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Abstract

We investigate the impact of host country risk on the expatriation strategies of multinational firms,
using data on Japanese subsidiary firms in manufacturing industry in 13 host countries in Asia. We
find that country risk is negatively correlated with the degree of expatriation and that, rather than host
country risk, firm-specific factors (particularly capital intensity, ownership share of parent firms in
subsidiaries and the age of the venture) explain most of the variation in the degree to which
subsidiaries rely on Japanese expatriates. Contrary to previous studies, the capital intensity of
production is a key explanatory firm-specific variable that correlates positively with the degree of
expatriation. Japanese MNCs do not rely on expatriates to off-set host country risk, but to mitigate
risk to parent investment in subsidiaries.

| THE AUSTRALIAN NATIONAL UNIVERSITY



Keywords

Expatriates, Foreign Direct Investment, Multinational Companies, Country Risk, Japan, Asia

JEL Classification
G32, M12, M16, N85

Suggested Citation:

Bassino, J.P, Dovis, M., van der Eng, P., 2015. AJRC Working Paper No. 2, November
2015. Australia-Japan Research Centre, Crawford School of Public Policy, The Australian
National University.

Address for correspondence:

(E) ajrc@anu.edu.au

ISSN 0 728 8409
ISBN 978-0-86413-012-9

The Australia-Japan Research Centre (AJRC) conducts research to explore and improve understanding
of the economies and economic policy processes in Australia and Japan and both countries’ strategic
interests in the Asia Pacific economy.

The AJRC Working Paper Series aims to provide a forum for the exchange of topical research and
contains the latest research and analysis on the Japanese economy, as well as the political economy,
regional integration and trade. The views expressed in AJRC Working Papers are those of the individual
authors and do not represent the views of the Australia—Japan Research Centre, the Crawford School, or
the institutions to which authors are attached.

The Crawford School of Public Policy is the Australian National University’s public policy school,
serving and influencing Australia, Asia and the Pacific through advanced policy research, graduate and
executive education, and policy impact.


http://crawford.anu.edu.au/research_units/ajrc/ajrc_pub.php?tb=2#tb2

1. Introduction

The expatriation or localisation of management of foreign subsidiaries of multinational companies
(MNCs) has been the subject of ongoing research in international business since at least the mid-
1970s. Such research is pertinent, as firms need to determine what expatriate staffing levels are
appropriate for their subsidies, given the cost of selecting, training and maintaining expatriate
managers, as well as the cost of expatriate failure. Available studies have probed the issue in various
ways, but are yet to yield consensus about the factors that determine the choice by MNCs to dispatch
expatriate managers to subsidiary firms or depend on locally recruited senior staff.

In essence, the choice between expatriation and localisation is considered in two ways. The
‘coordination and control’ approach considers that internationalisation of a company’s activities
involves transplanting some core capabilities and practices from the parent firm to subsidiaries (e.g.
Boyacigiller 1990; Watson O’Donnell 2000). If these capabilities require close scrutiny by the parent,
internationalisation may imply the relocation of experienced managers from the parent for the purpose
of overseeing the transplantation and ongoing implementation of the core capabilities in the foreign
subsidiary. An advantage is that expatriates are familiar with the organisation and strategy of the MNC,
and steeped in the MNC’s corporate culture. They may be better able to keep the objectives of the
foreign subsidiary aligned with those of the parent, allowing the parent to avoid any dangers of
opportunistic behaviour by a local joint-venture partner.

Other studies regard the engagement of expatriate managers as a transitory but necessary phase in
the development of a foreign subsidiary. Subsidiaries depend in their initial stages on the transmission
of core capabilities and practices from their parents, and expatriate managers perform an important
facilitating role in that process (e.g. Downes and Thomas 2000; Kawai and Strange 2014). This
‘transitory phase’ approach argues that expatriates (and their families) tend to be costly to maintain,
while the cost of expatriate failure can be considerable. As a subsidiary gains experience in the
business environment of a host country, the parent is likely to localise subsidiary management.
Advantages of localising management include in-depth knowledge of the business conditions in the
host country that local managers tend to have, and the fact that they are less costly. In due time,
MNCs may allow foreign subsidiaries to increase their engagement of locals in senior management
positions, particularly after local managers have gained experience and familiarity with the
international organisation and strategy, as well as the corporate culture of the parent. Given cost
aspects, localisation of management in foreign subsidiaries may be more financially advantageous
than maintaining a contingent of expatriates.

Despite a significant accumulation of studies analysing the degree of expatriation in subsidiary firms,
there is no consensus on the fundamental factors that explain the choice between expatiation and
localisation of management of foreign subsidiaries. Different methodologies (e.g. case studies,
surveys, variance analysis) and data sets have yielded different outcomes, or outcomes that are
difficult to generalise.

This paper focuses on an important common element in both strands of the literature, which is that
MNCs commit valuable resources to their foreign subsidiaries and expose these to host country risk.
The resources take the form of proprietary capabilities and practices, human resources, as well as
financial resources in the form of investment in the production technologies used by subsidiaries and



debt guarantees. Few relevant studies account for the commitment of financial resources. As far as
they do, improperly account for the true value of committed capital, as the next section explains.
Another drawback of existing studies is that they control for risks in the host country by using a
composite of very broad general indicators of differences in the business environments of home and
host countries, or country risk indicators that may be relevant to portfolio investors, but not necessarily
to MNCs that can ‘unpack’ country risk and respond to the different host country risk elements they
perceive relevant to protecting the resources they commit to their foreign subsidiaries.

It can be hypothesised that MNCs with considerable investments in foreign subsidiaries seek to
minimise the risk to that investment by maximising the returns on the core capabilities engaged in
subsidiaries, and possibly by aligning the objectives of the subsidiary with those of the parent firm. A
relatively high number of home country expatriates in key management positions may be a means to
that end. Hence, variation of the degree of expatriation needs to strike a balance between explanatory
factors that are specific to the subsidiary firm and the host-country. This paper analyses this issue on
the basis of a large database containing firm-level data for Japanese subsidiary firms in other Asian
countries and territories. These host countries were chosen in order to minimise the possible impact of
cross-cultural differences between the host countries on expatriation. The study also focuses on
manufacturing firms in order to minimise the possible consequences of the fact that Japanese
subsidiary firms are active across host countries in different combinations of industries.

