thus, the effect of higher
competition through the new greenfield investment leads to lower prices and
more output available in the market. Given these output and price equations

we can determine profits for each of the firms

1

P1:1_6(a' ‘?’Cl'|'cz+cs)2:ql2 (24)
1 2 2

P, :1_6(3' 3c, ¢ +¢)" =0 (25)
1

Po=15(@-3ctc +c) - rm =gz - rm, (26)

Looking at the profits for Firm 1 note that they are unambiguoudy
less than in the situation before entry of Firm 3 (Section 2.1). Since the
quantity produced by Firm 1 in Scenario C isless than in Scenario A, profits
will be less in this scenario as well. The profits for Firm 2 in this scenario
will be less than in Scenario B, given that ¢, is assumed to be lower than c, .
As outlined above, we assume the costs for product adaptation d for Firm 3

to be equal to zero in this scenario.

2.3 Choosing the optimal strategy for market entry

Concerning the choice of the optimal market entry strategy, Firm 3
will choose the strategy which yields the highest profits for itself. We can
compare the different profits obtainable under the different scenarios
discussed above:

Again, the algebraic possibility that the price in Scenario C is higher than in Scenario A can be
dismissed following the same line of thought as in the previous footnote. One can show that

p* < p® if ¢, >3(a+c, +c;) which would not alow Firm 2 to produce positive
guantities.

-13-



1

P aa :§(a' 2(:3"'(:1)2 - rd, :qu - rd, (27)

P :%(a' 2c, +C,)? - r(dg +U) =qi - 1(dg +U) (28)
1 2 2

Psc:]__G(a' 3C; +C, +C,)" - rM, = (- My (29)

As regards the first term in the respective profit functions (i.e., the
guantities produced sguared) we can deduce that this term is unambiguously
higher in Scenario B than in Scenario A since c, >c,. Comparing the first
terms in equations (27) and (29) one can show that this will be higher for
Scenario A only if ¢, <3(a+c +c;). Inother words, if c, isrdatively high
compared to ¢, and c, this term will be higher in equation (29), i.e., in the
case of market entry via greenfield investment. Similarly, we find that the
first term in equation (28) will only be higher than in equation (29) if
¢ <3(a+c,+c;). Inthis case, however, we may expect this inequality to
hold in general, since Firm 1 is a high-technology firm with only dightly
higher costs than Firm 3.

The profit functions aso indicate that the profits are affected by the
additional costs a firm has to incur. We defined above that m. >0 and
d,>d, >0. Given the multitude of different types of additional costs we
computed some simulations which are reported in Figures 1 to 4. In these
simulations we hold one or more additional cost parameters constant while
varying the others. The demand function and the values of marginal

production costs are also held constant.’

° We assumed @ =80, ¢, =20, ¢, =30, and ¢, =10. At this level of C, profits in
Scenario A are initially higher than in Scenario C. In an aternative simulation we assumed
C, =40 which yields initially higher profits in Scenario C but does not alter the conclusions
of the simulations concerning the additional cost parameters.
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The smulation reported in Figure 1 assumes m. to be constant at a
low level of 500.1° In this case we can see that greenfield investment can be
the preferred aternative of market entry for a foreign firm if the costs for
adaptation are relatively high compared to m. In other words, if the costs for
acquiring market knowledge in the foreign market are relatively low
compared to costs for product adaptation a foreign firm may be better off

entering the market via greenfield investment.

Figure 2 charts the result for a ssimulation where d is set constant at
500. Profitsin Scenario B, i.e., where the foreign firm acquires the existing
high-technology Firm 1, will then be unambiguoudly highest while greenfield
investment yields the lowest profits. Profits for Scenario B decrease even
though d, is assumed to be constant due to the effect of the take-over
premium u on Firm 3's profits, as shown in equation (28)." In the
simulation in Figure 3 we keep both d, and u constant at 500. In this case
we find constant profits for Scenario B which are the highest in the
comparison of the 3 scenarios. Again, greenfield investment would be the

least preferred strategy for market entry.

