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ABSTRACT

DECISIONS ABOUT EXPORTING: THE CASE OF MICHIGAN’S SMALLER
AGRIBUSINESS AND FOOD INDUSTRY FIRMS

By

James Arthur Sterns

With American agri-food firms competing in a marketplace that is evolving,
growing and becoming international in scope, this research seeks to identify and
model driving forces that motivate and sustain the internationalization process at the
Jirm level. Specifically, the research tests the supposition that the necessary and
sufficient conditions for a smaller agri-food firm to decide to export are:

(1) perceived demand, (2) perceived competitive advantagé in the transformation
process, (3) perceived competitive advantaées in the management of transaction costs,
and (4) a set of decision rules employed by decision makers that do not inhibit entry
into international markets.

In addressing this issue, the research presents a review of relevant literature in
the fields of Management, Marketing, Economics and Agricultural Economics.
Building on this broad body of published work, a cyclic model of firm behavior is
proposed and tested within the context of international marketing decisions of smaller
(i.e., less than 150 full time employees and/or less than $150 million annual gross

sales), Michigan-based agri-food firms.



The proposed model asserts that three sets of stock variables (i.e., opportunity,
choice and outcome sets) and three flow processes (i.e., decision making, transacting
and learning) are fundamental to understanding decisions about exporting. These six
components, made operational by using constructs of the proposed driving forces,
were tested empirically through eight case studies and a mail survey of 242 firms, of
which 112 returned completed questionnaires. Qualitative and quantitative analyses
used to examine the data included a comparative analysis of cases, logistic regression
modeling and factor analysis.

Principal findings of the empirical research support the theoretic assertions of
the overall model. The prescriptive implication of the research for both firms and
policy makers is that internationalization in general, and exporting in particular, is
dependent upon effective demand that is perceived by the firm, an ability to
competitively supply that demand, and a desire to do so. Lacking any of these,
decisions and policies advocating the pursuit of international markets will be

undermined by the firm’s inability to initiate and/or sustain exporting efforts.
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CHAPTER1 INTRODUCTION

1.1  The Problem Statement

American agri-food firms are competing in a marketplace that is evolving,
growing and becoming international in scope. In general, the popular agriculture-
related press has enthusiastically supported these changes, as is evident in the
following:

U.S. nurserymen are gradually increasing their participation in the

global economy... and the export market itself is expanding as never

before (Minton, p. 53).

...GATT and NAFTA trade agreements will shrink the world and

heighten export opportunities abroad and on this continent. The long-

range outlook is bright indeed for American beef, pork and lamb
producers, but only if we continue to sell, sell, sell beyond our borders!

(Fee, p. 27).

...any company that doesn’t look to foreign markets for future growth
is asking for trouble in a world that is quickly becoming globalized.
To any small to mid-sized [food] company, I say: You are not safe in
America (Messenger, p. 6).

The agriculture community hasn’t been so euphoric about exports since

1974, when their value jumped from $13 billion to $21 billion in a

single year. There is reason for excitement: We’ll ship out a record

$60 billion worth of ag products in 1996 (Smith and Haag, p. 12).
Despite this enthusiasm in the "press,” anecdotal evidence indicates that individual
firms have responded in various ways to this changing environment. Some agri-food

firms appear to be ignoring the advice of the popular pundits as they continue to focus
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on marketing their products domestically. Other agri-food firms that are similar in

size and product offerings are becoming highly involved in and committed to
international markets. How can we explain this empirically observed range of firm
behavior? At the firm-level, what motivates and sustains the internationalization
process? Are there identifiable driving forces that can explain why a firm would
internationalize its scope of operations?

Economic theory purports several, albeit partial, explanations for what has
been observed. Theories of comparative advantage, transaction costs, and economies
of scale are the most often cited as explanations of firms’ international marketing
decisions. But Ricardian concepts of comparative advantage fail to explain why quite
similar products are both imported into and exported from the same country, or why
two firms within the same country respond differently to apparent relative advantages
in trade. And even if transaction costs explain why a given firm chooses not to
export, very similar firms in terms of product and size have apparently overcome
these same transaction costs since they are actively exporting. Similarly, economies
of scale may provide some explanation for a firm’s desire to expand markets, but
issues of culturally-specific tastes and preferences may impede or totally prevent a
firm from exporting a homogeneous product (i.e., a product capable of capturing
economies of scale in production).

Various academic fields associated with the business school literature also
suggest a range of explanations why firms choose to internationalize. For example,

Abbott and Bredahl suggest that competitiveness and competitive advantages drive the
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internationalization process. As they note, the search for a unified trade theory with

empirical underpinnings led to a "marriage of trade theory with industrial organization
(I0) theory.” The resulting union focuses on country-, sector-, and industry-level
competitiveness and purports that "in individual industries, institutions, infrastructure
and technical characteristics matter (p. 17)." But these two authors go on to note that
an implicit message of IO theory is that a general theory to explain firm
competitiveness (and implicitly, firm behavior) may be unattainable because of these
industry-specific factors. And even within a given industry, Abbott and Bredahl’s
conceptualization of competitiveness in international agri-food markets assumes that
all firms within an industry respond similarly to international stimuli--in many cases,
an empirically false assertion. Alternatively, management theory focuses primarily on
the role of the decision maker and the strategies of the firm to explain inconsistencies
across firms, while marketing theory focu@ on the importance of information,
learning, knowledge acquisition and long term relationships to explain the same
inconsistencies.

This broad range of research literature suggests that the problem should be
conceptualized as two sides of the same coin. On one side of the coin are market
forces and on the other are conditions within the firm, suggesting that market forces
and conditions specific to the firm act collectively and simultaneously to determine
internationalization opportunities. But the literature only provides a list of correlates
to internationalization decisions. The published findings are inconclusive in

establishing definitive causal relationships that would explain the observed range of
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firm behavior. Further, there is an implicit message in both the popular press’

rallying cries, and in the research community’s search for causal links:
internationalization is an appropriate strategy for all firms.

Such a prescription may or may not have universal validity. Are managers
who choose not to participate in international markets incompetent? Or are there
basic economic and/or business factors that make international marketing
inappropriate for some firms? What are the fundamental driving forces that lead
firms to internationalize their business scope? And, do these forces act
discriminately, favoring some firms over others? These questions suggest that there is
a need for research ar the firm level that will empirically test for underlying causal
relationships and driving forces that explain the process by which firms enter (and
exit) international markets.

At least three sets of beneficiaries are likely to gain from research on the
internationalization of smaller agri-food firms: agri-food firms, policy makers, and
the research community. For agri-food firms, research on the entry and exit
decisions related to international markets could become the basis for more informed
decisions at the firm level. Typically, decision makers at smaller firms face an
overwhelming degree of uncertainty in regards to international markets. The research
could reduce this uncertainty, permitting decision makers to be better informed of
available opportunities. For policy makers, this research will clarify the overall
appropriateness of prescriptions for greater involvement in international markets as

the means for transforming Michigan’s (and the U.S.’s) agri-food sector. Further, by
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increasing the general understanding of what motivates and sustains international
marketing efforts, policy makers could target policies and funding more effectively in
their efforts to enhance the performance of the sector. For the research community,
particularly Land-Grant Universities, this research will be one of the first attempts to
model the internationalization process of agri-food firms, given that prior research has
focused almost exclusively on industries unrelated to the agri-food sector. This study
will also increase the research community’s understanding of firm behavior, adding to
the growing body of literature that attempts to bridge economic and management

theories.

1.2 Background to the Problem Statement
1.2.1 A definition of "Internationalization"

"Internationalization,” in and of itself, is a complex, multi-dimensional concept
that includes such diverse activities as marketing products and/or services abroad
(i.e., exporting), foreign sourcing of production inputs and/or investment capital,
competing against imports in domestic markets, franchising in foreign markets, joint
ventures with international partners, and foreign direct investments financed by
domestically generated capital'. This diverse range of activities apparently has

confounded researchers since no consensus exists in the literature on an operative

!Although this research recognizes a priori that dynamic interactions among these
diverse activities are possible (e.g., a firm that sources inputs internationally may
more likely be an exporter than a firm that sources inputs locally), the activities are
considered distinct because each is a sufficient but not necessary condition for a firm
to be international.
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definition of "internationalization.” As noted above, economic literature on the
subject generally views internationalization in terms of trade driven by comparative
advantages and factor endowments. Much of the management literature suggests that
internationalization be defined as an evolutionary process that transforms and
internationalizes the firm over time. Much of the marketing literature defines the
concept pragmatically and in terms of how a firm actually conducts trade and
commerce in an international context.