2. Literature Review

The study of the expatriation strategies of MNCs is dominated by issues of international human
resource management, particularly recruitment practices, and the risk/cost to the firm of expatriates
failing (e.g. Selmer 1995; Baruch and Altman 2002). Early studies seeking to explain the choice
between expatriation and localisation were considerably hampered by the availability of data. For
instance, Boyacigiller (1990) and Downes and Thomas (2000) base their arguments on expatriation in
the subsidiaries of just one firm. More recent research relies on case studies or country studies. The
number of cases in a study is often limited, which makes it difficult to generalise the findings.

During the last 15 years, several studies have started to use large firm-level data sets, combining them
country-level data for home and host countries to explain variations in the degree of expatriation of
subsidiary companies (e.g. Gaur, Delios, and Singh 2007). This would be appropriate if the
combination of home country firms across all host countries is broadly similar and therefore
comparable. But this is never the case, as firms from the same home country are attracted to a host
country for a range of different reasons. In other words, the ‘average home country firm’ does not exist.
It therefore remains unclear whether the specifics of parent and subsidiary firms, rather than the
specifics of home and host countries explain the degree of expatriation in subsidiaries of MNCs across
host countries.

Several empirical studies analyse expatriation by Japanese firms (e.g. Konopaske, Werner and
Neupert 2002; Gong 2003; Paik and Sohn 2004; Belderbos and Heijlties 2005; Tan and Mahoney
2006; Gaur, Delios, and Singh 2007; Wilkinson, Peng, Brouthers, and Beamish 2008; Fang et al.
2010; Widmier, Brouthers, and Beamish 2010; Peng and Beamish 2014; Ando and Paik 2014). A few
take account of parent investments in subsidiary firms, but fail to account for the true value of
committed capital by correcting for inflation since the year of establishment, which consequently leads



them to conclude that capital investment is not a significant explanatory variable (e.g. Widmier et al.
2008, 1616; Fang et al. 2010, 43), or that capital was marginally significant as an explanatory variable
and negatively correlated with the degree of expatriation (Gaur, Delios and Singh 2007, 625 and 627).
In addition, these studies do not account for the fact that competing firms in different industries are
able to apply a range of different technologies to produce similar goods, ranging e.g. from labour-
intensive to capital-intensive technologies. Relative factor prices in host countries are likely to be an
important determinant of the choice of technology along the production frontier, but individual firms
also have other reasons to select a specific technology, which therefore require an eclectic approach
to explaining the choice of technology, as Chen (1983) explains. An element in this ‘choice of
technology’ literature is the fact that a firm’s choice for a higher capital intensity of production (as
indicated by the ratio of capital and employment) necessarily requires a greater commitment of
financial resources.

A further drawback of relevant multi-country studies is that they control for risks in the host country on
the basis of broad composite indicators of differences in the business environments of host countries
that are assumed to be proxies of risk. These are generally composite country risk indicators obtained
from readily available sources such as Euromoney, Institutional Investor or Political Risk Yearbook and
designed for analysis of portfolio investments (e.g. Click 2005). Using such indicators ignores the
subjectivity underlying them, due to the choice and weighting of the underlying variables and can
therefore be misleading, as Oetzel, Bettis, and Zenner (2001) argue. More recently, studies have
started to use similar indicators of ‘institutional distance’ between home and host countries, which
suffer from similar drawbacks related to variable selection and weighting, as Zaheer, Spring-
Schomaker and Nachum (2012) argue.

More importantly, these indicators are at best suited to analysing the decisions of portfolio investors
who have few opportunities to hedge perceived country risks, and a broad-based indicator may suffice
for them. But in the case of foreign direct investment (FDI), MNCs are in a position to ‘unpack’ country
risk and respond to the different risk elements they perceive relevant to their foreign subsidiaries in
order to protect the resources they commit to foreign subsidiaries. They can strategically shape
subsidiary ventures, e.g. through the choice of joint venture (JV) partners, the share of their
commitment in the subsidiary, the choice of technology, expatriation, as well as embedding a
subsidiary in the business environment of the host country etc. Hence, using composite indicators of
country risk or institutional distance between home and host countries may not adequately contribute
to the analysis of expatriation by MNCs engaged in FDI.

Japanese MNCs rely to a higher degree on expatriates in key management positions of their foreign
subsidiaries, compared to MNCs from other countries (Keeley 2001, 115-20; Yoshihara 2005: 244-
246; Jaussaud and Schaaper 2007: 236-238). For example, in 1998, 72% of Japanese subsidiary
manufacturing firms in Asia had a Japanese national as top executive, significantly higher than US and
European firms (METI 2003: 160-161). This phenomenon has been related to the particular human
resource management practices of Japanese firms (e.g. Beechler and Yang 1994). It has also been
related to the idea that Japanese firms replicated keiretsu structures in other countries, requiring
intensive intra-firm communications with headquarters in Japan and inter-firm communications with
keiretsu-associated Japanese subsidiaries in host countries and therefore Japanese expatriates in
senior positions (e.g. Yoshihara 2005: 247-249; Yoshihara 2008: 7-9). Shiraki (2007: 9-10) found that
the need for subsidiaries to coordinate with headquarters in Japan as well as the need for the



‘penetration of the management principles/methods’ of headquarters in Japan to be the main reasons.
Legewie (2002) argues that a prevailing innate ‘insider-outsider mentality’ prevents Japanese firms
from localising the management of their subsidiaries, while many Japanese firms in China are
resource rather than market-seeking and do not require the local feedback that senior local managers
can generate.

Even though Japanese subsidiary firms depend to a large extent on expatriates in senior positions, the
variation in the degree to which the foreign subsidiaries of Japanese MNCs employ home country
expatriates has not yet been fully explained. Several empirical studies have addressed this issue, but
they arguably contain methodological limitations. For example, Belderbos and Heijltjes (2005) seek to
explain the appointment of expatriate and local managers as managing directors (CEOs) of 844
subsidiary firms of Japanese electronics-producing companies in eight Asian countries in 1995. They
find that the strategic dependence of a parent firm on the affiliate increased the propensity to appoint
expatriates. However, (a) the study only analyses CEO appointments, which fails to account for the
possibility that managing directors have been token appointments, as Yoshihara (2008: 6-7) explains,
and that the appointment of Japanese expatriates in other senior management positions serves the
purpose of maintaining control.* (b) It takes the ratio of affiliate employees and employees of the
parent firm as an indication of the size of the subsidiary firm, which does not take account of the
capital intensity of production and thus the potential risk to the investment made by parent firms and
their lenders.

