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Abstract
Research Summary: Research on foreign market

entry has rarely considered that multinational firms'

new entries may be affected by the configuration of

their existing affiliates. We argue that in making entry

decisions, firms take into account how an entry into a

new location helps increase the operational flexibility

of their affiliate portfolios due to options to switch oper-

ations across affiliates in case of diverging labor cost

developments across host countries. We juxtapose this

real options-based explanation with a risk diversifica-

tion explanation. Analysis of Japanese multinational

firms' foreign entry decisions suggests that the two

explanations are complementary. We also establish

portfolio-level boundary conditions to the influence of

operational flexibility considerations on entry, in the

form of product diversification and the nature of disper-

sion of labor cost levels.
Managerial Summary: When deciding on whether to

enter a foreign market, managers of a multinational
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firm are intuitively aware that they need to consider

how the economic environment of the target host coun-

try is related to the environments of the existing coun-

tries in which the firm operates. The less the

environments are correlated with each other, whether

in terms of input cost or market demand conditions,

the greater the chance that the firm may capture cost

savings and reduce sales volatility globally. These bene-

fits arise from a switching option to shift operations

flexibly across countries and from an ability to reduce

risk by holding a portfolio of diversified global invest-

ments. Our findings support both sets of considerations,

suggesting that companies do give due attention to cor-

relations in labor cost and market demand between the

target host country to enter and the existing host

countries.

KEYWORD S

flexibility, market entry, multinational firm, portfolio, real options,

risk diversification

1 | INTRODUCTION

Multinational firms' foreign entry decisions have long occupied an important place in strategic
management research. To date, scholars have applied a variety of theoretical perspectives to
examine antecedents of foreign entry, including agglomeration effects and organizational
agglomeration (Belderbos, Olffen, & Zou, 2011), competitive interactions between firms
(Belderbos & Sleuwaegen, 2005; Gimeno, Hoskisson, Beal, & Wan, 2005), firm-specific charac-
teristics such as experience and intangible assets (Shaver, Mitchell, & Yeung, 1997), as well as
various environmental attributes such as industry growth (Kogut & Chang, 1996), market
uncertainty (Chi & Seth, 2009), host country political risk (Henisz, 2002), and home and host
country institutions more generally (Meyer, Estrin, Bhaumik, & Peng, 2009).

While prior research has significantly increased our understanding of the determinants of
firms' foreign entry decisions, it has primarily treated each entry as an independent event and
has rarely considered that entry decisions may be affected by how firms' existing portfolio of
overseas affiliates is configured. In this paper, we draw on real options theory of multinational
investment and argue that firms' new entries depend on characteristics of the configuration of
their existing affiliate portfolios. Multinational firms take into account the contribution that an
entry into a new location makes toward increasing the operational flexibility of their
manufacturing affiliate portfolios, which represents a unique advantage of multinationality
compared to purely domestic operations (Chi, Li, Trigeorgis, & Tsekrekos, 2019; de Meza & van
der Ploeg, 1987; Kogut, 1985, 1989). In the parlance of real options, such increase in operational
flexibility derives from the enhanced options to switch value-added activities across
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internationally dispersed affiliates in case of diverging developments in labor and other input
cost (Kogut & Kulatilaka, 1994). Our paper moves beyond prior real options studies of the per-
formance implications of operational flexibility embedded in multinationality (Belderbos,
Tong, & Wu, 2014; Lee & Makhija, 2009; Lee & Song, 2012; Reuer & Leiblein, 2000; Tong &
Reuer, 2007a), by focusing on the question of how flexibility considerations may affect firms'
foreign entry decisions in the first place and what the moderating factors for such
considerations are.

We conceptually and empirically juxtapose the real options-based view of the role of affiliate
portfolio configuration in affecting foreign entry with prior theories emphasizing the role of
potential risk reduction resulting from foreign direct investment (FDI) under uncertainty
(e.g., Aliber, 1970; Rugman, 1976, 1977). While risk diversification theory highlights the benefit
of reduced variability of revenue streams and focuses on heterogeneous demand conditions
across countries, the switching options view of multinationality gives attention to input cost
conditions and emphasizes managerial and organizational capabilities to exploit differences in
labor cost changes and exchange rate movements (Kogut, 1983, 1985, 1989; Kogut &
Kulatilaka, 1994). In the real options view, differences and volatility in input cost developments
among countries are a potential source of the multinational firm's advantage (Kogut &
Kulatilaka, 1994). Our analysis juxtaposes real options related and risk reduction related influ-
ences and aims to identify their respective power in explaining entry patterns.

