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The environment-strategy-performance (ESP) relationship was assessed using a sample
of 378 firms, 189 from the United States (U.S.) and 189 from the United Kingdom (U.K.).
Using structural equation modeling techniques, we found that the relationships within the
ESP model for both countries to be consistent with findings of previous research studies.
However, results of the present study suggest that the ESP relationship is distinctly
different when it is examined within the context of UK and U.S. national markets.
Specifically, results suggest that the strength of the relationships within the ESP
paradigm is much stronger for U.S. firms than for UK. firms.

In this study our focus is on-determining the nature of the environment-strategy-
performance (ESP) relationship in United States (U.S.) and United Kingdom (U .K.) firms
and whether this relationship differs between firms in these two countries. Our interest in
taking this research focus stems from a 1998 U.S. Department of Commerce report (see
Bargas, 1998) which indicates that the UK. is the preferred location for North American
investment in Europe. The report also indicates that nearly 40% of all U.S. investment in
Europe is in the UK. and over 4,200 U.S. companies have a UK. base. Moreover,
between 1996 and 1997, there was an $83.5 billion increase in U.S. direct investment
abroad. Europe and Latin America accounted for over three-fourths of this increase.
However, Europe accounted for $38.6 billion of the total increase, of which the U.K.
accounted for $16.1 billion (Bargas,. 1998).

These statistics suggest that U.S. firms are continuing to invest heavily in the UK. As
more U.S. firms enter the UK. market for the first time, their managers should develop
an understanding of the nature of the ESP relationship. Specifically, managers should
focus on determining whether the relationship is similar or different across U.S. and UK.
markets. If the ESP relationship is different, the applicability and appropriateness of the
same strategy in a different environment would be questionable (Buzzell & Gale, 1987;
Day, 1986; Szymanski, Bharadwaj, & Varadarajan, 1993). Moreover, as suggested by
Webster (1996), policies regarding pricing practices, cost considerations, and efficiency
can be formulated only after closely scrutinizing the interaction of forces which comprise
the ESP relationship.

Theory predicts that the ESP relationship will generalize across national markets that are
similar economically, politically, and culturally. Moreover, past studies (cf. Archer, 1990;
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Douglas & Craig, 1991; Ohmae, 1987; Smith, 1990) provide evidence that the U.S. and
UK. markets are relatively similar along these dimensions. However, there is
inconclusive empirical evidence as to whether the ESP relationship is similar or
dissimilar among firms operating within U.S. or U.K. industry structures. Recent changes
in the role of government in U.K. competitive markets are likely to affect the nature of
this relationship in U.K. firms and raise important questions. Will government’s changing
role produce greater similarities or greater differences in this relationship between U.S.
and U.K. firms? What implications will greater similarities or differences have for firm
strategy across national markets? Such questions, along with the paucity of empirical
evidence confirming differences or similarities in the ESP relationship between U.S. and
UK. firms, highlight the gaps left in the relevant literature and indicate a clear need for
continuing exploratory and confirmatory studies of this important relationship. Our
objective in this study is to make substantive contributions toward filling some of these

gaps.
STUDY BACKGROUND AND HYPOTHESES

Economic systems can be loosely defined as either capitalist, socialist, or mixed (Gordon,
1984). In the words of John Moore (1992), who was Financial Secretary of the Treasury
from 1983 to 1986 in Margaret Thatcher’s Conservative government, “The extent of state
control in Britain never approached the command economies of Eastern Europe, but by
1979 it was sizable” (p. 117). Moore’s statement suggests that the UK. might be
classified as a mixed economic system, which generally has a higher degree of
government intervention in market exchanges than is found in the capitalist economic
system of the U.S. According to Grosse and Kujawa (1988), an economic system’s
macroeconomic policies are reflected in the competitive and economic performance of its
firms. Government’s greater role in UK. market exchanges, and subsequent effects on
firm performance during the late 1970s and early 1980s, is indicated by Moore’s
observation:

Since World War II, successive labor governments had nationalized the coal
industry, the steel industry, electricity generation, gas supplies, railways, docks,
canals, and trucking. The government owned virtually the entire
telecommunications industry, along with aircraft and shipbuilding, much of car
manufacture, North Sea oil, and even silicon-chip production. The overall
performance of these industries was characterized by poor—in some cases
negative—return on capital, low productivity, high costs, high prices, bad labor
relations, inefficient use of resources, and unsatisfactory service to customers (p.
117).