These results indicate that the acquisition of the high-technology Firm
1 will usually be the preferred alternative of market entry, especialy if there
are high costs of acquiring market knowledge in the foreign market or if the
costs of adaptation would be considerably higher in the case of the
acquisition of the incumbent low-technology firm. This supports the
empirica finding by Hennart and Park (1993) that Japanese firms tend to
prefer the acquisition of an existing firm as their strategy of market entry in
the US if they intend to produce a different product in the foreign market
than at home. In that case, they would have to incur relatively high costs of

10 Also, u is assumed to be constant at 2000.
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acquiring market knowledge, such as knowledge of actual or potential
competitors and information on available distribution systems, which can be

most easily obtained through the acquisition of an existing firm.

Keeping both d, and d, constant yields the results shown in Figure 4.
Since we assume that d, >d, we set d, equal to 500 and d, equal to 400.
In this case, profits in Scenario B decrease due to the influence of u. This
results in Scenario A being the preferred entry strategy if u is relatively high
compared to d, and d, i.e, the take-over of the low-technology Firm 2
tends to be the most profitable entry strategy if the acquisition of Firm 1
would incur arelatively high take-over premium.*? In this case, the higher
costs of adaptation for the acquisition of Firm 2 are outweighed by the high
premium which the foreign firm would have to pay for the acquisition of
Firm 1.

3 Impact on the Host Economy

While the emphasis of this paper is on the choice of entry strategy for
a firm we also examine the effects of the different entry strategies on the
host economy. In this section we compare the welfare in the host country in
the period before entry of the foreign firm and welfare in the three different

scenarios of market entry for the foreign firm.
We use a very simple definition of welfare w=3 P +Cs, (i=1,2),

where CS denotes the consumer surplus and the summation term represents
the profits of Firm 1 and Firm 2. The definition of welfare in this way
assumes that the profits of the foreign firm are completely repatriated to the

1 We get a similar result to the one reported in Figure 5 if we assume u to be constant and allow

d; tovary.

12 Recall that we set the premium for the take-over of Firm 2 equal to zero.
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home economy.”® Under the assumption of a linear demand function
p=a- bQ the consumer surplus can be written as CS=(a- p)” $Q. Thus,
we can derive the welfare in the period before market entry of the foreign

firmas
W= @ ) +a- 6+ - o) +{@ o) +@ o)} (@)

where the first term in the squared parentheses determines the sum of
profits and the second term stands for consumer surplus. This expression
indicates that the welfare depends crucially on the level of costs and on the

difference in costs between the high-technology and low-technology firm.

As shown above, the entry of Firm 3 has implications for the market
structure and, subsequently, for prices, quantities produced and profits in the
market. Therefore, we expect changes in the welfare in the host economy
following the market entry of the foreign firm. Since the welfare equations
are quite tedious we present some ssmple simulation resultsin Table 1 and in
Figures 5 to 7 in order to compare welfare in the different scenarios. The
table distinguishes between total profits and consumer surplus, which affect

total welfare.

In the case that the foreign firm acquires the existing low-technology
Firm 2 (Scenario A) we showed that this leads to lower prices, i.e,
increased consumer surplus in the market. This is confirmed in our
simulation results. If ¢, and c, are relatively low, the profit repatriation of
Firm 3 leads to a lower welfare W, in that scenario than would have been
obtained in the situation before market entry of the foreign firm. If the
margina costs of production are relatively high, however, our results show

that welfare may be higher in Scenario A than in the initial situation.

13 The welfare analysis can be expected to yield different results if the foreign firm retains al or

part of its profitsin the host country; thiswill raise the host country's welfare after entry of the
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If the foreign firm chooses to enter the market via the acquisition of
the high-technology Firm 1 we showed that this also yields lower prices than
before, i.e., consumer surplus increases compared to the initial situation.
However, welfare W, will normally be less than in the situation before
market entry of the foreign firm, only in the case of relatively high

production costs can welfare be higher in Scenario B.

In case the foreign firm chooses greenfield investment as its strategy
for market entry, entry introduces increased competition leading to lower
prices in the market. Subsequently, consumer surplus will be higher than
before market entry of the foreign firm; we actuadly find the highest
consumer surplusin this scenario. Astheresultsin Table 1 and Figures 4 to
7 indicate, welfare W, can be higher than in the initial Situation in the case of

relatively high c,, regardless of the value of ¢, or c,.

