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Abstract

The literature on the relationship between the degree of multinationality (M) and
performance (P) in the context of multinational enterprises (MNES) has attracted a large
volume of scholarly research in the past 50 years. Yet, the conclusions concerning the
nature of M-P relationship and the theoretical foundations vary greatly, thus call for a
critical review and assessment.

We adopt an original inter-disciplinary approach by integrating international business,
finance, and accounting perspectives to provide a comprehensive and critical review of
the literature. We examine 135 articles in 39 leading scholarly journals and classic books
published during the period 1960-2015. We use an inductive approach and a qualitative
content analysis methodology for our review.

Our analysis shows that the literature has been built upon a wide variety of theoretical
perspectives. The majority of previous studies predominantly examine the relationship
between M and P. Thus, we review the theoretical conceptualization and measurement of
M, P, the findings on M-P relationships, methodologies, and geographic focus. We
identify six key inconsistencies in the existing research, which cause ambiguity in the

relevant findings. We make eight recommendations for future research directions to
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address these inconsistencies. Thus, our analysis contributes to the central debate in this

research field.
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MULTINATIONALITY AND PERFORMANCE LITERATURE:

A CRITICAL REVIEW AND FUTURE RESEARCH AGENDA

Introduction

The research on the relationship between the degree of multinationality (M) and performance
(P) of the multinational enterprise (MNE) has generated an enormous number of studies in
the international business (IB) literature in the past 50 years. The majority of previous studies
focus predominantly on testing the effects of multinationality on firm performance, rather
than examining the impact of internal factors of the firm and external business environments
of home and host countries on its performance. Despite all efforts, this research stream is still
the subject of endless debate due to the inconclusive empirical results with different
functional forms and shapes, ranging from linear positive, negative, U-, inverted U-, J-,
inverted J-, S-, inverted S-shaped and those with no relationship. Bowe et al. (2010) maintain
that prior research has failed to discover a consistently signed relationship. Glaum and
Oesterle (2007) argue that the M-P debate has generated more questions than concrete
answers. Unsurprisingly, a number of IB scholars have cast doubt on the valid theoretical
rationale for such a generalizable M-P relationship (Dess et al., 1995; Hennart, 2007, 2011,
Verbeke et al., 2009; Verbeke and Brugman, 2009; Verbeke and Forootan, 2012).

This literature has accelerated to a point whereby there are now meta-analysis studies
(Bausch and Krist, 2007; Kirca et al., 2011; Kirca et al., 2012; Kirca et al., 2012; Palich et al.,
2000; Yang and Driffeld, 2012); literature review studies (Annavarjula and Beldona, 2000;
Cardinal et al., 2011; Hill et al., 2006; Li, 2007; Matysiak and Bausch, 2012; Oesterle and
Richta, 2013; Ramaswamy, 1992; Sullivan, 1994a,b), and conceptual papers (Glaum and
Oesterle, 2007; Hennart, 2007, 2011; Verbeke and Brugman, 2009; Contractor, 2007, 2012;

Hult, 2011; Verbeke and Forootan, 2012).



The M-P relationship is among the key topics in the field of IB research. We believe that the
time is ripe to conduct reviews, meta-analyses, and conceptual works, which help us to
understand the achievements and limitations of the extant literature. It is important to identify
generalizable relationships, to detect the contradictions and potential reasons in the empirical
literature, and to provide suggestions incorporating both theory and methodology to advance
the literature.

Our study differs from existing literature review articles in several major areas. First, we
adopt an innovative and original inter-disciplinary approach by incorporating IB, finance
theories and accounting perspectives in our work. We demonstrate the need for such an
integrated approach in our critical literature review, in our analysis of theoretical concepts
and measurements, as well as in our analysis of the empirical findings of the existing
literature, and in our suggestions for future research. Thus, we provide a new fresh way of
thinking about the old issues of the M-P literature. Our work is a timely response to calls by
finance scholars to integrate contemporary finance into 1B research (Agmon, 2006; Bowe et
al., 2010; Oxelheim et al., 2001, 2012), because such an inter-disciplinary approach will
enrich the literature.

