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Abstract

Scholars have given considerable attention to the development of the various theories of
internationalization and foreign direct investment in order to explain the
inter nationalization process and strategic directions of firms. However, there is no solid
agreement between the different theoretical points of view to describe and predict the
behaviour of firms during their international expansion process. This study attempts to
offer a comprehensive analysis of the major theories related to the internationalization of
firms. The research objectives are to investigate similarities and differences between
various approaches, discuss their shortcomings, and provide some extension. Finally, a
new theoretical framework of internationalization is proposed.
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INTRODUCTION

Globalization and liberalization of market have caused many business firms tmtictealize
their operations (Asgari, Ahmad & Gurrib, 2010). During the process of intenahtxpansion, firms
should strategize their position in selecting favourable markets and entry tmiwg]l as in choosing an
appropriate mode of operation in those markets (Ekeledo & Sivakumar, 2004; Kumar & Subramaniam,
1997). Researchers have presented various conceptual models based on profound theories tioeexplo
factors that may influence the process of internationalization and theectioentry mode in foreign
markets (Anderson & Gatignon, 1986; Buckley & Casson, 1976; Dunning, 1977; Sharma & Erramilli,
2004). Theories of internationalization explain the behaviour and strate§iymsf in international
markets. However, in spite of their experiential support, these theories é@mvedrently challenged by
evidence that rapid internationalization can take place in certans fi{Axinn & Matthyssens, 2002;
Chandra, Styles & Wilkinson, 2012; Ekeledo & Sivakumar, 2004; Hashai, 2011; Kwon & Konopa, 1993;
Zacharakis, 1997).

This study aims to review the literature of internationalization, their fundamentalEsmsran

support, applicability of the models, and their contribution to international buskmesgledge. As
pointed out by Axinn & Matthyssens (2002), most of the internationalization thewriginated from
developed countries and industrial organization approaches, and, therefore, they may be inadequate t
explain the expansion of firms from developing and emerging markets. The rapgksha the world
business environment following the 1990s including the elimination of trade and ienestanriers, the
dominance of service industries and the emergence of new markets have createdenagw fer the

global economy that is more dynamic and complex. Consequently, these theories may not e able t
explain the international behaviour of firms today.

THEORIES OF INTERNATIONALIZATION

International business studies initially relied on economic theories that were batkedl930s
(Buckley, 2011). However, the early theories of internationalization weralirced by researchers in the
1960s and 1970s. Sharma & Erramilli (2004) grouped these theories into three paradigrket- mar
imperfection paradigm, behavioural paradigm and market failure paradigm. Sindateh&980s,
contemporary approaches including the resource-based view (RBV) and the contingencgrieegeg
to explain the international behaviour of firms (Cumberland, 2006). As shown in Table 1, thesgparadi
and approaches include nine major internationalization theories. They share variousctsoastd
explain the strategic decision-making of firms in order to remain succasshd international arena (see
Burgel & Murray, 1998; Cumberland, 2006; Sharma & Erramilli, 2004; Zhao & Decker, 2004).

Table 1: Theories of Internationalization and Entry Mode

Paradigm Theory Explanation of the Choice of Entry Founder

Market Monopolistic Advantag If market imperfection is high, FDI will be preferre{ Hymer (1960)

Imperfection Theory Otherwise, licensing is adopted.

Paradigm International Product | In the early stage of product life cycle, exporting] Vernon (1966)
Life Cycle Theory preferred. In later stages, FDI is adopted.

Behavioural Internationalization Due to market uncertainty, firms use sequential st Johanson &

Paradigm Theory entry modes from indirect exporting to dirg Wiedersheim-Paul

exporting and full ownership | 7
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Networks Theory If network relations provide strong competitiy Hakansson (1987)
advantages, FDI is preferred. Otherwise, low con
modes are adopted.
Market Failure | Internalization If firms face a high market failure, FDI is preferre Buckley & Casson
Paradigm Theory Otherwise, licensing is adopted. (1976)
Eclectic Theory If home market has (L), exporting is preferred. If ( Dunning (1977)
(OLI Model) resides in the host market, high (I) will result in FI
Otherwise, licensing is adopted.
Transaction Cost Theq If transaction-specificity of an asset is high, firf Anderson & Gatignor
(TC) prefer high control modes. Otherwise, low cont (1986)
modes are adopted.
Current Resource-based Firms with strong firm-specific resources prefer hi Wernerfelt (1984)
Approaches View (RVB) control modes. Otherwise, low control modes
adopted.
Contingency Theory | Choice of entry mode depends on the internal | Okoroafo (1990)
external environmental factors. Inseparable ser
firms prefer franchising or WOS.

The market imperfection paradigm originated from the industrial organizationah@@tof the
firm introduced by Bain (1956), in which industries that operate in imperfecketsawith few
competitors and high entry barriers are expected to provide higher returns. Mapkdiections may
exist in product markets (e.g. product differentiation, brand name and marketing skills) and faats mar
(e.g. proprietary technology and managerial skills), or include imperfect cdmpetaused by
government policies and restrictions (e.g. tariffs) and imperfect coiopetitie to economies of scale
(Fahy, 2002; Malhotra, Agarwal & Ulgado, 2003). According to Sharma & Erra(@llD4), in an
imperfect market, the certainty of the competitive environment is higher and alfteains more market
power, controls products and price, and gains higher profits. Such a firm is ablgra the number of
existing and potential rivals by different means. Hymer (1960) argued that firnamigary to restrict
markets in their home country but also they aim to control foreign markets. Baséé ordustrial
organizational (I0) theory, international operation is more costly than dmilsgness in the home
country. Therefore, multinational corporations (MNCs) need to have some advantages to loe able t
operate in foreign markets and bear the consequent costs (Axinn & Matthyssens, 2002arkgte m
imperfection paradigm includes the monopolistic advantage theory and the international producelife cycl
(IPLC) theory.

The behavioural paradigm originated from the behavioural theories of Cyderéh (1963) as
well as Aharoni (1966). They viewed internationalization as a reactive anagsogr learning process,
in which gathering knowledge drives firms to enter foreign markets (Blomsté3harma & Sallis,
2006). It is suggested that the market knowledge of a firm grows gradualltimedsecause the cost of
gaining information is high and managers have bounded rationality. In an imperfket,ragirm seeks
short-term benefits, avoids risk and instead of maximizing profit, favours stbsfaSharma &
Erramilli, 2004). According to Sharma & Erramilli (2004), the behavioural pamadigoposes that
investment in the market increases slowly and firms evade inter-fiatioredhips, as it needs a high
resource commitment in the long-term. Based on this approach, the internatimmalihabry was
created, in whicha firm’s internationalization process occurs slowly and gradually. This process is
motivated by a firm’s experiential knowledge, which is gained by market activity in foreign markets
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(Blomstermo, Sharma & Sallis, 2006). Later, researchers introduced the netwais twhich justifies
the expansion of nascent firms without following the stage models of internationalization.

The market failure paradigm is rooted in the theory of a firm’s nature, offered by Coase (1937)
who believed that a firm selects between markets and hierarchies by consideringdtied efficiency.
According to the market failure paradigm, when market competition is pedeccontrol modes, such
as exporting or licensing, are more efficient. If the market fails, agiefers foreign direct investment
(FDI) and internalizes its operations. This paradigm has been the dominant pamadginyi mode
studies since the late 1970s (Sharma & Erramilli, 2004). The internalizadoryt eclectic theory and
transaction cost theory provide different views of this perspective.