Gaur, Delios, and Singh (2007) seek to explain the appointment of expatriate and local managers as
general managers (i.e. CEOs) on the basis of the ‘institutional distance’ of the host country with Japan.
They analyse the impact of that appointment on firm performance for almost 13,000 subsidiaries of
Japanese firms in 48 countries in 2002 and find that a higher ‘institutional distance’ encourages firms
to rely more on expatriates. This study (a) does not take account of the appointment of Japanese
expatriates in other senior positions than CEO, possibly in order to offset the consequences of the
appointment of a local CEO. (b) It creates composite country-level indicators of ‘regulative’ and
‘normative’ distance between Japan and the host country, but does not explain in detail what factors
are included and how they are weighted. As explained above, the problem is that firms making FDI-
related decisions may utilise different combinations of ways to mitigate the potential negative
consequences of distance. (c) It uses sales per employee as indicator of productivity. This is at best a
proxy indicator of performance. Some firms have high sales/worker ratios because they depend to a
high degree on purchased inputs, add little value themselves to the value of sales, and require a high
turnover to generate sufficient net returns. This indicator also takes no account of the differences in
capital intensity of production across different industries and therefore the differences in risk that
parent firms experience as a consequence of the differences in the relative size of their investment.

Tan and Mahoney (2006) seek to explain variations in the ratio of expatriate managers and total
employment in 284 subsidiaries of Japanese firms in the USA in 2000. They use a range of
explanatory variables, several of which were industry-specific rather than firm-specific. While this study
focuses on all expatriate employment in subsidiaries and not just the nationality of the CEQ, it fails to
account for the role of investment by parent firms in the subsidiaries. The control variable for firm size

L METI (2003, 160) shows for example that in 1998 not only 72% of top executives were Japanese expatriates, but
also that 63% of deputy top executives and 31 to 68% of personnel in key functional departments in Japanese
subsidiary manufacturing companies in Asia were Japanese expatriates.



is employment and the joint-venture indicator is a simple dummy variable, rather than the share of the
parent firm in a JV.

Wilkinson, Peng, Brouthers, and Beamish (2008) seek to explain variations in the ratio of expatriate
managers and total employment in 5,296 subsidiaries of Japanese firms around the world in 2001, by
focusing on ‘cultural distance’ between Japan and host countries. They find that ‘cultural distance’
enhances the rate of expatriation. Leaving difficulties of measuring and interpreting ‘cultural distance’
aside, their choice of control variables may skew the results of this study. While the study does not
account for capital investment, several of the firm-level controls are actually more statistically
significant than the indicators of ‘cultural distance’, which actually have low predictive power.

Ando and Paik (2013) offer a more involved explanation of variations in the ratio of expatriate
managers and total employment in 2,980 subsidiaries of Japanese firms in 2008. Their approach
includes parent firm characteristics, such their international experience, and they use the more
relevant World Bank Governance indicators to define ‘institutional distance’. They find a significant
negative correlation between expatriation and ‘institutional distance’, but do not account for the size of
subsidiaries, nor parent investment.

Lastly, Peng and Beamish (2014) seek to explain variations in the ratio of expatriate managers and
total employment in 11,754 subsidiaries of Japanese firms during 1996-2005, by focusing on the size
of subsidiaries and by also including parent firm characteristics in the analysis. However, they define
subsidiary size simply as the number of employees, do not control for the size of parent firm capital
investment — except the percentage equity ownership by parent firms — and approximate host country
risk with credit ratings from Institutional Investor. For reasons explained above, such limitations may
affect their findings.

3. Theory and Hypotheses

This brief discussion of the literature indicates that several issues require further research. One is that
available studies tend to use only total employment as an indication of size of subsidiary firms. This
fails to account for the fact that in several industries firms can choose from a range of production
technologies in a continuum from labour-intensive to capital-intensive. For that reason, a clear
distinction has to be made between firms according to the capital intensity of production, as Jaussaud,
Schaaper, and Zhang (2001) suggest. It can be assumed that capital-intensive production requires a
subsidiary company to rely on proprietary technology and the transfer of capabilities and practices
from the parent MNC in order to be able to make optimum productive use of the technology. Another
way to consider this is that capital-intensive production requires certainty that a subsidiary firm will be
able to generate net income that allows it to service capital invested in its plant, whether in the form of
parent-guaranteed debt or equity. It would not matter in this case whether the investment is large or
small. The relevant issue is that invested capital needs to be serviced. Dependence on experienced
expatriates may offer some guarantee to that effect.

Hypothesis 1: There is a positive relation between the capital intensity of a foreign subsidiary firm and
the share of home country expatriates in total employment of that firm.



Where parent firms engage local joint-venture partners in their foreign subsidiaries, the local partners
may have expectations about the employment of locals in senior management positions. Either to
acknowledge the valuable contribution of local partners to the joint-venture, or possibly for the purpose
of mollifying local partners, parent firms may therefore agree to the engagement of local managers in
senior positions. But where the role of local partners in a joint-venture is small, foreign parent firms
may not be inclined to consider engaging such local managers.

Hypothesis 2: There is a positive relation between the ownership share of foreign parent firms in a
foreign JV and the share of home country expatriates in total employment of that venture.

Many foreign subsidiaries may start as modest operations and then grow as they create and grasp
opportunities, reinvesting profits to finance expansion. At the same time, senior expatriate managers of
subsidiary firms may gain sufficient experience with the local business environment to understand the
potential risks to the firm. A parent firm may then decide to utilise this experience in the form of
supervision of the subsidiary from the home country, thus allowing local managers to subsume senior
roles in the subsidiary firm. In addition, local junior managers may gain experience in the firm and trust
from senior managers, before being promoted to senior positions. This is in essence the ‘transitory
phase’ argument, as explained above.

Hypothesis 3: There is a negative relation between the age of the foreign subsidiary firm and the share
of home country expatriates in total employment of that subsidiary.