Drawing upon these various streams of thought, this dissertation proposes the
following summary definition: internationalization is a process by which a firm
evolves as it defines and redefines in an iterative manner its scope of operations to
include international dimensions. This process is observable through the decision
maker’s evolving perceptions and actions, and the ﬁrm’s evolving level of
involvement in and commitment to international markets.

1.2.2 Why Firms Internationalize

This dissertation builds on the premise that firms and their decision makers
have multiple objectives (e.g., profit maximization, cost minimization, status
emulation, altruism, adventure, excitement) within a world of bounded rationality,
opportunism and asset specificity. The decision to internationalize, as are all other
decisions, is made within this context. Researchers have proposed, and in some cased
empirically tested, several reasons for why a firm would initiate the
internationalization process. In general, all of the proposed reasons suggest that firms

internationalize to either enhance firm performance (however defined) or contribute to
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firm survival. One specific set of reasons suggests that firms internationalize because
they believe that to do so will be profitable (i.e., marginal revenue will be greater
than marginal costs) and that the company’s products/services are competitive in
international markets (in terms of price and/or quality). Saturated home markets,
using excess production capacity, or selling excess supply in "untapped” or "under-
served” international markets are all additional, albeit similar, reasons that have been
suggested. A third set of reasons suggest that internationalization is a means for the
firm to grow and/or diversify.

Identifying firms’ motivation to internationalize, i.e., the answer to the
question why, is one of the central research objectives of this dissertation. But this
objective is more than just to confirm or refute the reasons already suggested in the
literature. The core research objective is to understand the process by which firms
realize that internationalization is or is not an appropriate opportunity for them, and to
understand why similar firms view internationalization differently in terms of its
potential for contributing to firm performance and survival.

1.2.3 How Firms Internationalize

As Dichtl, er. al. note, "there are two facets [of the internationalization
process] which require particular attention: (1) the overall decision to go
international; and, (2) the decision to favour a certain strategy to internationalize
(p. 49)." In their opinion, the former is the much more pressing research interest.
They argue that the research focus should be on the process by which firms cross the

behavior threshold from domestic to international. Their reasoning is "that if the first
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step has been taken, then the following questions regarding, for example, specific

marketing strategies, pose no fundamental problems. Consequently, we concentrate
on the overall decision to go international...(p. 50)." This dissertation concurs with
their reasoning and, as is stated above, the central research question concerns the
issue of why firms internationalize. However, there is a substantial body of literature
that focuses on how firms internationalize, that is, Dichtl, et. al.’s second facet of the
problem statement. To ignore this body of literature would unnecessarily limit this
dissertation’s presentation of the current state of the researcher community’s
understanding of the internationalization process.

If addressing the question of how firms internationalize is less interesting than
the question of why firms internationalize, then why is there a substantial body of
literature on the subject of how? A possible reason is that one of the dominant
paradigms within the management field is the Chandler-Rumelt-Thorelli school of
thought where the operative causal model states that firm strategy sets firm structure
which in turn sets firm performance. In the context of the two research questions,
this model suggests that a given internationalization strategy will ultimately determine
the firm’s successes and/or failures in their international endeavors--the strategy will
shape how the firm structures its internal organization to handle international efforts
which, in turn, determines performance. If the focus of this research is primarily to
understand firm performance in international markets, then concentrating on how the
decision to go international is implemented is justifiable. For this dissertation, the

objective is to understand the process, not just the end results. éonsequently, the
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literature on how firms internationalize is reviewed to gain insights on (1) the decision
processes of the firm, (2) the motivations for choosing particular internationalization
strategies, and (3) the key factors that make possible the internationalization of the
firm. Knowing how firms implement the internationalization process will identify key
resources that facilitate the process. The explanation for why only some firms
internationalize then becomes an empirical question of whether or not "domestic-only”
firms lack these key resources.

How do firms internationalize? The literature suggests that the implementation
of the internationalization decision is a function of the same three general factors that
are relevant to domestic business decisions: strategy, firm structure and the external
business environment. However, researchers have suggested that certain specific
factors are unique, or at least more critical, to international business decisions. These
include long term planning, management’s commitment to new markets, market
research focusing on culturally based differences in tastes and preferences, and access
to outside resources and expertise (both public and private). Researchers contend that
these tactical factors are important because international sourcing, marketing and sales
involve a range of challenges not encountered in domestic markets. These include
language barriers, differences in cultural values and social mores, diverse safety and
health regulations, diverse product standards and labeling requirements, currency
exchange and rate fluctuations, and tariff and non-tariff barriers. Researchers have
concluded that a decision maker’s perceptions of these challenges greatly influences

how the firm enters international markets.
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1.3 A Priori Suppositions
1.3.1 Unit of Analysis: The Firm vs. the Market

Management and marketing researchers typically focus on issues internal to the
firm. Neo-Classical and Industrial-Organization economists typically focus on issues
external to the firm. In the former, the external environment (e.g., the market) is
exogenous to the analysis and its only relevance is in how the environment affects a
given firm’s behavior. In the latter, the internal environment is the exogenous
variable (e.g., the firm as a "black box"), 'and firm behavior is only understood in
terms of the collected effects of the behavior of all firms on market performance.

This dissertation draws from both approaches. As was argued above, there is
a need for firm-level analysis of the internationalization process--a need that favors a
management/marketing research approach. But there also is a need for the theoretic
discipline of the economists. ' Both approaches give insights into the issues at hand
and blending the two provides a more comprehensive framework that is more useful
than either would be independent of the other. Thus, this dissertation focuses on the
perceptions of decision makers and the internal processes underlying the behavior of
individual’ firms, but does so within the context of an economic-based framework for
analyzing this behavior. This framework is developed in full in Chapter 4.
1.3.2 Firm-level Driving Forces of Internationalization

This research begins with the supposition that ar the firm level the decision
maker is guided by three critical questions regarding international markets: (1) Are

there customers for my company’s product/service? (2) Can my company compete
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against other firms in meeting the needs of these customers? and, (3) What are the
rules of the game for competing in these markets? The first question, if stated in
economic terms, simply asks if there is market demand for the company’s
products/services. The second asks if the firm has a competitive advantage in the
production and supply of the good (i.e., in the physical transformation of inputs into
an output). The third asks if the firm has a competitive advantage given its
governance structure and the institutional constraints of the market (i.e., from a
transaction cost perspective). Hence, this dissertation begins with the a priori
assertion that perceived demand, perceived competitive advantages in transforming,
and perceived competitive advantages in transacting are the three "driving forces" of
the internationalization process. This implies that the reason why a firm
internationalizes is because the decision maker perceives that there is demand for the
firm’s product and, given its competitive advantages in transacting and transforming,
the firm can competitively supply this demand. One of the principal objectives of this
dissertation is to test and refine (or refute) this supposition.

To date, the literature on the internationalization process has conceptualized a
different set of driving forces than those just proposed. Most published research has
focused on one or more of the following: (1) the idiosyncracies of the decision maker
(e.g., international experience and travel, foreign language skills, level of education);
(2) the characteristics of the firm (e.g., size, market focus, type of product/service
produced); and/or, (3) the general market, political and trade environment external to

the firm (e.g., customs, tariffs, exchange rates, government export promotion
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programs). The dissertation’s proposed driving forces are not intended to reject those
proposed in the literature. Rather, they are an attempt to synthesize the three strains
of published work with a single, coherent framework.

1.3.3 The Role of Perceptions and "truth"

Since this dissertation focuses its analysis a¢ the firm level, modeling the
influences of the three driving forces on the internationalization process must, by
definition, be done within the context of the firm. More specifically, the decision
maker’s prescriptive choices about whether or not the firm should internationalize
must be modelled as a function of the decision maker’s knowledge of the three
driving forces. But decision makers are constrained by imperfect information and
bounded rationality. As they make choices about international markets, a potential
"gap" exists between the actual, "true” level of demand for products and the decision
maker’s perceptions of that demand. A similar gap can exist between what the
decision maker thinks are his/her firm’s competitive advantages and what the
advantages actually are. In acknowledging this gap, this dissertation defines "truth”
(little "t") as positive, value-free knowledge that is based upon synthetic
representations, summaries and/or measures of real world phenomenon. Perceptions
about truth are assumed to be decision makers’ best estimates of this truth, and are, in
this way, the actual determinants of the internationalization process. Therefore, this
dissertation’s representation of the internationalization process will be based on the

assertion that decisions related to international markets are based on decision makers’
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perceptions of the driving forces, and perceptions, not "true” conditions, are the focus

of the model.