Since the 1980s, researchers who criticized the existing static models of internatiiomaiizd
to offer new ideas for drawing a better framework for decision-making. Tayorrapproaches appeared
in this period including the resource-based view and contingency theory. The firgxjuams how
firms gain competitive advantage from their resources and capabilities. It@igs beyond market
failure by considering the choice of entry mode in all types of markets. Taevew links the decision
of entry and the form of operation to the situation in which a choicede and to the people who make
the choice.

Monopolistic Advantage Theory

Hymer (1960) studied the foreign direct investment (FDI) of U.S. companies aft& War I
and founded the monopolistic advantage theory. He was an economist and one of the founders of th
theory of the multinational corporation (Buckley, 2006; Dunning, 2006; Pitelis, 2002n¥samorsgren,
2006). Later, he converted to Marxism and criticized the activities of MNCs and their impact on the world
economy (Buckley, 2006; Pitelis, 200@)fter his death in a car crash, Hymer’s thesis was published in
1976 and his ideas received universal recognition (Pitelis, 2006). Buckley (2006) classifiedsHjeas
in three distinctive phases, during which Hymer’s focus shifted from the micro-dynamics, such as
transactions and the firm, to the macro-dynamics or the world economic systemashdwminated by
Western MNCs.

As Hymer (1960) argued, if a firm owns valuable firm-specific assets that areasdy
replicated by competitors, it can generate higher rents and compensate the high ioosstio§ and
operating abroad (Burgel & Murray, 1998). He believed that firms with a superior advantage i
imperfect product market would favour FDI. Otherwise, licensing is preferretidition, the direction
of FDI depends on the easiness of entry into a specific target country. He consideterttim@lsmarket
imperfections, such as economies of scale, knowledge advantages and diversification, as imgiorgant fa
that allow the use of firm’s advantages and obtaining a monopolistic power in foreign markets (Buckley,
2006; Claver & Quer 2005). According to Hymer (1960), FDI inflows do not rétateountry-level
factors, such as high interest rate (Buckley, 2006; Kogut & Singh, 1988; Row2h06), He argued that
cross FDI happens at the same time and often in a similar industry, while sorsieiesdabsorb more
FDI flows (Buckley, 2006; Rowthorn, 2006; Teece, 2006). Hymer regarded the United &tattes
birthplace of modern MNCs (Yamin & Forsgren, 2006). Hymer viewed the nationalitynod s an
influencing factor in three aspects, i.e. the firm itself, its stakelwlgied its managers. Consequently,
firms are distinct by their nationality (Buckley, 2006). The strategic mativieINCs for international
expansion at that time was market seeking and they entered foreign marketslyotleipgxisting
products to those markets (Pearce & Papanastassiou, 2006).
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Hymer (1960) pointed out that FDI is an important mechanism for cross-border expahsion
firms for two reasons. The first motive for FDI is the intra-fitnansfer of organizational and
technological advantages generated by firm-specificuresothat are developed in the firm’s home
country. To obtain full returns from these advantages and increase profits, fiabtisesforeign
operations and compete with firms both at home and in the host markets (BérbaButkley, 2006;
Claver & Quer 2005; Pitelis, 2006; Que, Claver & Andreu, 2007; Sharma & Hiré2004; Teece,
2006). The second driving force for FDI is the removal of conflict by coimgobusiness activities in
foreign markets. The need to control foreign operations forces the firnake more investment in a
target country than what is necessary for an optimal portfolio (Buckley, 206bs,22006; Teece, 2006).
Hymer used a portfolio investmeview and differentiated between it and the traditional concept of FDI,
which requires controlling foreign operations while portfolio investment gigesontrol but a share of
ownership. In portfolio investment, a firm distributes the risk by investitegnationally and expects to
earn higher returns (Buckley, 2006; Pitelis, 2006; Sharma & Erramilli, 2004).

Hymer (1968) discussed the international expansion of MNCs and its relationshigxteithal
market imperfections (Buckley, 1990). He underlined both horizontal and verticatatimeg and
described FDI in terms of the speed advantages of the intra-firm trandfapwfedge (Pitelis, 2006;
Teece, 2006). Hymer (1968) changed his emphasis on the technological advantagdisnoftd the role
of MNCs in the international division of labour. At that time, most countriedymed raw materials for
the industries owned by MNCs, which had a technological advantage. Subsequently, market
imperfections led large firms to internalize and take control across nationigrs (Casson, 1990). These
imperfections also encouraged firms to cut the price and motivated the firbadkward or forward
integration (Buckley, 2006). According to Hymer (1968), imperfections in theatapérket persuade
shareholders to diversify a firm’s activities and reinvest their revenue to obtain more profits. However,
market regulations may restrain managers of large firms.

After conducting research in Africa and travelling to Latin America, Hynes attracted to the
problems of the labour market and the economic inequality in less developed countries. Qtiyshgue
adopted Marxist views about the dynamics of capitalism and its evolution (Buckley, R066ing,

2006; Rowthorn, 2006). Initially, Hymer (1966) condemned the foreign domination of @anadi
industries by the U.S. and European firms. He argued that the increasing FDI flows of idGham

an unequal monopolistic or oligopolistic bargaining power that resulted in uneven development (Dunning,
2006). Hymer (1970, 1971) considered MNCs as agents of an international capitalist systEm, w
causes economic inequality in the world and brings poverty for developing countries. Furthermore, MNCs
can decrease social efficiency by building cartels or groups in an industgivisthem an oligopolistic
dominance (Buckley, 2006; Dunning, 2006). This allows MNCs to obtain monopolistic advantages based
on their economies of scale, superior proprietary technology, or superior knowledgerketing,
management or finance (Barnat, 2005). Hymer (1970) suggested that governmemtscehtiol the
market in order to prevent the firms from obtaining unlimited monopolistiaradges and dominating

the market.

The monopolistic advantage theory, as a direct application of the 10 theory of Baé),(th8lieved in

the role of Ricardian rents in the international expansion of firms (Sharma & Hrra604). Ricardian
rents include returns surplus to their opportunity costs. Therefore, this thednasésdor the resource-
based view, in which thénternationalization process of firms is determined by their resources and
capabilities(see Barney, 1991;Burgel & Murray, 1998; Kumar & Subramaniam, 199%¥ernerfelt,
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1984. According to Hymer (1960, 1976), at the time of market entry, firmsdddéional costs related

to the business operations in unknown business environments where local competitors milssess
tangible and intangible advantages. These costs of doing business abroad (CODBA) include expenses f
acquiring information about cultural, political and economic differences betweehdme and host
markets as well as the attitudes of customers, suppliers and government ageheiéssh countries. To
overcome such costs and make the foreign business profitable, firms have to utilizestihgices and
advantages or adopt local institutional settings (Bunyaratavej, Hahn & Doh, 2007;GZlifih, & Hu,
2006; Fahy, 2002; Malhotra, Agarwal & Ulgado, 2003). Hymer’s idea of CODBA was the basis of the
concept of the liability of foreignness (LOF), which was introduced by Zaii®8&5) and viewed as a
challenge for firms in their internationalization process (Bunyaratavej, Bldboh, 2007; Chen, Griffith

& Hu, 2006; Klossek, Linke & Nippa, 2012).

