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Abstract
This study examines how experience interacts with firm and industry
characteristics. Based on a sample of Japanese firms’ entry into the United States, our
empirical results demonstrate that a firm’s foreign industry experience is indeed
positively associated with its performance in the foreign industry; however, the
positive relationship is even stronger when (1) the target industry is characterized by
product customization, and (2) when the firm expands abroad at an earlier age. Our
results also indicate that while learning from other firm experience may be an
important way of a firm learns about the foreign market, such learning cannot
substitute for experiential learning as a mean to develop location-specific capabilities
in the foreign market.
Keywords: Foreign direct investment, foreign market experience, subsidiary
performance, learning
Introduction
Since the past decades, firms have been increasingly expanding their activities
across national borders. In 2000, approximately a half of world output was produced
by foreign operations of multinational firms (United Nations Publication, 2001).
Through international expansion, firms can leverage their competencies in a greater
number of markets and gain access to a greater pool of productive resources.
While international expansion potentially brings advantages to a firm,
effective management of an overseas operation often requires knowledge and skills
that are beyond the firm’s existing repertoire. The international business research
literature suggests that a firm can develop knowledge and skills required for
international management through experiential learning in the foreign market (e.g.,
Chang, 1995; Eriksson, Johanson, and Majkgard, 1997; Johanson and Vahlne, 1977).
In accordance with this line of reasoning, empirical studies generally support that a
firm’s experience in a foreign market enhances the firm’s knowledge about the market
and thus increases its propensity of further investing in the market (e.g., Li, 1994; Yu,
1990), and has positive influence on its performance in the market (e.g., Barkema,
Bell, and Pennings, 1996; Delios and Beamish, 2001; Luo and Peng, 1999; Shaver,
Mitchell, and Yueng, 1997). Recently, researchers suggest the need for a more
fine-grained view of experience (e.g., Argote, McEvily, and Reagans, 2003). However,
so far only few attempts have been made at exploring this issue (Luo and Peng, 1999;

Shaver, Mitchell, and Yeung, 1977).
The primary purpose of this study is to provide additional evidence to the
literature in this emerging stream of research. We explore the conditions in which a
firm’s direct experience in a foreign market has a stronger relationship with its
performance in the market.
The paper is organized as follows. The next section discusses the role of
experiential learning in subsidiary performance and we explore several conditions in
which experiential learning is likely to have a stronger impact on subsidiary
performance. We then describe the data and measures for empirical tests of the
hypotheses. The final sections report and discuss the results provide conclusions.
Theory and Hypotheses
A firm that expands in a foreign market often requires idiosyncratic
knowledge and relationships that are beyond the firm’s existing repertoire. For
example, the firm has to deal with culturally different employees, suppliers, and
customers, and it must also adapt its production systems to local infrastructure. In
addition, it may need to deal with local governments or other peculiar institutional
forces. All these activities are likely to create unprecedented problems which could
not be readily handled with the firm’s existing routines (Nelson and Winter, 1982) and
thus requires the firm to develop a new set of knowledge and skills that are specific to
the entered market (Zahra, Ireland, and Hitt, 2000).
A firm can acquire new knowledge and skills through two primary ways:
learning from direct experience, and learning from the experience of others (Levitt
and March, 1988). We first discuss learning from direct experience.
Direct experience is an important source through which a firm acquires local
knowledge. Local knowledge consists of information about local culture, economy,
and politics, as well as information about how to get access to local resources such as
production factors and distribution channels. Local knowledge also includes
know-how of doing business in the foreign market; such as how to overcome these
national differences in economy, politics, and culture, and how to make local
adaptation (Makino and Delios, 1996). While a firm may be able to acquire some
information about a foreign market through external sources, some local knowledge
such as business customs is often tacit and is learned more effectively through the

firm’s interaction with local actors (Luo and Peng, 1999). In addition, the know-how
about how a firm should adapt its products, production, and management systems to
local conditions is firm-specific and must be obtained through try-and-error
experimentation, because such know-how varies with the firm’s unique characteristics
such as its competencies, corporate culture, history, and among others (Johanson and
Vahlne, 1977). Thus, experiential learning plays an important role in acquiring local
knowledge. The longer a firm has operated in a foreign market, the more knowledge
and know-how the firm is likely to develop about the market. Thus, we expect that a
firm’s experience in a foreign market is positively related to the performance of its
subsidiary.
It should be noted that while expanding into a foreign market requires a firm to
develop a new set of skills and knowledge, the firm may be able to apply at least some
of its home or other international experience in the new market. In industries where
products are not universally standard and must be customized, a firm is likely to find
its prior experience at home and in other national markets to be insufficient and thus
to have a great deal to learn. It has to learn the unique preference of local customers
and to develop co-specialized relationship with them. It also has to learn how to adapt
its production processes for manufacturing the customized products efficiently. Hence,
we expect that when the relationship of a multinational firm’s experience in the
industry and subsidiary performance is likely to be stronger in industries with
customized products.
Learning from the experience of other foreign firms in the same industry is an
important way through a firm acquires local knowledge (Ingram and Baum, 1997;
Mitchell, Shaver, and Yeung, 1994; Shaver, Mitchell, and Yeung, 1997). A firm can
acquire the preferences of local consumers through different products and prices that
other foreign firms in the same industry offer (Ingram and Baum, 1997). A firm can
also acquire information about sourcing, choosing local plant locations, and
managerial practices by watching how other foreign firms interact with local suppliers,
labor, unions, and governments (Mitchell, Shaver, and Yeung, 1994). The more a firm
can learn about the foreign market from other firms’ experience in the same industry,
the less the firm relies on experiential learning to develop knowledge and skills about
how to do business in a foreign market. Therefore, we expect that when there is a
strong presence of foreign firms in an industry, the relationship of a multinational
firm’s experience in the industry and subsidiary performance is likely to be weaker.
A firm can also gain access to local resources through entering joint ventures