These results indicate that welfare can be improved by the entry of a
foreign firm if the incumbent indigenous firms produce with relatively high
costs and the entering firm has a cost advantage over the incumbents. In this
case, the market entry of Firm 3 results in the incumbent firms having lower
output, i.e., the "business stealing effect” (Mankiw and Whinston, 1986)
which, in turn leads to an increase in social welfare. This may be due to the
fact that Firm 3 steals business from the indigenous firms which operate with

higher costs, this leading to a more efficient market outcome.

Let us suppose that the host country, despite the possible negative
effects on welfare, decides to pursue a policy of attracting FDI into the
country. This could be due to other positive effects of FDI which are not
captured in the ssimple welfare analysis, such as technology spillovers from
foreign to indigenous firms (see Kokko, 1994) or positive effects on skill

levels and wages in the host economy (see Caves, 1996, Chapter 9), or due

foreign firm.
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to non-optimal behaviour on the part of the government. In this case,
assuming that other positive effects are identical for al strategies, what
would be the preferable strategy of market entry for the foreign firm from
the perspective of the host country? Inspection of the potential welfare to
be realised in the different scenarios of market entry may enable us to draw

some conclusions on this.

Comparing Scenario A and Scenario B the results of the simulation
indicate that welfare can be expected to be higher in Scenario A. In other
words, it would be more beneficia for the host country if the foreign firm
entered the market through acquiring the low-technology firm, since this
would lead to lower prices and, therefore, higher consumer surplus than in

the case of the take-over of the high-technology firm.

Our results indicate that greenfield investment will aways yield the
highest welfare, i.e., Scenario C is superior to either Scenario A or B. The
reduction in the price of the good yields the highest consumer surplus in the
case of the foreign firm entering the market via greenfield investment.
Moreover, welfare is improved due to the fact that both indigenous firms 1

and 2 make profits and retain them in the host country.

Admittedly, this welfare analysis is highly smplified in its focus on
only consumer surplus and company profits, which are the variables that are
actively affected by the market entry of the foreign firm. In particular, we
do not consider corporate taxation as an option even though it has been
identified in the literature as a crucia determinant of welfare in a host
country (see, for example, Bond, 1991 and Janeba, 1995). The choice of
optimal tax rates has to be made by the government and cannot be actively

influenced by the entering firm.

Lahiri and Ono (1997) analyse the optimal policy for a host country

which uses profit taxation and local content requirements as policy
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instruments for encouraging or discouraging foreign direct investment by
examining the welfare effects of policy changes. Their model of FDI is
different from the one proposed in this paper in its focus on the host
economy as the decision making entity choosing optimal policies. Since our
emphasis is on the decision making process in the firm our welfare analysis
simply attempts to make a point, viz., that greenfield investment may have
positive effects on host country welfare even if complete profit repatriation

IS assumed.

4 Possible Extensions of the Analysis

The anaysis in this paper is based on a number of simplifying
assumptions. First, we assume a simple linear demand function for the
derivation of our results. If we assumed another functional form, the entry
of the foreign firm may affect the expansion of outputs and lowering of
prices differently. This may yield the result that, for example, the entry of

the firm would have less effects on changes in consumer surplus.

Also, we have set the dlope of the demand function b equal to 1, i.e.,
we do not consider the effect of changes in the elasticity of demand on the
outcomes. This may not impase any mgor problems for our analysis since
we are only carrying out a static analysis where the elasticity of demand

does not change over time.

We assume that firms produce one single, homogenous good only. In
the case where firms produce differentiated products welfare effects might
be assumed to be different, since consumers enjoy a wider range of products
to choose from. Also, in the case of differentiated products price
competition, i.e., Bertrand competition, would yield different results than in

the case of homogenous products, where Bertrand competition simply leads
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to prices set equal to marginal costs. Cournot and Bertrand might yield

different results if we assumed differentiated products.

Our model alows only a static analysis of a single entry of a foreign
firm in agiven time period. If the entry process was assumed to be dynamic
then the result obtained in our paper may suggest that firms with higher
technologies would be most likely to enter into the market. This, in turn,
could have favourable effects on the level of technology in the host country.
These refinements are part of our future research agenda in the area of

foreign market entry and its effect on the host economy.

5 Conclusions

This paper attempts to rationalise the decision that a company faces
once it has decided to enter a foreign market via foreign direct investment.
The first possibility is that it can acquire an existing firm in the host country;
aternatively it can set up a completely new production facility. We examine
these different strategies for the case of a non-traded good, our analysis may

therefore be particularly applicable to firms in the services sector.