Relevant literature (¢f. Daniels, Ogram, & Radebaugh, 1976; Gordon, 1984; Grosse &
Kujawa, 1988) shows that extensive government intervention in markets influences
environmental factors such as market growth and industry concentration, as well as
strategic factors such as the level of firm integration, product development and quality,
and investment. As Moore argued, government’s influence on these factors resulted in
poor economic performance in UK. firms during this period. However, he also asserts
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that since the mid-1980s, the government’s commitment to free market exchange, which
lessens its impact on environmental and strategic factors, has resulted in better economic
performance in UK. firms. As an indication of the new role that government will play in
U.K. markets and business enterprise, Peter Mandelson, former Secretary of State for
Trade and Industry, stated (1998):

The present Government will not resort to the interventionist policies of the
past...Too many British companies fail to match the performance of their
overseas counterparts, not just in terms of productivity, but in innovation and
quality. We have invested too little in modern plant and machinery, as well as
research and development and other intangible assets...To compete effectively in
the knowledge driven economy we need to overcome these shortcomings.
Achieving that requires a new approach to public policy (The 1998
Competitiveness White Paper).

According to Mandelson, this new approach includes promoting market growth,
increased investments in manufacturing processes and new technology, new product
developments, collaborative partnerships among firms and their suppliers (i.e., vertical
integration), and other “free-market” oriented activities. Strongly suggested by this new
approach is that UK. and U.S. market structures (i.e., business environments) may be
increasing in similarity, as might be the strategic focus of each country’s business firms.
Of all European cultures, the British is most similar to that in the United States. The two
countries are remarkably similar in their methods of conducting business (Hogan, 1987),
and are more similar than different in terms of language, law, and general political
philosophy (Cateora & Keaveney, 1987; Dudley, 1990; Kenny, 1986; Lewis, 1991;
Terpstra, 1988; Tillier, 1992). Given these similarities, along with the U.K. government's
new approach to public policy, one would expect the ESP relationship to generalize (i.e.,
be similar) across U.S. and UK. national boundaries.

The ESP Relationship

The model shown in Figure 1 summarizes the ESP relationship. The relationship has been
the focus of several studies (e.g., Bass, Cattin, Wittink, 1977; Goll & Rasheed, 1997,
Jauch, Osborn, & Glueck, 1980; Miller, 1987; Miller, 1988; Porter, 1979; Prescott, 1986).
In these and related studies (e.g., Hambrick, 1988; Hitt, Ireland, & Stadter, 1982; Hofer
& Schendel, 1978; Pfeffer & Salancik, 1978;. Porter, 1980, 1981; Scherer, 1980),
environment and strategy were found to have significant effects on firm performance. In
other studies (e.g., Bourgeois, 1985; Elenkov, 1997; Fredrickson, 1984; Fredrickson &
Mitchell, 1984; Fredrickson & Iaquinto, 1989; Lawrence & Lorsch, 1967; Schneider &
DeMeyer, 1991), environment has been found to be a primary determinant of both
strategy and performance. In the next few sections of this paper, we discuss the theory
behind the relationships expressed in this model and set forth relevant hypotheses.
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Performance
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Figure 1. Model of the ESP Relationship