Kindleberger (1969) continued Hymer’s studies on the FDI of U.S. firms. He claimed that a
firm’s superior advantage may arise from market imperfections and can decrease competition intensity
a host country because firm-specific resources are imperfectly imitable. dreerffirm with valuable
resources can gain competitive advantage or market power (Fahy, P®@2; 1980). Caves (1971)
expanded Hymer’s theory and introduced the imperfect market theory. He added the product
differentiation as a key ownership advantage, which causes firms to locatertgariction in foreign
countries. A firm with various products can attract local customers and comgeteaaitmanufacturers.
Such an advantage over local firms helps the firm control the market price. Accarddageas(1971),
companies with product differentiation prefer FDI in the industries wigh hesearch and development
(R&D) and marketing activities (Barnat, 200%nickerbocker (1973) extended Hymer’s theory to
oligopolistic markets and introduced the oligopolistic theory, in which FDI occurs whparfiect
competition is high or a few companies have oligopoly in the market, wheraasoimpetitive market
with low imperfection, licensing is preferred.

Although the monopolistic advantage theory was the foundation of international business theory
and contributed to the theory of MNCs, this theory has been criticized by many resezmghias that it
should be adjusted to the modern concept of global ventures and international trade (s®e BOQE
Teece, 2006). As Sharma & Erramilli (2004) stated, this theory is only a pexpldnation of the
ownership dimension and it is not able to explain conditions under which joint venture cingxjs
chosen to operate. In addition aiffirm utilizes monopolistic rents by restricting its output and geeerat
an exploitable scarcity, it will receive high returns whereas, today, MNGagenew products and offer
them to emerging markets in order to obtain higher returns (Buckley, 1988r also neglected the
concept of value creation, in which a firm expands overseas to acquire new resograepabilities
(Pitelis, 2006). Buckley (2006) argued that Hymer’s focus on innovation was weak while innovation is a
major motive of firms to expand globally. In contrast, Pearce & Papanastassiou (2006J jpoit that
Hymer (1970) paid considerable attention to the innovation process and believed thatchiNiCs
develop low cost new products by exploiting their advantages in foreign marketsvétowe did not
view product development and innovation as technological progress but as a mehasitension of
MNCs’ dominance over the world economy (Yamin & Forsgren, 2006).

According to Teece (2006), the dominant form of business activities of M@z time of
Hymer was monopoly (and oligopoly), which affected his views while the nature of international business
as well as the nature and origin of MNCs and their activities has draltyatitanged in recent decades.

If host governments follow Hymer and restrict FDI flows and the activitiddMEs, they will lose their
Published by Asian Society of Business and Commerce Research 42
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access to the capabilities. A major problem was that Hymer had no reabdftce criteria to assess
MNCs. He considered perfect competition as his benchmark, which is rarely achievablmarkéte In
addition, Hymer’s ideas were shaped based on his experiences in third world countries at the end of the
colonial era with poor agriculture-based economies (Buckley, 2006). Therefore gthrig it not able to
interpret the international business activities in the modern global vibageing (2006) argued that the
hostile approach of the governments of developing countries towards private compfnexed
Hymer’s ideas about MNCs while nowadays the relationship between MNCs and host governments seem

to be friendly. In addition, MNCs supply host countries with resources, which they cannot obtain easily or
should buy at a higher cost (Dunning & Rugman, 1985). The monopolistic advantage theory overlooked
the role of government in shaping institutions and its responsibility fiingetffective policies in order

to support MNCs and patrticipate in international economic development (Dunning, 2006). lanadditi
Hymer ignored the role of small firms in the world economy. Furthermorieshsted on central planning

by governments based on the Marxist ideology, which subsequently failed in mosstsooiattries
(Pitelis, 2006). According to Pitelis (2006), this theory did not pay attentiarireafirm conflict or intra-

firm decision-making.

International Product Life Cycle Theory

Vernon (1966) introduced the international product life cycle theory oPih€ model, in which
internationalization is a sequential process related to the difference in productidavets between
various countries (Reinest al., 2008). The IPLC model develops a new perspective regarding the
delocalization of production activity (Mardanov, 2003). This theory explains hamnasWitches from
exporting to FDI (Sharma & Erramilli, 2004). According to Deardorff (2000), airdedéh market
demands results in relocating the production line to countries with lower teciesdlogt have available
or cheaper resources. Therefore, increasing the product maturity justdiesldcation of production
facilities to foreign markets (Melin, 1992). MNCs usually introduce and produce new prodbigs-
income developed countries, such as the United States to take advantage of the diighadetomestic
market (Vernon, 1966, 1979).

According to Vernon (1966, 1971), internationalization process takes place fhwnirgjages of
the product life cycle- introduction, growth, maturity and decline stages. At the introduction stage,
production is in low quantities and with no standardization, and costs are not atkeyasdirms focus
on flexibility, communication and control. At this stage, U.S. firms may befrefih exporting their
products to potential markets in other developed countries. During the growth ssmgkrdization
increases and firms try to cut production costs and gain economies of scale. AigiidJsE. firms start
investment in moderate-income developed countries such as Europe. While the product enters the
maturity stage, competitors in foreign countries produce alternative products to dgraprdiigand share
the market. Then, U.S. firms move their production line to those markets in @¥d=e( their position in
the market. At this stage, the product is standardized and firms may locafaddeiction in developing
countries that offer competitive advantages and, sometimes, even import the produdy thadeown
subsidiaries in the host markets. During the decline stage, market demand in deneldmdd such as
the U.S. declines. At this stage, firms from host countries enter the U.S. mackebmpete with U.S.
firms by offering cheaper and alternative products (Malhotra, Agarwal &ddig2003; Reinest al.,
2008; Rutashobya & Jaensson, 2004; Sharma & Erramilli, 2004).
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The IPLC theory offers a firm-specific and product-specific model that explaide tretween
nations (Rutashobya & Jaensson, 2004). Although the IPLC model considers the firritsldaels is
mainly on the country level of trade (Mardanov, 2003). By focusing on the location advahtag host
country, this theory explains why firms make different foreign investmensidasiin different target
markets (Kumar & Subramaniam, 1997). Toyne & Walters (1993) merged the first two stages of the IPLC
model and developed a three-stage model, which included a new product stage, a maturity stage and
standardization stage. Poh (1987) studied the relation between PLC and export competitiveness.
Malhotra, Agarwal & Ulgado (2003) modified this three-stage IPLC model and saddbat firms with
innovation capability in a trading bloc can benefit from the primary comparativantage that the U.S.
firms enjoyed.

The IPLC model was criticized as being too general to explain the glatiatizpatterns of all
firms while the entry mode choice in the globalization stage is moretigel@nd strategic (Kwon &
Konopa, 1993). This theory does not consider products that are traded without experi¢tivingtades
of the PLC due to technological changes and deregulation of markets (Rutashoagas&od, 2004).
The main limitation of the IPLC theory is that it explains a time-dependentgsr@rel deterministic
evolutionary path (Andersen, 1997; Malhotra, Agarwal & Ulgado, 2003). Itsséeab such a model is
suitable for manufacturing firms rather than service firms. In addition,IRh€ model does not
adequately describe the products with a short life cycle, and if a company has prevenenegpn
foreign markets, this model cannot exactly explain the internationalizatimegs of its new products
(Mardanov, 2003).

