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Introduction

Export entry modes can be classified in terms of a two stage hierarchy as shown (a) whether they are vertically integrated (VI) or not (NVI) and (b) the particular form of VI or NVI mode used. VI modes are those in which a firm performs all or most exporting activities itself and include direct exporting to foreign customers and establishing a foreign sales branch as alternative forms.  NVI modes are those in which a firm uses specialist intermediaries to carry out exporting activities on its behalf and include domestic based export agents and foreign market based import agents and distributors as alternative forms. 

Previous studies of entry mode choice tend to obscure the differential impact of factors at each stage of this hierarchy because of the way the analysis is undertaken.  Typically a set of entry modes is compared involving a mix of VI and NVI forms and binomial or multinomial logit is used to identify factors associated with the use of each mode.  However, the factors distinguishing between VI and NVI modes are not likely to be the same as those distinguishing between different forms of VI and NVI modes.  Hence the interpretation of such results is ambiguous and factors explaining the choice between particular forms of VI and NVI modes may appear to be insignificant. 

The purpose of this research is to examine the extent to which different factors impact on each stage of export entry mode choice. In part it builds on research by Pan and Tse (2000) who tested a hierarchical model of direct foreign investment and showed that different factors affect choice at each stage.

Theories of Entry Mode Choice

TCA presumes that formal hierarchies are more efficient than markets because of the ability to exercise greater control, to monitor performance better, to provide longer term rewards and because the atmosphere within firms more closely aligns people’s interests. A firm has to trade off the potential gains of lower transaction costs resulting from internalising exporting activities against the potential gains of using a specialist intermediary that may have lower production costs in performing the relevant activities.  The general hypothesis arising from this is that the greater the transaction costs the more likely are firms to use vertically integrated export entry modes. 

The network approach (e.g. Axelsson and Easton 1992, Ford 1997, Hakanasson and Snehota 1995, Johanson and Mattson 1994) focuses on the way transactions are embedded in a social and normative context (Granovetter 1985).  Transactions are parts of on-going relations between economic actors that have a past and a future and can involve both economic and social dimensions.  The development of such relations alters the nature of the coordination problem facing firms, including the type of uncertainty and likelyhood of opportunistic action by counterparts.  As a result market relations become a potentially efficient and desireable means of coordination that sit between the extremes of formal hierarchies and arms length markets.  This leads to the second general hypothesis, that the more developed the relations between economic actors the less likely are firms to use vertically integrated export entry modes. 

Williamson (1975,1985) identifies three key dimensions of transactions that affect transaction costs and hence the choice of governance mode: (a) asset specificity; (b) transaction frequency and size; and (c) uncertainty.  We consider each in turn and how they relate to TCA and NWA.

Asset Specificity

Durable assets such as specialised products and services, knowledge, plant and equipment that have limited value in other relations accentuate the problem of opportunism for a firm. TCA argues that this increases the preference for internal governance. In NWA asset specificity is something that is co-produced in a relationship over time and is thus embedded in it (Badaracco 1991, Hakansson 1987a 1987b). Such are less susceptible to opportunistic action as they are co-produced and “owned.” 

Frequency of Transactions and Market Size

This dimension has been given limited attention in TCA (Rindfleisch and Heide 1997) because it has been interpreted too narrowly.  Market size limits the division of labour and this, applies to both production and transaction costs (Dixon and Wilkinson 1986.  The size of the market with an exchange partner depends on the size and frequency of transactions (Williamson 1985), as well as the duration of the exchange relation, and this limits the ability to utilise more specialised governance modes. The size of the firm also makes the costs of establishing more specialised governance expensive relative to transaction size (Nooteboom 1999).   Thus we expect market and firm size and the duration of the relation to limit the use of VI modes.

Uncertainty

Uncertainty in international markets stems from firms operating in unfamiliar market environments and from the problems of determining whether an exchange agreement has been adhered to. These in turn depend on how complicated or technology intensive a product (Anderson and Gatignon 1986, Teece 1986) and on the geographic and cultural distances involved (Johanson and Vahlne 1977). Psychic or cultural distance varies according to the international business knowledge and experience of firms, which in turn relates to the extent of their internationalisation and experience in a particular market (Johanson and Vahlne 1977, 1990, Petersen and Pedersen 1997). TCA argues that the greater the uncertainty the more likely are firms to use VI modes.  NWA leads to a different hypothesis. Uncertainty due to lack of familiarity with a market leads to the use of knowledgeable specialist intermediaries until, over time, psychic distance is reduced as the firm becomes more involved and familiar with a market.  Others have also argued that increased leads to the use of independent intermediaries because it is quicker and less costly to change organisation structures compared to a VI structure. (Klein et al 1990, Shelanski and Klein 1995, Rindfleisch and Heide’s 1997). 