1.4 Organization of the Dissertation

The dissertation is divided into nine chapters. Chapter 2 reviews the
internationalization literature and reports what past research suggests are the reasons
why firms internationalize. Chapter 3 reviews basically the same body of literature to
report what researchers have suggested are the reasons why only some firms
internationalize. Chapter 4 presents a theoretic model of the internationalization
process. Chapter 5 outlines the overall approach to data collection and analysis of the
dissertation, and provides a justification for the multiple approaches used to gather
and analyze data. Chapter 6 reports the results of a series of interviews of managers
of Michigan-based agri-food firms. Chapter 7 documents a mail survey of Michigan-
based agri-food firms that was designed, in part, on the basis of the insights gained
from the interviews reviewed in Chapter 6, as well as the theoretic model of
Chapter 4. Chapter 8 reports the results of the statistical analysis of the mail survey
responses. Chapter 9 summarizes the results of the study and synthesizes its

prescriptive implications for agri-food firms, researchers and policy advisors.



CHAPTER 2 WHY FIRMS INTERNATIONALIZE

The first step in developing a more complete model of why firms
internationalize is to review the wide range of theories and partial models that
researchers have proposed in the past. Nearly all of the reviewed body of literature
can be grouped under two general headings: research that has focused on factor
endowments as the principal determinants of foreign market activities of firms, and
research that has focused on market imperfections as the principal determinants. The
literature review that follows is structured around these two tracks with Section 2.1
addressing factor endowments and Section 2.2 addressing market imperfections.
Section 2.3 briefly covers some recent published works that do not fit neatly into
these larger categories. The chapter concludes with an attempt to synthesize the

lessons to be learned from the reviewed literature.

2.1 Economic Theory — Focus on Factor Endowments
2.1.1 Ricardian Trade Theory

Internationalization research and theory traces its history back nearly 200 years
to Ricardo and his work on international trade. In trying to explain and demonstrate

why countries trade goods, Ricardo developed the concept of comparative cost

14
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advantage. Prior to Ricardo, theorists believed that two countries would only trade

goods if each had an absolute cost advantage in the production of one of the goods.
Ricardo was the first to suggest that even in the case where one of the two countries
had an absolute cost advantage in both goods, it still could benefit from trade by
producing (and exporting) only the good for which it had the greatest absolute cost
advantage. In other words, benefits of trade can arise from comparative cost
advantages. Blaug (1985), in writing about Ricardo, provides a succinct,
contemporary definition of this concept: "[E]ach country will produce those goods
whose alternative costs are relatively lowest, alternative costs being the number of
units of one good that must be forgone to produce a unit of another good (p. 126)."

The driving forces of Ricardo’s model, that is the sources of comparative cost
advantages, are differential technological capabilities among countries and the relative
immobility of capital across national borders. In other words, countries are endowed
by nature and fate with different levels of immobile factors of production (i.e., capital
and technology). These differences in the supply of available inputs give rise to
comparative cost advantages across countries.

Undoubtedly, Ricardo set the stage for research in internationalization. As
Blaug contends, Ricardo was the first to suggest that international trade was different

from intra-national trade. And Ricardo’s comparative cost analysis is still the
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fundamental pillar that supports one of the extremely few policy prescriptions which

is widely accepted in economics--that free trade increases social welfare?.

Yet, as is reviewed in the next section of this dissertation, many aspects of
Ricardo’s work have been abandoned (or at least modified significantly), in part
because of significant changes in the state of the world (e.g., increased mobility of
capital and technology, regional trading blocks), but also because Ricardo fails to
acknowledge the role of demand in international trade. As Blaug points out,
comparative advantage "shows how nations gain by trade, but it fails to tell us how
the gain from trade is divided among the trading countries. The actual barter terms
of trade...depend not only on cost conditions but also on the pattern of
demand...International prices are governed by supply and demand (pp. 123-125)."
Tweeten adds that "differences in preferences can bring benefits from trade among
countries ﬁossessing exactly the same factor endowments and production possibility
curves (p. 24)." In other words, consumers’ heterogeneous tastes and preferences can
explain why a country would simultaneously import and export essentially identical
products that differ only in their country of origin (e.g., cheese, wine). Since the
time of Ricardo, these nuances of international trade have led to the development of a
substantial body of literature on the economics of trade, highlights of which are

reviewed in the following section.

ZKrugman notes that "the defense of free trade [is] as close to a sacred tenet as
any idea in economics (1987, p. 131)."
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2.1.2 Contemporary Trade Theory

Trade theory has evolved into an important field within the economics
profession, and this dissertation will make no attempt at providing a comprehensive
review of the field’s entire body of literature. Only highlights are provided.

For much of the latter half of this century, the main focus of economic trade
theory has been built around a two-product, two-country general model in which each
country is capable of producing either good. One of the predominant models that is
based on this general model is known as the Heckscher-Ohlin (H-O) synthesis. In this
model, factor endowments (i.e., the supply of capital and labor) differ between
countries, and within each country factor intensities (i.e., the ratio of capital to labor
needed to produce a unit of output) differ across commodities. Since technologies are
assumed to be mobile in this model (i.e., technology is the same in both countries),
the driving forces of the model are the différenc&s in factor endowments, manifested
in differences in relative prices for inputs (i.e., capital and labor) across countries.
Two of the principal conclusions of this model are that (1) countries will concentrate
their production on and produce more of the good that requires a relatively higher
level of the input that the country has a larger endowment of (e.g., a labor abundant
economy will produce labor intensive outputs), and (2) in the absence of trade
distorting policies and other barriers, relative prices for both mobile and immobile
factors of production will equalize across all countries, given the assumptions of the
model.



18
In general, the two-product, two-country trade models presented in the
literature are variations of the same basic theme. The models relax one or more of
the assumptions associated with such models in order to either make the models “less
abstract” or in an effort to highlight a particular effect of trade (e.g., income
distribution). Commonalities across these models do exist, as noted by Krugman. He
suggests that the models share a number of basic features:
1. The productive capacity of an economy can be summarized by
its production possibility frontier, and differences in these
frontiers give rise to trade.
2. Production possibilities determine a country’s relative supply
schedule.
3. World equilibrium is determined by world relative demand and
a world relative supply schedule that lies between the national
relative supply schedules (1991, p. 92; emphasis in original
text).
Implied in Krugman’s summary is another common characteristic of these models.
They all focus on market performance, aggregate firm behavior and international
trade between countries, not companies. For this reason, researchers have noted that
trade models are very limited if the analysis is intended to explain why a particular
firm would choose to export.
2.1.3 Foreign Direct Investment Models
Starting in the 1960s with the emergence of multi-national corporations
(MNCs), new research questions concerning trade and internationalization became
relevant. At the core of this new area of study was the question of why an MNC

would choose foreign direct investments over either exporting domestically produced

goods or establishing cooperative agreements (e.g., joint ventures) with "local”
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companies based in targeted foreign markets. Dunning (1977, 1981, 1988) attempted

to address this question with a paradigm that is now commonly referred to in the
literature as the "eclectic paradigm of international production.” Going beyond the
Ricardian concepts of comparative advantage, Dunning proposes a set of three
"advantages” that explain why firms make foreign direct investments. The model is
widely cxted, in part because it is one of the original attempts to expand the concept
of factor endowments to help "explain” the choices of individual firms.

Given the numerous permutations of sourcing, producing and marketing
domestically and/or abroad, Dunning defines the scope of his work as investigating
the capabilities and incentives of domestic firms to supply local and/or foreign
demand with foreign-based production facilities. Even though Dunning has
consistently limited his analysis to the choices MNCs make about the location of their
production facilities, other researchers have extended the paradigm to model a firm’s
choice of foreign entry mode or even to model internationalization, per se. Yet, in
his restatement of the paradigm in 1988, Dunning was explicit in his intent: "The
intention was to offer a holistic framework by which it was possible to identify and
evaluate the significance of the factors influencing both the initial act of foreign
production by enterprises and the growth of such production (p. 1).”