We test hypotheses on a longitudinal dataset including the population of listed Japanese
multinational firms and their manufacturing affiliates across 60 host countries from 1989 to
2006. Specifically, we analyze whether the hazard of firms' entry into a particular host country
in a particular year is a function of the expected increase in operational flexibility due to the
addition of this location to the existing affiliate portfolio, while controlling for a host of other
factors affecting entry in prior literatures, including the potential risk reduction consideration.

2 | THEORY AND HYPOTHESES

In the management literature, uncertainty has been often treated as synonymous with risk that
should be avoided and diversified away (Kogut, 1991). For example, Rugman (1976, 1977)
argues that multinational firms' broad geographic scope can help reduce the variability of reve-
nue streams because differences in demand conditions across countries can average out idiosyn-
cratic risks. This risk reduction logic of FDI is related to, but distinct from, the real options view
of multinational investment (Kogut, 1983, 1985, 1989; Kogut & Kulatilaka, 1994). At a broad
level, real options theory offers a more formal, finer-grained approach to analyzing firms'
investment behavior under uncertainty than risk diversification theory. One specific, prominent
difference between the two views is that whereas international diversification theory empha-
sizes “minimizing the risk of expected return” or the narrowing of the distribution of possible
outcomes, real options theory highlights the capture of dynamic efficiency gains and upside
potential by creating and exercising options “at the right place at the right time”. Kogut and
Kulatilaka (1994) elaborate this difference aptly in their analysis of the switching options cre-
ated by multinationality: “The benefits of diversification are created by the reduction in vari-
ance of the overall portfolio of subsidiary results. An option, on the other hand, is valuable
because it gives managerial discretion to respond profitably to the realization of uncertain
events.” Prior research also highlights that while it is easier for shareholders to obtain benefits
of risk diversification by holding a portfolio of diversified securities (Morck & Yeung, 1991),
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flexibility benefits requiring managerial action are much harder to obtain through stock market
diversification (Kogut & Kulatilaka, 1994).

Switching options are known as input mix flexibility options because of the flexibility to
switch between alternative input sources or locations during the production process
(Trigeorgis, 1996). Although valuation of these compound options is difficult because of the
complexity involved in managing calls and puts (Margrabe, 1978), significant evidence exists
that firms and managers follow a real options “logic” in their strategic decision making
(Kogut & Kulatilaka, 1994; McGrath & Nerkar, 2004), rather than estimating option values per
se (Trigeorgis & Reuer, 2017). For instance, research has shown that multinational firms indeed
shift their sourcing of inputs across locations in response to exchange rate movements
(Belderbos & Zou, 2007; Rangan, 1998), and that operational flexibility enhances firm values
(e.g., Chang, Kogut, & Yang, 2016; Sakhartov & Folta, 2014). Research using survey data and
self-disclosed information has also reported that managers are aware of, and take into account,
real options under uncertainty in multinational investment (e.g., Driouchi & Bennett, 2011).

In the section below, we first develop the baseline argument on the role of switching options
(operating flexibility) in affecting firms' foreign entry decisions. We then propose boundary con-
ditions that moderate the effect of operating flexibility on entry: (increase in the) dispersion of
labor cost levels in the country portfolio, and industry diversification among the portfolio of
affiliates. We further develop a hypothesis on the role of the host country's labor cost volatility
in shaping switching options and entry. These hypotheses are also derived in a stylized simula-
tion analysis described in online appendix Data S1. The simulation models examine the fre-
quency of actual switching under different scenarios of cost correlations, cost level differences,
switching costs and volatility, if a firm adds a third country to an existing portfolio of two.
Switching occurs if the benefits of moving production, due to a change in labor cost rankings in
a period, exceed switching costs.

2.1 | Hypotheses

Kogut (1985, 1989) emphasizes that compared with their domestic counterparts, multinational
firms enjoy higher operational flexibility. If multinational firms can shift production activities
across countries in response to (adverse) changes in environmental conditions, they can
increase production efficiencies and are less vulnerable to environmental shocks (Kogut &
Kulatilaka, 1994). Such switching opportunities are most salient if the environmental condi-
tions in the various host countries in which firms operate do not develop in tune, but are
uncorrelated, or negatively correlated. In that case, an input cost shock in one country provides
opportunities to shift production to other countries where such a shock did not occur. Phrased
in real options terms, having a portfolio of production affiliates provides options to switch
under uncertainty concerning future cost developments.