Production Costs and the Economies of Scale and Scope 

The potential economies of scale and scope available to a firm to perform (i.e. produce) activities internally, stem from the scale and scope of its own operations.  The larger its scale in performing an activity the more a firm can gain scale and scope economies internally and hence the less likely it is to use external specialists (Dixon and Wilkinson 1986).  Various dimensions of a firm’s operations affect the scale and scope economies available to it including firm size, level of internationalisation and foreign market involvement. 

Revenue Effects and market size

Additional types of explanatory variables have been proposed including country and industry specific institutional factors, the effects of tariffs and other trade barriers.  In the empirical research a dummy variable is used to control for type of industry but other types of factors are not included.

H8: The industry context in which a firm operates will affect how likely firms  are to use more vertically integrated market entry modes  

Research Methodology

Sampling

The data used to test the hyptheses comes from a comprehensive survey of Austrlian manufacturers carried out in the early 1990s. Questionnaires were mailed to all firms on to a list of Australian manufacturing firms supplied by Dun and Bradstreet, including both exporters and non exporters, except in the case of small non-exporters (under 100 employees) where a systematic sample of one in four firms were mailed a questionnaire.  A reminder letter was sent after two weeks to try to improve the response rate.

From the 3942 questionnaires mailed a total of 550 useable responses (i.e. a 14% response rate) were received comprising 403 exporters and 147 non exporters.  Only the exporters are of interest here and the response rate for them was 19%, twice that for the non-exporting firms.  When only exporting firms are considered, the achieved response rate falls within the range of other published survey research on firms, that range from 14% (Phillips 1981) to 49% (Cox et al. 1974).  A comparison of early and late responding firms indicated no significant differences except for firm size.  There was a greater percentage of larger firms among those responding later, possibly indicating the time it took to gain approval for participation and for completing the questionnaire.   

One reason for the modest response rate may be the length of the questionnaire.  The issue of questionnaire length has been the subject of considerable investigation but with often confusing and conflicting results (Childers and Fereel 1979).  Another factor affecting response rates was the state of the economy at the time of the study. It was conducted during an economic depression in Australia including a high inflation rate and a high level of unemployment.  Several firms wrote back to say that in these economic conditions they did not have the time to complete such a long questionnaire.  Given the objectives of this study are to examine the impact of different factors on choice of entry mode the sample was considered appropriate for this purpose.  For the purposes of analysis one export country was chosen from among those reported by a firm.  The procedure used is explained in the next section.

Measures 

a) Export Entry Mode.

Firms were asked to nominate up to five countries they exported to in order of importance and to describe their entry mode in terms of the following types.

1.
Overseas branch, sales subsidiary or associate company

2.
Australian export agent, distributor or merchant

3.
Foreign firm’s Australian buying office

4.
Direct to overseas wholesaler, distributor or agent

5.
Direct to overseas retailer

6.
Direct to overseas end user

7.
Other (write in)

A total of 1231 cases of country market entry were described, which were summarised in terms of four types of entry modes as follows: 

1. The firm sells its products to foreign buying offices or Australian export distributors in Australia i.e. indirect exporting. 

2.  The firm exports directly to distributors,or retailers in the foreign market

3  The firm exports directly to end users in the foreign market,

4
The firm exports to its branches or sales offices in a foreign country, which then sells their products to customers in those markets.

Other types of entry modes, such as franchising, licensing and manufacturing abroad through joint ventures or wholly owned subsidiaries are not considered. The classification of modes is designed to reflect different levels of vertical integration, vary from 1, sales via Australian based intermediaries, which is the least amount of vertical integration to 4, exporting using the firms foreign branches or sales offices and is similar to those used in other studies of entry modes.  This resulted in a sample of 1088 cases using one of the four types of entry modes made up of 9% via an Australian based intermediary, 50% via a foreign market base intermediary, 25% direct to users and 14% via the firm’s foreign branch office.  100 firms reported using more than one of the four entry modes in the same market, which raises interesting issues for theory development that have not been much considered in the literature (Pedersen and Welch 2002). Here, these cases were excluded from analysis as did Klein et al (1990).  