The IPLC theory does not address the choice of different forms of exporting andejoinres
(Sharma & Erramilli, 2004). Therefore, Johansson (2005) developed an optimal entrynatoicte in
which a company can decide to choose a suitable entry mode based on the stage of product life cycle or
market situation and regarding the strategic attitude of the firm. As Table &,siman incremental
entry, firms start from indirect exporting and when products enter the magtage, direct exporting is
adopted. High control modes are appropriate when firms need to exert control ovdfiliagsand for
emerging and matured markets or products.

Table 2: Optimal Entry Mode Matrix

Firm strategic Product or market situation

concern Emerging High-growth Mature Services

Incremental Indirect exporting Indirect exporting Direct exporting Licensing, Alliance

Proteced Joint venture Indirect exporting Alliance, Licensing Licensing

Control Wholly owned Acquisition, Alliance | Wholly owned Franchising,
subsidiary subsidiary Alliance, Exporting

Source: Johansson (2005)

Internationalization Theory

After studying the internationalization process of four Swedish firm@nkan & Wiedersheim-
Paul (1975) introduced the internationalization theory to explain process of irdeah@&kpansion made
by individual firms over time. They argued that firms need an international atthatdéeads them to
venture abroad. This attitude is affected by experiences that firms gain fronafioteal activities. When
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firms decide to go abroad, they face various barriers and risks. To reduce investksenhey need to
obtain knowledge of foreign markets. Therefore, internationalization is a ggaealss in which firms
expand their operations into foreign markets through a stepwise process, which ifamudsEsjuential
and successive stages that represent higher degrees of international involvememtscamde
commitment. In the first stage, firms operate in domestic market and have no ordinary export agctivities. |
the second stage, firms export their products by means of agents or intermedididss countries
During the third stage, firms establish an overseas sales subsidiary. In thedgeglfirms locate their
own production line or manufacturing units overseas. In other words, firms initially enter a forekgth mar
using indirect exporting as a low control entry mode and then, they switcletd elkporting and wholly
owned subsidiaries as high control modes. In such a process, firms graduallgeirtbesa degree of
involvement and resource commitment.

The internationalization theory originated from the behavioural theoByeft & March (1963)
and Aharoni (1966). It was also influenced by the theory of the growth dirthenffered by Penrose
(1959). Later, Johanson & Vahlne (1977, 1990) introduced the Uppsala internatitboralistages model
or U-model, in which a firm utilizes high control modes when its knowleddereign markets is low
and when it achieves more experience and maturity. This approach inspired otheheeseardevelop
the innovation-related models of internationalization or I-models (Andersen, 1998epRuisrich &
Antoncic, 2006). As Larimo (2003) explained, before internationalizing theinéssioperations, firms
need to obtain experience from their domestic market. When a firm has |&etrkaowledge or faces
greater psychic distance, it perceives more uncertainty. Thus, to avoid iemessk, the firm primarily
enters familiar target markets with less psychic distance from its home cofdainanson &
Wiedersheim-Paul, 1975).

According to Johanson & Vahlne (1977), psychic distance includes factors such ancif$en
language, education, culture, business practices and industrial development. As theseekffean
hinder information flow from and to the market, firms perceive higher unogrtdio minimize market
uncertainty and to exploit market opportunities, firms should obtain expatidmbwledge through
personal experience in the specific market. Such experiential knowledge enables thenthie ti&aof
higher resource commitment. Therefore, such firms can enter the markets with higiée gistance
and greater geographical distance (Johanson & Wiedersheim-Paul, 1975).

As shown in Figure 1, the Uppsala model of Johanson & Vahine (1977) is based on four central concepts.
First, market commitment, which refers to the amount of resources committed ¢m foraikets or the
investment size, which may include marketing, organization, personnel and otlserSmeand, market
knowledge, which is the firm’s knowledge about foreign markets and operations. It is divided into general
knowledge about marketing methods and customer tastes, and market-specific knowledge abesit busine
environment, market structure and cultural patterns. Third, current activitiesd) vefer to the current
business operations of firms that help them to gain experience, identify fopggrtunities, achieve the
desired outcomes, and start a new business easier. Fourth, commitment decisions, whictthaclude
decisions made to commit resources to foreign operations. These decisions ara mespense to

market opportunities and threats.
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Figure 1: The Basic Mechanism of Internationalization

State Aspects Change Aspects
Market _ Commitment
Knowledge v Decisions
Market Current
Commitment < Activities

Source: Johanson & Vahlne (1977, 1990)

Johanson and Vahlne (1977) followed the theory of the firm introduced by Penrose {1959),
which he divided knowledge into the objective knowledge and experiential knowledgje. &itering
foreign markets, firms need both types of market knowledge, especially markéicsprperiential
knowledge (Blomstermeat al., 2004). Figueira-de-Lemos, Johanson & Vahlne (2011) explained that
gaining knowledge decreases uncertainty and investment risk. This mayimegudater commitment.
According to Johanson & Vahlne (1990), the four main concepts of the Uppsala modiekede
dependent on each other and affect each other. As Johanson and Vahlne (1977) suggestedtofirms try
increase their long-term profits and avoid taking high risks. In addition, thesstft the
internationalization affects the perceived opportunities and risks, which, inirtfitence the resource
commitment decisions and current business activities. They viewed the firmwasttbéanalysis and a
loosely coupled system in which the individuals have the knowledge, separate interestsnanm
about the firm’s development. Therefore, expatriates working in foreign markets will perceive
opportunities and risks in those markets and try to find solutions that increase their benefit.

The internationalization theory provides a dynamic view of entry mode strategy and zesogni
the role of management in the choice of entry mode. This theory considers batnlacat ownership
aspects (Sharma & Erramilli, 2004). According to Melin (1992), the progressikgnigawhich is
acquired through increasing resource commitment, helps a firm make strategic decibgths.&C
Eriksson (2002) confirmed the mechanism of the Uppsala model and supported the mutual relationship
between experiential knowledge and commitment. Luostarinen (1979) offered the POM models which
similar to the Uppsala model but suggests that when a firm starts itsaiidealization process by
exporting, the first sales object is a physical product or consumer goods whijeitlatédl include
services, knowledge and systems (Larimo, 2003).

Johanson & Vahine (2009) modified the Uppsala model and replaced market committhent w
business networks. They added learning, trust building and opportunity creation insteadeot
activities to the model as process variables. Johanson & Vahilne (2011) vienkstsras networks in
which firms use their relationships and establish strong ties with networkengnfirms may enter new
markets while cooperating with local partners who provide knowledge and resouccesdiAg to
Santangelo & Meyer (2011), firms may change their strategy after enterioiggignf market due to
market conditions or the opportunistic behavior of their partners. In addition¢cahsidered the role of
institutional voids and institutional uncertainty in emerging markets on the ito@nt made by MNEs.
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Institutional voids can decrease flexibility and increase strategic change costforéhdirens will not
reduce the commitment after market entry. Moreover, institutional uncertairdyrages subsidiaries to
increase the commitment and use opportunities for growth.

According to Cumberland (2006), the Uppsala model has been criticized for asing
experimental survey method approach that was not explained in detail. Therefoddfitult to make a
logical link between the empirical study and the theoretical concept. This nssdebes that experiential
knowledge is achieved through the seeking and learning process. It also believiesnghgenerally
avoid risk. However, such assumptions have been questioned. Furthermore, the basic cafidhi®n
Uppsala model are changed during the internationalization process, which means thaaites\of the
model may turn into constants. Therefore, Johanson & Vahlne (2009) made some nardificatheir
model. In addition, Santangelo & Meyer (2011) insisted that gaining experientialedgmathrough the
learning process helps firms to assess their strategies and make required changes.

