Strategic Factors Affecting Export Decisions :
The Case of Indonesian Manufacturers

Prepared for submission to

17th Annual IMP Conference
Interactions, Relationships & Networks: Strategic Dimensions

The 17th Annual IMP Conference will be hosted by the

Norwegian School of Management BI
September 9-11, 2001

Coauthors:

William C. Johnson, Ph.D., Nova Southeastern University, Ft. Lauderdale, Florida
Herb Johnson, Ph.D. Nova Southeastern University, Ft. Lauderdale, Florida

Correspondence:

Dr. Bill Johnson

Nova Southeastern University

Huizenga Graduate School of Business
3100 Southwest 9" Avenue

Fort Lauderdale, Fl 33315 USA

E-mail — billyboy@huizenga.nova.edu
Phone - 954-262-5109; Fax - 954-262-3965



Strategic Factors Affecting Export Decisions:

The Case of Indonesian Manufacturers

ABSTRACT

The i npact of the South East Asian economc crisis is
the stimulus for a reapprai sal of operational nodes of
manuf act urers engaged in exports of industrial goods.

Enpl oyi ng established theories as a point of departure, two
specific variables are evaluated for their relationship to
t he choi ce of export node of operations. The i npact of
strategic notivations and a particul ar strategy—
differentiation, and how they relate to the enpl oynent of
three categories of export nodes ranging fromdirect
exporting to the use of foreign sales subsidiaries. Qur
findings show that both strategic notivations and use of a
differentiation strategy are positively related to

i nternational channel integration decisions.

Backgr ound

The economc crisis in South East Asia during the
past few years has significantly effected the business
environment for firnms engaged in international business.
Changes in the exchange rates have led to shifts in trade
anong ASEAN countries and have had an inpact on business
strat egy. Busi nesses have frequently been forced to revanp
their operations to cope wth the changing |evels of
activity and the acconpanying increased risk involved.
This study assesses specific variables that are seen as
effecting the node of operations of Indonesian exporters of
manuf act ur ed goods.



Exporting is the nost common way for manufacturers
to conduct business in foreign markets. Even firms |ong
involved in international business still export on a
regul ar and permanent basis. Exporting wll always be a
maj or factor in the econony, and an inportant ingredient in
the gromh of many firns (A baum Strandskov, Duerr and
Dowd 1994). In exporting its products, a firm has to nake
two strategic decisions: (1) choose the target country
market; and (2) identify the nost suitable type of export
di stribution channel structure to use.

The types of organizational systens enployed to
distribute products into the market can be viewed along
varyi ng degrees of channel integration. At one extrene, the
firm can integrate forward and perform all the marketing
and distribution functions itself by establishing a sales
subsidiary in a foreign market. At the other extrene, a
firm can choose not to perform any of these functions, and
instead |leave the tasks to independent firns. A firm may
al so use internediate options such an export nmanagenent
conpany or formng distribution oriented alliances of a
variety of types with foreign firns (Anderson and Coughl an
1987; Klein, Frazier and Roth 1990).

Different degrees of integration in international
di stribution channel give a firm varying degrees of control
as well as require different resource conmtnents,
responsibility and attendant risks (Ahmed 1977; Czinkota
and Ronkainen 1996). Therefore, it is inportant for firns
to consider the alternative structural arrangenent s,
evaluate the alternatives and select the nost appropriate
structure relative to the firm and the market when
exporting. Although such decisions are very inportant,

researchers have not paid nuch attention to investigating



factors influencing exporters' choice of internationa
channels (Cabaniss 1991; Ranaseshan and Patton 1994).
Further, nost of the available research has focused nore on
channels  of distribution for firme from devel oped
countries. Very little research has been conducted on the
deci sion nmaking process of firnms from devel oping countries
(Anderson and Tansuhaj 1990, Da Rocha and Christensen
1994) .

In Indonesia, nost manufacturing firns continue to
find exporting to be quite attractive and still is the nost
widely wused node of conducting international Dbusiness
(Lecraw 1993). Passive exporting is still comon in
| ndonesian firns and many have actively pursued the export
mar ket using agents and distributors in foreign markets.
Seem ngly fewer have set up sales offices in their target
mar ket s.