Second, we examine 135 articles in 39 leading journals and classic books published between
1960 and 2015, which have been identified from numerous disciplines and the fields of
international business, strategic management, finance, financial economics, international
management, financial management and accounting, and marketing. We aim to consolidate
previous research findings, and to provide an overall picture across these domains and
disciplines, because there is a lack of integration of the existing literature in these related
fields (Kirca et al., 2012). We use an inductive approach and conduct a qualitative content
analysis, which has been recognized in management research as a research tool for

integrating and expanding the bases of knowledge on a specific research topic (Duriau et al,



2007). This approach enables researchers to analyze the contents of the literature through
careful procedures, such as examining data sources, identifying research themes, and leads to
suggestions for methodological refinements. Qualitative content analysis is also well suited to
contributing to the development of theory and for synthesizing empirical research over a
variety of disciplines and studies. Overall, our study advances previous qualitative literature
review papers (Annavarjula and Beldona, 2000; Hitt et al., 2006; Li, 2007; Cardinal et al.,
2011; Matysiak and Bausch, 2012; Oesterle and Richta, 2013), which are based on smaller
samples focus on a narrower, more limited set of issues.

Third, we not only present the state of the art M-P literature but also provide a critical
evaluation, in which we identify six key inconsistencies in the existing literature. We discuss
the essential results and findings of our review. Specifically, we find that previous studies use
a wide variety of theories, or multiple theories to advocate for a particular model. The
inconsistencies are also found in the theoretical conceptualization and measurements of M, P
and M-P relationships, an omission of risk-return trade-off, a deficiency of diversity in
geographic focus (i.e. the majority of studies use the United States firm datasets), and a lack
of cross-country analysis and comparative studies. To clearly demonstrate our findings from
a critical literature review, we have prepared an in-depth analysis of 50 representative articles
including dependent, independent, control and moderating variables (if any), sample size,
statistical techniques, and findings with different functional forms and shapes. Due to space
constraints, they are not presented here.

Finally, we provide eight practical and solution-focused suggestions for new directions of
future research after we present our thorough review of previous meta-analysis, literature
review and conceptual papers. Our recommendations are theoretically rigorous and
empirically testable. Specifically, we recommend that future research focus on the inter-

relationship between firm-specific advantages (FSAs) and performance, i.e. that FSAs are the



key driver of a firm’s performance. A proportion of profits are then retained (retained
earnings) to finance reinvestment in the continuous development, creation and generation of
FSAs. This assures the sustainable expansion and growth of the firm. We suggest that
researchers consider applying international accounting standards, such as IFRS8-Operating
Segments and the US GAAP FASB 131-Disclosures about Segments of an Enterprise and
Related Information to examine the relationship between geographic segments and
performance. This is strongly related to the literature of regional strategy and the performance
of the MNE and its foreign subsidiaries (Rugman and Verbeke, 2004; Rugman, 2000, 2005;
Oh & Rugman, 2014; Nguyen, 2014, 2015a). In addition, we suggest that it is particularly
important to isolate the effects of the performance of home country operations from
international operations by examining the return on home assets (ROHA) and the return on
foreign assets (ROFA) separately. This approach advances the current literature, which
focuses on examining the relationship between the degree of multinationality and the return
on total assets (ROTA). We recommend that future research considers using alternative
measures of value-based performance and incorporates finance factors in the research design.
We also emphasize the need for diverse research settings, with research conducted in other
countries than the United States, as well as the need for comparative studies. Finally, future
research might examine this phenomenon from a lower unit of analysis by using a subsidiary-
level perspective.

Focus of the Study

We examine what and how theoretical concepts and approaches have been applied to explain
the phenomenon of the M-P relationship as we attempt to analyze the main results and
inconsistencies in the existing literature. To achieve this objective, we critically assess
publications on this research stream in top journals and classic books. We aim at answering

three closely interrelated questions:



1. How does the existing literature conceptualize the M-P relationship?

2. What inconsistencies in this literature can be identified?

3. How can we advance our knowledge in this research stream?

Methodology

In order to address our research questions, we use an inductive approach and a qualitative
content analysis (Duriau et al, 2007). This methodology has been adopted in previous
literature review studies by Jormanainen and Koveshnikov (2012), and Stahl and Tung
(2015). Such an approach allows us to focus on investigating how this phenomenon has been
addressed in top journals and classic books, how the topic has been examined, and what are
the main findings to date. We follow the suggestions by Duriau et al. (2007). Our research
design consists of several methodological steps taken in a systematic manner to ensure the
reliability of the analysis. This enables us to use clear definitions of the concepts, research
area, database for analysis, selection of texts to be analyzed and interpretation of the results
(Duriau et al. 2007; Jormanainen and Koveshnikov, 2012).