The sample of market entry modes is not completely independent because firms could be exporting to more than one country and this could bias the results.  One export market was chose at random from those described by a firm.  In previous the main export country has been used as the basis for analysis but a differerent method was used here for two reasons.  First, selecting the main export market tends to reduce the variance in the data as it biases the sample towards more important export markets.  Secondly the distribution of entry modes is skewed towards the use of foreign market intermediaries because this is the most commonly use method of entry used by Australian firms.  In order to improve the distribution of entry modes in the analysis sample and to maximise variance in export market conditions we randomly selected the export market from among those described by a firm which used one of the four types of entry modes.  In order to reduce the skew in the distribution of entry modes in the sample, the random number was weighted by the type of entry mode used i.e. 1 minus the probability of the entry mode reported in the full sample set i.e (1-0.09) = 0.9 for Australian based intermediaries, (1-0.50) = 0.5 for foreign market intermediaries, (1-0.25) = 0.75 for direct to users and (1-0.16)= 0.84 for foreign branches.   This resulted in an analysis sample of 343 market entries, of which 11.7% were via an Australian based intermediary, 39.9% a foreign market intermediary, 28.3% direct to user and 20.2% via a foreign branch office.

b) Product Asset Specificity. Asset specificity is treated as a latent construct which was measured using multi-item scales derived from respondent’s ratings of the product that accounts for the greatest percentage of their firm’s export in terms of the eight attributes shown in Table 2.  A four point scale ranging ranging from 1=  strongly disagree to 4 = strongly agree was used.  The statements reflect the extent to which the products requires special training and support, is unique and differentiated and employs specialised technology.  They were based on items used as part of the Company Readiness to Export product attribute questions (Cavusgil and Nason 1990). Exploratory factor analysis using maximum likelihood estimations was used to identify underlying dimensions and this indicated that were three significant factors, which account for 66% of variance.  

The first dimension reflects advanced technology and uniqueness of the product and is labelled “Hitech,” the second reflects the extent of pre and post sales support required and is labelled “Service.”  The third, refects the degree of standardisation and similarity to domestis product.  Because the alpha for the items comprising this scale is only .46 this dimension is dropped from further analysis.  Hitech and Service represent different dimensions of Product Asset Specificity and the scales constructed using the high loading items have acceptable alphas as shown in Table 2. 

c) Foreign Market Scale and Scope: Two measures were used

Foreign Market Size:  Measures were obtained of the percentage of a firm’s total exports to a market, the percentage of its total turnover accounted for by exports and the firm’s total turnover (total sales) in the previous year (rated on a seven point scale from 1= up to $100,000 to 7 = more than $20,000,000). Previous research indicated that firms were reluctant to report actual dollar turnover figures.  From this we estimated the volume of business conducted in a country by multiplying the three percentages together and multiplying them by the midpoint value of their rating of their firm’s total turnover (for ratings of more the $20 million an estimate of $50million was used).   This procedure is similar to that used by Klein et al.(1990).

Years a firm has been exporting to the foreign market.
d) Uncertainty. Uncertainty was measured in terms of cultural and geographic distance and management’s perceived risk of exporting
Cultural distance. Measured using a separate questionnaire that was distributed to 100 members of staff and postgraduate students at two universities in Sydney.  They were asked to rate various countries in terms of their socio-cultural distance from Australia on a 5 point scale from 1 = very close to 5= very distant.  A response rate of 47 percent was obtained. On the basis of these results countries were classified into three groups, low, medium and high as shown in Table 2.

Geographic distance. Measured using Airline distances between capital cities and Sydney.  These were classified into 3 groups: close (less than 5000 kms), medium 5000 to 10,000kms) and distant (greater than 10,000kms) as shown in Table 2.

Perceived Risk.  In addition to country distance uncertainty is measured in terms of a multi-item measure of a respondent’s degree of agreement with 5 statements about the risks of international operations using a 4 point scale from 1= strongly disagree to 4 = strongly agree.  The four items used are shown in Table 3. The statements were based on previous studies of exporting (Dunphy and Layton 1969, Barrett and Wilkinson 1985, 1986). The alpha for the scale is 0.88. 

e) Firm Scale and Scope  This was measured in terms of the firm’s overall size and in terms of various measures of the scale and scope of its exporting operations. 

Firm Size. This is measured on a five point scale from 1= under 10, 2= 10-19, 3=20-49, 4=50-99, 5= 100-500 and 6=500+.  In order to convert this ordinal scale to one with more interval scale properties, the scale points were recoded to the midpoints of their respective size range, with a value of 750 used for the 500 and over category.

Scale and Scope of a Firm’s Exporting Operations. four indicators were used. 

· percentage of a firm’s turnover accounted for by exports 

· years the firm had been involved in exporting. 

· number of countries exported to
· number of different products exported. 

f) Type of product.  Firms were asked to describe the main product they exported and this was classified into the standard international classification of products.  This showed a spread of types of products which were grouped into consumer, industrial or mixed products.  Dummy variables were constructed for consumer products and industrial products.