The Environment-Performance Relationship

Past research on firm environment (¢f. Aldrich, 1979; Bass, Cattin, & Wittink, 1977,
Bourgeois, 1985; Covin & Slevin, 1989; Duncan, 1972; Elenkov, 1997; Fredrickson &
Mitchell, 1984; Goll & Rasheed, 1997; Jauch, Osborm, & Glueck, 1980; Keats & Hitt,
1988) suggests that strong linkages exist between a firm's performance and certain
components of its environment. Research (e.g., Daniels et al., 1976; Dudley, 1990;
Grosse & Kujawa, 1988; Schneider & DeMeyer, 1991; Szymanski et al., 1993) focusing
on environment-performance relationships across national markets is in general
agreement that the market growth and industry concentration components of a firm’s
environment are strongly linked to firm performance. For example, Szymanski e al.
(1993) contend that high growth markets are often characterized by relatively higher
gross margins, rising productivity, more new customers, higher levels of demand per
customer, and a higher probability that firm products will meet some customers’ needs.
According to Buzzell and Gale (1987), the net effect of these rising margins and the
rising sales that often characterize high-growth markets seems to be increased profits
(i.e., performance).

With respect to industry concentration, past research {c¢f. Demetz, 1973; Gale & Branch,
1982; Ravenscraft, 1983) suggests that firms attempt to control the output in the market
through the exercise of monopoly power or colluding with other firms to drive up prices
and profit, which implies a positive relationship between industry concentration and
profits. In the 1998 Competitive White Paper cited earlier in this paper, the Secretary of
State for Trade and Industry stressed Britain’s commitment to stimulating market growth
and to encouraging increased cooperation (e.g., partnerships, strategic alliances, mergers,
etc.) among U.K. firms, which amounts to increased industry concentration. This
commitment implies an acknowledgement, on the part of the UK. government, that a
positive relationship exists between these environmental components and the
performance of U.K. firms.
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Theory supports the existence of a positive relationship between market growth and
concentration (which represent important components of a firm’s industry environment)
and a firm’s financial performance and suggests that this relationship should be similar
for U.S. and UK. firms. However, the issue remains unresolved as to whether the U.K.
government's implementation of its new and previous public policy initiatives has been
successful in bringing UK. environment factors into greater alignment with U.S.
environmental factors. If these policy initiatives have been successful, is the
environment-performance relationship in U.K. firms similar to the relationship as it exists
in U.S. firms? In the absence of empirical evidence which would indicate an affirmative
answer to this question, we set forth the following hypothesis:

Hypothesis 1: The relationship between industry environment and financial
performance will be significantly (statistically) different between U.S. and UK.
firms.

The Strategy-Performance Relationship

In previous research, strategies such as improving product/service quality, new product
introductions, investments in new facilities, new technology, etc., and vertical integration
have been found to be positively related to firm performance. For example, evidence (cf.
Booz, Allen, & Hamilton, 1982; Cooper, 1986; Peters & Waterman, 1982; Maidique &
Hayes, 1984) suggests that new product introductions and profitability are positively
related because customers are willing to pay a premium price for superior new products
that cannot be readily duplicated by competitors. Similarly, research (¢f Buzzell & Gale,
1987; Garvin, 1988) suggests a positive relationship between quality and profitability
because customers are willing to pay a price premium for better quality products and
services. This same research also suggests that superior product quality reduces rework
and service costs, which leads to increased profitability.

Several studies (¢f. Fine, 1983; Reddy, 1980; Shapiro, 1977; Smith, 1980; Wheelwright,
1981) suggest that investments in certain types of technology and production processes
enable firms to successfully use a cost leadership strategy. This type of strategy allows
firms to generate higher margins relative to their competitors by achieving lower relative
direct manufacturing and distribution costs. Phillips, Chang, and Buzzell (1983) contend
that in order to maintain their cost leadership position, firms must continue to reinvest in
new manufacturing equipment and facilities. Suggested by this line of research is that
there is a strong relationship between a firm's investment strategy and its performance.

In addition to product and investment related strategies, the strategy of vertical
integration has been found to be related to firm profitability performance. For example,
Aaker and Jacobson (1987) argue that vertically integrating operations have a positive
impact on performance because profits that would otherwise go to other members of the
supply chain are internalized. Similarly, results of other studies (cf. Buzzell, 1983;
Ravenscraft, 1983; Williamson, 1975) suggest a positive relationship between vertical
integration and performance in that the reduced transaction costs tend to offset the
increased costs associated with being more integrated. Finally, although Rumelt (1974)
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and Lubatkin and Rogers (1989) reached different conclusions about the performance of
vertically integrated firms, they both identified factors associated with integrated firms
that were possible contributors to performance.

