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(ABSTRACT)

With the phenomenon of internationalization gaining in importance, it is crucial
for companies to be aware of what the internationalization process involves. An
important part of the process is selecting optimal entry modes for foreign target
markets. The objective of this research has been to develop guidelines to aid in such a

selection.

A theoretical decision model was first developed based on existing research
literature. The literature however, did not adequately address the influence of company
objectives on the entry-mode selection process. To overcome this deficiency, the
theoretical model was super-imposed with real-world data gathered via interviews with
industry personnel actively involved in the entry-mode decision making process. This
yielded the final decision framework. This framework approaches the selection process
in three steps--1) elimination of unfeasible entry modes, 2) selection of objective and
factor concordant entry modes, and 3) selection of the optimal entry mode for a given

target market.
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Chapter 1: Introduction

Background

Improvements in  electronic  connectedness and advances in
telecommunications over the last fifty years have brought us closer than ever to other
parts of the globe [Wysocki, 1990]. The economy of today's shrinking world is
characterized by enormous flows of products, capital, labor, and technology among
countries including the European Economic Community [Yip, 1988]. In such an
economy, foreign competition threatens industries from telecommunications to

commercial banking and from machine tools to consumer electronics.

But if the global economy is a threat to domestic firms, it is also an opportunity
to exploit bigger and faster growing international markets [Yip, 1989]. A way to defend
against foreign competitors at home is to attack the same competitors in international

markets [Genturk and Shimanski, 1987].

Not all companies must go intemational, but all companies should plan for
growth and survival in a world of global competition and explore the possibilities abroad
[Genturk and Shimanski, 1987]. However, though such a global perspective is
important, the complexities involved in effecting such a perspective cannot be
overstated. The international landscape is volatile and can change drastically almost

overnight. The Tiananmen Square incident transformed China's image suddenly from



one of stability to one of fragility and riskiness. On the other hand, Eastern Europe,
after being a "backward bulwark of socialism," is evolving as one of the great economic
growth areas of the 1990s. In the Middle East, after the Iraqi invasion of Kuwait and
the subsequent declaration of war by the US, oil prices tumed suddenly volatile,

threatening for a while to toss the world's economies into recession [Wysocki, 1990].

With the phenomenon of internationalization gaining in importance as well as
complexity, an in-depth understanding of the internationalization process becomes

important. This process for a firm basically involves three steps :

1) Selecting which markets to enter.
2) Deciding on the mode of market entry for each target market.

3) Formulating a marketing strategy to follow in a target market.

Although the importance of each one of these steps cannot be over-
emphasized, the decision involving the choice of entry-mode is particularly critical to
success [Root, 1987; Anderson & Gatignon, 1986; Baranson 1990; Becker & Thorelli
1989; Erramili & Rao 1990]. This decision-making process forms the main focus of this

research.

Problem Statement

In order to develop effective entry strategies, a firm must be able to identify the
best means of entry (exporting, contracting, investing, etc.). This development is

dependent on a number of factors, both external and internal to the firm, as well as a



company's objectives for a target market. Consequently, the firm must also have a
comprehensive undérstanding of which entry strategies work well under what
circumstances and why? Research in this field, however, has been inadequate and
there is a lack of decision models to aid such an understanding. Particularly lacking is

a model that integrates theoretical and practical aspects of the decision process.

Research Objective

In an attempt to answer the problem stated above, this research focused on
developing a model to aid a firm in selecting an appropriate entry-mode for a given

situation. The intention was to achieve at least the following goals:

1) Identify the various market entry modes.

2) Develop a comprehensive understanding of the various parameters
that need to be considered in the entry-strategy development process.

3) Develop a theory based decision model to select the best entry-mode
in a given situation for a target market.

4) Study how firms make the entry-mode decision for any target market.
5) Study how firms integrate their company objectives for a specific
target market into the decision process.