Statenent O The Probl em

Determnants of the extent of forward integration
appropriate to conducting international business are
numerous and well docunmented (Stern and El-Ansary 1992,
Johanson and W edersheimPaul 1975, WIIlianmson 1975, and
Anderson and Weitz 1986). The focus of this paper is part
of a broader effort to understand the dynam cs involved in
t he strategic deci si on concer ni ng this matt er.

Specifically, two interrelated key question addressed in

this report. First, whether strategic notivations can help
better pr edi ct export channel structure deci si ons
i npl enented by | ndonesian manufacturers. Second, is a

positive rel ati onship between use of a differentiation

strategy and the export node enpl oyed.



Theoretical Franework

I nternationalization theory, which is also referred to

as the 2stages theory of internationalization", proposes
that the firm s export behavior evolves as natural tendency
to vertically integrate over tinme Johanson and Vahlne
(1977). O her concepts to include foreign market structure
and transaction cost are also relevant in considering how
and why specific distribution node decisions are chosen.
These theoretical statenents concerning how international
strategies evol ve, however, are limted in their
expl anatory power. Regardl ess, they provide a framework
from which to begin nore depthful analysis of specific
factors/vari abl es.

The internationalization theory can be assuned to
reflect organizational learning. It proposes that the nore
i nternational experience the managenent of a firm have the
| oner the perceived risk of engaging in foreign operations.
Therefore, wth seasoned understanding of the business
envi ronnment the managenent may be nore willing to conmit to
downstream activities and pursue forward integration
(Johanson and Vahlne 1977. Thi s, however, is a
general i zation. In actuality, business nanagers wth
significant experience in international activities my
recogni ze the volatility of the business environnment and be
effected in their distribution decisions by it. For while
further integration may result in an opportunity to |ower
its transaction costs it nmay be seen as increasing
operational risk; both business and financial. O her
factors, therefore, need to be considered in understandi ng

the distribution strategy that is chosen by firns.



In prior research only dichotonous nodes of foreign
distribution were considered. These included Dboth
consideration of a direct export versus indirect nodes and
whether the channel was integrated or non-integrated
(Anderson and Coughlin 1987, Johns and Witz 1988, Seifert
and Ford 1989, and Rasmasesham and Patton 1994). In an
attenpt to capture nore of the inpact of this dynamc
busi ness environnment, this study examnes three channel
integration choices which cover the whole spectrum of the
integration from the nonintegrated or di rect, t he
i nternmedi ate nodes, and the fully integrated node of export
di stribution.

For this study, primary data were obtained from firns
in | ndonesi a t hat manuf act ure i ndustri al pr oduct s,
capturing managers’ perception of factors affecting the
export channel integration decisions. The researchers felt
that collecting these data would be nore reflective of the
concept of bounded rationality of the production cost
nodel . By seeking out nmanagerial perceptions of the
situation, better neasurenents of the various constructs
that influence the decision concerning the degree of

forward integration enployed shoul d be obtai ned.

Literature Revi ew

Channel Integration. The degree of forward integration an

exporting firm uses in serving a target country nmarket is
inmportant as it determnes the degree of a firms control
over the marketing mx in the target market (Al baum
St randskov, Duerr and Dowd 1994). This decision is
addressed differently by different researchers, wth the
options <classified into indirect exporting and direct

exporting node; or into integrated versus non-integrated



node. Researchers argue that the degree of forward
integration in foreign nmarkets can be viewed as a position
al ong a continuum based on the functions perfornmed (Kl ein,
Frazier & Roth 1990). Gsborne (1996) and Aul akh and Kot abe
(1997) investigated 3 levels of direct exporting, which are
the use of foreign distributor (market node), the use of
conmi ssion agents and joint ventures (internedi ate node),

and the use of wholly owned subsidiary (hierarchical node).