An extension of both the ‘coordination and control’ and ‘transitory phase’ arguments is that
engagement of expatriates in senior positions in a subsidiary firm is a response to elements of
uncertainty in the business environment. These require the involvement of experienced managers who
understand the operations of both parent firm and subsidiary and their markets, and who are able to
draw on that experience to mitigate risk to the subsidiary firm. Their role may diminish and they may
make way for local managers when the firm has developed ways to anticipate and accommodate risk.
For example, Wilkinson, Peng, Brouthers and Beamish (2008, 99-101) find that host country risk was
indeed positively correlated with the expatriation ratio. However, their choice of country credit ratings
from Institutional Investor may be an imperfect indicator of country risk for the purpose of analysing
MNC commitments to FDI.

Hypothesis 4: There is a negative relation between the perceived risk in a host country and the share
of home country expatriates in total employment in a foreign subsidiary firm.

Formal testing of these hypotheses requires firm-level data that allow a comparison of like-with-like.
For example, the capital intensity of production (Hypothesis 1) may be related to the level of technical
sophistication in the industry of the firm. Hence, steel producing firms generally use widely established
technologies and tend to increase their competitiveness by capturing scale economies, while
semiconductor producing firms operate at a technological frontier and maintain their competitiveness
by pushing it further out. In both cases, operations may be capital-intensive, but the required level of
technical sophistication could be significantly higher in the second case, requiring expatriate managers
for ‘coordination and control’, if not the protection of intellectual property. Hence, formal testing in
principle needs to account for the industries in which subsidiary firms operate.



4. Methodology

Quantitative firm-level data used in this paper were obtained from the annual Toyo Keizai database
containing data on Japanese subsidiary firms for each year 1999-2004.2 We compiled a subset with
panel data for 13 Asian countries: South Korea, China, Hong Kong, Taiwan, Vietnam, The Philippines,
Thailand, Malaysia, Singapore, Indonesia, India, Pakistan and Sri Lanka. These countries were
selected in order to accommodate the impact of different levels of risk perceived by subsidiary firms
and their parents on investment decisions in the analysis.® In order to avoid possible outliers we
cleaned the dataset. The initial number of observations was 29,977. We excluded all Japanese
subsidiary firms without data on total and/or expatriate employment, as well as firms with zero or one
employee, which generally were representative offices of Japanese manufacturing firms without
manufacturing plants. We also eliminated subsidiaries without information on paid-up capital, and we
left out firms that were included in the database for less than three consecutive years. Lastly, we
rejected observations where capital or employment grew by more than 300% or decreased by more
than 50% from one year to the next. The cleaned dataset comprised 26,048 observations. The
following variables from the dataset were used: age, or the number of years since the establishment of
the subsidiary firm; number of Japanese expatriate employees; total number of employees; number of
Japanese joint-venture partners; paid-up capital, converted to US$ in constant 2000 prices®; share of
Japanese parent firms in paid-up capital; share of local partners in paid-up capital.

The motivation for using shares of Japanese parent companies and of local partners in paid-up capital
separately is that the total is not equal to 100%. Older, established Japanese subsidiary companies in
Hong Kong, Singapore and Taiwan (and in Thailand and Malaysia in later years) also contribute as
investors and therefore as shareholders to financing the creation or expansion of new Japanese
subsidiaries. This is explained to a large extent by the comparatively high level of corporate taxation in
Japan that leads Japanese MNCs to rely on the cash flow available in foreign subsidiaries for the

% The database comprises the results of an annual survey undertaken by the Toyo Keizai publishing company. It is
published in Japanese as JZS /i 278 (Kaigai Shinshutsu Kigyo Soran). This source has been used in other
studies, such as Tan and Mahoney (2006); Gaur, Delios, and Singh (2007); Wilkinson, Peng, Brouthers, and Beamish
(2008). But these studies did not make use of all relevant firm-specific variables in the source, nor of multi-year panel
data.

® The comparative study was limited to Asian countries for two reasons. These countries comprise a wide range of risk
indicators, while such indicators vary less across European and North American countries. In 2004, 49% of Japanese
subsidiaries were located in Asia, compared to 14% in Europe, 31% in Canada, USA and Mexico and 6% elsewhere,
while subsidiaries in Asian countries were across a greater range of e.g. size and industries than in the rest of the
world.

* Ideally, capital should be the total assets or total equity (paid-up capital plus retained earnings) of a subsidiary
company. The database only gives paid-up capital, valued at the year in which the most recent addition was made to
the equity of the subsidiary, generally the year of establishment (Beamish, Delios, and Lecraw 1997, 108).
Consequently, the actual value of invested capital of older subsidiary ventures is underestimated, because of inflation
since establishment and/or currency depreciation relative to the US$, and/or an accumulation of re-invested earnings.
For that reason, paid-up capital data are converted for this paper to US$ in constant 2000 prices, calculated firstly by
using the exchange rate (local currency unit per US$) in the year of establishment, and secondly by correcting for
inflation with the Gross Fixed Capital Formation deflator (in US$, 2000 = 100) from the national accounts of the
United States. Other studies, such as Gaur, Delios, and Singh (2007) also used capital as a control variable, but omitted
this important correction.



purpose of funding the expansion of their operations in other countries, such as China and more
recently in India.’

Across host countries, MNCs face different levels of risk. Several indicators of country risk are readily
available for the purpose of analysing the impact of perceived risk on expatriation and these have
been used in multi-country studies, as mentioned above. Another example is the OECD’s classification
of country risk. As noted, there are several problems with these indicators. For example, the OECD’s
classification is explicitly intended for export insurance agencies and reflects the perceived risk to
international payments. It is based on the payment experiences of OECD countries with partner
countries, as well as indicators of the financial and economic situation in these countries. Other
composite indicators are based on publicly available financial and economic data, aggregated with
arbitrary weightings. Hence, the choice of country risk indicator therefore impacts on the results. To
avoid the possible complications caused by the choice of a highly aggregated composite indicator this
paper we use indicators that capture factors relevant to FDI decisions, obtained from the World Bank’s
Governance and Doing Business databases.®

The Governance indicators are measured in units, with higher values corresponding to better
governance outcomes. Unlike the Governance indicators, the Doing Business variables are not
available for each year of our database. For estimation purposes, these Doing Business variables are
therefore regarded as constant for 1999-2004. We use the following indicators:

World Bank Governance variables:

— political stability and absence of violence;
— regulatory quality;

— rule of law;

— control of corruption;

World Bank Doing Business variables:
— number of procedures necessary to enforcing contracts;
— number of procedures necessary to start a business.