Research Area and Selection of Database and Journals

We follow Duriau et al (2007) and Kirca et al. (2011) in our methodological approach to
define the database for the analysis, i.e. which database and which journals to select for
reviewing. In the first stage, we use the database of Business Source Complete by EBSCO
Industries, Inc. to search for articles. This is one of the most comprehensive databases
covering full-text articles in scholarly journals and books. In the second stage, we proceed by
carefully examining articles issue-by-issue in leading journals in the fields of 1B, general
management, strategic management, marketing, economics, finance, financial economics,
financial management and accounting. These include Journal of International Business
Studies (JIBS), Strategic Management Journal (SMJ), Academy of Management Journal,

Management International Review (MIR), International Business Review (IBR), Journal of



Business Research (JBR), Journal of World Business (JWB), Multinational Business Review
(MBR), Global Strategy Journal (GSJ), British Journal of Management, Journal of
Management, Journal of International Management, Asia Pacific Management Journal,
Journal of Finance, Corporate Finance Review, Journal of Financial and Quantitative
Analysis, European Journal of Management, and others. These journals are recognized as top
publications with high impact factors by the ISI Web of knowledge database and Association
Business School Journal Quality Guide. In the third stage, we examine reference sections of
all previous major meta-analysis and literature review articles which have been published on
the topic. This careful procedure ensures to identify any studies which we might have
overlooked in the previous two stages (Kirca et al., 2011).

Selection of Text for Analysis

The next step of the methodological procedure is to select articles and books to be reviewed.
We decide to include only published full-length research articles and classic books. We
exclude unpublished thesis, dissertations, and working papers. The reason we include only
published studies is that they are subject to a rigorous peer-review process (Jormanainen and
Koveshnikov, 2012). Furthermore, future research can refer to these articles from our
reference list, as they are publicly available unlike unpublished works. Our selection
approach here is consistent with previous studies by Duriau et al. (2007), Jormanainen and
Koveshnikov (2012) and Stahl and Tung (2015). However, it is slightly different from Kirca
et al. (2011), which includes both published and unpublished studies. The period of selected
publication covers from 1960 with the first publication by Hymer (1960) to 2015 (inclusive).
Our intention is to provide a comprehensive overview of the literature covering important
contributions to the field.

To select articles from the database and journals, we have chosen a number of key words in

line with our specific focus on the M-P relationship in the context of the MNE. We focus on



MNEs only as they expand internationally by establishing a network of foreign subsidiaries
(i.e. engaging in foreign direct investment (FDI) activities) rather than exporting or licensing
(Buckley and Casson, 1976; Hennart, 1982; Rugman, 1981). We exclude articles on the
relationship between internationalization (I) and performance (P) by exporting of small and
medium sized enterprises (SMEs), foreign market involvement by exporting of born-global
firms and international new ventures (INVs), and the internationalization of top management
teams (TMT), as these topics belong to other research streams.

Our approach of article selection differs from most previous literature reviews, meta-analysis,
and conceptual articles, as these include studies of SMEs, MNEs, INVs, and TMT. In the
internationalization process, SMESs see exporting as offering potential extra sales and may use
a local agent or distributor, or may choose to export directly to a particular foreign market.
However, the depth of SMEs’ involvement and their resource commitment to expand to
foreign markets by exporting is low relative to MNEs with value-adding FDI activities,
except for those subsidiaries located in tax havens. From the perspective of internalization
theory, MNEs must carefully weigh firm-specific advantages (FSAs) and home and host
country-specific advantages (CSAs) in their strategic decisions about foreign market
involvement (Rugman, 1981; Rugman & Collinson, 2012).

We provide a clear definition of an MNE. This helps conceptually justify our selection of
articles for this review. An MNE is defined as a company headquartered in one country, but
having operations in other countries (Rugman, 1981). Specifically, an MNE must have the
ratio of foreign sales to total sales (FS/FS) of at least 10 percent and three foreign subsidiaries
(Rugman, 1981). The threshold of FS/TS at 10 percent comes from the international
accounting standards, such as IFRS8-Operating Segments and the US GAAP FASB 131-

Disclosures about Segments of an Enterprise and Related Information.