We show that this process is not only influenced by the additional
costs that a foreign firm has to incur when it enters the market, but also by
the effects the market entry of the foreign firm may have on market
structure, output produced and prices prevailing in the market. Our analysis
indicates that in general the take-over of the existing indigenous high-
technology firm may be the form of market entry preferred by the foreign
firm. However, we aso discuss scenarios where the take-over of a low-

technology firm or greenfield investment may be the preferred alternatives.™

14 These results depend on the magnitude of the marginal and additional cost parameters used in

the analysis which may differ across host countries. In particular, one may expect them to
differ depending on the type of host country, i.e., whether the host country is a developing
country, transitional country or a developed country.
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This paper analyses critically the point made (but not redly
developed) by Buckley and Casson (1998), namely that "Market structure is
very important when discussing the choice between greenfield investment
and acquisition [...] because entry through greenfield investment increases
local capacity and intensifies competition whereas entry through acquisition
does not" (p. 7). Our results suggest that, as one might expect, in a market
with an asymmetric duopoly greenfield investment leads to increasing

competition yielding higher total output and lower pricesin the market.

In this paper, we emphasise the decision problem for the entering
firm, i.e., the profit maximising problem for the firm deciding which strategy
to take. Welook only briefly at the other side of the coin, namely the effects
on welfare in the host economy. As pointed out above, the welfare analysis
is highly simplified, neglecting, inter alia, the effects of corporate taxation
on welfare in a host country. Our results, however, yield a surprising result,
namely, that welfare in the host country may increase especialy after
greenfield investment by a foreign firm even if al profits are repatriated by
the foreign firm. This is the case if the production costs of Firm 2 are

relatively high, i.e., production in thisfirm is relatively inefficient.

Our analyss may give some preliminary support to government
strategies that aim at attracting greenfield investment, in the case where the
host country is characterised by an oligopolistic market structure and cost
differences across firms. However, in order to decide on an optimal policy
strategy a far more comprehensive evaluation of the effects of FDI on the
host country needs to be undertaken. Such an analysis would have to go far
beyond a ssimple analysis of welfare in the host country, as done in this
paper, and would have to take account of various other effects of foreign

direct investment on the host economy.
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Tables