Theoretical and empirical results suggest that integration and product-related investments
represent a firm’s competitive strategy, and this strategy is positively associated with a
firm’s financial performance. The various public policy initiatives introduced by the U.K.
government appear to acknowledge this association. The evidence for that conclusion is
the initiatives” emphasis on new product development and quality improvements within
UK. firms, as well as the encouragement for firms to intensify their investment efforts
and to vertically integrate their operations. As stated earlier, however, the issue is
whether these initiatives have been successful in bringing the strategy-performance
relationship in U.K. firms into greater alignment with the relationship as it exists in U.S.
firms. Thus,

Hypothesis 2: The relationship between competitive strategy and financial
performance will be significantly (statistically) different between U.S. and U.K.
firms.

The Environment-Strategy Relationship

Several studies (¢f Chatterjee, 1991; Eckbo, 1985; Harrigan, 1984; Lustgarten, 1975)
have concluded that industry concentration (an environmental factor) is a primary
determinant of vertical integration (a strategy factor). The rationale is that firms in
industries dominated by a few players have an incentive to integrate. As suggested by
Harrigan (1984, 1985), the main incentive is the existence of less competitive volatility.
In other words, when competition is less volatile, firms can make long-term commitments
to vertical integration because their options are not constrained by competitors should
strategic changes be required. In addition to the environment (i.e., concentration)-strategy
(i.e., vertical integration) relationship, others (¢f Barney, Edwards, & Ringleb, 1992)
have found relationships to exist between environmental factors such as market growth
and strategy factors such as investments in new facilities and manufacturing processes
and research and development (R&D). As suggested by Szymanski et al. (1993),
investments in R&D are indicative of product development and process innovation (e.g.,
quality improvement) strategies. The relationship between environment and strategy is
clearly supported in the literature. The issue addressed in the present study is whether
ongoing and recent public policy initiatives implemented by the U.K. government has
brought about similarities in this relationship with respect to U.S. and UK. firms.
Accordingly,

Hypothesis 3: The relationship between industry environment and competitive

strategy will be significantly (statistically) different between U.S. and UK.
firms.

38



JOURNAL OF BUSINESS AND MANAGEMENT - WINTER 2002 VoL.8,No.1

The Mediating Role of Strategy

In Figure 1, strategy is represented as mediating the relationship between environment
and strategy. For purposes of this exploratory study, such a representation is consistent
with research approaches dealing with multiple-indicator latent variables (Maruyama,
1998). Moreover, past studies (¢f. Bain, 1951, 1956) of the ESP relationship have found
that environment variables influence a firm's strategy and eventually impact its financial
performance. The mediating role that strategy plays in the environment-performance
relationship is clearly suggested in these studies. Based on the results of these studies,
and previous and new public policy initiatives launched by the U.K. government, we set
forth the following hypothesis:

Hypothesis 4: The mediating role that competitive strategy plays in the
relationship between industry environment and firm financial performance will
be significantly (statistically) different between U.S. and U.K. firms.

RESEARCH METHODS
Data and Sample

Data for this study were drawn from the Strategic Planning Institute’s PIMS Competitive
Strategy Research Data Base. Although several limitations have been associated with the
PIMS database (c¢f Anderson & Payne, 1978; Morrison & Craswell, 1980), several
studies (e.g., Hambrick, 1982; Day, 1986; Buzzell & Gale, 1987) have found the quality
and reliability of the PIMS data itself to be high. This proprietary database makes
available to researchers observations on over 2800 business units across periods of both
economic recession and expansion. After screening the database to obtain only the latest
data and to ensure that each data set was complete, data for 189 British business units
were obtained. Similar screening produced data for 1183 U.S. business units. However,
since sample size considerations were constrained by the British sample, the U.S. data set
was reduced to an equivalent sample size in order to match the British sample across all
eight economic sectors represented in the database. This was accomplished by matching
the number of observations in each sector and then randomly selecting observations
within sectors.