The list of key search terms consists of references to the performance implications of
international activities of the MNE. The search terms for multinationality include degree of
multinationality, multinationality, degree of internationalization, internationalization,
international expansion, international diversification, global diversification, geographic
diversification, and international market diversification. The literature tends to use these
concepts interchangeably, although they are not synonymous (Verbeke and Brugman, 2009).
The search terms for firm performance include return on assets (ROA), return on equity
(ROE), return on sales (ROS), Tobin’s q, shareholder value, total shareholder return, sales
growth, firm growth, risk adjusted return, scale efficiency, excess q, Jensen'’s alpha, Sharpe,
Jensen and Treynor’s measures, abnormal returns, excess value, market value, economic
value added (EVA), and cash flow return on investment (CFROI).
With these lists of key search terms in mind, we go through all the articles shown in the
database and journals. We read these articles carefully, in which we examine title, abstract,
key words, introduction, conclusion, and journal outlets. We include both conceptual,
empirical, literature review, and meta-analysis articles. The process identifies 128 articles in
39 leading journals, and seven (7) classic books, which makes a total sample of 135 studies.
Table 1 presents our findings on the distribution of publication outlets.
Table 1
Table 2 reports the types of articles. These include 11 conceptual articles, 102 empirical
articles, seven conceptual articles, nine literature reviews, and six meta-analysis articles.
Table 2
Analysis
We analyze these articles qualitatively (Welch et al, 2011). First, we focus on the manifest
content of each article (Suddaby and Greenwood, 2005; Jormanainen and Koveshnikov,

2012). We read full contents of all these studies carefully and then we document them in an
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excel spreadsheet (Jormanainen and Koveshnikov, 2012). The information includes name of
authors, year of publication, journals, theoretical perspectives, concepts and measurements,
methodology in terms of data sources and geographic focus, control and moderating
variables, key findings, and suggestions for future research proposed by these authors. We
discussed our research process with an international business scholar with great expertise in
this process and in the relevant literature.
Second, we analyze the latent content of each article (Suddaby and Greenwood, 2005) to
ensure its direct contribution to the M-P relationship literature, and the core concepts (M and
P) and relationships wused to operationalize contributions (M has a linear
positive/negative/no/U-, inverted U-, J-, inverted J-, S- and inverted S-shaped performance
implications). We read and code main points of the articles, theoretical perspectives, and
conclusions.
Third, we analyze the content of the selected studies to outline what and how theoretical
concepts and approaches have been developed. We examine the contributions in the existing
literature in terms of consistency and validity, and summarize the results of our analysis in a
framework (Figure 1).

Figure 1
Findings and Discussion
Inconsistency 1: Theoretical foundations and overall empirical results
Our analysis from the critical literature review shows that the literature has adopted a wide
range of theoretical perspectives to advocate for a particular M-P relationship. These include
internalization theory (Buckley and Casson, 1976; Hennart, 1982; Rugman, 1981); Dunning’s
eclectic paradigm (Dunning, 1985); the resource-based view of the firm (Wernerfelt, 1984;
Barney, 1991; Teece, 1986; Teece et al., 1997); portfolio and diversification theory (Rugman,

1976); liability of internationalization (Hymer, 1960; Zaheer, 1995; Eden and Miller, 2001);
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incremental internationalization process and experiential learning (Johanson and Vahine,
1977); and organizational evolution and organizational learning (Chandler, 1962; Tushman
and Romanelli, 1985; Sullivan, 1994a,b; Contractor et al., 2003; Lu and Beamish, 2004).

In addition, we find that a number of studies (Hitt et al., 2006; Contractor et al., 2003; Lu &
Beamish, 2004) use arguments from multiple theoretical perspectives to develop their
conceptual models and hypotheses. However, Kirca et al., (2011) argue that this approach has
created more ambiguity than clarification, as it becomes difficult to link the results from such
an approach back to the confirmation, extension, or refutation of any particular theory.

In a related manner, empirical results vary greatly with different types of relationships. In
subsequent sections, we provide a detailed review of the concepts and measurements of M, P
and empirical results on the M-P relationships. We discuss our findings analytically, and
offer potentially plausible explanations of several inconsistencies in the conceptualization and
measurement, which may cause mixed empirical results. We also identify some limitations in
methodology (geographic focus and testing techniques).

Our Analysis on Theoretical Foundation and Overall Empirical Findings

An important element of our critical literature review is to identify the limitations of
underlying assumptions, the inherent weaknesses of theoretical conceptualization, and
measurements in the current literature. First, the major limitation of the M-P literature is the
inability of researchers to ascertain to what extent multinationality leads to performance or
performance leads to multinationality (Bowen, 2007; Verbeke and Brugman, 2009). All
extant studies mainly examine one-way direction of causality of the effects of
multinationality on firm performance. There is no study which examines the potential reverse
effects of performance on multinationality. On the other hand, Jung & Bansal (2009) test the
relative performance on internationalization based on a behavioral perspective. They argue

that management’s decision to expand internationally may be made based on perceived firm
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performance. This is defined as firm performance relative to benchmarks by comparing it to
its historical performance or its industry. However, they suggest that the perception of
managers, which is susceptible to cognitive biases, plays a key role in firm
internationalization and the availability of resources. One of their findings is that the stronger
a firm performs relative to industry targets, the more likely it is that the firm expands
internationally.