6) Incorporate the practical knowledge gained from steps 4 and 5 above
in the theory-based decision model to develop a model that can be used

by firms as a guideline when making entry-mode decisions.



Research Significance

The entry-mode decision is vital because it lays the foundation of a firm in a
target market. It has been called a frontier issue in international marketing [Anderson &
Gatignon, 1986]. Yet, despite the potential impact of these entry-mode decisions on
the very success of a firm's foreign operations, research so far lacks key constructs and
systematic evaluation of the pertinent factors. Consequently, this research attempts to
bridge a vital gap in the internationalization process. It provides a better understanding
of the entry strategy formulation process. Also, it is a step toward fulfilling the need for
a decision model incorporating both theoretical as well as practical aspects to aid firms

in formulating more informed and effective strategies to enter international markets.

Research Parameters

The current research was conducted within the framework of the following

parameters:

1) The home country was assumed to be the United States.

2) Within the United States, the practical aspects were derived from a
study of only firms in and around Virginia. This parameter was because
of limitations of time and financial resources.

3) The thrust of the research was to offer broad guidelines rather than
specific solutions as these tend to be company, country, and market

specific.



4) The guidelines were developed assuming they were to be used by a
company entering a specific country for the first time.

5) The simplifying assumption was made that the company was
committing resources only to the country in question and consequently

no division of resources among different countries was involved.

Outline of the Research

The document consists of six chapters. Chapter 2 contains a literature review of
the previous research relating to strategies for U.S. multinational companies attempting
to enter markets in other countries. Some previous studies dealing with entries into
foreign markets are reported and the findings from these studies are discussed. A
theory-based decision model is developed in Chapter 3 for selecting an appropriate
entry-mode for a target market. Chapter 4 presents the means employed to gather
information from companies already involved in intemational ventures. The survey
instrument, sampling design, and method of data collection are described. A
discussion of the interviews conducted is also presented in Chapter 4. This knowledge
is then used to overlay the theory-based model presented in Chapter 3, to develop a
broad set of guidelines in the form of a new model in Chapter 5. Finally, Chapter 6
presents concluding remarks on the research, and recommendations for future

research.



Chapter 2: Literature Review

Introduction

The entry-mode strategy decision as a subset of the internationalization process
has seen considerable research. Even though there is a need for a comprehensive
model to aid this decision making process, the research conducted in related areas
cannot be ignored. This chapter presents some important research conducted in areas
related to the present research. The review starts with an overview of
internationalization as a whole and its importance in present times. The discussion
then proceeds to entry modes. Various classifications of the entry modes from existing
literature are presented. Expert opinions on the factors affecting entry-mode decisions
are then discussed. Finally, some approaches to entry-mode strategy development
presented in the past are discussed. The review presented in this chapter provided a

foundation block for the current research.

Internationalization
Importance of Internationalization

During the past two decades, the involvement of U.S. based and foreign firms in

multinational business operations has proceeded at a rapid pace [Mufson, 1985; Root,



1987; Sewell & Tucker, 1988; Yip 1989]. An increasing number of firms are entering
international markets. Root [1987] attributes this to several reasons. He says some
firms may go abroad because markets at home are stagnant or foreign markets are
growing faster. Others may simply follow their domestic customers who are going
international. Some firms in oligopolistic industries go abroad to match the market entry
of a domestic rival or to counter foreign firms penetrating domestic markets. Or,
companies may go abroad in search of greater sales volume in order to reduce unit
costs of manufacturing overheads and thereby strengthen their competitiveness at

home as well as in foreign countries.

Mufson [1985], Souza & McDougall [1989], and Baranson [1990] agree with
Root in that U.S. firms may be going abroad because markets at home are saturated.
Connolly [1984] suggests that the reason may be the availability of cheaper resources
abroad. Porter [1986] is in agreement with Root and he suggests that additional
reasons may be emerging new markets in developing countries or the formation of
safety nets during business downturns. Genturk and Shimanski [1987] propose that
going international is a way to defend against foreign competitors at home and a way to

plan for growth and survival in a world of global competition.