Melin (1992) argued that the internationalization theory is not based doraatatnalysis and is
only applicable in the early stages of internationalization because whewotifte becomes more
homogenous, psychic distance reduces. This theory seems to be too detemnidistquential (Chetty
& Eriksson, 2002; Mardanov, 2003; Melin, 1992). Johanson & Vahine (2009) reacted to sucarasgum
and pointed out that access to greater knowledge can help firms tdrbsildnd increase commitment.
According to Andersen (1993), the stage model is not able to delimitate theastdgeglain how a firm
moves between stages. In addition, the sequential stages proposed by thedhestyiced to a specific
country market. Another weakness is that the theory ignored contractual entryanddest ventures
that have been further developed by the entry mode literature (Root, 1987; Sh&mamilli, 2004).
This theory also cannot explain the rapid internationalization of born glaias fiHashai, 2011).
Johanson & Vahlne (2011) tried to answer to this criticism by considering theofahetworks in
facilitating international expansion.

Networks Theory

In the late 1980s, the networks theory was developed based on organizational yociolog
(Cumberland, 2006). Based on this approach, network relationships enable firms to expaedsover
much faster and the traditional models of internationalization are no longer algpli@abanson &
Mattsson, 1988; Laandt al., 2007). In addition, the internationalization process of a firm takes place in a
more complex and less structured way than what was explained by the Uppsala model, yespeciall
(Malhotra, Agarwal & Ulgado, 2003; Moeét al., 2004; O’Farrell, Wood & Zheng, 1998). This is
because the nature of business activities of firms is collaborative, espégiadervice industries
(O’Farrell, Wood & Zheng, 1998). In fact, competitive advantage is obtained not only by internal
resources, but also through interaction and relationship with other firms (Gp@dlauri & Martin
1998; Hutchinson, Quinn & Alexandet006; Johanson & Mattsson, 1988; O’Farrell, Wood & Zheng,
1998).

Networking enables firms to create a network of relationships thatitdeesl mutual
complimentary actions, and helps them to exploit the synergy made by the networkiéeingch
common goal (O’Farrell, Wood & Zheng, 1998). According to Pananond (2007), through networking, a
firm can turn the complementary assets of its partners into its own resourtast, Imetworks of the
home country are the starting point for the internationalization of the Retworks are the individual
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links of value chains- both horizontal and vertical (Cumberland, 2006). When mutual knowledge and
trust increase, networks are formed by interrelated exchange relationships batwseftis may result

in greater commitment between partners in foreign markets (skoh& Mattsson, 1988; O’Farrell,
Wood & Zheng, 1998).

Networks consist of three components including actors, resources and activiiese T
components are interrelated and form the network together. Actors includierthés customers or
buyers, and its suppliers or sellers. These actors build and preserve relationshigschitbther
(Freeman & Sandwell, 2008; Hakansson & Johanson, 1993; Pinho, 2007). Markets are structured as
networks, in which a firm is dependent on its interactions with relategsa€he firm’s foreign market
entry is affected by internal and external forces. The internal entrgsfanclude network knowledge,
linked relationships and network internationalization while external ewiige$ refer to conflicting
interests, firm’s visibility to other actors and activeness of the external factors (Blankgnb895;
Freeman & Sandwell, 2008). According to Johanson & Mattsson (1988), organizations atethal ex
actors of networks influence the internationalization of firms. Consequeiftlthe market is
internationalized, the internationalization process of firms is much fdstdact, network relations
increase the speed of internationalizations (Musteen, Francis & Datta, 2010).

According to Sharma & Blomstermo (2003), infiem ties in a network help the firm accumulate
knowledge. Network inter-firm ties are firm specific and difficulirtotate. These ties enable the firm to
gain information about market conditions at the right time that affects the internationalesrafdgms
In addition, central firms in a network receive more, better and early &dgedcompared to their rivals.
As Chetty & Eriksson (2002) stated, the knowledge developed within a relationship wattner is
unique, as it is formed by information transferred through connected relatiomsbipstworks provide
access to various sources of information, they offer more learning opportunities than relying on the firm’s
internal knowledge. To turn experiences into helpful market knowledge, a firm shouldbiswgtive
capacity, which enables the firm to recognize the value of external informaltisorb it and apply it in
business operations. When a firm has prior related knowledge, it can evaluate thal @xiamation
and by learning, the firm can use its knowledge and develop creative ideas.

Based on the networks theory, the market-specific experiential knowledge usean$yisfi
familiarity with business relationships among the networks of a target madieévidr, when firms enter
into foreign markets, they may use both domestic and international network relationships to elséablish t
presence in the market. Therefore, networking with home country suppliers and busitress paips
the firm to expand its operations overseas. If firms enter various target ménkgt€an accumulate
greater international experiential knowledge. Such firms will find this knowletge useful and may
experience a better performance (Blomsteeral., 2004).

As Chetty & Eriksson (2002) pointed out, the networks theory extends the viewpdietsufdial
exchange theory on social networks to business networks. The social exchange theory caosalegs e
relations as a dynamic process, and then, it helps to understand buyer-seller relati@msérgsn
1972). Business networks consist of two or more connected business relationshigs retsiness firms
as network actors that help them making exchange relations (Axelsson & Easton, 1992;&Che
Eriksson, 2002). In addition, service firms need to use a set of collaborativensigis as their main
strategy, especially in services that require simultaneous production and consurhptitput (Freeman,
Cray & Sandwell, 2007). According to Hutchinson, Quinn & Alexander (2006)alsand business
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networks potentially act as a means for international expansion. They can oventemal iresource
deficiencies and help firms to gain knowledge and experience that is not accessibigdroah sources.
Actually, firms interact with international network actors and develtgtioaships in order to exploit
their own resources and take advantage of other firms’ resources (Laanti, Gabrielsson & Gabrielsson,
2007). Resources that firms acquire through network relationships are referred toahsautal
(Musteen, Francis & Datta, 2010).

Nascent firms or new ventures often face both the liability of newness andaltiigyliof
smallness, which result in the lack of resources that they need in order targit@urvive in the market.
Therefore, a network of social relations helps entrepreneurs to gaietnkadwledge and resources,
which enable them to conquer these liabilities (Ellis, 2011; Kiss & Danis, 2008e&fisErancis &
Datta, 2010; Ripollés & Blesa, 2012). Small firms may take advantage ofniteiork relations and
immediately enter foreign markets while lack enough experience. These born gloisalrdly on
networks to compensate their resource deficiencies and decrease the perceofeskpaksion (Hashai,
2011). In addition, SMEs and born global firms may go through an evolutionary or gradual
internationalization while using market opportunities and networking to have a rapid exparsi
foreign markets (Chandra, Styles & Wilkinson, 2012). Ellis (2011) argued that foepearteurs,
opportunity means using market potential for exchanging values, and creating matiaisieips and
new combinations that helps them exploit new markets. Therefore, network relaticaspes firms to
recognize such opportunities in international markets.