Results

Predicting Entry Mode Choice

Multinomial logistic regression is used to test the extent to which the various explanatory variables account for the use of each of the four types of entry mode.  This approach is similar to that used in other studies of entry mode (e.g Klein et al 1990, Meyer 2001). In the analysis a foreign branch is the mode of entry used as the default in the regression.  This means that the regression coefficients indicate the impact of the variable on the probability of a firm using a particular mode compared to using a foreign branch.  Stronger coefficients for one mode compared to another indicate that the variable has a larger impact on the probability of using that mode compared to others.  We use a 10% level of significance throughout the analysis to guide interpretation, as we believe this to be more appropriate at this stage of development and testing of theory in the area.  In addition, various environmental factors such as tariffs and other forms of regulatory controls may distort and suppress the impact of the factors considered in our model as the measures used are only indirect measures of production and transaction costs.  However, we will treat with more caution any results that are only significant at the 10% level.

Two kinds of models were estimated.  First, a model including only the main effects is estimated, using the measures of asset specificity, uncertainty and foreign market involvement and firm scale and scope, plus dummy variables for consumer and industrial products.  The second model includes various types of interaction effects described in the hypotheses. 

a) Main Effects Model

Table 4 shows the results of the main effects model.  The model is significant in terms of the chi-square test and Pearson goodness of fit.  It correctly predicts 52.3% of the modes used and the Cox and Snell pseudo R-square is 0.308  The most significant predictors of mode used relative to foreign branches are cultural distance and firm size, indicating that these modes are more likely to be used than foreign branch offices when cultural distance is larger and when firms are smaller.  In addition to these, the service measure of asset specificity (inversely) and the number of countries exported to (inversely) are both significant predictors of the use of domestic export intermediaries.  Lastly, geographic distance (inversely) and number of products exported (inversely) are significant  predictors of the use of direct exporting to users relative to foreign branches. 

b) Interaction Effects Models

As (Rindfleisch and Heide 1997) note, main effects can be confused with interaction effects when interaction effects are not included in the model tested.  However, a potential problem of multicollinearity arises because the interaction terms can be highly correlated to the main effect measures of which they are composed. This tends to increase standard errors and make both the main and interaction effect non-significant (Rindfleisch and Heide 1997).  In addition interaction terms including a common component measure, such as the interaction between uncertainty and asset specificity and the interaction between uncertainty and years in a market, can be highly correlated if the variance of one measure dominates the interaction term.  The correlation matrix, together with the means and standard deviations of the measures is shown in the appendix.

In order to control for these types of problems we examined two models with interaction effects.  The first model excluded all main effects that formed part of any interaction term.  In addition we inspected the correlation matrix and excluded one of a pair of interaction terms if the correlated at 0.75 or greater.  At a correlation of 0.75 more than half the variance is shared by the two terms.  In choosing which measure to exclude we tried to ensure at least one measure of each type of interaction was included in the model.  The resulting model (not shown) proved weaker than the main effects model in terms of percent of correct predictions (51.9% versus 52.3%) and the chi-square change from including an additional 9 variables in the model was not significant compared to the main effects mode. i.e. 113.55 – 104.14 = 9.41. Only the size variable was a significant predictor of all modes and the number of products exported and the interaction of cultural distance with years in exporting were significant predictors of direct exporting.  Hence concluded that the interaction terms did not fit the data better than the main effects.

Hence a second model was estimated in which the significant main effects were included in the model together with the interaction terms.   Once again we excluded any interaction term that correlated at 0.75 or greater with a main effects measure or deleted one pair of any two interaction terms that correlated at 0.75 or greater. This resulted in the exclusion of 7 interaction terms i.e. cultural distance with the hitech measure of asset specificity, perceived risk with the service measure of asset specificity and with years exporting to the foreign market, perceived risk with years exporting to the foreign market and with years exporting, sales to the foreign market with the hitech measure of asset specificity, and sales to the foreign market with years exporting. 

The results for the second model are shown in Table 5.  Only one of the interaction terms is  a significant predictor.  The interaction between cultural distance and the years a firm has been exporting increases the probability of direct exporting compared to establishing a foreign sales branch.  The overall model is significant but the improvement over the main effects model is not significant.  Hence there is limited support for the impact of interaction effects.

One reason for the lack of significance of the interaction effects is the entry mode decision is a hierarchical decision in which different factors play a role at each stage because of the relative importance of transaction costs versus production costs for example.  This could suppress the significance of some factors when all four modes are considered.  Such a model of entry mode choice has been proposed by Pan and Tse (2000).  Their model distinguishes two stages.  At stage one the choice is between equity and non-equity modes and at a second stage different types of equity and non-equity modes are selected.  In terms of the entry modes considered here we may distinguish between those modes that involve use of a specialist external intermediary, i.e. a domestic or foreign based agent or distributor, and modes that involve the firm internalising the exporting activities by exporting directly or by establishing its foreign branch office.  Having decided whether they will internalise the exporting activity or not the firm then has to decide what form this will take. 