The level of competitive risk that firms face varies across manufacturing industries. Steel producers
face different competitive challenges than textile and garment producers. The Toyo Keizai database
identifies 18 manufacturing industries: food processing; textiles; wood & furniture; pulp & paper;
publishing & printing; chemicals & medicines; petrochemical; rubber, leather & plastics; ceramics,
stone & glass; steel; nonferrous metals; nonferrous metal products; machinery; electrical & electronic
equipment; automotive & parts; precision tools; transport machinery & shipbuilding; other
manufacturing. Industry-level indicators of competitive risk across industries are unavailable; we

® For instance, in Thailand, Toshiba Semiconductors Thailand Co Ltd is a joint venture established in 1990 by Toshiba
(Japan, holding 32.9% of the shares), Toshiba Electronics Malaysia Sdn Bhd (incorporated in Malaysia 45.6%) and
Toshiba Electric Asia Pte Ltd (incorporated in Singapore 19%), along with a local investor (2.5%). Another example is
Hitachi Chemical Shanghai in China, a wholly owned subsidiary established in 1998 by Hitachi Chemical Co Ltd,
which is a JV incorporated in Hong Kong and controlled by Japanese parent company Hitachi Chemical (Japan,
88.6%) and Taiwan Hitachi Chemical (Taiwan, 11.4%).

® See: http://www.worldbank.org/wbi/governance/data and http://www.doingbusiness.org
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include industry dummy variables in our regressions in an attempt to capture the competitive risk
factors in these different industries.’

The descriptive statistics in Table 1 show that 25% of the firms in the sample are located in China,
almost 16% in Thailand, 11% in Hong Kong, 10% in Taiwan, 9% in Malaysia, and 7% in Indonesia. On
average, firms in China, Vietnam and India are younger than their counterparts in other countries,
reflecting the fact that these countries opened up to FDI later than others. In terms of size, the
subsidiaries on average have about 300 to 500 employees. In South Korea, Hong Kong, Singapore
and Taiwan firms have fewer employees on average, which is most likely a reflection of the higher
degree of skill- and technology intensity in the production activities in those countries.

The average share of Japanese expatriate employment is 7.4%, which is higher than the averages in
several countries, such as 3.4% in Indonesia. The share is relatively high in Hong Kong (23.4%) and
Singapore (20.8%), which may reflect the fact that many firms in those countries are relatively small
operations with their main manufacturing activities located in China in the case of Hong Kong, or
elsewhere in Southeast Asia in the case of Singapore. The ratio of capital and employment indicates
that capital intensity of production is significantly higher in Hong Kong, Singapore and Taiwan than in
other countries. This suggests the use of more advanced and more capital-intensive production
technologies. The share of Japanese partners in the subsidiary firms was on average 93% in Hong
Kong and Singapore, compared to 77% in Taiwan, which indicates that most firms are majority-owned
by Japanese parent firms.

Table 1: Descriptive Statistics, Annual Averages for 1999-2004

Variables China Indonesia Ph.mp g Thailand Vietnam Malaysia South Hong Singapore Taiwan India Pakistan Sri
pines Korea Kong Lanka

Number of firms 1,421 395 253 886 103 515 213 603 690 541 66 6 11
Av. total empl . 306 443 454 312 283 322 222 116 85 171 531 461 1,400
V- fotal employmen (848) (682) (1,345) (743) (678) (683) (559) (562) (252) (375) (1,053) (450) (2,546)

Av. Japanese expatriate 4 4 4 4 3 4 2 4 4 3 3 3 4

employment (®) 4) ) (5) 3) (5) 3) (5) (W] 4) ) 3) )
Av. ratio of Japanese 0.054 0.0345 0.053 0.067 0.046 0.075 0.091 0.234 0.208 0.105 0.043 0.008 0.049

expatriates and
employment

Av. paid-up capital
(1,000 US$, 2000
prices)

Auv. capital per

(0.095) (0.056) (0.081) (0.107) (0.078) (0.119) (0.141) (0.204) (0.198) (0.140) (0.079) (0.004) (0.123)

8,861 9,482 4,713 5,354 4,662 5,947 9,349 4,225 10,205 8,852 7,245 3,987 23,379
(25,497) (50,662) (9,515) (22,989) (5,495) (19,200) (38,495) (13,815) (312,070) (34,471)  (18,686) (3,888) (64,496)

employes (1,000 USS 124 45 37 43 59 40 58 224 243 229 38 13 67
2000 prices) (1,589) (203) (101) (263) (100) (188) (72) (811) (1,293) (4,804) (81) (18) (255)
j“' ‘n‘”mb.e'i:t‘v A 1.5 1.6 1.4 2.2 1.6 13 1.2 12 1.2 12 1.5 1.4 13
pzf:nccrss”" enture (0.8) (0.8) (0.7) (1.9) (0.8) 0.7) (0.4) (0.5) (0.5) (0.6) 0.7) (0.5) (0.6)
Av. capital share of all 0715 0.703 0.766 0.608 0.770 0.733 0718 0.931 0.930 0.756 0.563 0.509 0.848
Japanese partners (0.250) (0.254)  (0.282)  (0.255) (0.241) (0.299) 0269)  (0.173) (0.168) (0257)  (0.269)  (0297)  (0.269)
Av. capital share of 0231 0228 0.193 0.245 0.188 0.194 0257 0.042 0.040 0.208 0390 0.440 0.095
local partners (0.238) 0.224)  (0267)  (0.247) (0.214) (0.275) 0269)  (0.137) (0.127) 0.248)  (0.265)  (0324)  (0.231)
Av. age (years) 6.8 1.7 9.5 125 52 11.7 12.0 14.6 144 14.8 7.7 16.9 13.6
-asely 3. (8.6) (12) 9.0) @.1) (6.9) (8.6) 9.3) (8.1) 9.8) (6.5) (6.4) (10.0)

For the analysis in the next section, we take the logarithms of some key variables and assume a non-
linear relationship between the explanatory and dependent variables. Table 2 shows the pair-wise
correlations. Capital intensity is defined as the ratio of capital and total employment. Except for the
correlation between the share of Japanese parent firms and the share of the local partner firms in the
capital of companies, the correlations between the explanatory variables are all low, which indicates
an absence of multicollinearity problems.

" In principle, the use of industry dummy variables identifies the difference between market-seeking firms focused on
sales in the host country and requiring greater knowledge of the local market, and resource-seeking firms focused on
exports.
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The difference between the share of Japanese parent firms and the share of the local partner firms in
the capital of companies is that in several cases third-country investment plays a role, as explained
above.