While each affiliate provides an option to switch production in the future, the switching
option value embedded in the investment depends on the extent to which cost developments in
the country of the affiliate are correlated, or uncorrelated, with cost developments in other
countries in which the firm operates. In cases of strong positive correlations, a production affili-
ate may provide redundant rather than valuable switching options. Theoretical research in real
options recognizes that individual options within a portfolio may be wholly or partially redun-
dant in their values due to overlaps among multiple investments (Trigeorgis, 1996), reducing
the option value of the portfolio as a whole. In the context of multinational operations and
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switching options, correlations in labor costs among the countries in which the firm operates
have been proposed as a major source of redundancy (e.g., Belderbos & Zou, 2009; Dasu &
Li, 1997; de Meza & van der Ploeg, 1987). For manufacturing firms, labor cost development is a
particularly critical consideration in international manufacturing and a major driver of FDI
(Kogut & Kulatilaka, 1994), consistent with the notions that minimizing production cost is one
of the primary objectives of geographically distributed plant configurations (e.g., Belderbos
et al., 2014; Dasu & Li, 1997; Fisch & Zschoche, 2012), and that (changes in) relative levels of
labor costs in the host countries drive multinational firms' investment allocation decisions
across countries (Belderbos, Fukao, Ito, & Letterie, 2013).

The arguments above suggest that one important consideration of the multinational firm
when deciding whether to establish a manufacturing affiliate in a new location (host country)
will be the role that this affiliate can assume in the firm's portfolio of affiliates in terms of the
additional switching option value and operational flexibility that it generates. Such increase in
switching option value due to the entry will be greater, the smaller the labor cost correlations of
the new country with the countries already in the existing portfolio. Thus, we propose:

Hypothesis (H1) (“Flexibility increase”) Multinational firms are more likely to enter a new host
country, the less labor cost developments in that host country are correlated with labor cost
developments in the existing foreign affiliate portfolio.

We argue that the dispersion in labor cost levels in the different countries in which the firm
operates affiliates can shape the effective opportunities for international production shifting.
The exercise of switching options is most likely, and hence the flexibility value in a portfolio the
greatest, if divergent labor cost developments lead to substantive changes in relative
manufacturing costs of the countries in the portfolio, which firms can act upon. Whether
changes in relative labor cost are substantive and actionable depends on the differences in labor
cost levels of the countries in the portfolio. Differences in labor cost levels are affected by the
focal entry into a new country, and are reflected in the increase (or decrease) in labor cost level
dispersion in the portfolio due to the addition of the focal host country to the portfolio.

We posit that for switching opportunities to arise, increases in labor cost level differences
should not be too large but neither be too small. The intuition, which is confirmed by simula-
tion analysis, is relatively straightforward. In the case of very low dispersion and near-equal
labor cost levels, there will be relatively little to gain in switching, as the magnitude of the
changes in relative labor costs is also more limited and may not exceed switching costs. In the
case of a very high dispersion in labor cost levels, the likelihood that for a given divergence in
labor cost growth, there will be a meaningful change and reversal in labor cost levels calling for
switching, is small. In addition, high labor cost differences may be associated with large differ-
ences in worker skills, productivity, production techniques, and product quality. As a result, it
is likely that the different country locations are not effective substitutes, that is, the switching
costs in terms of additional training or adaptations in the production process are overly high.

The arguments above suggest that addition of a new location to the affiliate portfolio influ-
ences switching options not only through a change in portfolio-level correlations in labor costs,
but also through a change in the portfolio-level dispersion in labor cost levels. At low levels of
labor cost dispersion increase due to an entry, switching opportunities are enhanced, as the
increase in dispersion creates larger benefits of switching. In contrast, switching opportunities
are likely to decrease if the labor cost level dispersion increase passes a certain threshold, when
this dispersion implies differences in production techniques and skill levels that are too large to
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allow for flexibility, and when overall switching opportunities embedded in the portfolio
decline. This suggests an inverted U-shaped moderating effect of the increase in labor cost level
dispersion on the impact of flexibility increase on entry, providing a boundary condition for the
prediction of :

Hypothesis (H2) The increase in labor cost level dispersion among the countries in the affiliate
portfolio due to the entry into a host country moderates the positive impact of flexibility
increase on firms' propensity to enter the host country [Hypothesis (H1)] in an inverted U-
shaped manner.