Dunning’s paradigm starts with the assertion that an enterprise with foreign-
based production must have access to and use of certain "resource endowments” that
local enterprises (i.e., enterprises in the country where the foreign production is

based) do not have access to and/or do not use. Dunning (1981) defines the term
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"resource endowments" quite broadly to mean "assets capable of generating a future
income stream; they include not only tangible assets, such as natural resources,
manpower and capital, but intangible assets, such as knowledge, organisational and
entrepreneurial skills, and access to markets (p. 25)."> He contends that preferential
access to and use of endowments implies that a firm has a competitive advantage (also
referred to as monopolistic advantage) in the market, and that this advantage
determines the extent, form and pattern of international production. He then specifies
three sets of advantages as perceived by enterprises--"ownership advantages”,
"internalization advantages" and "location advantages".

Dunning’s original description of ownership advantages (1981) specified three
kinds. The first of the three was largely based on Bain’s theories on barriers to entry
such that firm size (e.g., economies of scale), monopoly power (e.g., patents) and
better resource capability and usage (e.g., management skills unique to the firm) led
to ownership advantages. The second kind of ownership advantage was inherent in
the benefits a branch plant had vis-a-vis other new, independent market entrants.
Dunning noted that branch plants, unlike de novo entrants, had access to endowments
(e.g., knowledge of markets, administrative experience) at zero or low marginal
- costs. The third kind of ownership advantage resulted from the very nature of being
an MNC. As Dunning observed, the "larger the number and the greater the

differences between economic environments in which an enterprise operates, the

3In his more recent work (1988), Dunning uses the term "factor endowments” in
place of "resource endowments”, with no apparent change in their operative
definitions. -
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better placed it is to take advantage of different factor endowments and market
situations (1981; p. 27)." Dunning re-specified his notion of ownership advantage in
later work (1983, 1988). In this work, he distinguishes between two types of
ownership advantages--asset and transactional. Ownership advantages that are asset-
based exist because an enterprise vis-a-vis other MNC has exclusive, "proprietary"”
possession of specific assets due to structural market imperfections. Ownership
advantages that are transactional in nature exist when an enterprise realizes gains from
a common governance structure that transcends national borders (vis-a-vis using the
international market-place) due to transactional market imperfections.

To Dunning, internalization advantages are closely related but separate from
the transactional ownership advantages just noted above. Internalization advantages
reflect the benefits of transferring ownership advantages across international borders
within a firm rather than selling them or their use in external markets.* Thus,
Dunning makes a distinction between two types of gains. First, the gains to a firm
from common governance structures across international borders are a source of
ownership advantages; or, in his words, these gains are "the ‘why’ of international
production.” Second, the gains to a firm from using internal hierarchy’s rather than
external markets are a source of internalization advantages; or, in his words, "the

‘how’ of international production”. In his 1988 article, he defends this distinction as

“Dunning (1988) summarizes the literature on why firms internalize markets,
specifying three main kinds of market failure which motivate internalization: (i) risk
and uncertainty in the market; (ii) economies of scale in imperfect market situations;
and, (iii) transactions which generate costs and benefits external to the terms of
exchange.
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both useful and logically correct. In his opinion, common governance structure
provides the capability to capture the gains of internalization while benefits from
reduced transaction costs due to internalization provides the willingness to internalize.
He concludes that a firm’s willingness to internalize markets "may explain why
hierarchies rather than external markets are the vehicle by which transactional
ownership advantages are transferred across national boundaries...[but the capability
to internalize markets] explains why these advantages are exploited by one group of
multinational enterprises rather than another, or by multinational enterprises rather
than firms indigenous to the country of production (pp. 3-4)."

Location advantages, as noted by Dunning in his 1981 article, exist because of
immobility of endowments (i.e., they have to be used where they are located), making
them determinants of “the ‘where’ of production.” Expanding this concept, Dunning,
in a subsequent article (1988), proposes that enterprises, facing the constraints of
immobile endowments, will engage in foreign production whenever they perceive that
benefits will result from combining "spacially transferable intermediate products
produced in the home country with at least some immobile factor endowments or
other intermediate products in another country (p. 4)." Starting with what is
essentially Ricardo’s comparative advantage argument, Dunning then highlights
numerous additional reasons (what he collectively terms "spatial market failures”) for
why this combination of intermediate products and immobile factor endowments could
be necessary and beneficial for a firm. Local governments creating trade barriers are

an example of spacial market failures that are structural in nature. Dunning also
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proposes that these failures can be related to the costs of transacting across

international borders. Common governance of cross-border activities could yield
benefits such as "enhanced arbitrage and leverage opportunities, the reduction of
exchange [rate] risk and better coordination of financial decision taking, the protection
afforded by a hedged marketing or multiple sourcing strategy, and the possibility of
gains through transfer price manipulation, leads and lags in payments (p. 4)."
Dunning recognizes the general nature of his three types of competitive
advantages. In attempting to make operational ownership, internalization, and
location advantages, he specifies examples of proxies (i.e., structural and contextual
variables) for identifying and measuring competitive advantages (1981). Dunning
organizes these proxies under the headings of country, industry (activity), and firm-
specific variables. Returning to these headings in his 1988 article, he asserts that
there is general consensus within the literature "about the main country and industry
characteristics likely to influence éch of the main components of the eclectic
paradigm, [but] much less attention has been given to identifying the key attributes of
firms (p. 7)." This historic deficiency in the literature is particularly noteworthy
because Dunning proposes that firm behavior, perceptions of the firm, and the
strategic responses of decision takers within a firm are likely to be major sources of
influence on decisions about international production.‘ As he states, "firm-specific
characteristics may be a crucial determinant of the response by multinational
enterprises to any particular OLI [ownership-location-internalization] configuration

(p. 6)." He concludes by observing that firm behavior, in many ways, is



24

generalizable; that is to say, there are systematic or consistent responses by firms to
similar OLI configurations. As long as this is true, Dunning believes that firm-
specific variables should be incorporated into the modeling of the international
production decision.

Dunning presents the most current conceptualization of his "eclectic” paradigm
in an 1988 article. This version is his response both to criticism of earlier versions of
the model, and to theoretic advances and empirical observations that have been
reported in the literature since the model’s debut. He contends that the study of
international production must be holistic and be based on "two strands” of economic
analysis. Quoting Dunning (1988):

The first is neoclassical theory of factor endowments, extended to

embrace intermediate products, and to allow for the possibility that

some endowments are mobile across national boundaries. Ceteris

paribus, the more uneven the geographic distribution of factor

endowments, the more international production is likely to take

place...The second strand is the theory of market failure...Ceteris

paribus, the higher the transaction costs of using the market as a

transactional model, and the greater the efficiency of multinational

enterprises as coordinators of geographically dispersed activities, the

more international production is likely to take place (p. 11).

He renames this model, referring to it now as the "factor endowment/market failure
paradigm” and in so doing, states explicitly that he is trying to expand the scope of
his model by blending its focus on factor endowments with ideas from the other major

line of research (i.e., market failures) that has been developed to explain why firms

internationalize.® He then attempts to illustrate the explanatory power of this model

Thus, Dunning in his later work tries to bridge the two main tracks of research
on internationalization (i.e., Sections 2.1 and 2.2 of this literature review).
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by first suggesting that there are de facto three "main types of international
production”--market seeking (import substituting), resource seeking (supply oriented),
and efficiency seeking (rationalized investment). He then presents his case that the
various aspects of competitive advantage (OLI advantages) “explain” the existence of
these three types of production.