Networking is made by both informal and formal relationships in the home coamdnhost
markets. It may include various relations, such as friendship, family connectiossasjecollaboration
with other business firms and links with government agendiewiéllo, Ghauri & Martin, 1998;
Hutchinson, Quinn & Alexander, 2006). Malhotra, Agarwal & Ulgado (2003) considered theegisi
networks as formal and the social networks as informal network relationshiptviorking, both
downstream and upstream contacts are important. Participation in exhibitions, sharamgarsugpliers
and buyers, or joining alliances and joint ventures provide firms with netwtationships (Hutchinson,
Quinn & Alexander, 2006). When a firm joins a network, its business opportunitiearisdl (Sasi and
Arenius, 2008). However, recognizing opportunities is a cognitive action that isbhyadgividuals, i.e.
managers or employees not by the firm (Ellis, 2011). Therefore, Musteen, Francita&4D40) argued
that personal tiesf a firms’ chief executive officer (CEO) helps the firm to internationalize faster.
Although empirical studies suggest that exchanges occur within long-ternonshatis, industrial
networks are both stable and changing (Salmi, 2000). The relationships in networks are dévedoped
three phase evolutionary pattern in which a firm moves slowly and progressiiythe childhood
stage to the growth and maturity stages (Zineldin, 1995, 2002). In this dynamic processtamship
starts with recognizing the need for a relationship and ends with satisfactiorer f&ineldin, 2007).

According to Elg, Ghauri & Tarnovskaya (2008), the networks approach mainly focuses on
business relationships with other firms. However, researchers have extended the netweistoonc
include political actors and government links (see Ahmad, 2008; Hadjikhani & iGR@0t). Managers
should respond to the political environment, firm-state interdependencies, indesui@ures and
lobbying activities of MNCs. Therefore, relationships with socio-politipllyers are vital in the
internationalization process and the development of market position. To obtain appasgapport from
the political actors, such as local government, trade unions and suppliers, a firm shpuits adtvities
with their requirements (Elg, Ghauri & Tarnovskaya, 2008). As Williams & Mart{2612) mentioned,
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an effective government can support MNCs by setting laws or removing trade artchemtelsarriers.
This reduces uncertainty and helps entrant firms to choose entry mdtdsighier control and greater
resource commitment.

Pananond (2007) described two approaches regarding the importance of networldsgrior
MNCs. First, the sociological or cultural view suggests that business networksian societies,
particularly between the Chinese, rely on cultural attributes that dominategersiationships, which
are a competitive advantage and reduce transaction costs by promoting trust. The seoant aigvs
network relationships between Asian firms as a response to the underdevelopdibiradtgetting of
Asian countries, which forces firms to rely on networking in order to compensateefarsufficient or
weak institutional intermediaries. In addition, MNCs from the Asian countnegsimdustrialized after
World War Il have to develop additional skills to compensate for their lackopfriptary technology.
Therefore, networking enables them to utilize the technology and assets gfattiears and compete
better in foreign markets.

Despite its empirical support, the networks theory has been criticizeddaralesrs. According
to Malhotra, Agarwal & Ulgado (2003), this theory does not offer a predictivdel, and the network
relations are naturally ad hoc and unplanned. In addition, the qualitative methodology used in thi
approach is not able to test the theory. The networks theory cannot explaittetinationalization
process of the firms that have no network relationships or show the mechanismchyawfirim can
recognize network contact®’Farrell, Wood & Zheng (1998) suggested that network relationships are
assumed as a semi-permanent system based on structured interdependence. However, in sasg industri
such relations only survive for a few exchanges. Salmi (2000) argued that the relagiondhisiness
networks are not always stable and that if a firm enters into turbulent businesskegftvwill face
uncertainty and changes, especially when the access to reliable informatifficudt.dThe networks
theory neglects the fundamental power relations dominating business relatiamfsbgrgice firms. In
fact, service firms are usually required to provide services and expertisedinalients cannot provide
alone QO’Farrell, Wood & Zheng, 1998). Hadley and Wilson (2003) argued that sometimes firms imitate
the internationalization strategies of successful market players without direct caratimivith them.

Internalization Theory

Buckley & Casson (1976) initiated the internalization approach in order to expoundwib gf
American MNCs after World War Il. They suggested that MNCs internalize rdsdurces to distribute
them between different product categories and target markets. In order to moosigeirms select the
best structures based on the assessment of the costs related to each phase anprotact
internalization theory focuses on the relative costs and benefits of collabaraticerning the type of
knowledge that partners exchange (Chen & Mujtaba, 2007). If firms consider any transaction &t risk t
causes significant resource commitment, they will internalize it (Freenmag, &Sandwell, 2007). In
fact, MNCs internalize their foreign markets for transitional products sutttmaspecific knowledge, if
internalization is less costly than exporting or contractual modes of entryléBugkCasson, 1976;
Kumar & Subramaniam, 1997). Other factors that influence the internalizationodeafdirms include
the access to capital markets and the assimilation of assets under acquibgiora@ Hennart, 2002;
Hennart, 1986).
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The internalization theory has roots in the theory of the nature of theoffared by Coase
(1937), which argued that the internalization of external transactions miigtit e nature, survival and
growth of firms. He suggested that the existence of firms is relatdu ttvansaction costs of using the
price mechanism. Firms need to pay such costs to determine their propetsy aigd to negotiate,
monitor and enforce business contracts (Doherty, 1999; Ekeledo & Sivakumar,Afistiling to Quer,
Claver & Andreu (2007), the internalization theory is the most significant agiplcof transaction cost
economics (TCE). Therefore, some researchers use the terms internalizatiommitetsansaction costs
theory interchangeably (see Cumberland, 2006; Doherty, 1999; Ekeledo & Sivakumar, 2002 &lang
Hennart, 2007).

Based on the internalization theory, markets are naturally imperfect. In host ShavieCs
avoid market imperfections through internalizing their operations regardiciy knowledge, raw
materials, intermediate products and perishable goods. Nevertheless, internalimatiomeduce
economies of scale and result in facing host government restrictions or diffioultross-border
communication (Doherty, 1999; Fisch, 2008). When transaction costs in the markets fagrthedidte
inputs of technology and knowledge are high, FDI or hierarchical integration witiobe efficient. In
fact, MNCs are formed when markets are internalized across national borders (D89 h&langen &
Hennart, 2007).

Buckley & Casson (1976) suggested that internalizing an imperfect external rhaskdive
general advantages: First, the coordination of a multistage process that inichedefelays but lacks
future markets. Second, the efficient use of market power is facilitated Img mEmequitable pricing in
internal markets. Third, instability is reduced due to the bilateral contitentcd market power. Fourth,
buyer uncertainty or the disparity of knowledge between buyers and sellers is elimkititedtax
liability on international transactions is reduced by internal transiging. Firms have to compare these
points with the costs of internalization including higher costs of resource alodéatseveral internal
markets, increasing communication costs in internal markets, political problem=ighfess, and the
costs of managing complex multi-plant multicurrency operations.

The internalization theory considers low control entry modes as thdtdefade of operations in
foreign markets. Firms prefer FDI and establish their facilities overseasviely the costs related to
non-interfering transactions, such as exporting and licensing, in the markeglzee thian the costs of
internal transactions (Buckley & Casson, 1976; Burgel & Murray, 1998; Ekeledo & Siaakaf04).
Firms select the host countries that provide the lowest costs for their opegrafihey grow by
internalizing markets and integrating their independent activities underaownwnership and control to
increase their benefits (Buckley, 1988;Farrell, Wood & Zheng, 1998; Tahir & Larimo, 2006).
According to Buckley (2009), firms should always evaluate the costs of inzati@h. When the costs
are more than benefits, firms do not internalize markets and instead, they ptefenadfes, such as
licensing or outsourcing. This situation usually takes place in high-tech imdustriwhich there are
significant information asymmetries between buyers and sellers (Burgel & MUE9§).