Consistent with prior studies that have used the PIMS database, the unit of analysis for
the present study was at the business-unit level. In addition to being consistent with prior
research, an important theoretical reason for studying the ESP relationship at the
business-unit level is that the literature of industrial organization economics has
demonstrated particularly strong theoretical links and empirical associations between
structure (i.e., industry environment), competitive strategy, and financial performance in
individual product-market businesses (Scherer, 1980; Porter, 1981).

Research Variables

Based on the empirical and theoretical results of research studies cited earlier (e.g.,
Bourgeois, 1985; Elenkov, 1997; Fredrickson, 1984; Schneider & DeMeyer, 1991) and
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the ongoing and new approach to public policy that the UK. government has decided to
take, we selected three variables as measures of the environment latent construct:
industry concentration, real market growth, and long-term industry growth. Similarly,
based on previously cited research (e.g., Aaker & Jacobson, 1987; Garvin, 1988; and
others) and the free-market perspective of the UK. government, we sclected three
variables as measures of the strategy latent construct: vertical integration, investment
intensity, and R&D expenditures, which is proxy measures of product development and
process innovation (i.e., quality improvement) strategies (Szymanski et al., 1993). The
performance variable used was return on investment (ROI). This measure is viewed as
the most useful global measure of business unit performance (Reece & Cool, 1978).
Other accounting-based measures of performance typically used in strategy research
include return on sales (ROS) and return on equity (ROE). However, Buzzell and Gale
(1987) noted that prior research on the PIMS database showed that regressing
environment and strategy variables on (ROS) and (ROE) produced similar results as
regressing these variables on ROL

Data Analysis Method

LISREL 8, a multivariate, statistics-based computer program, was used to analyze the
ESP relationship expressed in Figure 1. LISREL (Joreskog & Sorbom, 1989) was
designed as a linear structural equation model for latent variables (Goldberger and
Duncan, 1973) and is appropriate for the purposes of the present study because of its
ability to (1) estimate unknown coefficients of a set of linear structural equations, (2)
accommodate models that include latent variables, (3) accommodate measurement errors
in both dependent and independent variables, (4) measure the direct and indirect effects
of independent variables on dependent variables, and (5) accommodate simultaneity and
interdependence (Joreskog and Sorbom, 1989). The two components of LISREL are
measurement and structural. The measurement component identifies latent variables, and
the structural component evaluates hypothesized causal relationships among latent
variables in the causal model and provides an overall hypothesis test of the model as a
whole. The full LISREL model, used to test the ESP relationships in Figure 1, is shown
in Figure 2.

The 1 latent endogenous variables in this model are firm performance and firm strategy,
and the 7 latent exogenous variable is environment. As shown in the model, the first
measurement variable of each latent construct was specified as having a factor loading of
A=1 in order to assign units of measurement to the unobserved variables. Because latent
variables are "theoretical constructs that cannot be observed directly" (Byrne, 1989, p. 3),
they are operationalized by variables that are observable and measurable. As indicated in
the LISREL model, the environment latent variable is measured by the SIC-Group
Concentration Ratio (CONCN), Real Market Growth Rate (RMKTG), and Long-Term
Industry Growth (LTING). Vertical Integration (INTGR), Total R&D Expenditures/Net
Revenue (RDEXP), and Investment Intensity (NVEST) measure the strategy latent
variable, and the performance latent variable is measured by return on investment (ROD).
Table 1 presents the means and standard deviations for the variables for the U.S. and
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UK. samples. Table 2 presents the correlations among the measured variables for the two

sample groups.