As noted throughout the preceding review, Dunning’s work provides numerous
insights into the internationalization process itself as well as how to model the
phenomenon. Insights particularly salient to this dissertation include (a) the
identification of competitive advantages as a driving force behind internationalization,
(b) the importance of market failures, specifically transaction costs, to choices about
international production, and (c) the conceptualization of the process as reversible,
such that firms enter, expand, contract and/or exit from international activities based
on their perceptions about market opportunities that are based on evolving competitive
advantages unique to a firm. Further, Dunning’s work provides an example of how
to synthesize into one model/paradigm a wide range of hypothesized determinants of
international investments, even if that synthesis appears more like a patchwork quilt
than finely woven linen. As Itaki points out in his comprehensive review of the
"eclectic paradigm,” this synthesis is both a strength and a failing of Dunning’s work.
The strength is in the paradigm’s flexibility in incorporating theoretic advances. The
OLI framework itself is easily preserved as long as these new ideas logically "fit"
within the context of ownership, internalization or location advantages. This is

particularly useful empirically, given the uniqueness of individual firms. Yet,
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according to Itaki, the failing is in the paradigm’s inability to ascertain "which items
[i.e., determinants] are most decisive in attracting foreign direct investment.
Theorists, empiricists, and historians can freely invent new determinants to describe a
particular case of foreign direct investment as long as they fall under one of the three
headings (p. 456)." In Itaki’s mind, clearly the paradigm’s failings outweigh its
strengths. He notes that the eclectic theory is not a theory but “a taxonomy of
various determinants” and that this taxonomy has the potential of being tautological.
He concludes that "factors of production and ‘advantages’ must be as non-
substitutable as possible and remain relatively few in number if the concept
[paradigm] is to remain meaningful for expounding, rather than describing, economic
phenomena (p. 456, emphasis added)."”
2.1.4 Synthesis of "Factor Endowment" Literature

Researchers have attempted to explain international trade through a series of
"factor endowment” models, all with their own, albeit similar, sets of assumptions
and causal relationships. Proposed factor endowments have included land (or more
generally, natural resources), labor and/or capital, and technology. Some researchers,
Dunning in particular, have suggested a more comprehensive view of factor
endowments that also includes intangible assets like knowledge, organizational and
entrepreneurial skills, and access to markets. Once identified, factor endowments
have been characterized in several ways: by whether the quantity of the factor is
variable or fixed within each country’s economy (i.e., either immobile or tradable;

either renewable or exhaustible), and by degree of transferability from the production
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of one kind of good to another. These models have also made assumptions about

consumer demand (e.g., its elasticity), and tastes and preferences (e.g., homogeneous
or heterogeneous within and across national borders; constant or variable over time).

Researchers have manipulated these numerous assumptions as they have varied
the operative research question being addressed. Ricardo wanted to demonstrate that
trade in the absence of absolute cost advantages could still generate welfare gains for
society as a whole. The OH model was crafted to demonstrate that the type of goods
exported reflect the factor endowments of a country. Other two-country, two-good
models sought to demonstrate the effect of an increase in the supply of one factor of
production (i.e., Rybczynski’s Theorem) or to demonstrate which sectors of an
economy would win (or lose) from trade. Alternatively, Dunning sought to address
issues about individual firms and their decisions about international production.

As the focus of these models shifts from the macro-economic issues of
demonstrating the gains from trade for society as a whole to the micro-economic
issues of demonstrating the gains from trade for individual firms, the driving forces of
the models and the causal relationships that they demonstrate change. Table 2.1

highlights these shifts over the historic evolution of this body of literature.
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Table 2.1 Proposed Driving Forces Underlying "Factor
Endowment” Models of Trade Theory

Model Hypothesized Driving Forces

Ricardo’s Model of | Differences in productivity due to
Comparative Costs | differences in available technology

The Heckscher- Differences in productivity due to

Ohlin differences in available resources
Synthesis

Dunning’s Model of | Privileged (monopolistic) access to factor
Foreign Direct endowments

Investment

2.2 Management Theory - Focus on Market Imperfections

Juxtaposed to the economist’s focus on factor endowmenté is the business
school’s focus on market imperfections. These researchers have studied constraints
on knowledge and information to understand the perceptions and motivations that
decision makers have about international market "opportunities.” Like Dunning’s
OLI model, the seminal articles of this body of literature were attempting to explain
the rise of MNCs in the 1960s. From this foundation, researchers have built an
extensive body of published works that focuses on much more than MNCs. As is
evident in the review that follows, management theory expanded beyond a focus on
the capital flows and investments of MNCs to focus on the full spectrum of choices

available to a company as it decides how to become involved in international markets.
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2.2.1 Stages Models

In the mid-1960s, internationalization theory began to diverge from the more
general international trade theory. In his 1966 article, Vernon cited several
limitations of and contradictions to the prevailing trade theory (e.g., import
substitution theories of development economics, Leontief’s paradox, and the
emergence of common markets). To address these and other short-comings of the
prevailing theory, he suggested an alternative line of inquiry which "puts less
emphasis upon comparative cost doctrine and more upon the timing of innovation, the
effects of scale economies, and the roles of ignorance and uncertainty in influencing
trade patterns (p. 3)." From a methodological perspective, Vernon’s article helped
initiate a Kuhn-like paradigm shift in how researchers conceptualized and modeled
internationalization. This shift can be attributed as much to the loss of explanatory
powers that resulted from the strict assumptions (i.e., heightened abstraction) required
of rigorous economic models of trade theory, as from the failings of those theories to
accommodate real world pﬁenomcna.

Vernon’s research is designed to explain international trade and capital
movements in the context of U.S. MNC investments in Europe and in countries with
relatively low-labor cost. Vernon proposes a step-wise evolution of product
development within the firm (i.e., the product cycle). This process of new product
innovation, product maturation and finally, product standardization in global markets,
establishes a unilateral, deterministic stages model of international investments. As

the product’s "life" proceeds through the product cycle the incentives and costs
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associated with producing and transporting the product also change. As foreign

demand for the product increases, the ability of a firm to service that demand by
exporting domestic production decreases. But, the decision to invest overseas is far
more complex than simple cost considerations (i.e., marginal production costs at
home plus transportation costs is less than average production costs at a foreign site).
Vernon recognized that investment decisions include a degree of uncertainty and
ignorance and highlighted the fact that firms have limited information to estimate the
prospective average production costs at a foreign site. Moreover, even if a firm
could determine with relative certainty that a particular foreign site would offer a
lower production cost alternative, Vernon contends there is no reason to conclude that
a firm would make such an investment. He notes that empirical studies have shown
that international investments do not follow the rational choice, cost minimization
model, but rather are motivated by perceptions about other competitors (both local
entrepreneurs and other exporters), government policies, and other threats to market
share and access. As he notes, "threat in general is a more reliable stimulus to action
than opportunity is likely to be (p. 8)."

One conclusion drawn from a synthesis of Vernon’s ideas is that international
investments are outcomes of a dynamic process that evolves through a series of
stages. The process is driven by supply (product innovation) and demand (changes in
tastes and preferences). Market imperfections such as ignorance, uncertainty, and
asset specificity (what Vernon refers to as "inflexible, capital-intensive facilities")

heighten the complexity of investment decisions. As foreign demand and market
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experience increases, ignorance and uncerfainty are reduced, leading to reduced
disincentives to invest internationally. Hence, investment incentives are directly
related to the product cycle whereby the stages of international investment parallel the
stages of product development.

As Buckley and Ghauri note, Vernon’s contribution to internationalization
literature is significant. His recognition that internationalization was a dynamic
evolution of a firm’s incentives and choices is now almost universally accepted within
the literature. And his stages approach, though no longer tied to the product cycle, is
still commonly applied to internationalization research and analysis. One aspect of his
work which has not always been sustained in the literature but has relevance to this
dissertation is Vernon’s holistic, systemic conceptualization of the process. Since he
notes that demand and supply interact to influence the choices firms make, the total
system is accounted for in his approach.

Starting in the mid-1970s and continuing for the next decade, a series of
articles extended Vernon’s ideas and brought stage models into prominence. Two of
the earliest articles, one by Johanson and Wiedersheim-Paul and the other by
Johanson and Vahlne, established a stages model of internationalization which is often
referred to as the Uppsala Model of Internationalization. Most subsequent
internationalization literature has referenced this model as the theoretical benchmark
for this area of research. In these two articles, the authors present internationalization

as a gradual process in which information acquisition through market experiences
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changes a firm’s perceptions about risks and opportunities, and hence changes firm

behavior.

Johanson and Wiedersheim-Paul present four case studies of internationalized
firms. Based on observations about these four firms, they conclude that firms
gradually work through an "establishment chain” of internationalization stages.
Distinguished and defined by the degree of market involvement, four stages are
identified: (1) no regular export activities; (2) export via independent representatives
(agents); (3) establishment of a sales subsidiary in foreign countries; and,

(4) production/manufacturing in foreign countries. Johanson and Wiedersheim-Paul
note that the four stages (i.e., degree of involvement) imply "successively larger
resource commitments and...quite different market experiences and information for
the firm (p. 17)." They also note that two factors—"psychic distance” and market
size--are critical to the choices firms make about extending their market activities into -
foreign countries.® They conclude that "generally, the development of the [four case
study] firms seems to be in accordance with the incremental internationalization

view (p. 30)."

Building on the empirical observations of Johanson and Wiedersheim-Paul,
Johanson and Vahlne propose a formal model of internationalization. This model

attempts to explain why foreign market entry follows a series of incremental stages.