Table 1. Simulation Results for Welfare Analysis
W W, W, W,

G Gy G, P CS W P CS w P CS W P CS w
2| 1| 3| 13.00 1250 2550, 5.44 16.06 2150 2.78 14.22 17.00, 5.00 18.00 23.00
2| 1| 4| 1289 1089 2378 544 16.06 2150, 1.00 1250 1350 5.13 16.53 21.66
2| 1| 5| 1389 939 2328 544 16.06 2150, 0.11 10.89 11.00f 6.50 15.13 21.63
2] 1| 6| 1600 800 24.00f 544 16.06 2150, 0.11 939 950 9.13 13.78 2291
2| 1| 7| 1922 672 2594, 544 16.06 2150, 1.00 8.00 9.00] 13.00 1250 25.50
2| 1| 8| 2356 556 2911 544 16.06 2150, 278 6.72 9.50| 18.13 11.28 29.41
2| 1] 9| 2.00 450 3350[ 544 16.06 2150, 5.44 556 11.00 2450 10.13 34.63
2| 1]10]| 3556 356 39.11f 544 16.06 2150, 9.00 450 1350( 32.13 9.03 41.16
3| 2 |35| 1025 10.13 20.38 4.00 1250 16,50, 2.78 11.68 14.46| 391 14.45 18.35
3121 4 9.89 9.39 19.28 4.00 1250 16,50, 1.78 10.89 12.67| 3.63 13.78 17.41
3| 2| 5] 1000 800 18.00f 4.00 1250 1650, 0.44 939 9.83 4.00 1250 16.50
3|1 2| 6| 1122 6.72 1794/ 400 1250 1650, 0.00 800 800 563 11.28 16.91
3| 2| 7| 1356 556 1911 4.00 1250 1650 044 6.72 7.17| 850 10.13 18.63
3| 2| 8| 1700 450 2150 4.00 1250 1650 1.78 556 7.33| 12.63 9.03 21.66
3| 2] 9]|2156 356 2511 400 1250 1650, 4.00 450 850f 18.00 8.00 26.00
3| 2 |10| 2722 272 2994/ 400 1250 1650 7.11 356 10.67| 24.63 7.03 31.66
4 | 3 |45 747 735 1482 278 939 1217 178 868 10.46| 266 10.70 13.35
4 | 3|5 722 672 1394 278 939 12.17| 100 800 9.00f 250 10.13 12.63
4 | 3|6 756 556 1311 278 939 1217 011 6.72 6.83 3.13 9.03 12.16
4 | 3|7 9.00 450 1350 278 939 1217 011 556 567 500 8.00 13.00
4 | 3| 8 |1156 356 1511 278 939 1217[ 100 450 550 813 7.03 15.16
4 | 3|9 |1522 272 1794 278 939 1217( 278 356 6.33] 1250 6.13 18.63
4 | 3|10 2000 200 22.000 278 939 1217 544 272 817 1813 528 2341
5] 4 |55| 514 501 1015 178 6.72 850 100 6.13 713 166 751 9.16
5|1 4] 6 500 450 950, 178 6.72 850 044 556 6.00 163 7.03 866
514 |7 556 356 911 178 6.72 850 000 450 450 250 6.13 863
51 4] 8 722 272 994 178 6.72 850 044 356 4.00f 463 528 991
5] 4| 9| 1000 200 1200 178 6.72 850 178 272 450 800 450 1250
5] 4 |10| 1389 139 1528 178 6.72 850 4.00 200 6.00] 1263 3.78 16.41
6 | 5|65| 325 313 638 100 450 550 044 401 446 091 488 579
6 | 5|7 322 272 594 100 450 550 011 356 367, 1.00 450 550
6| 5] 8 400 200 6.00 100 450 550 011 272 283 213 378 591
6 | 5|9 589 139 728 100 450 550 100 200 300 450 313 7.63
6 | 5|10| 88 08 978 100 450 550 278 139 417/ 813 253 10.66
7] 6 |75| 181 168 349 044 272 317/ 011 235 246 041 282 323
716 |8 189 139 328 044 272 317, 000 200 200 0.63 253 3.16
71619 289 089 378 044 272 317] 044 139 183 200 200 4.00
7] 6 |10| 500 050 550 044 272 317/ 178 089 267 463 153 6.16
8| 7 |85| 081 068 149 011 139 150 000 113 113 016 132 148
8| 719 100 050 150f 011 139 150, 011 089 1000 050 113 163
8| 7 |10| 222 022 244/ 011 139 150 100 050 150 213 0.78 291
9| 8|95| 025 013 038 000 050 050 011 035 046 016 038 054
9| 8|10| 056 006 0.61 000 050 050 044 022 067/ 063 028 0091
10| 9 |10| 000 000 0.000 011 0.06 017) 011 006 0.17] 013 0.03 0.16

Source: Own estimations
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Figures

Comparing profits: m constant at 500

Figure 1:

Comparing profits: m constant
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Comparing profits: db constant at 500

Figure 2:

Comparing profits: db constant
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Comparing profits: db and u constant at 500

Figure 3:

Comparing profits: db and u constant
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Figure 4:

Comparing profits: da and db constant

900

800 T

sujoud

000ST

00SPT

000VT

00SET

000€T

00S2T

0002T

00STT

000TT

00S0T

0000T

0056

0006

00s8

0008

00S.

0002

0059

0009

00SS

0005

00SY

000¥

00S€

000€

00S¢

0002

00ST

000T

00S

-25-



Figure5:

45.0

10.0 +

50 1

0.0

Figure6:

18.0

20 1

0.0

Welfare Analysisifc1=2,¢3=1,a=10

Welfare if c1=2 and ¢3=1

Welfare Analysisif c1=5,¢c3=4,a=10

Welfare if c1=5 and ¢3=4

10

55

c2

- 26 -

10




Figure7:

3.0

25T

20 +

157

1.0 +

0.5 T+

0.0

Welfare Analysisif c1=8,¢c3=7,a=10

Welfare if c1=8 and ¢3=7

8.5 9
c2

-27-

10




Refer ences

Auerbach, Alan J. and Hassett, Kevin (1993): "Taxation and Foreign
Direct Investment in the United States. A Reconsideration of the Evidence".
In: Giovannini, Alberto; Hubbard, R. Glenn and Slemrod, Joel (eds.):
Sudies in International Taxation. Chicago: Chicago University Press. pp.
119-144.