&
Performance
T

[ INTGR | [ ROEXP | [ NVEST |

Y4

industry concentration ratio
real market growth rate
long-term industry growth

vertical integration
R&D expenditures
investment intensity

Symbols: Y2 Y3
& = latent exogenous variable
X = measures, exogenous variables CONCN =
A = factor loadings, exogenaus variable RMKTG =
7 = latent endogenous variables LTING =

¥ = measures, endogenous varables ROI = return on investment

A = factor loadings, endogenous variables INTGR =

y.p = causal paths RDEXP =
C = residuals, endogenous variables NVEST =

Figure 2. LISREL Model of the ESP Relationship

Table 1
Means and Standard Deviations

U.S. Sample U.K. Sample

Variables® Mean Std. Dev. Mean Std. Dev. t-value
ROI 22.20 25.67 25.57 24.49 -2.86%**
INTGR 57.50 16.58 50.07 13.70 2.58%%*
RDEXP 1.68 2.32 1.10 1.24 0.54

NVEST 0.05 0.97 -0.10 0.95 7.50% %%
CONCN 55.41 24.47 69.63 19.15 -2.67%**
RMKTG 3.92 10.90 1.54 9.80 2.16%%*
LTING 8.31 5.31 10.01 5.12 -8.95%**

ROI = return on investment

INTRGR = vertical integration

RDEXP = research & development expenses/net revenues
NVEST = investment intensity

CONCN = industry concentration ratio

RMKTG = real market growth rate

LTING = long-tern industry growth

***p < 001
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Table 2
Correlations among Variables®
Variables 1 2 3 4 5 6 7
1. ROI — 35 .08 A5 21 22 .19
2, INTGR 29 - 23 21 .26 - .19 20
3. RDEXP .28 .28 g .36 .19 .10 .16
4. NVEST 35 26 .26 S A5 12 23
§: CONCN 41 .16 .19 15 —_— 21 23
6. RMKTG 32 29 10 22 31 - 26
7. LTING .39 .20 26 23 33 .36 —

* Correlations below the diagonal are for the U.S. sample and correlations above the diagonal are
for the U.K. sample. Correlations of .12 or greater are significant at p<.05.
® ROI = return on investment
INTRGR = vertical integration
RDEXP = research & development expenses/net revenues
NVEST = investment intensity
CONCN = industry concentration ratio
RMKTG = real market growth rate
LTING = long-tern industry growth

RESEARCH RESULTS
Structural Equation Models

The hypothesis-testing capability of LISREL allowed us to determine the likelihood that
the relationship among the latent variables actually fit the relationship defined in the
hypothesized model. LISREL first analyzes the data collected on the observed variables
for evidence of model specification quality (i.e., whether or not the model is correctly
specified) and then conducts a chi-square likelihood ratio test of the null hypothesis that
the sample covariance matrix S is drawn from a population characterized by the
hypothesized covariance matrix £. An overall chi-square goodness-of-fit test with a p-
value exceeding 0.05 would indicate that the model is correctly specified. Elsewhere
(Keats and Hitt, 1988) it has been suggested that correctly specified models are indicated
when the value of p exceeds 0.10. As a rule of thumb, a chi-square value that is less than
five times the degrees of freedom indicates a correctly specified model (Wheaton,
Muthen, Alwin, and Summers,-1977). Table 3 presents the results of the LISREL analysis
for the ESP relationships for the U.S. and U.K. samples.

The LISREL 8 computer program was used to solve the structural equations, and the
generalized least squares (GLS) method was used to derive parameter estimates for the
models shown in Table 3. As indicated by the t-values, all of the parameter estimates for
the U.S. model are significant at p<.001, and all of the parameter estimates (except y1;)
for the UK model are significant at p<.001 or p<.10. The U.S. model shows a chi-square

2
(%) value of 13.35 (df=12), with p=.34, and 32 =15.96 (df=12) for the UK model with
p=.19. The adjusted goodness-of-fit index (AGFI) of .95 for the U.S. model and .94 for
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the U.K. model is a measure of the'relative amounts of variances and covariances jointly
accounted for by the models. Values of this index range between 0 and 1, with higher
values indicating a good fit. We also looked at the root mean square error of
approximation (RMSEA) as another indicator of model fit. Brown and Cudeck (1993)
suggest that a value of RMSEA which is less than .05 is an indication of close fit. The
RMSEA is .024 for the U.S. model and .042 for the U.K. model. Based on the p>.05 rule
and on the strength of these fit indicators, a conclusion to be reached is that both models
provide a good fit and that the ESP relationships expressed in the models are correctly
specified.