Second, another limitation of the literature is that prior research does not show a clear
analysis of a firm’s performance in its home country and international operations from its
network of foreign subsidiaries, excepting Gestrin et al., (1998), Rugman et al., (2008), and
Fisch and Zschoche (2011a, b). In other words, the underlying assumptions of the effects of
multinationality on performance, which specify that a firm can achieve similar or greater
profits in their foreign operations than in their home country, which justifies
internationalization has not been substantiated convincingly in the majority of previous
studies.

Third, we find that the number of empirical studies testing the relationship between FSAs and
firm performance is much smaller than the large number of studies testing the M-P
relationship. The studies by Rugman (1981), Morck and Yeung (1991), Rugman et al.,
(1985), Kirca et al. (2011), and Lee et al. (2015) are these few ones with a clear focus on
FSAs as determinants of firm performance. The FSAs are the strengths or benefits specific to
a firm as a result of contributions by its technology, brand, trademark, marketing, and
managerial capabilities relative to its rivals (Rugman, 1981). Given that FSAs are
prerequisites for a firm’s internationalization and thus performance, this finding is puzzling.
Inconsistency 2: Conceptualization and Measurements of Multinationality (M)
According to Hennart (2011), multinationality refers to a firm’s expansion beyond its

domestic market into foreign countries. The degree of multinationality (M) is measured by a
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wide variety of constructs (Annavarjula and Beldona, 2000; Li, 2007, Hennart, 2011;
Aggarwal et al., 2011), and multi-dimensional constructs (Sullivan 1994a, b). The most
commonly used proxies include:

(a) Foreign market penetration: defined as the level of a firm’s dependence on foreign
markets (Hennart, 2011) as measured by the ratio of foreign sales to total sales (FS/TS)
(Li, 2007; Hennart, 2011).

(b) Foreign production presence: defined as the degree to which a firm produces goods and
services abroad (Hennart, 2011), as measured by the ratio of foreign assets to total assets
(FA/TA), or the proportion of overseas subsidiaries to total subsidiaries (OS/TS), or
foreign employees to total employees (FE/TE) (Kim et al., 1989).

(c) Foreign sales dispersion: defined as the dispersion of foreign sales based on segment data
(Hennart, 2011).

(d) Country scope: defined as the number of foreign countries in which the firm operates
(Hennart, 2011), as measured by a count-based number of foreign countries.

(e) Diversity of foreign countries entered: which is related to the external environment of
cultural and institutional diversity (de Jong and van Houten, 2014).

(F) Attitudinal attributes: defined as top management’s international experience and/or
orientation (TMIO) (Sullivan, 1994a, b).

The measurements of multinationality can be broadly grouped into scale metrics (FS/TS,

FA/TA, and FE/TE), and scope metrics (count-based number of foreign subsidiaries, and

number of operating countries) (Rugman and Oh, 2011). The FS/TS ratio is the most

frequently used proxy to measure the degree of multinationality (M), because it is the basic
metric showing the degree of foreign involvement. However, the FS/TS ratio, especially

those studies using the Compustat database, suffers from one problem: this ratio includes
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exports by parent firms in home countries as well as sales by foreign subsidiaries in host
countries (Hennart, 2011; Rugman and Oh, 2011; Wiersema and Bowen, 2011).

A number of studies have used sales-based entropy indices (Hitt et al., 1997; Kim, et al.,
1989), multiple indicators (Tallman and Li, 1996), and a composite index of two or three
indicators (Contractor et al., 2003; Li and Qian, 2005; Lu and Beamish, 2004; Lee et al.,
2015) to refine the measurement of multinationality. The ratio FA/TA has not been frequently
used (Geringer et al., 1989; Marthur et al., 2001). Daniels and Bracker (1989), Marthur et al.,
(2001), and Lee et al. (2015) use asset and sales coverage to measure multinationality.
Ramaswamy (1995), Tallman and Li (1996), and Yang et al. (2013) use a configuration
measure of multinationality based on country scope. Michel and Shaked (1986) use count-
based measures of number of foreign subsidiaries, and number of countries alongside
international sales. Lu and Beamish (2004) use both country and subsidiary count, whereas
Kim et al. (1989) employ a ratio of foreign employees to total employees (FE/TE).