SPsychic distance is defined as "factors preventing or disturbing the flows of
information between firms and market. Examples of such factors are differences in
language, culture, political systems, level of education, level of industrial
development, etc. (p. 18)."
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One of their key assumptions is that the process is dynamic, such that "one decision--
or more generally one cycle of events--constitutes the input of the next (p. 36)."
Their model is structured with two sets of variables--state variables (i.e., market
knowledge and market commitment) and change variables (i.e., commitment decisions
and current activities). The dynamics of the model play out as follows. A firm’s
state of internationalization (i.e., its current state of market knowledge and market
commitment) affects perceived risks and opportunities, which in turn affect both
commitment decisions and the way current activities are performed. These in turn
change the state of the firm (i.e., lead to changes in market knowledge and market
commitment), thus bringing the process full cycle.

In creating this model, Johanson and Vahlne’s explicit goal was to identify a
"basic mechanism" that would explain all the stages of internationalization. They
claim that the evolution of a firm’s "knowledge” and "commitment” resulting from
the dynamic interplay between the proposed state and change variables is such a
mechanism. In other words, their model of internationalization is driven by the
acq_ujsition of knowledge and the commitment of resources. The authors then attempt
to make these two driving forces operational.

They make "knowledge” operational in several ways. First, they cite Carlson
for a general definition of knowledge, where "knowledge ‘relates to present and
future demand and supply, to competition and to channels for distribution, to payment

conditions and the transferability of money’(p. 38)." In narrowing their

conceptualization of knowledge, they also make distinctions between objective and
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experiential knowledge and between general and market-specific knowledge. These

distinctions are then used to explain internationalization, since, as the authors note,
experiential knowledge of foreign markets can only be attained by actually
participating in these markets. The same is true of market-specific knowledge.
Hence, a key constraint to rapid entry into foreign markets is the lack of market-
specific knowledge that can only be attained over time through first-hand experience
in the chosen markets. At this point, the authors also apply the concept of "psychic
distance” since domestic market-specific knowledge is likely to be most applicable to
those foreign markets that are close to domestic markets in psychic distance.

Johanson and Vahine make "commitment” operational in terms of (a) the
amount of resources committed to the market, and (b) the degree of commitment.
The amount of resources is measured as the size of investment "in marketing,
organization, personnel, and other areas (p. 38)." Degree of commitment is measured
as the degree of difficulty in finding an alternative use for employed resources and
transferring these resources to this alternative use-—-a definition which closely
resembles Oliver Williamson’s concept of asset specificity. Hence, the
internationalization of a firm is driven, in part, by the ever increasing size and
specificity of the firm’s investments in foreign markets.

The authors add that increases in the size and specificity of investments are not
assumed to happen automatically, but rather are a result of a complex, dynamic chain
of events. The dynamic cycle begins with a firm’s given set of commitment

decisions--their current level of operations in a market. The authors assume that
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opportunities and/or problems are most likely to be "discovered" (i.e., perceived) by
those parts of the organization that are responsible for operating in the market, and
the chosen solutions and/or responses to problems and/or opportunities will be an
extension of operations in the market that complement existing operations. In other
words, investments are made based on perceived opportunities and/or problems which
are in turn dependent on a firm’s market experiences. The cycle continues since,
over time, a firm will make two types of commitment decisions (i.e., investments):
scale-increasing and uncertainty-reducing. These two types of decisions lead to
incremental increases in market experience and incremental reductions in uncertainty,
leading to a new set of perceived opportunities and/or problems. This brings the
cycle full circle, and begins the process anew.

In 1990, Johanson and Vahlne revisited their internationalization model to
assess whether the prior twelve years of empirical studies had confirmed or disproved
their model. They summarize their model as follows:

Internationalisation of the firm ...is seen as a process in which the

enterprise gradually increases its international involvement. This

process evolves in an interplay between the development of knowledge

about foreign markets and operations on one hand and an increasing

commitment of resources to foreign markets on the other (p. 11).

This implies that internationalization is a result of incremental changes in knowledge
and commitment of resources. As the authors note in their 1990 article,

Experiential market knowledge generates business opportunities and is

consequently a driving force in the internationalisation process. But

experiential knowledge is also assumed to be the primary way of

reducing market uncertainty. Thus, in a specific country, the firm can

be expected to make stronger resource commitments incrementally as it
gains experience from current activities in the market (p. 12).
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Having restated their model, Johanson and Vahlne cite fifteen different empirical

studies that "confirm" the basic conclusions of their model--that internationalization is
a gradual process, that resource commitments are incrementally increased, and that
psychic distance, as a means of making operational the concept of market-specific
experiential knowledge—-have some explanatory power about the foreign market entry
decisions of firms. They conclude that "the empirical research confirms that
commitment and experience are important factors explaining international business
behavior (p.14)."

Although Johanson and Vahlne’s model is a widely accepted benchmark within
the literature, critics have noted several of its shortcomings. In an early critique,
Reid (1983b) noted that the stages model is based on the assumption that
internationalization is the result of the firm’s "level of export sales dependency [such
that]...the firm is viewed as passing through a series of sequential and evolutionary
stages as this dependency increases (p. 44)." Reid contends that this assumption is
fundamentally flawed since it ignores "the crucial issue of how market characteristics
and firm resources co-determine choices and changes in particular export structures.
...Given that an export sales criterion conceals varied market behaviourf,] its ability
to explain a strategic dimension of firm growth is debatable (p. 44)." Reid, in several
other publications (1983a, 1984, 1987), further develops his argument. He
demonstrates that internationalization is not a result of a deterministic evolution

manifested in a series of stages, but rather a function of a "peculiar” (i.e., situation-
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specific) combination of firm and market characteristics, and the opportunity set of
potential organizational responses to these characteristics.

Turnbull, building on Reid’s critique, adds that there are both interpretive and
methodological problems with stages models. For example, he notes "the lack of
clear distinctions between internationalization stages and confusion in their
measurement (p. 25)." He also criticizes the deterministic nature of the models, since
empirical findings show that even firms with considerable international experience use
organizational forms that the stages models hypothesize are only used in the early
stage of internationalization (e.g., exporting through agents). A third issue that
Turnbull raises is the literature’s inconsistency in typologies for identifying and
classifying firms along the internationalization continuum. Suggested typologies are
based on either the firm’s "export activity”, "export orientation", or "organizational
form.” Comparison of research findings based on different typologies is difficult
because correlations across activity, orientation and organizational form do not
necessarily imply interchangability across classifications. Further, since the
organizational form is both part of the internationalization process and a result of it,
Turnbull hypothesizes that there is no reason to believe that the choice of
organizational form follows a sequential evolution. He concludes, "there may be
limited correspondence between a company’s stage in export development and the
organizational structure it employs (p. 26)."

Andersen also provides a critique of the stages model of internationalization.

His critique focuses on the epistemological "soundness” of Johanson and Vahlne’s
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model. He first notes that the authors do not specify the initial conditions of their

model, and thus fail to provide any insights into how the internationalization process
begins. He then invalidates one of the core explanatory mechanisms of the model.
As outlined above, Johanson and Vahlne propose a process of causal cycles in which
increases in market knowledge lead to increases in market commitments and vice
versa. Yet, as Andersen notes, "based on the definition of market commitment (the
amount of resources committed), and the fact that market knowledge could be
regarded as an intangible resource, the explanation above is in fact
tautological (p. 216-7)." In other words, by increasing market commitment, one is by
definition also increasing market knowledge, leaving only correlation and not
causation within the model. This point aside, the model also fails to specify the
mechanisms for how "knowledge” transforms "commitment” and vice versa. And
lastly, employing Popper’s falsifiability criferia, Andersen finds the congruence
between the theoretical and operational levels of the model quite lacking.” As he
sfates, "clear linkages between the theoretical and operational level are missing
(p. 221)," making it impossible to test the stated model using the falsification criteria.
Andersen concludes that,

In explaining the movements from one stage to the next, some of the

included variables--such as information seeking and local market

orientation--may be epiphenomenal with the operationalization of the

stage concepts, and thus represent tautologies. The cross-sectional
design implies that the variables in fact cannot explain the process.

"Blaug (1992) provides a brief definition of Popper’s falsification criteria, "In
short, you can never demonstrate that anything is materially true but you can
demonstrate that some things are materially false (p. 13)."
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Rather, they describe the firms belonging to the different stages
(p. 225; emphasis added).