Shifting production among locations involves costs due to partial shutdowns and startups
(de Meza & van der Ploeg, 1987), changing logistics and labor contracts (Kogut &
Kulatilaka, 1994), and commitment of managerial time and attention (Driouchi &
Bennett, 2011), in addition to the costs of maintaining affiliates operational in light of their
switching option value. Indeed, such cost or price considerations involved in obtaining an
option are often overlooked in prior research (c.f., Tong & Reuer, 2007b; Leiblein, Chen, &
Posen, 2017; Posen, Leiblein, & Chen, 2018). The simulation analysis demonstrates the logic
that switching opportunities will reduce when costs of switching are greater, ceteris paribus.
Hence, the benefits gained from production switching should be evaluated against the cost
incurred of maintaining and exercising the switching options. Thus, benefitting from the
switching options in a portfolio of affiliates requires a relative ease of relocating production
across affiliates, which implies similarity in specific assets, machinery, and facilities. If the
affiliates in the portfolio have distinct resource requirements and operate in different indus-
tries, effective switching of production will be considerably hampered, and so gains in operat-
ing flexibility are less likely and will be less of a consideration in the entry decisions of the
multinational firm. Therefore, the effect of increased flexibility due to entry hypothesized in
(H1) will be reduced when the affiliates in the existing portfolio operate in different industries,
which suggests the following hypothesis:

Hypothesis (H3) The positive impact of flexibility increase on firms' propensity to enter a host
country [Hypothesis (H1)] is negatively moderated by product diversification in firms' affili-
ate portfolios.

In addition to the effect of portfolio-level labor cost correlation discussed earlier, a focal
host country's labor cost volatility will also play an important role in shaping switching
option values and affecting firms' decision to enter the country. Even if differences in labor
cost developments are conducive to switching, the opportunity to switch may not increase if
the focal country's labor cost exhibits little fluctuation such that major changes in relative
labor costs are unlikely to occur. Hence, from a switching options perspective, the advan-
tages of entry increase in labor cost volatility. We argue that this positive effect declines at
higher levels of volatility. The intuition, backed up by simulation analysis suggesting that
this holds across different labor cost correlation contexts, is as follows. When the focal coun-
try's labor cost volatility is very small, its labor cost level will likely remain above or below
the labor cost levels of other host countries regardless of labor cost correlations in the portfo-
lio, resulting in few switching opportunities. As the focal country's labor cost volatility
increases, its future labor cost level is more likely to go above or below the labor cost levels
of other countries, creating more switching opportunities. This effect loses power at higher
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levels of labor cost volatility. When labor cost volatility in a focal country is already high,
the country's labor cost level will already frequently go above or below the labor cost levels
of other countries, such that additional volatility will provide fewer additional switching
opportunities. This suggests the following hypothesis:

Hypothesis (H4) Multinational firms are more likely to enter a new host country, the higher the
labor cost volatility in that host country; the marginal effect of labor cost volatility declines at
higher levels of volatility.

3 | DATA AND METHODS

We used panel data covering the population of Japanese publicly listed multinational firms
active in manufacturing industries provided by the Development Bank of Japan, to examine
the role of switching options embedded in globally dispersed manufacturing networks. We
included those firms that operated at least one manufacturing plant abroad during the sam-
ple period (1989–2006). We collected yearly data on these firms' manufacturing affiliates
abroad from the Directory of Overseas Investments published yearly from 1989 by Toyo
Keizai Inc., a data source often used in prior strategy research on Japanese multinationals.
In total, 1,122 Japanese publicly listed manufacturing firms met this criterion. We analyze
the sample firms' overseas manufacturing investments in 60 host countries, which account
for more than 98% of all manufacturing investments abroad by the firms. In 47 out of the
60 countries, at least one Japanese firm established a manufacturing affiliate during the
period. In total, there are 1,846 entries, among which 376 are subsequent entries. Most
entries occurred in China (31.42%), followed by Thailand (9.64%), and the United
States (6.18%).1

In the empirical analysis, we analyze firms' propensity to establish a manufacturing affiliate
in a host country. The set of countries includes countries in which a firm established a
manufacturing affiliate at some point during the investigation period (non-censored cases), as
well as countries in which the firm did not invest by the end of the investigation period (cen-
sored cases). In total, the dataset consists of 49,437 firm-country pairs (potential entries), among
which there are 1,846 actual entries. On average, each firm-country pair is observed for about
9 years, resulting in 462,216 observations in total.

3.1 | Variables and measures

3.1.1 | Dependent variable

The dependent variable is the hazard of a Japanese parent firm establishing a manufacturing
affiliate in a host country. The decision of a focal firm to enter into a host country, Market entry,
is a binary variable, which takes the value one when the firm enters a country, and zero other-
wise. For any given firm, this variable is measured for all potential host countries and all years;
thus, the unit of analysis is at the firm-country-year level.