Yip [1989] suggests that the reason may be the falling trade barriers worldwide.
He cites the recent United States/Canada trade agreement and the impending 1992
harmonization in the European Economic Community as two dramatic examples. He
says that Japan also is gradually opening up its long barricaded markets. Yip also
shares the belief of the above mentioned authors that foreign markets are relatively

unsaturated and are growing rapidly. He suggests that an additional reason may be



the improvements in electronic connectedness and telecommunications which has
served to bring different parts of the globe closer than ever before. Wysocki's [1990]
views are concordant with those of Yip. He also believes that improvement in
communications across the world is a major contributing factor to the increase in

internationalization activities of firms.

Other reasons offered by experts include taxation at favorable rates, reduction
of distribution and transportation costs, diversification of the risks of suppliers and

distributors for the products, and political considerations.

All the reasons offered by the above mentioned authors for this trend toward
internationalization are fairly comprehensive. However, it seems that the three primary
reasons are improved electronic connectedness all over the globe, saturation of the
U.S. markets, and availability of cheaper resources in other parts of the world. The fact
that electronic connectedness has served to make the world smaller may in fact be the
single biggest reason for generating a world wide awareness of products available in
different countries. A natural consequence of such awareness is the generation of new
global markets for these products. On the other hand, the improved connectivity also
acts as a catalyst to the satisfaction of this market demand. The net result: the world
has become a global marketplace, providing an altemative to the saturated markets at
home. In addition the lowering of import barriers by different countries serves as

considerable motivation for firms to participate in this global market place.



The Internationalization Process

The trend toward increased international activities of firms has lead several
researchers to study the mechanism of internationalization. A number of authors have
explained the internationalization process in the light of the behavioral factors facing
the firm [Johanson and Vahine, 1977; Cavusgil, 1982; Kogut and Singh, 1988]. These

authors adopt an evolutionary perspective of the internationalization process.

Their explanation of the internationalization process focuses on a firm's
acquisition and use of knowledge about foreign markets and the growth of involvement
overseas. They propose that the internationalization process is gradual, involving
incremental commitments to overseas markets rather than major foreign investments at
a single point in time. At the start no regular export activities are performed by a firm in
a target market, then export takes place via independent representatives, later through
a sales subsidiary, and eventually manufacturing may follow. This sequence of stages
indicates an increasing commitment of resources to the market. It also indicates
current activities which differ with regard to market experience gained. The first stage
gives practically no market experience. The second stage sees a firm as having an
information channel to the market and receiving fairly regular but superficial information
about market conditions. The subsequent business activities being performed in the

market lead to a more differentiated and wide market experience.

The authors also propose that firms enter new markets with successively
greater psychic distance. Psychic distance is defined in terms of factors such as

difference in language, culture, political systems, etc., which disturb the flow of



information between the firm and the market. These authors believe that firms start
internationalization by first going to markets they can most easily understand, and then

gradually enter markets with greater psychic distance.

This evolutionary perspective of the internationalization process has recently
come under criticism from several authors. Reid [1983] criticizes the focus on only one
factor (i.e., the firm's knowledge) to explain the internationalization process of firms. He
says that the model ignores a firm's relation to other bodies on the foreign market. He
also argues that any firm has the option of making a strategic choice as to modes of

entry and expansion and such a choice is contingent on market conditions.

Dunning [1988] criticizes that the model says something important only about
the early stages of internationalization when lack of market knowledge and market
resources are still constraining factors. When the firm already has activities in several
countries, these factors are no longer a problem. In that situation, the firm can allocate
resources to international operations on the basis of the real market conditions rather
than in response to the unknown. In addition, there has been a general
internationalization of industries and markets so that the lack of market knowledge is no

longer a factor limiting the pace and pattern of internationalization of firms.