In order to test this two stage model we estimated three dichotomous logit models.  The first stage model focused on the probability of internalising versus externalising the exporting function.  The two second stage models focused on (a) the probability of choosing a foreign versus domestic based intermediary and (b) the probability of choosing a foreign branch office over direct exporting.  Stepwise logistic regression was used to estimate the models, with entry parameters set at 15% to ensure that all potential predictor variables were considered, but only models where the predictor variables were significant at the 10% level or better were considered.  We also checked for multicollinearity among the variables entering the model. The results are shown in Table 6.  

The first stage model is significant and shows that geographic distance is inversely related to use of internalised modes and size as directly related to use of internalised modes. Two interaction terms are significant.  That between geographic distance and the service dimension of asset specificity is directly related to internalising export activities and that between cultural distance and years a firm has been involved in exporting is also directly related to internalising export activities.

Turning to the second stage models, the choice between domestic and foreign based intermediaries is not well explained by the predictor variables.  The interaction of cultural distance and years in exporting is marginally significant and indicated that foreign based intermediaries are less likely to be used when this is greater.  The probability of using a foreign branch compared to direct exporting increases with cultural distance, the size of the firm and the number of products exported.  The interaction of geographic distance and the service dimension of asset specificity increases the likelihood of establishing a foreign branch office.

Discussion

To simplify the discussion we will focus only on the main effects multinomial model and the hierarchical model results. First we consider the direct effects of each type of predictor variable and then we consider the interaction effects.  

Only the service measure of asset specificity has a significant impact on entry mode choice in the case of the multinomial model.  Establishing a local branch office compared to using domestic export agents is more likely when products require higher levels of service.  This supports hypothesis H1 in that high levels of before and after sales service lead to the development of human asset specificity.  Sales and service personnel interact more closely with customers and have to develop a closer understanding of them.  The result is consistent with other research that has focused on human asset specificity (Rindfleisch and Heide 1997).  

The absence of any significant relationship with the Hitech measure suggests that this is not a transaction specific asset but more a firm specific asset that helps it differentiate its offer.  Because only exporting modes are being considered, there is a smaller risk of opportunistic behaviour from foreign counterparts appropriating the firm’s production technology.  This dimension is likely to be more important when foreign manufacturing modes are considered such as licensing or joint ventures compared to a fully owned operation.  

Sales to the foreign market or duration of involvement in the market are not significant predictors of entry mode in either the multinomial or hierarchical models, hence there is no support for hypotheses  H2 and H3.

Cultural distance has a strong link with choice of entry mode in the multinomial model.  The less integrated entry modes are all more likely to be used compared to foreign owned branches when cultural distance and hence uncertainty is greater.  This does not support the TCA hypothesis H7 but does support the NWA hypotheses H9.  Firms are reluctant to set up foreign branch offices when cultural distance is larger because this exposes them to more risk than other modes.  The effect is stronger for direct exports compared to using domestic or foreign market based intermediaries, indicating that direct exporting is more sensitive to cultural distance than the other two modes.  

Further clarification comes from the second stage of the hierarchical model.  This shows that cultural distance is not a significant predictor of the choice between internalising and externalising exporting activities but it is a significant predictor of the choice between the two forms of vertically integrated modes i.e. direct exporting versus a foreign branch office.  Given the choice of a vertically integrated mode, the greater the cultural distance the more likely are firms to use direct exporting rather than a foreign branch office.  Again the result does not support TCA hypothesis H7 and does support H9. 

The multinomial model indicates that firms are less likely to use direct exports compared to foreign owned branches when geographic distance is greater.  Firms serving markets very distant from Australia, such as Europe and the USA, are more likely to set up local branch offices than to serve them directly from Australia because of the problems of communication, which can be a source of behavioral uncertainty.  This result lends some support to hypothesis H7 and not H9 in terms of the choice between types of vertically integrated modes.  The results for the hierarchical model indicate that geographic distance is associated with using specialist intermediaries and not vertically integration, which is contrary to H7 and supports H9.  

Both models indicate that larger firms are likely to use more vertically integrated modes. They are more likely to use foreign branch operations compared to the other three modes, are less likely to use specialist intermediaries and are more likely to prefer a foreign sales branch to direct exporting.  All these results support hypothesis H5.  The effect of scale and scope economies is also reflected in the significance of measures of a firm’s internationalisation.  Firms who export to fewer countries are more likely to use domestic based agents rather than to establish foreign branch offices and firms who export fewer products are more likely to export direct than to establish a foreign branch office.  These results support hypothesis H11. 