Sullivan (1994a, b) introduces the degree of internationalization composite index (DOI),
comprising the ratio of FS/TS, FA/TA, OS/TS, top management’s international experience
(TMIE), and psychic dispersion of international operation (PDIO), which is a cultural
variable discussed by Kogut and Singh (1988). The degree of internationalization is
computed as follows: DOI = FSTS + FATA + TMIE + PDIO (Sullivan, 1994a). However,
Ramaswamy et al. (1996) question the content validity of Sullivan’s index (1994a). Rugman
and Oh (2011) argue that Sullivan’s (1994a) composite index of multinationality is simplistic,
as it just adds together scale and scope metrics and confuses rather than clarifying matters.
The cultural variable (psychic dispersion of international operation) in Sullivan’s composite
suffers from an inherent limitation, as it is related to ten theoretical problems in cross-cultural
research identified by Shenkar (2001). The cultural composites by Hofstede (1983) and

Kogut and Singh (1988) are among the most frequently used metrics in culture studies.
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However, the debate is still ongoing as to what constitutes culture, whether and how it could
be measured, what is related, and what is relevant (McSweeney, 2002).

Tung and Verbeke (2010) advocate improving the quality of cross-cultural research beyond
Hofstede and GLOBE (House et al., 2004; Hofstede, 2006). Hutzschenreuter and Voll
(2008), and Hutzschenreuter et al., (2011) show that the measurements of macro-level
distance, for example, in the cultural sphere, between home and host countries may be
sometimes completely irrelevant. In the case of established MNEs, it is the additional
distance that matters. The additional distance is the cultural distance between a newly entered
host country and the country where the MNE is already established that exhibits the smallest
distance with this new host country (see Verbeke and Brugman, 2009).

Verbeke and Brugman (2009) argue that there is an important difference between the degree
of internationalization (DI) and the degree of international diversification (DID). The DI is
related to the degree of the firm’s international expansion, whereas the DID is related to the
firm’s geographic dispersion, which is affected by cultural and institutional environment
diversity. These scholars suggest that activities in different host countries face idiosyncratic
challenges, both in terms of external opportunities and threats, and the firm-level capability to
profitably transfer, deploy and exploit the MNE’s firm-specific advantages (FSAS). Verbeke
and Brugman (2009) find that some studies have incorporated this distinction (Qian and Li,
2002; Goerzen and Beamish, 2003). Goerzen and Beamish (2003) suggest that the
international asset dispersion and country environment diversity as two distinct dimensions of
multinationality. Contractor et al. (2003) count the number of subsidiaries but do not
determine how this measure is related to the number of countries. Lu and Beamish (2004)
recognize the issue but do not present a diversification measure.

Yet, Rugman and Oh (2011) criticize the count-based scope metric of number of foreign

countries because it provides simplistic and potentially misleading information about the
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foreign involvement of the firm. Rugman and Oh (2011) show that if a firm operates in one
hundred countries, it would seem to be more multinational than a firm operating in two
countries. However, if this is the case of a Canadian firm operating in a single large
neighboring market, i.e. the United States, this firm is likely to have more foreign sales than
another Canadian firm with operations in all other countries outside of the United States.
Rugman and Oh (2011) maintain that the twenty largest Canadian firms generate on average
about 80 percent of their foreign sales in the United States, with the remainder in rest of the
world combined.

Rugman and Oh (2011) highlight a problem in the use of the scope measure. Basically, such
a measure counts each country equally. Yet, for almost any firm, sales in a large market, such
as the United States, Japan, Germany, and the UK will be of much greater significance than
sales in smaller markets such as Jamaica, Luxemburg, and Kazakhstan. In other words,
selling in a large number of small countries does not indicate that the firm is more
multinational (see Rugman and Oh, 2011).

In addition, Hennart (2011) sharply criticizes the operationalization and the measurements of
the degree of multinationality (M) as it does not match the theoretical arguments it has
advanced. Hennart (2011) argues that the measurements of the degree of multinationality
cannot be used to test arguments in the M-P literature, such as the ability to exploit
intangibles, the ability to arbitrage, and external and internal costs of foreignness.