Ohmae [1989] questions the claim that firms first approach markets which have
less psychic distance. He argues that the world has become much more homogeneous
and consequently psychic distance has decreased. Other environmental changes such

as improved supply and more efficient means of transmitting information, less

10



fragmented markets, and increased emphasis on R&D all have an impact on the

internationalization process.

A more critical analysis of the objections raised by the above mentioned three
authors to the evolutionary perspective does indicate that there are some shortcomings
to this explanation of the internationalization process. It seems that although the theory
provides an adequate explanation of the internationalization process in the 60s and

70s, more recent developments indicate a more complex pattern of internationalization.

Considerable advances in communications and transportation over the last
decade have brought different parts of the world closer. All over the world people are
increasingly becoming aware of the values, cultures, social practices, tastes, etc. of
those in other parts of the world. With information flow significantly more facilitated in
comparison with the previous decades, product demand is becoming global. This is
especially true in the triad of North America, Europe, and Japan. Within this triad
information flow is free to such an extent that goods made available in one part are
generating an awareness and subsequently demand in other parts aimost immediately.
Consequently, Ohmae's assessment that psychic distances continue to have a
decreasing influence on the internationalization of firms seems fair. In addition, like
Dunning says, with this facilitated flow of information across national borders
knowledge of target markets can easily be attained in ways other than personal

experience.

All this does not go to say that the explanation offered by the evolutionary

theory no longer holds. It seems that the theory still provides an adequate explanation

11



of the internationalization process of small firms or firms which are new entrants to the
global market place. Large firms or firms with surplus resources, however, can be
expected to make larger internationalization steps, especially if the consequence of the

commitments are perceived as small by these firms.

An important aspect of internationalization, not addressed by the above
mentioned authors of the evolutionary perspective, is the formulation of strategies for
going into international markets. Forming a comprehensive strategy for international
markets is crucial for a number of reasons. "Initial entry into a foreign market is often
very unsystematic, resulting from an unsolicited export order from a foreign buyer, an
order from a domestic customer for his overseas operations, or interest expressed by
an importer or potential business partner in a foreign market. Consequently, it is
important to lay down objectives with regard to a target market, especially in terms of
level of involvement and degree of risks, as part of a systematic evaluation of
opportunities worldwide. Otherwise, international activities will lack direction, resulting
from creeping commitment and sporadic efforts, and will not necessarily be targeted to
the most attractive opportunities for the firm in world markets" [Douglas and Craig,

1989).

Some studies have been conducted which stress strategy formulation for
international markets [Root, 1987; Becker and Thorelli, 1989; Douglas and Craig,
1989]. These studies provide insight into the planning and strategic aspect of
internationalization. Becker and Thorelli [1989] proposed that successful
internationalization of any firm has to involve a lot of planning because the international

marketplace is heterogeneous and contains far more unknowns than the domestic

12



markets. They define two dimensions in the process of internationalization--planning
steps and decision steps. According to them, the way to approach the
internationalization process is by combining the general planning steps with the major

international decisions that must be taken.

The general planning steps defined by them are 1) situation analysis, 2)
problem/opportunity analysis, 3) definition of objectives, 4) forecasting of sales and
estimating cost and profit contribution, 5) designing the marketing program, and 6)
budgeting. The important decision areas pointed out by them in the process of

internationalization are:

1) The commitment decision: This involves examination of the firm's resources,
objectives and philosophy, reasons to enter markets abroad, preliminary analysis of

various candidate countries, and the type and extent of the commitment.

2) Selection of target country: This involves examination of candidate countries
by means of a comparative framework that comprises both the international and local
environments. At the international level the analysis should include relationships
between host country and home country, tariffs and non-tariff barriers in the target
country, currency stability and currency controls. At the local level the country analysis
should include the government, business culture, marketing infrastructure, and demand
analysis. The country specific financial requirements and time dimensions must also be

considered.