Table 2: Pair-Wise Correlations

Mean St.Dev. 1 2 3 4 5 6
1. Share of expatriates 0.100 0.150 1.000
2. Capital intensity 125 1,772 0.095  1.000
3. Number of Japanese JV 1.5 1.0 -0.140 -0.019 1.000
partners
4. Share of Japanese JV 0.754 0.266 0.280 0.034 -0.195 1.000
partners
5. Age 11.3 8.1 -0.098 -0.026 -0.045 -0.036 1.000

6. Share local JV partners 0.184 0.241  -0.272 -0.029 0.043  -0.828 0.048  1.000

The underlying equation used to investigate the determinants of the share of expatriate employment
implies that total employment is on both sides of the equation because we hypothesise that capital
intensity is a key explanatory variable. The justification is we are not seeking to explain the
engagement of the absolute number of expatriates on the basis of specified explanatory variables. The
specification we use is required because a number of variables identified as potentially explanatory are
not expressed as a ratio to total employment, in particular the share of Japanese or local investors in
social capital. In addition, a risk of endogeneity exists if we have both social capital and total
employment as explanatory variables and the absolute number of expatriates as dependent variable.

5. Data Analysis

To analyse the data and test the validity of the hypotheses, we use multiple regression techniques
(OLS and Random effects). The OLS results are shown in Table 3. As the Doing Business variables
are constant for all years in the dataset, we checked the robustness of the fixed effect results by
estimating the random effects, which are shown in Table 4. Both tables show very similar results. In all
models, R2 and the explanatory power of the models are high. Capital intensity has a positive sign and
is statistically significant as an explanatory variable for the degree of expatriation, which confirms
Hypothesis 1. The share of foreign parent firms in the capital of the capital of the subsidiary was
statistically significant and has a positive sign in model (1), while the share of all local partners used in
models (2) - (8) has a negative sign and is also statistically significant

This confirms Hypothesis 2 and suggests that MNCs skew the human resource policies of their foreign
subsidiary firms towards employing home country expatriates, most likely in key management
positions. In all cases the age of the subsidiary firm moderates expatriation, because the sign of was
negative and the coefficient is statistically significant, thus confirming Hypothesis 3. Hence, subsidiary
firms that have been in operation longer are more likely to engage locals in senior management
positions.
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Table 3: Estimation Results (OLS)

Dependent variable: Share of expatriates

Variables: (1) (2) 3) (4) (5) (6) (7) (8)
Capital intensity 0.292%% 0.295%* 0.254** 0.244** 0.246** 0.242** 0.242** 0.249**
(0.006) (0.005) (0.005) (0.005) (0.005) (0.005) (0.005) (0.005)
Number of Japanese corporations -0.007
(0.0006)
Share of total Japanese investment in the 0.423**
(0.018)
Age - - - - - - - -

(0.011) (0.010) (0.010) (0.011) (0.011) (0.011) (0.012) (0.012)
Share of all local partners in the subsidiary - - - - - - -

(0.030) (0.030) (0.031) (0.030) (0.031) (0.033) (0.033)

Political stability and absence of 0.332%*
(0.010)
Regulatory quality 0.455%*
(0.010)
Rule of law 0.451**
(0.010)
Control of corruption 0.330** 0.210** 0.168**
(0.008) (0.030) (0.010)
Enforcing contracts -
(0.149)
Starting a business -
(0.032)
Constant - - - - - - -0.071 -
(0.035) (0.032) (0.034) (0.034) (0.035) (0.032) (0.520) (0.108)
N 24,676 24,676 24,676 24,676 24,676 24,676 20,260 20,260
R-squared 0.59 0.61 0.60 0.60 0.59 0.61 0.62 0.63

Notes: The following variables are expressed as logarithms in all regression models: share of expatriates, capital
intensity, share of total Japanese investment in the subsidiary and age. The estimation of each model includes dummy
variables for each industry and each year of observation. Robust standard errors are in parenthesis.

As for the indicators of country risk, in models (3) - (6) the Governance variables all have a positive
sign and are statistically significant. This implies that a higher degree of political stability, regulatory
quality, rule of law, and control of corruption is associated with a higher the degree of expatriation.
Conversely, in countries with a more risky business environment, subsidiary companies are likely to
depend to a greater degree on locally recruited senior staff members. Likewise, in models (7) and (8),
the two Doing Business indicators have a negative sign and are statistically significant. This means
that increased difficulties experienced in establishing a subsidiary venture, or higher risk, reduces
reliance on expatriates, and by implication increases reliance on local senior staff. In both these
models we included the ‘control of corruption’ indicator to test for interaction with the ‘enforcing
contracts’ and ‘starting a business’ procedures. The results are statistically significant. In the case of a
country with more procedures to enforce contracts, better control of corruption enhances reliance on
local senior staff. In the case of a country with more procedures to start a business, better control of
corruption enhances reliance on expatriates. In all cases, Hypothesis (4) is confirmed: higher
perceived country risk relevant to FDI-related decisions leads a firm to localise senior management.
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Table 4: Estimation Results (Random Effects)

Dependent variable: Share of expatriates

Variables: (1) (2) 3) 4) (5) (6) (7) (8)
Capital intensity 0.411**0.404** 0.389** 0.374** 0.377** 0.373** 0.371** 0.376**
(0.008) (0.008) (0.008) (0.008) (0.008) (0.008) (0.008) (0.008)
Number of Japanese corporations -0.005
(0.005)
Share of total Japanese investment in the 0.151**
(0.024)
Age - - - - - - - -

(0.013) (0.012) (0.012) (0.013) (0.012) (0.012) (0.014) (0.014)
Share of all local partners in the subsidiary - - - - - - -
(0.034) (0.034) (0.034) (0.034) (0.034) (0.038) (0.037)

Political stability and absence of 0.174**
(0.012)
Regulatory quality 0.422%*
(0.014)
Rule of law 0.282%*
(0.014)
Control of corruption 0.293** - 0.066**
(0.012) (0.025) (0.017)
Enforcing contracts -
(0.144)
Starting a business -
(0.061)
Constant - - - - - - 4.609** -
(0.226) (0.223) (0.198) (0.250) (0.247) (0.240) (0.537) (0.247)
N 22,634 24,676 24,676 24,676 24,676 24,676 20,260 20,260
R-squared 045 045 048 0.53 0.51 0.51 0.53 0.55

Notes: The following variables are expressed as logarithms in all regression models: share of expatriates, capital
intensity, share of total Japanese investment in the subsidiary and age. The estimation of each model includes dummy
variables for each industry and each year of observation. Robust standard errors are in parenthesis.