Our Analysis on Conceptualization and Measurements of Multinationality

One of the potential limitations of the variables of FA/TA, OS/TS, and FE/TE as proxies for
international production is that they are not necessarily indicators of production activities.
The FDI activities of MNEs could be focused on either distribution or R&D only, without
production activities. In addition, the count-based measures of the number of foreign

subsidiaries and the number of host countries as proxies for the breadth or dispersion of
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internationalization have shortcomings. Specifically, they do not take into account the nature
of foreign subsidiaries, whether or not they are really engaged in value-creating activities in
accordance with Dunnings’ four FDI motives of market-seeking, efficiency-seeking, natural
resource-seeking and strategic asset-seeking (Dunning, 1998). They might be purely offshore
financial centres, special purpose entities, or holding companies without any substantive
economic and productive substance (UNCTAD, 2013).

In business reality, a number of foreign subsidiaries are established as offshoring financial
centres (OFCs) to channel funds to and from third countries. They are located in countries,
territories and jurisdictions with relatively low or no tax (a type of tax haven). For example,
the top three destinations of FDI flows from the Russian Federation, which are Cyprus, the
Netherlands and the British Virgin Islands, coincide with the top three investors in the
Russian Federation. Such flows are more akin to domestic investments disguised as FDI. In
other words, the bulk of inflows in OFCs consist of FDI in transit which is redirected to other
countries (UNCTAD, 2013).

In a related manner, another type of offshore finance mechanism is special purpose entities
(SPEs). SPEs are foreign affiliates which are established for a specific purpose (e.g.
administration, management of foreign exchange, facilitation of financing of investment) or
specific structure (e.g. holding companies). They tend to be established in low-tax countries
which provide specific tax benefits for SPEs. They may not conduct any economic activity of
their own and have very few employees. Luxembourg, the Netherlands, Hungary, Cyprus,
Switzerland, Ireland, Portugal, Denmark, Mauritius, the British Virgin Islands, Cayman
Islands, Bermuda and other low-tax jurisdictions are popular locations for SPEs (UNCTAD,
2013; Base Erosion and Profit Shifting, OECD, 2014). For example, Mauritius has concluded
a double-taxation treaty with India and has attracted foreign firms, especially those owned by

non-resident Indians, which establish holding companies in Mauritius to invest in India
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(UNCTAD, 2013). As a conduit for SPE FDI, Mauritius has become one of the largest FDI
sources for India (UNCTAD, 2013).

Both OFCs and SPEs are created for tax benefit purposes rather than for value-creating
activities (UNCTAD, 2013). For example, UK government has recently conducted inquiries
into the UK operations of Google, Amazon, and Starbucks, which are all said to minimize
their tax payments in the UK (The UK Parliament, Public Accounts Committee, 2012).
Google runs its operations from Ireland; Amazon from Luxembourg; and Starbucks from the
Netherlands. The three MNEs declare their profits consolidated across EU operations at the
regional head offices, which are located in low-tax jurisdictions or tax havens (Rugman,
2013). In reality, the UNCTAD World Investment Report excludes OFCs and SPEs in
reporting FDI flow data (UNCTAD, 2013).

We suggest that future research examine firms’ annual reports, disclosure notes, and websites
to collect information and a description of the nature of foreign operations rather than just
rely on data extracted from large databases. The effects of these types of OFCs and SPEs
should be controlled in future research design. Our suggestions here are consistent with
Oesterle and Wolf (2011, page 21), who point out that “data from large databases usually do
not paraphrase internal managerial aspects—and especially not the parameters controllable by
managers—but, in most cases, only “surface characteristics” of the business firms”.
Furthermore, we draw upon the accounting perspective to argue that the scale and spread of
multinationality (M) can only be justified if it adds value to the firm through increased
economies of scale and scope, and operational efficiency. If MNEs become too complex, the
resulting problems of financial control and managerial motivation outweigh the advantages of
larger size.

Inconsistency 3: Conceptualization and Measurements of Firm Performance (P)
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The firm’s performance measurements are widely varied and different among studies (Li,
2007). The choice of performance measures is difficult and discretionary (Venkatraman and
Ramanujam, 1986; Hult et al., 2008). The empirical literature has used both accounting-based
and capital market-based performance measures. Each approach is associated with specific
problems (Verbeke and Brugman, 2009). The most frequently used performance measures
are as follows:

(a) Accounting—based performance indicators: return on total assets (ROTA=consolidated
profit to total assets) (Grant, 1987; Grant et al., 1988; Lu and Beamish, 2004; Ruigrok et al.,
2007; Contractor et al., 2007); return on total sales (ROTS=consolidated profit to total sales)
(Tallman and Li, 1996; Delios and Beamish, 1999; Geringer et al., 2000; Capar and Kotabe,
2003; Contractor et al., 2007; Yang et al., 2013); return on equity (ROE=net profit after tax to
owner’s equity) (Qian, 1998; Rugman et al., 1985; Rugman, 1981; Thomas and Eden, 2004,
Contractor et al., 2007; Fisch and Zschoche, 2011a).