Turning now to the effect of interaction terms, we focus on the hierarchical model.  The service dimension of the product appears to sensitise the firm to the effect of geographic distance and increases the use of vertically integrated modes compared to using specialist intermediaries.  The problems of delivering adequate service levels in more distant markets encourages firms to forward integrate into exporting.  This supports hypothesis H8.  The correlation between geographic distance and the interaction term is 0.60 and hence the difference in direction of results for the main effect of geographic distance and the interaction effect with years in exporting is not likely to be a result of multicollinearity.  

Given that firms are using a vertically integrated mode, the interaction of geographic distance and the service dimension of the product also affects the second stage choice between direct exporting and foreign branch offices. In other words, the effect of geographic distance depends in part on the type of product being exported.  Firms are more likely to establish a local branch office when geographic distance and the service component of a product is high, which supports hypothesis H8.  

The interaction of cultural distance and years in exporting makes firms more inclined to internalise export activities rather than relying on specialist intermediaries.  The effect of export experience moderates the effect of cultural distance and makes firms more willing to forward integrate into exporting.  Interestingly this contrasts with the multinomial main effects result indicating that firms are more likely to use any of the less integrated modes compared to foreign branch offices, when cultural distance is high.  The effect of export experience thus moderates the effect of cultural distance on uncertainty.  Experienced firms have more knowledge of foreign and dissimilar markets and are able to perform more of the export activities themselves because internal production costs are now lower or as a means of reducing transaction costs.   Hence the results provide support for H10.

The interaction of cultural distance and years in exporting is also a marginally significant predictor of the choice between domestic and foreign based intermediaries.  The result suggests that export experience reduces the probability of using foreign based intermediaries when uncertainty is high.  This seems contrary to the preceding result but a possibly explanation is that when uncertainty is high more experienced firms prefer to deal with an export intermediary based in the domestic market, with whom they can have more direct and frequent contact, rather than a foreign based one.  The effect of email, faster travel and the internet may tend to diminish this effect over time.  Not too much should be made of this results as it is only marginally significant (p = 0.64).

The lack of significance of the interaction terms between uncertainty and the duration of a firm’s involvement in a particular market is interesting.  It appears that the experience gained generally in international markets is more important in affecting how firms deal with uncertainty and select entry modes, rather than the experience gained in a focal market.   The role and importance of developing relations with intermediaries can be learned in any market and then influences behaviour in other markets with the same kinds of uncertainty.  In addition the same intermediary firm may be used to handle exports in a number of markets.   The resources and expertise gained from international operations generally, rather than just in the focal market, impact on the way a firm moves up the establishment chain in the focal market.

Conclusions and Future Research Directions

Our review of the transaction costs and network approaches to understanding entry mode choice and performance identified a number of competing as well as complementary hypotheses regarding the nature and causes of asset specificity and its impact, the nature, sources and role of uncertainty, and the effect of the temporal nature of interfirm relations.  In addition, several potential interaction effects were identified among these dimensions.  

Our results show that support exists for hypotheses stemming from both the transaction cost and network approaches in terms of factors affecting coordination costs between firms.  They also show that factors affecting production costs, ie the costs of carrying out exporting activities within a firm as opposed to being carried out by a specialist intermediary, also have a strong impact on entry mode choice and performance.  An overview of the results is presented in Table 10, which shows the hypotheses associated with each type of predictor variable and the results supporting or not particular hypotheses. 

Our results underscore the need to consider both transaction costs and production costs understanding entry mode choice and performance.  They also reinforce the importance of the temporal nature of firm relations and that the efficiency of individual transactions cannot be considered in isolation because of the development of relations and firm learning. Over time.  Significant interaction effects have been found between several types of factors that need to be confirmed in future research.  These include interactions between the asset specificity of a product, in particular its service dimension, and uncertainty arising from cultural and geographic distance and between uncertainty and a firm’s experience in a market and in exporting generally.  exporting and the role played by uncertainty and the size of its market involvement.

The choice of export entry mode is shown to be more complex than a choice between alternative governance modes to reduce transaction costs.  A two stage hierarchical model of entry mode has been proposed in which different factors are important at each stage, and is based on a similar model developed by Pan and Tse (2000) of equity versus non-equity modes of foreign market entry..  

At the first stage is the choice between using an external specialist intermediary of some kind or integrating forward into exporting activities.   This depends critically on production costs i.e. the ability to gain economies of scale and scope internally in carrying out the various types of international marketing activities involved..  This in turn depends on the firm’s overall size and the geographic distance to the market.  Larger firms are more able to forward integrate into exporting but geographic distance makes coordination more difficult hence limits forward integration.  An additional factor is the type of product involved which affects the impact of geographic distance.  For products involving high levels of service, firms are more likely to forward integrate when geographic distance is greater, because of the problems of providing adequate service at a distance. Lastly, the impact of cultural distance on use of specialist intermediaries is moderated by the experience of the firm in exporting.  More experienced exporters confronting greater cultural distance are more likely to forward integrate into exporting than less experienced exporters, presumably because the perceived or “psychic” distance is lower. 