Table 3
Parameter Estimates for the LISREL Models

U.S. Firms U.K. Firms
Parameter Unstandardized?® I Unstandardized?® t
Estimates Estimates

Ay32 0.13 (0.03) 4.29%%* 0.07 (0.02) 4 137%%%
Ayaz 0.06 (0.01) 4.36%%* 0.06 (0.01) 4 13 %%%
A2l 0.44 (0.08) 5.16%%* 0.46 (0.13) 3,55 %%
A3l 0.23 (0.04) 5.14%%* 0.28 (0.07) 3. 74%%%
Y 0.79 (0.27) 2G5k 0.52 (0.53) 0.97
Y21 0.40 (0.11) 3. 76% % 0.62 (0.18) 3. 45% %%
Biz 0.94 (0.45) 2.08 %k 0.86 (0.61) 1.40%
X2(12) 13.35 15.96
P .34 .19
AGFI* .95 .94
RMSEA .024 .042

* Standard errors are in parentheses.

® The t-values are based on a one-tailed test.

® AGFI = Adjusted Goodness of Fit Approximation

¢ RMSEA = Root Mean Square Error of Approximation
tp < .10

oAk

p < .001

Results of Hypotheses Tests

The results reported in Table 3 show the path coefficients (PC) for all of the LISREL -
parameters listed in Figure 2. All PCs relevant to the hypotheses set forth in this study are
shown in the path analytic model provided in Figure 3. As indicated in this figure, all of
the PCs are significant at p<.001 or p<.10 except on path v;; (PC=.52), which links
environment to performance for the UX. sample. These results suggest that a positive
and significant relationship exists between the latent constructs (i.e., environment,
strategy, and performance) shown in the ESP model, which is consistent with studies that
have found a firm’s financial performance to be strongly influenced by its industry
environment (¢f. Szymanski ef al., 1993) and its competitive strategy (cf Phillips et al.,
1983) and that a firm’s competitive strategy is strongly influenced by its industry
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environment (Barney et al., 1992). The hypotheses set forth in the present study predicted
that there will be differences between these relationships between U.S. and UK. firms.

J9
52
//“F—_d-——h.“_\\’
/./
rd
( Environment \
B r

2 Path coefficients for the U.K. sample are underlined.
Tp<10
Erad p<.001

Figure 3. Path Analysis of the ESP Relationship®

To test for these differences we transformed each of the PCs, or correlation coefficients r
(Asher, 1983) shown in Figure 3, to Fisher’s Z statistic and employed the tests of
significance between two Z-values (Downie & Starry, 1977). Results of these tests are
provided in Table 4. As indicated in this table, significant differences were found
between each of the ESP relationships expressed in Figure 3. Thus, the first three
hypotheses set forth in this study were supported. That is, the environment-performance
(y11) relationship (hypothesis 1), the strategy-performance (y) relationship (hypothesis
2), and the environment-strategy (B,,) relationship (hypothesis 3) were all found to differ
between U.S. and U.K. firms.

Table 4
Results of Fisher’s Z-Test for Differences

U.S. Firms U.K. Firms
Hypothesis Path r-transformation r-transformation Fisher-Z
1 T : 1.07 0.58 473
2 Bi2 1.74 1.29 434
3 Ya1 0.42 0.73 2.99’:**
4 Y21- BIZ 0.40 0.59 1.83
*p < .05
™'p < .001
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Hypothesis 4 suggested that strategy mediates the environment-performance relationship,
and predicted that the mediating role that strategy plays in this relationship would be
significantly different between U.S. and U.K. firms. Before testing for differences, we
first tested for mediation. Baron and Kenny (1986) suggest that mediation is
demonstrated when the predictor (environment) is statistically related to the mediator
(strategy) dnd the mediator is statistically related to the dependent variable
(performance). Based on the PCs shown in Figure 3, mediation is demonstrated for the
U.S. sample and for the UK. sample. The indirect effect of environment on performance
(mediated by strategy) was calculated as PC=.38 for the U.S. sample and PC=.53 for the
U.K. sample. By way of an explanation of this procedure, the indirect path coefficient is
determined by the product of the direct effects: bjpdirect effect = b1 X by where by is a