1More elaborate descriptives are available in Data S1.
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3.1.2 | Explanatory variables

The core hypothesis testing variable, Flexibility increase, is the reduction in labor cost correla-
tion in the foreign affiliate portfolio due to the addition of a potential host country to the portfo-
lio.2 We follow Belderbos et al. (2014) to measure labor cost correlation as follows:

Labor cost correlation=
XN

j=1

XN
k=2

P−4

t=0
Cjt− �C j
� �

Ckt− �Ckð Þ
δ jδk

2
664

3
775=

N N−1ð Þ
2

,where j,k=1,…,N ; j<k

ð1Þ

where Cjt and Ckt represent dollar-denominated labor costs in host countries j and k for year t,
respectively; �C j and �Ck denote average labor costs over the 5 years including the focal year
(t = 0) in countries j and k; and δj and δk are the standard deviations of labor costs within these
past 5 years in countries j and k. N is the total number of countries in which the firm operates
manufacturing affiliates. We calculate this variable for the existing portfolio of manufacturing
affiliates, and for the new portfolio due to the addition of the focal country to the portfolio had
the entry occurred. The core variable Flexibility increase is then calculated by subtracting the
labor cost correlation in the new portfolio from the labor cost correlation in the existing
portfolio.

To test Hypothesis (H2), we create a variable Labor cost level dispersion increase, which mea-
sures the increase in the dispersion of labor cost levels in the firm's portfolio of affiliates due to
the addition of a new host country to the portfolio. We measure labor cost level dispersion in an
affiliate portfolio as the standard deviation of labor cost levels of the host countries:

Laborcost level dispersion=

ffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffi
XN
j=1

C j− �C
� �2

=N

vuut ; ð2Þ

where �C is the average labor cost in the portfolio, Cj is the labor cost level of host country j, and
N is the total number of countries in which the firm operates manufacturing affiliates. The vari-
able Labor cost level dispersion increase is then calculated by subtracting the labor cost level dis-
persion for the existing portfolio from the labor cost level dispersion for the new portfolio due
to the addition of a new country to the portfolio had the entry occurred. We interact Labor cost
level dispersion increase and its quadratic term with Flexibility increase to test Hypothesis (H2).

To test Hypothesis (H3), we create a variable Diversification that takes into account both the
number of industries in which a firm operates and the relatedness between the industries in
terms of characteristics of the underlying resources. Given the well-known concerns about
entropy and concentric indices, we follow Nocker, Bowen, Stadler, and Matzler's (2016)
approach to construct a matrix of industry relatedness by focusing on three salient resource

2Japan is not included in our portfolio definition. In the latter half of our observation period, many Japanese firms are
reported to have relocated manufacturing activities abroad, maintaining only sales and R&D operations or component
production in Japan. As we do not have similar data on domestic manufacturing plants as we have on overseas plants,
we cannot accurately determine portfolios including Japan.
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characteristics: capital intensity (total capital/employees), material intensity (material costs/
sales), and R&D intensity. We construct the matrix based on data for all publicly listed firms in
Japan using the Development Bank of Japan database. The relatedness-weighted Diversification
measure for the affiliate portfolio is then defined as (1—relatedness) times the number of indus-
tries in the portfolio. The greater the value of (unrelated) Diversification, the greater the diffi-
culty and cost to shift production flexibly across countries, reducing the importance of
flexibility in entry decisions. Finally, to test Hypothesis (H4), we include Host country labor cost
volatility and its quadratic term. This variable is calculated as the standard deviation of labor
cost over a five-year period (from t−4 to t) for the focal country.

3.1.3 | Control variables related to risk reduction

As noted earlier, we aim to juxtapose real options explanations of entry with risk reduction con-
siderations. We include measures of the two core dimensions of portfolio risk: volatility and cor-
relation in demand. First, we include the variable Demand correlation reduction to control for
multinational firms' diversification motives that are unrelated to real options logics. Rugman
(1976, 1977) suggests that multinational firms can diversify away unsystematic risk through
international production, although subsequent work by finance scholars argue and show that
such hedge is better left to shareholders through holding a portfolio of diversified securities
(e.g., Morck & Yeung, 1991). Conceptually, when an entry reduces GDP correlations among the
host countries in the portfolio and demand developments thus become more divergent across
the countries, multinational firms can achieve risk reduction. Demand correlation reduction
measures the degree to which entry into a potential host country reduces the correlations in
GDP across the overall portfolio. This variable is expected to take on a positive sign.