I nternationalization Process Theory. The Internationaliza-

tion process of firms has been subjected to w despread
studies and enpirical research, and seens generally
accepted in the Iliterature (Andersen 1993). The basic
proposition of this theory is that the firms export
behavior is a devel opnent process involving a sequenti al
stepwi se progression (Turnbull 1987). In broad terns,
Andersen (1993) classified the firms internationalization
process in two ways. First, the nodels initially devel oped
by Johanson and W edershei mPaul (1975) and Johanson and
Vahl ne (1978) which are characterized as the "Uppsala
| nternationalization” nodel s. In this approach t he
internationalization decision is affected by both the
firms market know edge and nmarket commtnent. The second,
the "lInnovation-Related Internationalization" nodels focus
on consideration of internationalization decision as an
innovation for the firm Johanson and Vahlne (1977)
propose that the internationalization process is a form of
knowl edge devel opnent. Thus, the nore international
experience the conpany has, the |ower the perceived risk
and cost of operating foreign business activities, and
therefore, the nore resources the nmanagenent tend to conmt

to foreign countries.



Strategi c Rational e Perspective. The strategic perspective.

addresses how firm governance structure is influenced by
the firm corporate strategy, and how it affects the
conpetitive position of the firm in the international
mar ket. The inportant role of corporate strategy in foreign
market on the distribution structure has been described
extensively by Hanmel and Prahal ad (1984); Watson (1982).

Arguing that firms in any industry seek to gain a
conpetitive advantage that wll allow them to outperform
rivals and achieve above average profitability, Porter
(1980, 1985, 1990) suggests that the path to conpetitive
advantage neans the successful i npl enentation of the
internally consistent conpetitive advant age.
Porter (1980) discusses the issue of strategic benefits of
mar ket i ng channel integration quite extensively. He states
that forward integration often |eads to nore successful
product differentiation. Forward integration solves the
probl em of access to distribution channels and renobves any
bar gai ni ng power of the channels. This nmeans that verti cal
integration transforns the problem of inter-organizational
managenent into an intra-organi zati onal managenent
problens. It is also argued that vertical integration
allows the firmto acquire better market information
through the sinplified interpretation of custonmer needs.
These infornmati onal benefits are obtained through closer
access to the ultimate custoners that vertical integration
allows. Finally, forward integration allows the firmto
have nore authority to pursue price discrimnation across
di fferent market segnments which have different price
elasticities of demand.

The business strategy literature al so enphasi zes

conpetition and corporate strategi c needs (Porter 1980;



Harrigan 1983; Root, 1994). Wen a firm does business in a
foreign market, they nmay aimto achi eve ot her objectives
ot her than efficiency (Watson 1982).

Anot her objective is commonly based on strategic
notivation. Strategic notivation has been defined as
notivation to fulfill strategic ains set at the firmlevel
for the purpose of overall firmefficiency maxi m zation. To
effectively achieve its international strategic
notivations, tight coordination through high control over
the channel is necessary for effective and efficient
execution of strategy (Kimand Hwang 1992). Strategic
nmotivations are identified as: (1) to set up a strategic
outpost for the firmis future expansion; (2) to devel op an
international sourcing site; and (3) to attack actual or
potential international conpetitors (Kimand Hwvang, 1992;
Aul akh and Kot abe 1997)

Resear ch Hypot heses

Strategic notivations
Strategic notivation has been defined as notivation to

fulfill strategic ains set at the firm level for the
pur pose of overal | firm efficiency nmaxim zation. To
effectively achi eve its I nt ernati onal strategic

notivations, tight coordination through high control over
the <channel is necessary for effective and efficient
execution of strategy (Kim and Hwang 1992). Altogether,
this suggests the proposition that

Hi: The firm s international strategic notivations
is positively related to the degree of forward

channel integration.