(b) Operational performance indicators: sales growth (Grant, 1987; Zahra et al., 2000),
market share, and product quality (Venkatraman and Ramanujam, 1986).

(c) Cost—efficiency indicators: the ratio of operating costs to sales (Gomes and Ramawasmy,
1999; Ruigrok and Wagner, 2003).

(d) Capital market—based indicators: Tobin’s q, i.e. a ratio defined by market value of assets
divided by their book value (Lu and Beamish, 2004; Whited, 2001; Rugman and Oh, 2010;
Lee et al., 2015); risk adjusted return (Michel and Shaked, 1986; Buehner, 1987).

Verbeke and Brugman (2009) argue that Tobin’s q is an inadequate performance measure as
its underlying assumption is that markets are efficient, i.e. a firm’s true value is accurately
reflected in its market valuation. Verbeke and Brugman (2009) point out that in reality other
parameters often appear to determine market valuation (Shiller, 2000), as demonstrated by

the collapse of the world stock markets in 2007-2008. Verbeke and Brugman (2009) maintain
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that market performance may be a poor proxy of “true” performance, and that the difference
between accounting and market-based performance measures may be idiosyncratic for each
firm.

Our Analysis on Performance Measurements

We use the perspectives of accounting and value-based management to discuss the limitations
of accounting-based performance measurements. They have shortcomings due to the possible
managerial manipulation with profitability and changes in accounting systems (Morck and
Yeung, 2009). They are retrospective in nature and they are unable to capture the MNE
strategy manifested in its expected future profitability. They are generally poor measures of
economic value added (EVA) (which is similar to the concept of economic profits by Severn
and Laurence, 1974).

Furthermore, accounting conceptualization is a matter of concern. One of the main criticisms
is related to the international accounting standard 1AS38 Intangible assets, which deals with
intangible assets, and R&D expenditure (IAS38). “Intangible asset” is defined “as non-
monetary identifiable asset without physical substance. An asset is a resource that is
controlled by the entity as the result of past purchase or self-creation and from which future
economic benefits (inflows of cash and other assets) are expected” (IAS38). Examples of
intangible assets are patented technology, trademarks, trade secrets, software, databases,
internet domains, video and audio materials, customer base, licensing, royalty and standstill
agreements, franchise agreements, and marketing rights (IAS38).

IAS38 requires an entity to recognize an intangible asset, whether purchased or self-created
(at cost) if, and only if it is probable that the future economic benefits that are attributable to
the asset will flow to the entity, and the cost of the asset can be measured reliably. This
requirement applies whether an intangible asset is acquired externally or generated internally.

The probability of future economic benefits must be based on reasonable assumptions about
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the conditions that will exist over the life of the asset. The probability recognition criterion is
always considered to be satisfied for intangible assets that are acquired separately or in a
business combination (IAS38).

Spending on research (R) does not meet the criteria of deferral under 1AS38, so it is expensed
as incurred. Development (D) costs are capitalized only after the technical and commercial
feasibility of the asset for sale or use has been established, otherwise it is expensed (IAS38).
Expertise is part of inherent corporate reputation, but as it cannot be valued reliably in a
monetary amount, it is not recognized as an intangible asset in the balance sheet. Thus, a
firm’s R&D and marketing activities reduce accounting-based profit, rather than increase
them. This makes comparisons difficult between firms which invest substantially in R&D and
marketing, and those which do not.

We find that in the extant M-P literature, parent-level R&D and marketing expenses over
total sales are the two most frequently used proxies for firm-specific assets (Kirca et al.,
2011). They are actually expenses, and thus decrease accounting-based profit. Alternatively,
if R&D and marketing costs are considered as important inputs for the creation of outputs of
patented technology and trademarks, etc. (which are true intangible assets by accounting
definition), they should be adjusted in the economic profit (EVA), which is a more
appropriate performance measure of the firm. However, none of the previous M-P empirical