According to Verbeke & Brugman (2009), the internalization theory has two important
assumptions. First, economic activities are only carried out inside the firm twbgrare more cost
efficient and effective than collaborative transactions. This is true for botadficrand foreign projects.
Second, firms will only participate in FDI projects if the expected performanbé&her than that of
domestic investment. Firms also compare the expected performance with the pottuntred from
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contractual modes, such as licensing. According to Buckley & Casson (1998), durigg foeerket
entry, a firm will face extra costs including adaptation costs, marketing andtgshe costs of trust
building in foreign markets. In exporting, firms bear additional costs, suchits #md transportation
costs. Furthermore, transferring technology via licensing or other contracts baglser costs than what
is required for internalization (Goérg, 2000).

Buckley & Casson (1998) modified the internalization theory to explain whysfilecide to
export their products or services to some target markets while they choose @miesinothers,
comparing their costs. They assumed that firms can clarify production and distributidgionginc
recognize competition from host country firms, and differentiate ownership tadeanfrom
internalization advantage and significance of trust in joint venture arrangenk@mhs choose their
favorable entry mode by abandoning strategies that cause higher costs and IfigefBurokley &
Casson, 1998; Decker & Zhao, 2004). Based the economic models of Hirsch (1976), firms should decide
where to locate their operations, marketing and R&D activities. Firms should aide déxich activities
to internalize or externalize in order to minimize the costs. Thessiaes are affected by two factors,
i.e. knowledge transfer costs and the ratio of fixed costs to variable costs (B&cklaghai, 2005;
Hashai, 2009). As Buckley & Hashai (2005) stated, internalization requireshstirmigstment, which
implies high fixed costs and low variable costs. This in turn, resultsigh&iked to variable costs ratio.
In contrast, externalization causes high variable costs while fixed cosmnarEriowledge transfer is
determined by knowledge complexity, geographic distance and firm boundaries.

The internalization theory has been criticized because it has some tinstdgirst, this theory
does not show the effect of location advantages on the choice of entry mode. Secondrtteesstenes
that competition in the host country involves a monopolistic firm with iofégchnology that is inactive
in dealing with the entrant, while in today’s markets the nature of competition is dissimilar and dynamic.
Third, its focus on cost minimization is restrictive because it does nataérms motivated for entry to
enhance their capabilities. In other words, this theory only discusses the witnatibich firms enter
foreign countries to seek new markets or gain access to a particular if@&ikgt 2000; Sharma &
Erramilli, 2004). The internalization theory is not able to compare FDI with ergoris it assumes
conditions that result in FDI (Ekeledo & Sivakumar, 2004). This theory does notreXmaiincertainty
caused by the behaviour of local partners in a joint venture or major problendinggaergers and
acquisitions (Fisch, 2008). This theory also ignores the impact of network actorsheon
internationalization process of firms (Freeman, Cray & Sandwell, 2007).

Eclectic Theory

Dunning (1977) introduced the eclectic theory about the location of economiciegtiVihis
theory was a further development of the internalization theory and was designedr¢onm its
weaknesses (Ekeledo & Sivakumar, 2004). The term ‘eclectic’ refers to the fact that Dunning’s model
embeds various theoretical approaches, such as the ownership advantages introduced by ttieheor
growth of the firm proposed by Penrose (1959), the monopolistic advantage theoryef H960), the
localization advantages explained by Vernon (1966, 1974), and the transaction cost viewkl®f B
Casson (1976) or the internalization theory (see Vannoni, 1999; Zhao & Decker, 200dind>(1977)
named his theory the ‘eclectic paradigm’ because he defined paradigm as a model but according to Hunt
(2010), paradigm has a broader meaning and refers to a viewpoint and approach about pheabmena th
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may include various theories. Therefore, Sharma & Erramilli (2004) consideasdhe eclectic theory
within the market failure paradigm. Later, Dunning explained, modified and extdmeledlectic theory
(see Dunning, 1980, 1988, 1993, 1995, 2000).

According to Figure 2, the eclectic theory suggests that firms will decide toénk@ll activities
and exert control over its resources if they have three key advantages indwdieigship advantages
(0O), location advantages (L), and internalization advantages (I). Thereforthetbig is also known as
the OLI model (Agarwal & Ramaswami, 1992; Choo & Mazzarol, 2001). In the OLI mode&rskip
advantages show how the unique and sustainable firm-specific resources of a firm, agiceropeti
monopolistic advantages, help it to compete with local competitors in foreign marketsndlboeg firm-
specific resources and the market size and potential in the home country. If eafirmtilize its
ownership advantages effectively at the time of entry, it can achieve a supariet position although
these assets are not all internationally transferable. The location acgsadégend on the availability and
cost of resources that should be committed by a firm in a foreign marketlaswe entry barriers and
risks exposed. If the market potential in a country is high and investment ridksvagefirm will have a
profitable business. The internalization advantages determine whether firms organize amateoieir
activities through the market or internalize them in the value added iohaider to reduce transaction
and coordination costs. These advantages refer to relative market efficienagaging exchanges and
transferring information. If contractual risks in the host country are highs fprefer to exploit their
ownership advantages internally through FDI rather than selling or licensmgthdr firms in a target
market (see Agarwal & Ramaswami, 1992; Axinn & Matthyssens, 2002; Buckley &aKaz005;
Canabal & White Ill, 2008; Choo & Mazzarol, 2001; Czinketal., 2009; Dunning, 1977, 1980, 1988,
2000; Galan & Gonzalez-Benito, 2001; Li, Tallman & Ferreira, 2005; Nakos & Bmsut2€02;
O’Farrell, Wood & Zheng, 1998; Pinho, 2007; Quer, Claver & Andreu, 2007; Stoian & Filippaios, 2008;
Vannoni, 1999; Wilson & Baack, 2012).

Figure 2: An Eclectic Model of Entry Strategy

Ownership Advantages

- Firm size
- Multinational Experience
- Product Differentiation

Choice of Entry Mode

Location Advantages - No Involvement
- Market Potential > | Elxpc:rtllng
- Licensing

- Investment Risk R
- Joint Venture

- Sole Venture

Internalization Advantages

- Contractual Risk

Sources: Agarwal & Ramaswami (1992); Choo & Mazzarol (2001)
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In the OLI model, the ownership advantages (O) explain who can locate its operaticeasyver

the location advantages (L) show where to locate the operations, and the intesnatidatintages (1)
indicate why a firm chooses FDI rather than licensing its technology and I8twidn( & Filippaios,
2008). Based on the eclectic theory, if a firm’s home country has a location advantage over the host
country, it will choose exporting as its favourite mode. In contrast, if thettangrket has a location
advantage, the firm considers the risk of enforcing contracts with partners. If aeaitrésk is higher
than the cost of internalization, FDI will be the best mode of operation. When coritriskua low,
licensing will be preferred (Dunning, 1980; Sharma & Erramilli, 2004). Althoudir@ls have access to
the location advantages of a specific market, only those companies that possesd oeguémship
advantages can take advantage of such endowments (Nakos & Brouthers, 2002).