with local firms (Delios and Beamish, 1999). In particular, a joint venture promotes
the transfer of complementary resources between firms when exchange of these
resources in the market incurs high transaction costs (Hennart, 1991). One such type
of resources is local knowledge; since local knowledge is often tacit (Hennart, 1991,
Luo and Peng, 1999), it is more effectively transferred through equity arrangement.
Other local complementary resources that can be obtained through partnering with
local firms include distribution channels, brand names, technologies, managerial skills,
and among others. To the extent that a firm can obtain local knowledge from its
joint venture partner(s), the relationship between a firm’s own experience and
performance in the foreign market is weaker. Hence, we expect that the relationship of
a multinational firm’s experience in the industry and subsidiary performance is likely
to be weaker when the firm enters the foreign industry via joint venture.
Finally, for a firm with a low learning capacity, having a long presence in a
foreign market does not necessarily leads to a better performance because the firm
may not be able to built location-specific knowledge and relationships from its
experience. The relationship between experience and performance should be stronger
for a firm with a greater learning capacity. A firm’s learning capacity can be
influenced by the age at which a firm first starts its international expansion (Autio,
Sapienza, and Almeida, 2000). A firm that internationalizes at an older age is likely to
have established search routines that help collect and process information more
efficiently at home (Nelson and Winter, 1982). However, such established routines are
likely to constrain the nature of the information the firm obtains and the type of
information the firm can process and utilize (Hennan and Freeman, 1977).
Alternatively, a younger firm is likely to be more receptive to information and
opportunities in the foreign market. Therefore, we expect that the relationship of a
multinational firm’s experience in the industry and subsidiary performance is likely to
be weaker, the greater the age of the firm at international entry.
Methodology
The initial population consists of all 905 Japanese manufacturing affiliates1 in
the United States in 2001 that meet the following two criteria: (1) the Japanese parent
firms were listed in the first or second section of the Japanese stock exchange, and (2)
the parent firm is not a trading company. A Japanese sample is appropriate for
examining the theoretical framework of this study (Delios and Beamish, 2001)
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Affiliates in which the parent firms own less than a 10 percent share were left out.

because Japanese firms tend to expand into foreign markets incrementally and tend to
use their earlier investments to build capabilities for further investment (Chang, 1995).
We choose to study Japanese subsidiaries in the U.S industries because U.S. was the
leading destination of foreign direct investment outflow from Japanese firms over the
study period. Due to the lack of industry, firm, and subsidiary performance data, our
final sample consists of 323 subsidiaries.
The dependent variable is subsidiary performance. It is measured by the
managerial assessment of profitability provided in the directory. Our independent
variables of interests include a firm’s experience in the target foreign market, the
degree of customization in products in the target market, foreign presence in the target
market, joint venturing with local firms, and the age of firm internationalization. We
measure a firm’s experience in the target market by the logarithmic transformation of
the number of years since a firm has manufactured in a given four-digit SIC U.S.
industry at the end of 2000. Our control variables include subsidiary size and the
modes of entry. We test our hypotheses using an ordered logit model because our
dependent variable, subsidiary profitability, is ordinal
.
Results and Conclusions
This study examines how experience interacts with firm and industry
characteristics. Previous studies have pointed out that experiential learning is a major
source via which a firm obtains knowledge and skills about a foreign market, and
have modeled a positive linear relationship between a firm’s foreign market
experience and its performance. Our study extends these studies by identifying a set
of firm and industry characteristics that moderate the positive relationship between
experience and performance. Our results indicate that a firm’s foreign industry
experience is indeed positively associated with its performance in the foreign industry;
however, the positive relationship is even stronger when the target industry is
characterized by product customization. Such a finding confirms our argument that
experiential learning is more valuable in foreign industries where a firm’s home or
other international experience is less applicable and thus where developing
location-specific capabilities is crucial.
Our results also show that a firm’s foreign industry experience has a stronger
impact on subsidiary performance when it expands abroad at an earlier age. This
finding suggests that experiential learning provides greater value to the firm if a firm
has a higher learning capacity and thus is more capable of learning from its

experience.
We find that experiential learning does not have a weaker influence on subsidiary
performance even when a firm can learn about the new market from other information
channels, such as partnering with local firms and information spillovers from other
foreign firms in the industries. It suggests that while learning from other firm cannot
substitute for experiential learning as a mean to develop location-specific capabilities
in the foreign market.
It should be noted that while our study advances the understanding of the role
of experiential learning in international expansion, our empirical findings are solely
based on Japanese firms’ expansion in the United States. Future research could
provide insight into the applicability of the empirical results of this study by
examining data from other national settings.
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