Given this assessment (stages models describe, rather than explain firm behavior), the
validity of Johanson and Vahlne’s conclusion that twelve years of empirical research
confirms that commitment and experience explain international business behavior
appears tenuous. An alternative conclusion is that knowledge and commitment are
simply key correlates to a firm’s international business behavior.
2.2.2 Innovation-Adoption Models

Responding, in part, to the criticism that stages models lack a clear
explanation of what initiates the internationalization process, researchers in the late
1970s and early 1980s began to investigate the decision processes that lead to foreign
market entry and expansion. For at least two reasons, much of this work can be
viewed as an extension of the earlier stages models. First, this literature focuses on
exporters and exporting. As noted above, stages models postulate that one of the
initial stages of internationalization involves exporting. Given that most researchers
who were investigating the initial conditions for internationalization to occur chose to
investigate exporters implies a certain debt to the earlier work. Second, most
researchers model the adoption of the "innovation,” i.e., exporting, as a series of
stages that take the firm from being a non-exporter to an exporter.

Andersen, in his critical assessment of internationalization literature, identified
four key articles within this particular research track: Bilkey and Tesar, Cavusgil
(1980), Czinkota, and Reid (1981). He labeled this set of articles "innovation-related

internationalization models," noting that the common thread linking these articles was
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that they all viewed internationalization as an innovation for the firm. The articles
"focus on the learning sequence in connection with adopting an innovation...[and] are
derived from Roger’s stages of the adoption process (Rogers 1962, pp. 81-6)

(p. 212)." Andersen contends that the only substantive difference between these four
articles is the postulated mechanism that provides the incentives to start exporting.

By his account, two of the articles (Bilkey and Tesar, and Czinkota) postulate that this
incentive is a "pull" mechanism which is external to the firm (e.g., an unsolicited
order from abroad). The other two articles portray the firm as more pro-active in its
decision process, indicating a "push” mechanism (e.g., active search for export
opportunities). Otherwise, Andersen suggests that "the differences between the
models seem to reflect semantic differences rather than real differences about the
nature of the internationalization process (p. 212)."

Although Andersen’s conclusions provide a useful summary of these four
articles, specific insights from each of them are lost in his generalizations. For
example, two observations by Bilkey and Tesar are particularly salient to this
dissertation. First, in summarizing their empirical findings, Bilkey and Tesar note
that an important variable in determining whether or not a firm would explore the
feasibility of exporting was "managements’ perceptions of their firms’ competitive
advantage (p. 94, emphasis added).” Second, in their conclusions, they note that,
*[1Jearning theory is applicable to the export development process (p. 95)." In
actuality, this statement is the only reference the authors make that directly links their

model to the innovation-adoption literature that Andersen uses as the basis for his
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grouping of these four articles. Reid (1981), on the other hand, explicitly builds his

model based extensively on the adoption-of-innovation model. As he notes, "it is
apparent that those particular individual characteristics which have been found to be
associated with adoption of innovation behavior are also likely to be implicated in
export adoption behavior (p. 104)." Reid emphasizes the role of the individual
decision maker, given the resource constraints of the firm. He concludes that
managerial knowledge, attitudes, motivation, experience, and expectations are the
primary determinants for firms choosing to engage in foreign market entry and
expansion.

Cavusgil (1990) reiterates his innovation-adoption model for
internationalization approximately ten years after it was originally published.
Although the model is unchanged, Cavusgil updated his text and synthesized the
implications of the past decade’s empirical work in internationalization research. He
notes three major conclusions: (1) involvement in foreign markets is a gradual
process; (2) involvement can be regarded as an innovation within the closed
environment of the firm; and, (3) firm’s initiate exporting decisions without much
rational analysis or deliberate planning. Cavusgil interprets these conclusions to mean
that behavioral variables and individual firm characteristics are fundamental in
explaining firm-to-firm variations in foreign market entry and expansion. He notes
that this represents a clear break from neoclassical economics since the
"internationalization process does not appear to be a sequence of deliberate, planned

steps, beginning with a clearly defined problem and proceeding through a rational
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analysis of behavioral alternatives. Personal characteristics of the decision-maker’s
lack of information, perception of risk and presence of uncertainty seem to be
especially valuable in understanding firms’ involvement in international marketing
(p. 157)."

Dichtl er.al. provide an earlier review of the export-entry degision (i.e., the
innovation-adoption) literature. Although most of their insights have been updated
and supplemented by later work (e.g., Andersen), several key points have relevance
to this research. As noted in Chapter 1, Dichtl er.al. make a fundamental distinction
between the "overall decision to go international” and the subsequent set of decisions
and strategies to implement the overall decision. Their perspective is that the critical
research question is, "How do non-exporting firms overcome their ‘threshold of fear’
to capitalize on latent, unutilized export potential as new entrants in foreign markets?"
They propose a "multi-phased” model of how firms overcome this threshold. Their
"decision-oriented model of the commencement of export activities” proposes a linear
progression through three levels: (1) an incentives level, defined by firm
characteristics, domestic and foreign markets, and the non-economic environment;
(2) a level of filters, i.e., the environment, firm and decision maker; and, (3) the
decision-making level, i.e., problem identification, information seeking, generating
and evaluating alternatives, export intention, trial and evaluation, and
acceptance/rejection of exporting. One may note that this third level is essentially an
adaptation of the innovation-adoption models. Dichtl er. al. conclude that to

understand the decision process for entering and expanding into foreign markets,
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researchers must look at firms long before they are actually exporting. "If one strives

to establish how and why non-exporters turn into exporters, the analysis has to pry
into the decision process long before the export debut of a firm. Failing to do so will
invariably produce statements which are a direct reflection of managers’ desire to
rationalize their actions (p. 58)."

Lim, et. al. provide a synthesis of the innovation-adoption literature as
background to their empirical test of the model’s postulates. They conceptualize the
innovation-adoption process as a four-step causal model where "awareness” influences
"interest" which then alters "intention" which then leads to "adoption.” Their mail
survey of selected Ohio light industries yielded 438 usable questionnaires
(representing a 23% response rate), the data from which were analyzed using
structural equation analysis. Their results provide further insights into the‘
internationalization process. Although they found statistically significant direct effects
of interest on intention, "the direct effects of awareness on interest, and of intention
on adoption were found to be relatively weak (p. 59)." The authors speculate that the
weak linkages between awareness and intention could be accounted for by
"psychological barriers perceived by managers of small firms." They attributed the
weak linkages between intention and adoption to "specific situational factors such as a
lack of competitive advantages or of an understanding of export procedures which
tend to increase the chances of failure of their trial export efforts (p. 59)." Given the
limited nature of this study, these conclusions may not be generalizable. However,

they do corroborate the need fof further research about the overall importance of
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managers’ perceptions, the importance of a firm’s competitive advantages, and the
potential detrimental effect of "export procedures” (i.e., transaction costs) on a firm’s
decision to enter and expand into foreign markets.
2.2.3 Transaction Cost Models

Williamson (1975, 1985) has developed an extensive paradigm for evaluating
the interface between organizational structure and the market. The general concept of
transaction costs is that markets are not entirely frictionless, i.e., a firm incurs costs
as it transacts (buys and sells) in the market place. In order to optimize these
"transaction costs,” firms decide whether a given transaction should be conducted
either internally (i.e., by a common governance structure within the firm) or
externally (i.e., in the market place with other firms). Within the context of
internationalization literature, numerous references to transaction costs have already
been noted in this review. Researchers have generally recognized the explanatory
power of Williamson’s work and have attempted to incorporate its theoretic
implications into existing models. Several authors (e.g., Reid, 1983b; Anderson and
Gatignon) have extended the application of transaction cost theories beyond these
efforts to "fit" transaction costs theories into existing paradigms. These authors have
built alternative internationalization models that are largely based on Williamson’s
ideas.

Reid (1983b) proposes that transaction cost theories are a means of explaining
how exporting is first developed and then institutionalized within a firm. His

proposal is more of an approach for understanding and conceptualizing exporting
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decisions rather than a formal model, but he does make a strong case for analyzing
internationalization from a transaction cost perspective. He lists a series of
determinants of firm behavior (e.g., firm resources, market structure, export
opportunities) linked to characteristics of transactions (e.g., frequency, volume,
diversity and value). He notes that in the context of exporting, these determinants
and transaction characteristics interact in a way that is more complex, or at least
different, from domestic market exchanges. As Reid states, transactions, and hence
transaction costs, are the common element "“in all structural arrangements for handling
export activity and appear to be fundamental considerations in limiting and defining
the character and extent of an export market opportunity (p. 55)." This implies that
the key to understanding exporting decisions is the linkage between the determinants
and characteristics listed above, made operational as the costs of transacting in
international markets. Reid concludes that 5 "transaction costs perspective [in export
analysis] conceptually requires a focus on actual operating climates and is bound to
sensitize investigators to what actually occurs within the firm. Transactions as a
central concept in export analysis has the merit of recognizing supply and demand
factors simultaneously, thus enabling the link between firm, channel and customers to
be fully appreciated (p. 53)."