13



3) Specifying mode of market entry and operations: This involves determining
the appropriate mode of entry, the first and most crucial part of the international
operations plan. As this step lays the foundation of the operations in a target market a
thorough and in-depth analysis of the company objectives, resources, international
environment, local marketing environment, and market structure should be performed

again at this stage.

4) Defining marketing strategy and program:. This numerates the strategic
aspects in the overall marketing plan. It involves tailoring the marketing mix to the

chosen country and the mode of local market entry.

5) Defining the marketing organization: This includes among organizational
factors the type and nature of coordination between headquarters and international

units, scheduling, performance evaluation, and preview of subsequent planning periods,

Becker and Thorelli's view of internationalization, as a process involving joint
consideration of general planning steps and major international decision areas, is very
enlightening. It seems to provide a planning framework for managers involved in
international marketing. They do not offer details on how to combine the planning
steps with the major decisions to come with a sound strategy for internationalization. In
spite of that, their work provides managers with a framework which helps identify crucial

points needing consideration and important decision areas.

A similar approach to internationalization is adopted by Root [1987]. He

proposed that the implementation of an effective internationalization process involves

14



five main strategic decisions. These decisions are: 1) selection of target market; 2)
defining the objectives and goals in the target market; 3) the choice of an entry-mode to
penetrate the target country; 4) the marketing plan to penetrate the target market;, and

5) the control system to monitor performance in the target market.

While Root, Becker and Thorelli address only one target market in their strategic
| approach of internationalization, Douglas and Craig [1989] offer a full fledged
explanation of the firm's total foreign operations. They proposed that the
internationalization of a firm involved three main strategic decisions. The first and most
important decision is on the initial international market entry. They consider this step
crucial, because a false move at this stage may result in withdrawal from international
markets. Mistakes made in initial entry can damage a firm's reputation and be difficult
to surmount. Careful formulation of initial entry strategy is thus crucial in shaping the
pattern of international market evolution. In this phase the key decisions relate to

selecting of target country and choosing an entry-mode.

The next decision is on market expansion. Here the focus shifts to penetration
of target markets more fully, and building on knowledge, experience, and contacts
established in the initial phase of entry. The third decision is on global rationalization.
It involves the firm's movement toward the adoption of global orientation in strategy
development and implementation. Attention focuses on developing a global strategy.
Focus is on improving the efficiency of operations world wide and developing
mechanisms for improved transnational coordination of operations and for integration of

strategy across countries.
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The above mentioned studies seem to offer a well rounded perspective of the
process of internationalization. The evolutionary perspective as well as the strategic
perspective of the internationalization process help in the understanding of the different
phases in internationalization and point out the important decision areas in this process.
The view point of the experts who adopt the strategic focus of internationalization
indicates that the internationalization process must not only be very structured but that
the choice of appropriate entry modes is critical for its success. This choice is,
however, dependent on a number of different factors. Many experts have presented
their viewpoints with respect to these dependencies. The next section presents a
review of the different types of entry-mode, their importance, and the factors which

need to be given consideration while making the entry-mode decision.

Entry Modes

Many experts have stressed the importance of selecting an appropriate entry-
mode on the success of foreign operations. Anderson and Gatignon [1986] have
identified the choice of entry-mode as one of the "frontier issues" in international
marketing. It has been defined as an institutional arrangement that makes possible the
entry of a firm's products, technology, human skills, management, or other resources
into a foreign country [Root, 1987]. Erramili and Rao [1990] consider it the most
important factor in determining the success of foreign ventures. Important as the
decision is, it is not an easy one to make. This decision is fraught with complexity.
There are two main reasons for this complexity--the diversity of the entry modes and
the numerous factors (often conflicting) affecting the entry-mode choice. A number of

companies however make this decision blindly or have a pre-determined entry-mode for

16



any and every market. It is doubtful though that these companies are exploiting the
opportunities offered by the international arena to the fullest. To lend an insight into
the complexity involved in this decision the various entry-mode options and the

numerous factors affecting the decision are presented in the following sub-sections.