Tables 5 and 6 show the results of further OLS and random effects analyses in order to
distinguish between some firm-specific characteristics. The results in the table test whether there is
any difference in expatriation strategies between different types of firms in the dataset. The reason for
this additional analysis is that there could be country-specific differences between subsidiary firms that
are not captured and revealed in Tables 3 and 4. These differences are in this case analysed only with
the Governance indicator ‘control of corruption’ interacting with the two Doing Business indicators.

The first distinction is between firms that produce with advanced technologies and a high capital
intensity of production and those that produce with simple technologies and a low capital intensity. The
first may be more exposed to risk than the latter and more concentrated in one country than another,
because there are differences in the average capital intensity shown in Table 1. It is significantly higher
in Hong Kong, Singapore and Taiwan than elsewhere. However, models (1) - (4) in Table 6 show that
the signs are all the same as in model (7) in Table 4, and significant, although the values of the
coefficients are different, particularly for the ‘share of all local partners’ variable.
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Table 5: Estimation Results for Sub-Samples (OLS)

Dependent variable: Share of expatriates

High caphal ng capital Lgr.gev Sp‘@llv Excluding China Excluding Hong Kong
Variables: Intensity intensity subsidiaries subsidiaries and Singapore
(O] ) (3) (C] ) (6) ()] ®) © (10) an (12)
Capital intensity 0.207%%% (0.204%** (0.208*** (.212%** (225%** 0.221%**  0.111%** (0.110%**  (.225%** 0.220%*%  0.225%**  (.266%**
0.006)  (0.006)  (0.011)  (0.011)  (0.006) 0.006)  (0.004)  (0.004)  (0.006) 0.006)  (0.006)  (0.007)
Age -0.315%%% 20.322%%* -0.282%** -0.204%** _0.079%**  -0.094%%* -0.191%** -0.194%** -(0.339%k*  _0.364%** -0.339%** _(.363%**
0.010)  (0.010)  (0.016) (0.016)  (0.012) 0.012)  (0.009)  (0.009)  (0.013) 0.014)  (0.013)  (0.015)
Share of all local partners in the subsidiary S1L197HFE (] 198%Hk 0.482%** Q. 481FFF -0.749%** (. 754%** .0.914%** -0.9]12%** -0.570%**  -0.584*** -0.570*** -0.556***
(0.039)  (0.039)  (0.047)  (0.047)  (0.033) (0.033)  (0.039)  (0.039) (0.042) (0.041) (0.042)  (0.034)
Control of corruption 0.221%#%  (0.252%%%  (.333%*% (287*%* (.10]%** O.111%%%  0.206%** 0.208***  0.113%**  0.204%** 0.113*** (.14]1%**
(0.009)  (0.010)  (0.016) (0.015)  (0.010) 0.012)  (0.009)  (0.009)  (0.032) 0.011)  (0.032)  (0.024)
Enforcing contracts -0.220%%** -0.124* -0.400%** -0.057* -1.043%%* -1.043%%*
(0.037) (0.070) (0.052) (0.033) (0.160) (0.160)
Starting a business 0.021 -0.241 %% -0.103*** -0.026 -0.664*** -0.734%*%
(0.024) (0.035) (0.028) (0.022) (0.037) (0.041)
Constant -2.101%%* -2.930%** -0.010 S1L189*H% _] 464%*%  3.599%xk () 873FEF -] 010**F  2.246%+* -0.714%%% -] 7]5*k% (0,859 **
(0.148)  (0.088)  (0.284)  (0.086)  (0.184) 0.071)  (0.113)  (0.055)  (0.546) 0.126)  (0.616)  (0.097)
N 23,234 23,234 11,419 11,419 16,427 16,427 18,226 18,226 14,640 14,640 15,203 15,203
R-squared 0.53 0.53 0.57 0.58 0.43 0.43 0.37 0.37 0.63 0.63 0.53 0.54

Notes: The following variables are expressed as logarithms in all regression models: share of expatriates, capital intensity, share of total Japanese investment in the subsidiary and age. The estimation
of each model includes dummy variables for each industry and each year of observation. Robust standard errors are in parenthesis. * significant at 10%; ** significant at 5%; *** significant at 1%

In capital intensive firms, a higher share of local partners decreases the rate of expatriation more than
in capital extensive firms. This indicates that local partners in a capital intensive firm are in a better
position to require the appointment of local staff members, because of their ownership rights. While in
capital extensive firms local partners are less likely to use their ownership rights to require the
appointment of local staff members.

Secondly, Tables 5 and 6 distinguish between large and small subsidiaries in terms of the numbers of
people employed. Table 1 showed that average total employment is relatively high in Indonesia,
Philippines, India and Pakistan, as well as Sri Lanka, and on average relatively small in Hong Kong
and Singapore. Models (5) - (8) in Table 6 show that the signs are all the same as in model (7) in
Table 4, and significant, although the values of the coefficients are different, particularly for capital
intensity. This indicates that large subsidiary firms that are capital intensive on average employ a
greater proportion of expatriates than small subsidiaries that are capital extensive.
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Table 6. Eximarion Reswies for Sub-Samples (Random Effects)