Differentiation strategy

A differentiation strategy to create nore value than
conpetitors can be acconplished along various dinensions
br and i mage, t echnol ogy, cust oner servi ce, pr oduct
positioning, etc (Porter 1980, 1986). A differentiation
strategy requires higher consunmer awareness along with high
| evel s of servi ce, therefore necessitate that such
activities be perfornmed internally, since high degree of
forward integration provides the firm with nore control
over channel functions (Keegan 1995). A differentiated
product wusually conmmands higher profit margins, therefore
firme are willing to invest in fixed costs of channel
integration (Harrigan 1985, Porter 1986). Furthernore,
differentiation strategy require coordi nati on anong
functi onal and geographically dispersed wunits (Porter
1986). These leads to the foll ow ng hypot heses :

H,: The greater the differentiation strategy
followed by a firm the greater the degree of forward

channel integration in foreign markets

Measurenent And Operationalization O Variabl es
In this study, the differences between market
exchange, internedi ate exchange, and hierarchical exchange
are based on the economc tradition of "function perforned”
(WIllianmson 1975). Al though attenpts are nade to use
exi sting neasures, scales have been adapted for the purpose
of this study to better assess the range of options
avai l able to decision nakers. The neasures adapted from
vari ous past researches in channel structure decision for
this study are all nultiple item neasures.
The dependent variable in this study is the degree of

forward integration, but given the variety of specific



channel structures and arrangenents which are typically

practiced in today’s international nmarketing efforts, it is

somewhat difficult to standardize channel structure
classifications. In this study, the differences between
mar ket exchange, internediate exchange, and hierarchical

exchange are based on the economic tradition of "function
performed" (WIIlianson 1975), which refers to general types
rather than specific alternatives. Mirket exchange node is
reflected by the use of indirect channel structure, whereby
firmsells to independent m ddl enen, agents or distributors
in honme country who perform nobst necessary exporting
functions to the foreign target market. | nt er medi at e
exchange is reflected by the use of foreign mddlenen,
agents or distributors under contract to market and sell
the products to the foreign market. Hierarchical exchange
node refers to the use of sales subsidiary in the foreign
target market.

The operationalization of the independent variables,
strategic notivation and differentiation strategy are
di scussed bel ow.

Strategic notivations. Strategic notivations can be
defined as notivations to fulfill strategic ainms set at the
firmlevel for the purpose of overall firm objectives. Kim
and Hwang (1992) devel oped neasures consisting of three-
item scale. A seven-point Likert scale was used in their
study, ranging from "l ow weak"” to "high/strong”. Cronbach’s
coefficient alpha was conputed to be 0.68. Aulakh and
Kot abe (1997) adapted and expanded this neasure wth
Cronbach’s coefficient alpha equal to 0.62. Those studies
indicated that the mneasure had sufficient reliability.

These itens which are : to attack conpetitors, to establish



strategic outpost for future expansion, and to devel op
sourcing site are adopted for this study.

Differentiation strategy. Strategy of differentiation
is to create unique value for the firms products and
services (Porter 1980). Three-item scale developed by
Aul akh and Kotabe (1997) that incorporates the various
dimrensions of <creating a unique inmge. A seven-point
Li kert-scale was wused, and Cronbach’s coefficient alpha
from their study was 0.62 indicating that the neasure had
sufficient reliability. The scales are adapted and expanded
in this study to include also after sales service to the
custoners. The scale used in this study are: technol ogica
edge over conpetitors,higher quality standards for the
products, unique imge for the products, and after sales

service to the custoners

Sanpling Franme and Data Col |l ection
Al'l manufacturers with export operations listed in the
Directory of Indonesian Exporters 1999 published by the
Nat i onal Agency for  Export Devel opnent, Mnistry of
| ndustry and Trade, Republic of Indonesia and from the
Standard Trade and Industry Directory of Indonesia 1999
publ i shed by PT Konpassi ndo wer e i dentifi ed. A
guestionnaire was developed based on the variables
previously described previously. The instrunent was
translated into Indonesian | anguage and back translated for
assurance  of appropri at eness. A pretest of t he
guestionnaire was conducted with 10 selected exporting

firms producing different products.
Primary data were requested from 1046 |ndonesian
manufacturers in industrial product. The participants were

asked to focus on one foreign country that was the nost



important market to them and answer questions related to
the channel decisions in that country. A response rate of

27% was recei ved.