Types of Entry Modes

A wide variety of modes of entering foreign markets are possible. These
include the different types of exporting, contracting, and investing. These modes vary
in terms of the level of resources or equity commitment to overseas market [Root, 1987,
Douglas and Craig, 1989; Baranson, 1990]. Each of these modes are discussed in

detail in the subsequent sections.

Export Entry

Export entry modes are those which are limited to physical products only. The
product is manufactured outside the foreign target market and then transferred to it.

Exporting can be of two kinds: indirect and direct.

1) Indirect exporting involves the use of middlemen located in the

company's own country, who do the actual exporting.

2) Direct exporting can be done either by a) using target country
middiemen to market the product (direct agent/distributor exporting), or
b) via the company's’' own operating units in the target country (direct

branch/subsidiary exporting).

17



These modes entail minimum risk and commitment, but at the same time afford

little control and limited returns [Douglas and Craig, 1989]

Contractual Entry

Contractual entry modes are those in which an association is formed between
an international company and a target country company. The association is non-equity
based and involves the transfer of technology, knowledge, and skills from the former to

the latter. This entry-mode can be of several types:

1) Licensing: Under this arrangement an international company gives a
target country company the right to use its patent, knowledge,
trademark, etc., for a certain amount of time. In exchange the

international company gets some compensation.

2) Franchising: Under this arrangement (intended to be permanent) the
international firm, in addition to licensing a patent, a trademark, etc.,
helps the target country firm with organization, marketing and general

management.

3) Other: Other contractual entry modes involve the transfer of services
directly to foreign entities in return for monetary compensation (technical
agreements, service contracts, management contract and

constructional/tumkey contracts) or in return for product manufactured
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from those services (contract manufacture and co-production

agreements).

The contractual entry modes offer slightly more control than export entry modes.
They provide limited returns but the advantage lies in the fact that they entail minimum
risk and commitment.
Countertrade

Countertrade is an arrangement in which businesses take the compensation for

products provided in the form of goods. Various forms of countertrade are possible:

1) Counter-purchase: This refers to a set of parallel cash agreements in

which the supplier sells a service or product and orders unrelated

products to offset the costs to the buyer.

2) Switch Trading: Additional parties are brought into the picture whereby

part of the exchanged goods is shifted to the new party. When one
party has an unwanted balance of goods to be received from a second
party, a third party in need of the goods offered by the first party is found

to purchase the available goods, with the proceeds going to the second

party.
3) Clearing Agreement: its objective is to balance the exchange of goods

over time between two governments without having to transfer funds, by

using an agreed-upon value of trade, tabulated in nonconvertible
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clearing account units. The contracting parties establish an exchange
ratio of their respective currencies to determine the amount of goods to

be traded.

4) Buyback Barter: One party's purchase of capital equipment is paid for

through the output made feasible by the capital equipment.

Recently, many experts have stressed the importance and advantages of barter
dealings [Kaikati, 1985; Root, 1987; Schaffer, 1990]. They say it is an important
marketing practice for both developing and developed countries. Various reasons have
been cited by them for the resurgence of intemational countertrade deals. A brief

summary of these reasons follows:

1) Rupture in the East-West Trade: The increasing debt of Eastern

Europe including the former Soviet Union countries to the IMF coupled
with the suspension of Soviet access to the Export-Import Bank facilities
in 1975 reveals that the communist block might be compelied to rely

more heavily on barter deals.

2) Reliance of Less-Developed Countries on Barter Deals: Less-

developed countries favor barter dealings because these do not involve
the use of scarce foreign exchange. There is a dearth of hard currency
because of loans taken by non-oil-producing Third World countries to
pay energy costs. The Third World prefers barter deals because it is a

source of financial aid and allows some degree of planning.
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