If production cost considerations or geographic distance prevent a firm from internalising the exporting activities, the choice is then between a local or foreign based intermediary.  This choice is not well explained by our model but seems to depend in part on uncertainty and the experience of the firm in export markets.  Firms with more international experience are more likely to use a domestic based intermediary when cultural distance is larger, which may reflect their desire to have closer and more frequent contact.  

If a firm can efficiently undertake its own exporting activities it can choose between exporting direct to customers or establishing its own foreign sales operation.  This depends on size, uncertainty and type of product.  Larger firms that export a number of different types of products are more likely to set up a local branch office.  But the problems due to cultural distance lead firms to prefer exporting direct to users rather than incurring the extra costs and risks of setting up a local office.  Lastly, when the geographic distance to the market is large and the product requires higher levels of service, firms are more likely to set up a local branch office. 

As with any research of this kind there are a number of limitations to be acknowledged.  First, it is based on a study of manufacturing firms only carried out in a one country. Some of the results may reflect the peculiarities of Australia’s location, its export markets and the composition of its exports.  In particular, it is a primary industry based economy with a focus on exports of simply rather than elaborately transformed manufactures.  Second, we focused on exporting and did not include foreign manufacturing as an entry mode. Third, the study did not attempt to measure transaction or production costs directly but only the factors theory suggests impact on these costs.  Fourth, we did not include various legal and institutional factors constraining choice of entry mode in particular countries. 

Based on the experience of this research some improvements can be suggested for future research of this kind. Better measures of some of the constructs are required.  First, direct measures of transaction and production costs could be used, which would involve gathering more information about the costs and history of particular export entry modes and the nature of the relations a firm has with foreign counterparts.  A more direct measure of product asset specificity is required as well as relationship asset specificity.  We focused on the service nature of products and the resultant human asset specificity required, as other researchers have done (Rindfleisch and Heide 1997), but asset specificity includes the commitment of other resources. It is also important to distinguish between asset specificity that exists prior to a relation and asset specificity that is co-produced as a result of a relationship.  In this study we used the length of time a firm has been involved in a market and in exporting generally as indicators of a firm’s likelihood of developing closer exchange relations and therefore relationship specific assets. More direct measures are required of a firm’s relationship resources including relations with intermediaries or customers it deals with in more than one market.  The symmetric or asymmetric nature of any relationship specific assets between the exchange partners should also be measured. Lastly, the measures of cultural and geographic distance could be refined to reflect the perceptions of individual decision makers rather than a general characteristic of a market.

Finally, we offer some additional suggestions for future research directions. First, alternative modelling methods should be used to examine the causal paths among key constructs rather than using logit to regress entry modes on the various predictor variables. This would allow performance measures as well as more direct measures of production and transaction costs to be included in the model.  In addition to cross sectional survey based methodologies we also need more studies of the development of entry modes over time and more detailed activity based costing analysis of particular entry modes under different conditions. 

Second, our research revealed a number of cases in which firm’s use multiple entry modes in the same market.  Other researchers have reported similar findings.  Petersen and Welch (2002)  have focused attention on this area and suggested some explanations but there is a need for theory development in the area of combination entry modes as well as case studies and  model testing.  

Third, the network approach suggests the need to include additional types of explanatory variables into our models of entry mode choice (Wilkinson 2001, Wilkinson and Young 2002).  This includes the characteristics of the relations a firm has with other firms such as suppliers (especially international suppliers), intermediaries, customers, competitors and complementary firms.  These relations may affect choice of country and entry mode, as when a firm follows actual or potential domestic customers into international markets (???Japanese study, or when it learns from its input relations about export opportunities Welch and Welch input-output rels???. As we have already noted, the characteristics of the domestic and international market networks in which a firm operates are likely to have significant impacts on entry mode choice and performance. These factors need to be incorporated into future models and empirical research.. 
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A Contingency Model of Entry Mode Performance


source: adapted from Donaldson (2001) p12

Table 1

Classification of countries by Cultural and Geographic Distance from Australia

a) Cultural distance
Very close (code = 1): South Africa, New Zealand, UK, Italy, France, Spain, USA, Canada, Norway,Federal Republic of Germany, Sweden.

Medium (code = 2): Papua New Guinea, Fiji, South Pacific Islands, Hongkong, Taiwan, Japan, Indonesia, Malaysia, Philippines, Singapore, Thailand, South Korea, People's Republic of China.