Bond, Eric W. (1991): "Optima Tax and Tariff Policies with Tax
Credits'. Journal of International Economics. Vol. 30. pp. 317-329.

Buckley, Peter J. and Casson, Mark (1981): "The Optima Timing of

a Foreign Direct Investment". Economic Journal. Vol. 91. pp. 75-87.

Buckley, Peter J. and Casson, Mark (1996): "An Economic Model of
International Joint Ventures'. Journal of International Business Sudies.
Vol. 27. No. 5. pp. 849-876.

Buckley, Peter J. and Casson, Mark (1998): "Anaysing Foreign
Market Entry Strategies. Extending the Internalisation Approach”. Journal

of International Business Studies. forthcoming.

Caves, Richard E. (1996): Multinational Enterprise and Economic

Analysis. Second Edition. Cambridge: Cambridge University Press.

Caves, Richard E. and Mehra, Sanjeev K. (1986): "Entry of Foreign
Multinationals into U.S. Manufacturing Industries*. In: Porter, Michael E.
(ed.): Competition in Global Industries. Boston: Harvard Business School
Press. pp. 449-481.

Dickerson, Andrew P.; Gibson, Heather D. and Tsakalotos, Euclid
(1997): "The Impact of Acquisitions on Company Performance: Evidence
from a large Panel of UK Firms'. Oxford Economic Papers. Vol. 49. pp.
344-361.

-28-



Dunning, John H. (1988): Explaining International Production.

London: Unwin Hyman.

Gordon, Roger H. and A. Lans Bovenberg (1997): "Why Is Capital so
Immobile Internationally? Possible Explanations and Implications for Capital
Income Taxation". American Economic Review. Vol. 86. No. 5. pp. 1057-
1075.

Hennart, Jean-Frangois and Park, Young-Ryeol (1993): "Greenfield
vs. Acquisition: The Strategy of Japanese Investors in the United States'.
Management Science. Vol. 39. No. 9. pp. 1054-1070.

Horstmann, Ignatius J. and Markusen, James R. (1987): "Licensing
versus Direct Investment: A model of Internalization by the Multinational

Enterprise’. Canadian Journal of Economics. Vol. 20. No. 3. pp. 464-481.

Horstmann, Ignatius J. and Markusen, James R. (1996): "Exploring
New Markets. Direct Investment, Contractual Relationships, and the

Multinational Enterprise”. International Economic Review. Vol. 37. No. 1.
pp. 1-19.

Janeba, Edwin (1995): "Corporate Income Tax Competition, Double
Taxation, and Foreign Direct Investment”. Journal of Public Economics.
Vol. 56. pp. 311-325.

Klein, Michagel W. and Rosengren, Eric (1994): "The Real Exchange
Rate and Foreign Direct Investment in the United States. Relative Wealth
vs. Relative Wages Effects’. Journal of International Economics. Vol. 36.
pp. 373-389.

Kokko, Ari (1994): "Technology, market characteristics, and
spillovers'. Journal of Development Economics. Vol. 43. pp. 279-293.

Krugman, Paul and Obstfeld, Maurice (1994): International

Economics. Theory and Policy. Third edition. New Y ork: Harper Callins.

-29.-



Lahiri, Sgjal and Ono, Y oshiyasu (1997): "Foreign Direct Investment,
Local Content Requirement, and Profit Taxation". Paper presented to the
conference of the International Economics Study Group, University of
Nottingham, April 1997.

Mankiw, N. Gregory and Whinston, Michael D. (1986): "Free entry
and socia inefficiency”. Rand Journal of Economics. Vol. 17. No. 1. pp.
48-58.

Pal, Debashis (1991): "Cournot Duopoly with Two Production
Periods and Cost Differentials’. Journal of Economic Theory. Vol. 55. pp.
441-448.

Ravenscraft, David J. and Scherer, F.M. (1987): "Life After
Takeover". Journal of Industrial Economics. VVol. 36. No. 2. pp. 147-156.

Zeglan, Mario C. (1990): "New Ventures or Acquisitions. The Choice
of Swedish Multinational Enterprises’. Journal of Industrial Economics.
Vol. 38. No. 3. pp. 349-355.

-30-