path coefficient for the effect of the independent variable on the mediator and by is a path

coefficient for the effect of the mediator on the dependent variable. The test of
significance for the indirect path coefficient is determined by dividing this coefficient by
its standard error. This test is t-distributed. As indicated in Table 4, the Fisher’s Z (1.83,
p<.05) provides support for hypothesis 4; that is, the mediating role that strategy plays in
the environment-performance relationship is significantly (statistically) different between
U.S. and UK. firms.

DISCUSSION AND IMPLICATIONS

Consistent with previous research (Bourgeois, 1985; Elenkov, 1997, Fredrickson, 1984;
Fredrickson & Mitchell, 1984; Fredrickson & Iaquinto, 1989; Lawrence & Lorsch, 1967
Schneider & DeMeyer, 1991), industry environment was found in the present study to be
a major determinant of competitive strategy and financial performance in U.S. and U.K.
firms. Despite the fact that this was found to be true for firms in both samples, and
although environment was found to have only an indirect effect on performance for firms
in the UK. sample, overall results of this study suggest that the ESP relationship is
distinctly different between U.S. and UX. firms when it is examined within the context
of UK and U.S. national markets. Results also provided support for the hypothesis set
forth in this study that differences between U.S. and UK. firms would exist on
components of the ESP model. These results raise the issue of the extent to which
macroeconomic policy influences and is reflected in the industry structure within which
firms in both countries compete.

As discussed earlier in this paper, the macroeconomic policy of the U.K. has been
changing over the years toward mirroring the U.S. model. Results suggest that these
changes have not yet affected the ESP relationship in UK. firms to the extent that it
mirrors the relationship as it exists in U.S. firms. However, the present study assessed the
ESP relationship using data from the late 1980s, when reform efforts in the UK. were in
their infancy (6-8 years). As suggested by Moore (1992), the reluctance of politicians to
completely extricate themselves from what should have been management decisions
during this period meant that political priorities took precedence over commercial ones.
Consequently, reform efforts may have had very little impact on the ESP relationship in
UK. firms during this period. Intensified efforts to accelerate the movement of UK.
markets and enterprise toward the U.S. model are fairly recent. Therefore, additional
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research is needed to reassess the ESP relationship in U.S. and UK. firms using data that
reflect these more recent efforts. Future research might also attempt to identify and match
up different combinations of ESP variables among the sample groups to validate whether
or not differences we found in the BSP relationship would still exist. Such research will
reveal if the limitations (e.g., data assessment and variable selection issues) associated
with the present study influenced the results reported in this paper.

In spite of these limitations, this study has demonstrated the impact that environment can
have on strategy and performance in different settings. Although many studies have
investigated the ESP relationship as extended through PIMS, very little has been done to
investigate and extend this powerful stream of empirical research outside the United
States where it was developed and tested. Results reported in this paper fill gaps in the
strategy literature by facilitating better understanding of comparative business
performance in different market structure environments. Results also suggest a clear need
for continuing studies in this rescarch arena, especially as firms in many countries
attempt to become more competitive in markets other than their own. A major
implication for future research is to extend comparisons of the ESP relationship to
multiple market structures which may be similar or different from one another.

For example, the French economic system depends heavily on private enterprise, but it
also relies to a great extent on central planning; the Swedish system relies very heavily on
private enterprise for profit, as does the United States, and the government is not actively
involved in market exchar ge decisions; and in Japan, the government develops a national
plan that serves as a guide for private business decisions. Would differences be found in
the ESP relationship if comparisons were made between market structures such as these?
What would be the nature of the ESP relationship in such market structures? Answers to
questions such as these would have practical implications for developing global strategies
in an increasingly global environment. Hopefully, results reported in this paper will serve
as an impetus for future research to provide answers to these and other questions related
to the ESP relationship.
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