Testing of Hypot heses

The i ndi vi dual hypot heses wer e tested t hr ough
multinomal logit nodel. Miltinomal |ogit nodel has been
used in previous entry node research, e.g. Agarwal and
Rawasmawi (1992), Gatignon and Anderson (1988), Kim and
Hvang (1992), Klein, Frazier and Roth (1990), Aulakh and
Kot abe (1997). A nmultinomal logit nodel estimates sets of
coefficients to reflect different levels of the dependent
variable. The size of the various coefficients indicates
the extent to which individual predi ct or vari abl es
contribute to the utility of choosing the |level of channe
integration beyond the contribution to the utility of the
mar ket exchange node which is used as a base node (Ml hotra
1984).

Resul ts of Hypot heses Tests

Hypot heses about t he factors encour agi ng or
di scouraging forward integration in the export narket were
tested using a nmultinomal logit nodel that estinmated the
i npact of the independent variables on the probability that
each channel node woul d be sel ect ed.

Hypot hesis One The first hypothesis relates the firnms

international strategic notivations to the degree of
forward integration in export market and is stated as
foll ows:
Hi: The firm s international strategic notivations
is positively related to the degree of forward

channel integration.



The estimated coefficients and p-value for both modes are shown in Table 1 and
are in the positive direction and statistically significant (B= 2.949, p= .000 for
hierarchical exchange mode and B= 1.285, p= .001 for intermediate exchange mode).
The findings indicate that with the increase of strategic motivation, firms tend to use
higher integrated channel than market exchange mode. Thus, the firm’'s international
strategic motivations is positively related to the degree of forward channel integration

Table 1
Parameter Estimates - STRGMOTV

B Std. Error wad |Df| Sig. | Exp(B)
DFORINTG
1.00 STRGMOT | 2.949 .550 28.702 | 1 | .000 | 19.092
1.00 ST RG\K/I OT | 2949 .550 28.702 | 1 | .000 | 19.092
2.00 ST RG\K/I OT | 1.285 .387 11.025 | 1 | .001 | 3.614
2.00 ST RG\K/I OT | 1.285 .387 11.025 | 1 | .001 | 3.614
\

Hypot hesis Two The second hypot hesis considers how a

differentiation strategy relates to channel integration and
is stated as foll ows:
H,: The greater the differentiation strategy
followed by a firm the greater the degree of

forward channel integration in foreign markets

The estimated coefficients shown in Table 2 are both
positive and significant (B= 1.599, p = .001 for
hi erarchi cal exchange node and B= 1.220, p = .001 for the



i nt ernedi ate exchange node). The findings suggests that as
firms following nore differentiation strategy, they tend to
use higher integrated channels than in the market exchange
node. Thus, the firms differentiation strategy is
positively related to the degree of forward channel

i ntegration.

Table 2
Parameter Estimates - STRDIFFE

B Std. Error wad |Df| Sig. | Exp(B)

DFORINTG
1.00 STRDIFFE | 1.599 500 10220 | 1 | .001 | 4.948
1.00 STRDIFFE | 1.599 500 10.220 | 1 | .001 | 4.948
2.00 STRDIFFE | 1.220 378 10.426 | 1 | .001 | 3.386
2.00 STRDIFFE | 1.220 378 10.426 | 1 | .001 | 3.386

Concl usi ons

These findi ngs provide new perspective on the val ue of
attenpting to apply traditional theories to dynamc
situations. The business environnment of the recent past in
Sout h East Asia has created significant challenges for
managers in exporting firns. Adjustnents in coping with
dynam cs of the market place have resulted in strategies
that may not be consistent with those appropriate to nore
predi ctabl e and stabl e conditions.

Wiile it is not expected that the findings here are
generalizeable to other situations, they do provide a basis
for questioning established thinking. Specifically, the
finding of a positive relationship between international
strategic notivations and degree of forward integration is
consistent with the earlier findings by Kimand Hwang

(1992). Another inportant finding was the positive



rel ati onship between differentiation strategy and degree of
channel integration, confirmng the results obtained by
Aul akh and Kot abe (1997).

These findings al so provide nmanagers with a better
under standi ng of the inportance of strategy variabl es and
how t hey influence channel integration decisions. Hence,
managers should be able to better align strategic shifts
wi th channel decisions nmade in international markets.
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