Second, we include the variable Demand volatility reduction, which measures the degree to
which entry into a potential host country reduces demand volatility. To construct the variable,
we first calculate the variance of GDP growth over the past 5 years for each host country in the
existing portfolio and take the average. The difference between this average value and the vari-
ance of GDP growth of the focal host country then indicates the extent to which adding this
country to the existing portfolio reduces GDP volatility in the overall portfolio. This variable is
expected to have a positive sign.3

3.1.4 | Other control variables

We include a broad range of controls at the firm and host country levels. At the host country
level, prior studies suggest that political risk can deter entry into host countries. We include a
measure of Political risk developed by Henisz (2002). Second, we include the level of Labor cost
(in thousand dollars) in the potential host country, as well as its Labor cost growth in the year
prior to entry. Third, to control for market attractiveness, we include the logarithm of GDP as
well as its GDP growth (in percentage terms) in the year prior to entry (Tong & Li, 2013).
Fourth, we control for agglomeration effects related to previous Japanese investments in the

3Demand correlation reduction and demand volatility reduction may correlate with other (differences in) country
characteristics, such as those related to the institutional environment. We follow prior research and take GDP as the
indicator of demand conditions, while controlling for political risk.
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potential host country (Belderbos et al., 2011). Toward this end, we include the number of exis-
ting Japanese manufacturing affiliates in the country, scaled by 1,000 (Japanese agglomeration),
and the number of existing affiliates in the same industry as the focal Japanese parent firm
(Japanese industry agglomeration). Fifth, we control for demand uncertainty at the host country
level (Campa & Goldberg, 1995). To construct the variable Host country demand uncertainty, we
follow prior research (Kogut, 1991) and regress a host country's GDP over 5 years (from t−4 to t)
against time, and then take the root mean squared error divided by the value of GDP in year t.
We include this variable (in percentage terms) and its quadratic term.

We include two control variables related to the inclusion of first entries as well as subse-
quent entries in the analysis. The dummy variable Prior affiliate investment takes the value 1 if
a firm has an existing manufacturing affiliate in the host country. Prior investment may spur
further investments due to experience effects and potential collocation benefits (Kogut &
Chang, 1996), but it may also reduce the probability of entry in favor of further geographic
diversification. In addition, we include the interaction between Prior affiliate investment and
Flexibility increase, to allow for the possibility that switching considerations play a lesser role
for subsequent entries, given that a manufacturing affiliate is already present in the host coun-
try to take up such a switching role.

The models also include a range of other firm-specific controls. Firm size is measured as
the logarithm of total assets (in 1,000 Japanese Yen). Tobin's q as a proxy for a firm's intangi-
ble assets, and its role of intangible assets in foreign direct investment has been widely docu-
mented (e.g., Morck & Yeung, 1991). Export ratio, the value of exports divided by the firm's
total sales, captures preferences to concentrate manufacturing in Japan and possible substitu-
tion effects between export and overseas production. The average operating years of
manufacturing affiliates of the firm (International manufacturing experience) controls for
experience effects that may affect new investment decisions. A dummy variable Sales affiliate
indicates whether the firm operates a sales office in a host country, which may work as a plat-
form for manufacturing investment (Kogut & Chang, 1996). Finally, we allow for a U-shaped
effect of multinationality on the propensity to enter new countries, by including
Multinationality, measured as the number of host countries in the existing portfolio, and its
quadratic term (Reuer & Leiblein, 2000). Finally, yet importantly, we include a full set of host
country, industry, and year fixed effects, to control for country and industry heterogeneity as
well as changing macroeconomic conditions.

3.2 | Econometric models

Following prior studies on foreign market entry, we conduct survival analysis to model Japa-
nese firms' entry into new host countries. Since our data on entries are measured in discrete
time (years) rather than in continuous time, we use the complementary loglog (cloglog) model,
which is derived from the Cox proportional hazard model and is appropriate for continuous
duration processes that are observed only at discrete intervals. Since each firm can consider
entering multiple countries simultaneously, we cluster error terms at the firm level (Lin &
Wei, 1989). We adopt a strict definition of the onset of “risk.” Specifically, we assume that a
country is “at risk” of hosting new entries by a Japanese firm only when (a) the firm has
established at least one foreign sales or manufacturing affiliate abroad (showing an intention to
internationalize), and (b) the country has hosted at least one sales or manufacturing affiliate of
a Japanese firm (showing a minimum general attractiveness for Japanese FDI).
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4 | RESULTS

Table 1 reports descriptive statistics and correlations of variables. The correlation coefficients
and separate diagnostic analysis do not suggest multicollinearity concerns.