Anderson and Gatignon develop a complete framework based on transaction
cost theory; it analyzes a firm’s decisions concerning entry mode into foreign
markets. They begin their work from the perspective that "control” (i.e., "the ability

to influence systems, methods, and decisions," p. 3) is and should be the focus of
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entry mode research. This is because, in their opinion, "control is the single most
important determinant of both risk and return (p. 3)." They then identify seventeen
modes of entry, grouped by the degree of control that they represent (i.e., high,
medium and low-control modes). The authors couple the level of control to four sets
of constructs which they have developed from transaction cost theory: transaction-
specific assets, external uncertainty, internal uncertainty, and free-riding potential.
The authors then propose that an analysis of these constructs for a given
internationalization setting will indicate the most appropriate (i.e., "most efficient")
mode of entry. For example, for highly specialized assets, a high-control mode of
entry is most efficient, where efficiency is largely defined as the trade-off between
level of control and the cost of a given resource commitment. Anderson and
Gatignon conclude that their transaction-cost framework "brings to the entry mode
problem an emphasis on the growth of ties that bind, on uncertainty, on balancing of
risks (credible commitments) and on the scale of operations (p. 23)."

Alternatively, "network"” literature represents a different extension of the basic
tenets of transaction costs theory--that how firms choose to transact directly influences
firm performance. Network literature has also been identified by
internationalization researchers as a potential area of study that would further the
collective understanding of the internationalization process. Dunning (1988) suggests
several areas of study as possible theoretic extensions of the eclectic paradigm, and
included in this list is a call for "a more systemic approach to examining the strategic

behavior of multinational enterprises--using, for example,...network analysis (p. 11)."
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Similarly, Johanson and Vahlne (1990) use the concept of industrial networks as a
basis for a critique of their own model. In both cases, authors of established
paradigms are suggesting ways to modify and update their work to incorporate
insights from the "network" literature.

The concept of industrial networks has arisen from empirical observations
about how industrial firms conduct transactions. Researchers have noted that most of
these transactions are not discrete, independent events but rather are part of a network
of long-term relationships among such actors as suppliers, buyers, sellers and
providers of services. As D. Deo Sharma notes,

business firms operate in a context and are enclosed in a web of

relationships with external actors (firms, industries). Actors possess a

unique identity. Each relationship exerts influence either directly or

indirectly... Relationships have a purpose and a structure; they facilitate

resource exchange in a network... [An] industrial network consists of

three inter-connected components, i.e., actors (firms), resources, and

activities (p. 4).

After developing these ideas in his paper, Sharma concludes,

In essence, then, in networks actors exchange resources and complementary

relationships develop. Complementarity implies that each actor is expected to

carry out certain ‘specified’ activities. Trust and commitment are important.

In so doing actors combine their own resources with those acquired from

others to produce an output valued by the network (pp. 6-7).

Network analysis--the study of networks and their influence on firm performance--is
relatively new (developed as a research field within the last fifteen years) and is
hampered by the qualitative and usually intangible nature of networks. Networks are
built on cooperation, trust, personal relationships and, on occasion, develop through

formal contractual agreements (though these contracts never fully capture the totality
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of the relationships between actors, legal or otherwise). Hence, network analysis is
generally descriptive, systemic in nature, and often limited to simply identifying
actors and how they are related.

For Johanson and Vahine (1990), the link between network analysis and the
analysis of the internationalization process is in how firms interact. Their model of
market knowledge and commitment blends very well with the concept of networks,
given that networks reflect trust, cooperation, and shared knowledge and commitment
among actors. They note that internationalization via a network is one possible route
by which firms expand into international markets. For example, this can occur when
one actor internationalizes, pulling other actors within the network into the new
market situation (e.g., when a supplier, in an effort to not lose business, follows one
of its customers into the international arena). Johanson and Vahine conclude that
networks can act either as a constraint (e.g., a new market entrant not established
within a local network has no access to that network’s resources) or as a facilitator to
internationalization (e.g., a network actor can rely on the support of the network as it
enters and expands into new markets). |

Hood and McArthur provide an example of how network analysis is used to
help explain the internationalization of an industry. Their analysis of the European
electric industry included the empirical observation that various partnerships and
alliances in the electric industry have been developing across international borders for
the past fifteen years. The authors conclude that there had been a long history of

"public interest” networking within the industry (e.g., industry standards, load
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sharing, capacity planning) which then became the basis for the partnerships and

alliances that formed in the late 1980s and early 1990s. As they note, "long before it
was [technologically] possible to gain access to each other’s home markets, there
already existed a tradition of collaboration and information sharing, some of which
has now begun to convert into forms of internationalisation of business interests. This
type of behavior is predicted within much of the industrial networking literature

. 32)."

2.2.4 Synthesis of the "Market Imperfections" Literature

Researchers of management and marketing theory have proposed that the
internationalization behavior of the firm is a function of one or more market
imperfections. Much of the focus has been on the role of knowledge, learning and
how uncertainty affects a decision maker’s perceptibns and motivations. The effects
of transaction costs have also been considered. The general notion is that because of
these imperfections, firms enter international markets gradually. Thus, this process
evolves over time as decision makers incrementally step through several stages of a
learning process.

These models focus on the individual firm and its decision maker. The
primary objectives of these models are to explain the choices made by these decision
makers and to understand how these choices determine the level of involvement in
and commitment to international markets. Unlike economic models, these models

assume that information is neither perfect nor costless, that markets are not a costless
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mechanism for bringing together buyers and sellers, and that international marketing
and sales are fundamentally different from domestic marketing and sales.

The litany of causal relationships proposed in this body of literature is
expansive. Vernon suggested in 1966 that product innovation and changes in
consumers’ tastes and preferences led to internationalization. He went on to note that
a firm’s perceptions about other competitors, government policies, and other threats
to market share and access were motivating factors behind internationalization
decisions. Alternatively, the Uppsala School proposes that experiential market
knowledge and the evolving level of resources a firm commits to international markets
drives a-dynamic internationalization process. Several other authors have viewed the
entry into international markets as an innovation for the firm. These researchers
suggest that the adoption of this innovation is primarily a function of the decision
maker’s past experiences, and current attitudes, expectations, perceptions and
motivations. Still other researchers examine internationalization in terms of
transaction costs. To these researchers, the decision to enter international markets is
based largely on the firm’s relationships with buyers and sellers in the market, and
the costs of transacting with these other players. All of these proposed relationships
are based on assumptions that violate traditional neo-classical economic theory.

Table 2.2 summarizes the models and identifies the key market imperfections that

violate these assumptions.
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Table 2.2 Market Imperfections & Models of How Firms
Internationalize: Violations of Neo-Classical Economic
Assumptions That Drive the Internationalization Process

Model Hypothesized Driving Forces

Product Cycle Dynamic Production Function
» Dynamic Returns to Scale
» Dynamic Functional Form
Dynamic Tastes and Preferences

(Learning) Stages Imperfect Information
Uncertain Resource Commitments

Innovation-Adoption | Imperfect Information
Decisions made outside the rational choice model

Transaction Costs Markets are not frictionless
Transactions are not completed by faceless,
nameless, anonymous buyers and sellers

2.3 Recent Developments

Two relatively new tracks of research have been purposed recently that attempt
to extend the scope of internationalization literature. The first, Yang, et. al.’s
"market expansion ability” model, purposes a means of predicting future firm
behavior in international markets. The second, a set of articles on "gestalts of firms,"
purposes a holistic approach of categorizing firm behavior. Both tracks of research
are relevant to this dissertation because they also contribute further insights into why

only some, but not all, firms internationalize.
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2.3.1 Market Expansion Ability

Yang, et. al. examined yet another dimension of the internationalization
process using a model that screens non-exporting firms for the purpose of identifying
those non-exporters which have a high potential of becoming exporters. By focusing
on the pre-export stage, these authors provide one of the most relevant analyses for
understanding the catalysts <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>