Very distant (code = 3): Brunei, Burma, Cambodia, Laos, Macao, Vietnam, North Korea, Afghanistan, Pakistan, Mongolia, India, Sri Lanka, Bangladesh, Nepal, Bhutan, Noumea, Solomon Islands, Tonga, New Caledonia.

b)  Geographic Distance

Very close (less than 5000 kms, code =1):  New Zealand, Papua New Guinea,  Fiji, New Caledonia, Noumea, Solomon Islands, Tonga.  

Medium (5000 to 10,000kms, code = 2): South Pacific Islands, Hongkong, Taiwan, Japan, Indonesia, Malaysia, Philippines, Singapore, Thailand, Vietnam, North Korea, South Korea, China.

Very distant (greater than 10,000kms, code = 3): UK, Burma, Pakistan, Afghanistan, India, Sri Lanka, Turkey, Kuwait, Iran, Iraq, Israel, Lebanon, Greece,  Eastern Block, African Nations, USA, Canada, Norway, Sweden, Austria, Belgium, Mexico, Switzerland.

Table 2

Factor Analysis of Product Characteristics 
(Maximum Likelihood with Varimax Rotation Chi Sq = 7.5 n.s.)

	Product Attributes
	Factor 1
	Factor 2
	Factor 3

	Product is unique, differentiated or represents advanced technology
	.76
	.19
	.01

	The production process is exclusive to our firm
	.67
	-.01
	-.03

	Product has significant advantages over competition
	.57
	.14
	.08

	The Company R&D level exceeds industry average
	.56
	.24
	-.08

	Product requires extensive training to operate and use
	.10
	.76
	-.09

	Product requires considerable after sales support
	.21
	.66
	.09

	Principal Product is the same product as is sold domestically
	-.11
	-.10
	.80

	Principal Product is a standardized product applicable to most foreign markets without any modification
	.07
	-.01
	.41

	Alpha for underlined items
	.76
	..69
	.46


Table 3 
Perceived Risk Scale

	Items
	Loading

	Exporting should only be considered when opportunities in Australia are completely exhausted
	.71

	There is too much risk involved in exporting for my organisation to be engaged in it
	.86

	The quality of my company’s products could never be good enough to sell in overseas markets
	.75

	Exporting is too different from marketing in Australia to enable my organization to succeed
	.83

	Alpha
	0.87


Table 6 
Two Stage Model of Export Entry Mode: Stepwise Logit Regression

	mode
	Stage 1

Int’mediary or Vert Int.
	Stage2A
Domestic or Foreign Int’mediary
	Stage2B

Direct versus Foreign Sales Branch

	Domestic or Foreign Intermediary = 0 (n)
	150
	37
	78

	Direct Exports or Foreign Sales Branch =1 (n)
	133
	113
	55

	
	
	
	

	Variable
	
	
	

	Intercept
	-.095
	1.526***
	.441

	Product Asset Specificity
	
	
	

	Hitech
	
	
	

	Service
	
	
	

	Foreign Market Size and Duration of involvement
	
	
	

	Sales to Market 
	
	
	

	Years exporting to Market
	
	
	

	Uncertainty
	
	
	

	Cultural Distance
	
	
	-.184***

	Geographic Distance
	-.608***
	
	

	Perceived risk
	
	
	

	Firm Scale, Scope and Internationalization
	
	
	

	Firm Size
	.002**
	
	.002**

	Percentage of Exports
	
	
	

	No. of countries exported to
	
	
	

	No. of Products Exported
	
	
	.442**

	Type of Industry
	
	
	

	Consumer
	
	
	

	Industrial
	
	
	

	Interaction Effects
	
	
	

	a) Uncertainty*Asset Specificity
	
	
	

	Cultural distance*Hitech 
	
	
	

	Cultural distance*Service
	
	
	

	Geographic distance* Hitech
	
	
	

	Geographic distance* Service
	.103**
	
	.161**

	Perceived risk *hitech
	
	
	

	Perceived risk *service
	
	
	

	b) Uncertainty *Duration
	
	
	

	Cultural distance*years in market 
	
	
	

	Cultural distance*years in exporting
	.077**
	-.093*
	

	Geographic distance* years in market
	
	
	

	Geographic distance* years in exporting
	
	
	

	Perceived risk * years in market
	
	
	

	Perceived risk * years in exporting e
	
	
	

	
	
	
	

	b) Market involvement* Duration
	
	
	

	Foreign Market Sales*years in market
	
	
	

	Foreign Market Sales *years in exporting
	
	
	

	
	
	
	

	Chi Square (df)
	22.66 (4)***
	3.369(1)*
	46.42***

	Cox and Snell R Square
	.077
	.022
	.295

	Percent Correctly classified
	64%
	75%
	74.4%


*=P<.1 **=P<.05 ***=P<0.01
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