Table 2 reports results of the cloglog models of the determinants of foreign entry. Model 1 is
the baseline model only including the control variables. Models 2–5 add the hypotheses testing
variables in turn, while Model 6 includes all variables. Likelihood ratio tests indicate that Model
2 provides a significant improvement in explanatory power over the reference model (Model 1)
and that Models 3–6 further increase model fit compared to Model 2.

Starting with the risk reduction related control variables, the coefficient of Demand correla-
tion reduction is positive and significant in all models, indicating that countries with less corre-
lated demand developments with the existing countries in the portfolio, allowing the firm to
potentially diversify away unsystematic risk, are indeed associated with a higher likelihood of
entry. The coefficient of Demand volatility reduction is also positive and significant, confirming
the idea that firms find it more attractive to enter into new host countries that reduce average
GDP volatility in firms' portfolio of affiliates. These results suggest that risk reduction consider-
ations indeed matter to firms' foreign entry decisions as traditional risk diversification theories
of FDI suggest (Rugman, 1976, 1977).

Among the other control variables in Model 1, the positive and significant signs of Japanese
agglomeration and Japanese industry agglomeration suggest that agglomeration and potential
mimicry effects play out at a broad level between Japanese firms (Belderbos et al., 2011). There is
evidence for a nonmonotonic relationship between host country demand uncertainty and entry,
with a negative and significant coefficient of Host country demand uncertainty, and a positive and
(marginally) significant coefficient for its quadratic term, consistent with prior research on entry
(Folta & O'Brien, 2004; Li & Li, 2010). Larger firms (Firm size) exhibit a greater propensity to
enter into new countries, while International manufacturing experience has a negative and signifi-
cant coefficient. One explanation for the latter finding is that firms operating older affiliates,
which had their major expansions in the past, are less inclined to establish new affiliates. Export
ratio is negative and significant, suggesting that substitution effects between foreign and domestic
production affect international expansion. There is a nonlinear effect of Multinationality on the
propensity to enter: the inflection point is reached at 15 countries, which is only a feature of the
most internationalized firms in the sample, but which still falls within the sample range of
(1–32). The positive and significant coefficient of Sales affiliate suggests that prior investment to
expand market reach in the host country increases the propensity that the firm establishes
manufacturing affiliates in that country as well.

Turning to the hypothesis testing variables, Flexibility increase has a positive and significant
coefficient in Models 2–6, supporting the baseline that the greater Flexibility increase, the
higher the firm's propensity to enter a new host country. Hypothesis (H2)) suggests that there is
a moderating effect of Labor cost level dispersion increase regarding the impact of Flexibility
increase on the propensity to enter and that this effect takes an inverted-U shape. In both
Models 3 and 6, the coefficient of the linear interaction term is significantly positive and that of
the quadratic interaction term is significantly negative, in support of this hypothesis. The inflec-
tion point of the moderating effect (in Model 6) is at a Labor cost level dispersion increase of 1.16
(i.e., a 1.16 standard deviation increase in labor cost level dispersion). This point falls in the
actual range of Labor cost level dispersion increase [−0.726, 4.162], with 5.46% of observations
exhibiting a larger value than the inflection point value. In line with Hypothesis (H3), the coef-
ficient of the interaction term between Flexibility increase and Diversification, in Models 4 and
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6, is negative and significant. Hypothesis (H4) predicts that Host country labor cost volatility has a
positive effect on firms' propensity to enter but that the marginal effect is declining. This hypothe-
sis receives qualified support, as shown by the positive and significant coefficient of the variable,
and the negative and marginally significant (p < .10) coefficient of the quadratic term in Models
5 and 6. The inflection point of Host country labor cost volatility is relatively close to the maximum
in the sample and is broadly in line with the notion of a declining marginal impact.

The implied magnitudes of the effects confirmed meaningful effects of the variables related
to the real options logic as well as the variables representing risk reduction. A one standard
deviation increase in the variable Flexibility increase increases the hazard of entry by 21%. The
moderation effects are also sizeable, with the effect of Flexibility increase estimated at 79% at the
inflection point of Labor cost level dispersion increase under low Diversification, but easily
reaching zero at high levels of Diversification and at particularly low or high values of Labor cost
level dispersion increase. The effect on the hazard of entry due to Host country labor cost volatility
is 23% in the mean of the variable. The risk reduction variables also have sizeable estimated
effects: an 11 and 19% increase in the hazard of entry can be calculated for the risk reduction
variables Demand volatility reduction and Demand correlation reduction, respectively.