Dependem variable: Share of expanriales

igh capit capital Small 2xcd Con
High capi .-Il h.wv ucmva Large mal Exctoding Chira Excloding Hong Kong
Varishles: incensity imensity subssdianies subsidianes and Singapore
) 2) 3) ) (5) (6) (Y} (8) ©) (10) an (12)
Capital intensity 0.343°**0340°**0.387***0.389°** 0.360***  0358°** 0.2]9*** ‘_’2‘"" 0.342%°* 0340%** 0401%** 0407
(0.009) (0.009) (0014) ©OI4) (0.009) (0009) (O0OT7) (0.007) (0010} ©0.010) 0010) 0010y
A D056 0.120%% 0.213%** 0216%* 0.189%** 0217
#e 0.165°*°0.172°°°0.106°**0.128*** 0.108%** 0.125¢** g x
0012) ©0I2) (V021) 0O21) OO0IT7) ©017) @0l Q011 ©oI7) 0017 0017 0017
St of all Jocal parusers in subsidiary DI3T4*** D385*** Q170 0205+ 0.260%** 0265
hare of all Jocal partaees i the SUBSKIATY ) §iunn 0mev0.1662220.161 %% 0378%* TETIC <
(0047) (0048) (0050) (V0S0) (0.043) 0043) (0s7) (0.047) (00%4) 0.043) 0.039) ©.039)
Coatral of corruption 0.1894++0215+990.2737++0.200°** 0077+** 0053+ 01400+ D145 55, 0A72°**  0075** 0005
(0015) 0O17) (0023) (0O24) (VOL17) (0.020) (0OLS) (0.015) (0.032) 0.019) (0.035) (0.032)
Enforcing costracts 07765+ 075455+ 03500 DHA5S " 20430 1,125
{0082) ©,137) (0.103) 0o72) 0175 0.252)
Staning a bus D31*e D340
e Dl 0.169%+* 0.683%+* 0273%%+ 0.158% st !
(D04%) (0.066) (0.056) (0.050) 0.076) (0.083)
. L :4 :-00 0'\ y -‘J e 0.184 e
- 0.933°7+3.301=+2 2,481 +== 3 33a0en 240 3g170we 0131 22500 208 13g3ees 0184 b
(0313) (0.165) (0.509) ©232) (0432) (0272) (0282) (0.825) (0.634) 0260) (0911) 0289)
N 23234 23233 11419 11219 16427 16427 18226 18226 14630 14620 15203 15,203
Resgaared 042 042 047 046 036 036 027 026 05a 0ss 043 045

Notes: The following variables are expeessed as logarithms in afl regression models: share of expatriates, capital intensity, share of total Japancse investment in the subsidiary and age. The
estimaion of each model includes dumnyy varisbles for cach industry and cach year of observation, Robust standard errors are in paresthesis. * significant at 109, ** significant at 5%;
*&s significem m 1%

Thirdly, Tables 5 and 6 exclude respectively China and Hong Kong and Singapore from the dataset.
The reason to exclude China is that it hosts a relatively large number of subsidiaries for reasons that
are not necessarily captured in the models in Tables 3 and 4. Excluding China in models (9) and (10)
allows us to test for this. The results show that the signs remain the same as in model (7) in Table 4,
but that the value of some coefficients changes. It decreases for the share of local partners in capital,
which indicates that in China a higher share of local partners reduces the rate of expatriation to a
greater degree than elsewhere. In model (9), the coefficient of ‘control for corruption’ is now
statistically insignificant, which indicates that in combination with the ‘enforcing contracts’ variable the
role of the ‘control for corruption’ variable in explaining expatriation is particularly relevant in the
context of China’s business environment, not in the context of other Asian countries.

Lastly, the small average size of subsidiaries in Hong Kong and Singapore may be related to the
possibility that manufacturing firms have regional headquarters in those city states, but production
operations in sub-subsidiary firms in respectively neighbouring China and Indonesia or Malaysia.
Excluding Hong Kong and Singapore does not change the sign of the coefficients in models (11) and
(12), compared with model (7) in Table 4. The only key change is that the ‘control for corruption’
variable is statistically insignificant in model (12). This indicates that in combination with the ‘starting a
business’ variable, the role of the ‘control for corruption’ variable in explaining expatriation is
particularly relevant in the cases of the business environment in Hong Kong and Singapore, not in the
context of other Asian countries.
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In all, the signs of the coefficients remain the same as in model (7) in Table 4, which confirms
Hypothesis (4). In other words, in countries with more risky business environments, subsidiaries of
MNCs tend to rely to a greater degree on locally recruited senior staff rather than expatriates. This
conclusion differs significantly from Gaur, Delios, and Singh (2007) who find that a greater institutional
distance between home and host country leads firms to increase their reliance on expatriate
managers. It confirms Ando and Paik (2013) who conclude the opposite. Arguably, the indicators of
country risk in this study and of ‘institutional distance’ in other studies do not necessarily yield similar
indications of distance between home and host countries. Nevertheless, both broadly point in the
same direction. The key difference between this study and Gaur, Delios and Singh (2007) is how it
accounts for capital, as explained above. As a consequence of properly accounting for changes in the
real value of capital since the establishment of subsidiary companies, this study finds that capital
intensity is positively correlated and highly statistically significant, which impacts on the statistical
significance of the coefficients of other explanatory variables.

6. Conclusion

This paper shows that firm-specific factors, particularly capital intensity, the ownership share of parent
firms in subsidiary firms and the age of the venture, together explain a very large part of the variation
in the degree to which subsidiary companies depend on expatriates, and that in host countries with
more risky business environments subsidiaries of MNCs tend to rely to a lesser extent on expatriates,
and by implication to a greater degree on locally recruited senior staff. The paper shows that
advancing age, as well as a higher degree of local participation reduces the dependence of a foreign
subsidiary firm on expatriate employees.

Further research should address the question why firms do this. It can be hypothesised that business
success in a host country with a higher degree of perceived risk depends on a superior understanding
of the idiosyncrasies of the business environment of the host country and possibly on local
connections, both of which locally recruited senior staff may have. It could also be that a parent
company is reluctant to expose expatriates and their families to the difficulties of living in a host
country with a higher degree of perceived risk. Either way, localisation of senior management is a
strategy to minimise country risk. By controlling for firm-specific factors, the paper also finds that the
capital intensity of production of a subsidiary venture is positively correlated with the degree of
expatriation and that this variable actually explains a large part of it. Further research should explain
why this is the case. It can be hypothesised that MNCs maintain expatriates in their foreign subsidiary
ventures as a consequence of company strategies aimed at maximising control. The purpose of doing
this is that a subsidiary firm needs to optimise its use of capital-intensive technologies, and also
maximise the likelihood that it will be able to service its outside finance in the form of participations by
parent firms as well as debt, especially if debt was guaranteed by parent MNCs. This will require data
that allow the assessment of how Japanese foreign subsidiaries are financed.

Arguably, a shortcoming of this research is that it focuses on Japanese firms in an Asian context.
Further research should also investigate whether the findings hold for non-Asian host countries with
different business environments and levels of risk. Lastly, further research should compare the findings
with those for earlier benchmark years to test whether Japanese firms have changed their expatriation
strategies and assess the possible reasons for that.
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