Our results were robust to employing a different measure of diversification, the use of Cox
models with different assumptions regarding the onset of risk, and to limiting the analysis to
actual entries or countries with larger numbers of entries.

5 | DISCUSSION

Our study juxtaposed switching option considerations (Kogut, 1985; de Meza & van der
Ploeg, 1987; Kogut & Kulatilaka, 1994) with the more traditional risk diversification motivation
for foreign expansion (Rugman, 1976, 1977). Our hypotheses on the role of flexibility derived
from real options theory provided predictions that are either contrasting or complementing risk
diversification theory that focuses on the role of entry in reducing demand and revenue stream
volatility in firms' host country portfolios. Our results showed that both theories have important
roles to play in explaining firms' foreign entry decision, with meaningful and comparable mag-
nitudes of the implied effects.

Our study contributes to the real options literature by identifying several important moderat-
ing factors of the influence of flexibility (switching options) considerations on firms' market entry
decisions. First, we show that (changes in) labor cost level dispersion in the portfolio moderate
the effect of flexibility on entry in an inverted U-shaped fashion. Specifically, modest differences
between a target country's labor cost level and existing countries' labor cost levels enhance
switching opportunities, as small differences provide few switching benefits while large differ-
ences make switching less likely. Second, to the extent that affiliates operate in different indus-
tries, the difficulty of switching activities between affiliates is increased, thus reducing the
salience of flexibility considerations for market entry decisions. Third, we also find that labor cost
volatility in the host country increases the likelihood of entry, as such volatility uniformly
increases switching opportunities. Overall, our study responds to calls to contribute to real options
research by focusing on how an individual investment decision may be shaped by related invest-
ments in the portfolio (Chi et al., 2019; Tong & Reuer, 2007b; Trigeorgis & Reuer, 2017).

Most prior studies on foreign entry have in common that they treat entry decisions as events
that can be analyzed independently, neglecting the question of how such decisions may be
affected by firms' existing portfolio of overseas affiliates. Our study adds to the literature
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adopting a portfolio approach to examine international market entry and exit (e.g., Belderbos &
Zou, 2009; Fisch & Zschoche, 2012), by taking into account that new affiliates can be comple-
mentary or redundant in the firm's affiliate portfolio. Drawn from real options theory, this port-
folio approach has been adopted in prior research (Trigeorgis, 1996), but has found little
application in the (foreign) market entry literature.

Our study also contributes to international strategy research more generally. For instance,
though we do not investigate performance effects, our study's design and findings have implica-
tions for the literature on multinationality and performance (e.g., Lu & Beamish, 2004). Despite
the significant contributions made, scholars suggest that this literature has neglected the role of
host country environments (e.g., Belderbos, Tong, & Wu, 2019; Hennart, 2011). The consequences
of multinationality are not just a manifestation of the number of host countries in which to oper-
ate, but are shaped by attributes of the existing countries in the portfolio, as well as attributes of
new host countries firms seek to enter. From a managerial perspective, our work echoes calls in
prior research that to reap benefits of switching options, managers need to be aware of such
options and have the capabilities in place to manage them effectively (Belderbos et al., 2014;
Kogut, 1985; Posen et al., 2018). Future work aimed at understanding the specific ways
multinationality affects firm performance will benefit from explicitly considering the configura-
tion and heterogeneous characteristics of firms' portfolio of host countries and affiliates, as well as
managerial awareness and capabilities to act upon these.

We note several avenues for future research that can help address some of the limitations of
our study. Future research can examine the generalizability of our findings by comparing the role
of operating flexibility in affecting entries of firms based in different home countries. While our
paper joins recent work to study the operating flexibility of firms based in countries other than the
United States, some of our findings may be seen as being more salient to Japanese firms. For
instance, Japanese multinationals have invested substantially in a broad set of countries with rela-
tively heterogeneous operating environments, making switching options considerations and their
boundaries potentially more important. Future research focusing on other forms of country hetero-
geneity that our study is not able to capture will also be particularly valuable. Finally, our study
has juxtaposed real options and risk diversification explanations of foreign entry, and we encour-
age future research to develop other approaches to identify specific contexts where one explanation
may dominate the other. As multinational firms are increasingly operating across countries with
heterogeneous conditions, understanding how they coordinate operations among a portfolio of
affiliates to achieve flexibility and other benefits is likely to take on greater importance.
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