According to Dunning (1980), a location advantages analysis or an ownership endowments
approach alone cannot adequately explain all forms of trade and investment. FDI deurallvthree
advantages work together. Indeed, these advantages are irdéuefiafietermine the firm’s decision of
why, how and where to internationalize its operations (Galdn & Gonzélez-Benito, 280Dunning
(1977) suggested, FDI occurs when internalizing firm-specific assets is lestrigklirm than licensing
or contracting its operations to local firms. This means that ipikgean activity within a firm is
profitable, internalization by FDI is preferred. The profitability of firnssestimated by trade-offs
between ownership shares and risks (Cumberland, 2006).

According to Dunning (1980), if a firm has ownership advantages, it will exXpla@ign market
opportunities using its ownership advantages. However, its decision for internalizationsdepamnalket
imperfection and price system. Market imperfections occur when transaction cdstghaeefirm cannot
completely utilize the economies of scale and when obtaining product informatdfidult and costly.
For a firm that buys supplies for its operations, market imperfections include uncedeagntythe
availability of resources, their prices and the ability to control theimg and delivery while for a
supplier firm, imperfections happen when it has to follow market price, beaogteof implementing
property rights and controlling information flows, and protect its reputationobyrolling products or
service quality, or offering after sales services. In addition, the hostrguent policies towards FDI,
licensing of technology, copyright rules, currency exchange and tax can encourage aniBiGibte
locate their operations in a foreign market or licence their technology and brand (Dunning, 1980, 1988)

The OLI model assumes that MNCs generally operate in technology-intensive inddstees.
pattern of FDI made by MNCs depends on their home country, where they obtain their gwnershi
advantages (Buckley, Wang & Clegg, 2007). MNCs should react to imperfect foreigetsnéok
intermediate products, such as information, technology and management skills, aedhzeat By
internalizing such imperfect markets, MNCs provide the host countries with cesoamd capabilities
that they could not access otherwise or could only purchase at a higherwuosn@®& Rugman, 1985).
As Petrou (2007) stated, market imperfection is a basic assumption in the eotsmtydiecause if a firm
operates in a perfect market, it will not be motivated for FDI, as it doeown any competitive
advantage. When the market is imperfect, it will never achieve full effici€fgai & Cheng, 2002). In
addition, the entry mode choice of MNCs depends on their motives of entry. Firm$oesigam markets
in order to seek markets, resources, efficiency and strategic assets inchaliigdge-based assets and
technological or innovative capability. In each case, there are ediffetenarios based on the firm’s
advantages (Dunning, 1988, 1993, 2001).
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In the eclectic theory, the unit of analysis is the MNC and its behaviour in thee aifoantry
mode. This theory offers a useful framework to connect the paradigm to the performaritcenoft also
improves the likelihood of selecting optimal entry mode because it suggéstsaa choice of the
estimates of the ratio of costs to risk. The eclectic approach also erepportunity to develop new
predictors for the choice of entry mode (Cumberland, 2006). In this theoryolosaecific assets are
considered as important factors that influence international operations. Yctuails tend to invest in
the countries that have a comparative advantage in a specific industry or peguitied resources more
efficiently (Dunning, Pak & Beldona, 2007; Hill, Hwvang & Kim, 1990; Pan & T2@00; Tahir &
Larimo, 2004; Vannoni, 1999). However, firm-specific and market-specific factors toge#yeaffect
perceived risk, return on investment (ROI), the level of resource commitmenthydiatms and their
need to control their foreign ventures (Nakos & Brouthers, 2002).

According to Dunning, Pak & Beldona (2007), firms choose target markets thatahhigh
market demand, supply raw materials and resources, and provide learning and innovatioity dapabil
firms. However, such markets can also be the potential source of opportunistic bebfiranagement
(Forssbaeck & Oxelheim, 2008). Agarwal & Ramaswami (1992) expanded the eclectic themny to |
venture. They found that in countries with a low market piatietdrger and more multinational firms will
adopt full ownership and joint venture as theirentodes; in countries with high market potentialaken
and less multinational firms avoid joint venturerédluce costs and risks; in countries with hightreatual
risks, firms that offer differentiated products fereFDI to exporting; and in countries with high et
potential and high investment risks, firms prefguaking to FDI.

Dunning (1995, 1998 & 2000) tried to reconfigure the eclectic theory based on the teidaholog
and political changes that took place in the 1990s. He modified his theory by considering the partners’
capabilities, joint structures and spatial integration between locations. Irottiféeah approach, a broader
concept of ownership advantages offered that goes beyond the firm’s boundaries, the location advantages
include the success factors of strategic alliances, knowledge accumulation ityapaivibvation,
technological standards and the role of trading blocs, and the internalization aevastaged
transaction costs and consider dynamic objectives, such as strategic asset sesfkitignmy seeking
(Malhotra, Agarwal & Ulgado, 2003; Sharma & Erramilli, 2004; Zhao & Decker, 2004).

Guisinger (2001) offered the OLMA model as a revision of the traditional OLI madehid
model, he replaced internalization advantages with the mode of entry (M) ¢oedifate between
different modes of operations selected by firms. In addition, as the institutienay suggests, he added
adaptation (A) to the model because firms should adapt their operations to thatimtet business
environment, which includes organizations and institutional rules. Moreover, therdiffarences
between domestic and foreign components of the environment (Stoian & Filippaios, 2008). ctordi
Figure 3, Hill, Hwang & Kim (1990) proposed a new eclectic model, which consists of istriaegrs
that refer to the level of control required by a firm, environmental fadtwat influence the resource
commitment in foreign markets, and transaction factors that determiniskbexposed to a firm. They
argued that the internationalization of firms depends on their strategic viewslobal strategy using
integration and centralization versus multi-domestic strategy based on custonadnatidecentralization
(see Chen & Mujtaba, 2007; Gannon, 1993; Hill, Hwang & Kim, 1990).
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Figure 3: A Decision Framework for the Choice of Entry Mode
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The OLI model is based on the experiences of large MNCs from the U.S. and other developed
countries whereas firms from developing countries are different in their advamstageaternational
strategies (Cuervo-Cazurra, 2007; Dunning, 2000). MNCs from developed countriedyamears and
can access resources required for international expansion. However, born-globainfiluding the
international new ventures (INVs) and the emerging multinationals (EMNCSs) arenfetecand have
less capabilities. They are not usually able to access required resources, sucnaal fimpital,
proprietary technology and experienced managers. They also suffer fromnatiaidvantages, such as
weak infrastructure and undeveloped institutions in their home countries. Therefore, thepagbtabr
gain resources and build advantages. In other words, in traditional theories sucBlasntioelel, MNCs
internationalize when they have advantages while EMNCs expand internationally and userféBf to
build advantages and obtain resources (see Aykut & Goldstein, 2008; CuerveaCa@Qi7; Li, 2007).
Moreover, according to Petrou (2007), MNCs from developed countries offer high quality and
differentiated products to increase their brand values while MNCs from developinge®gnmpete on
costs and offer low cost outputs.

The OLI model helps firms make a rational choice by analyzing transamists (Whitelock,
2002). Rugman (1981) suggested that the eclectic theory needs furtties g1 which different service
sectors are compared in order to explore the effect of the inseparabilityioEsetater, the resource-
based theory investigated such an effect and supported the basic arguments of tfel€Ll(Domke-
Damonte, 2000). Some researchers extended the eclectic theory to the internationasstbeMiEs
(see Brouthers, Brouthers & Werner, 1996; Choo & Mazzarol, 2001; Nakos & Brou2bégs Pinho,
2007). According to Nakos & Brouthers (2002), SMEs can take advantage of the new oppofarmities
international expansion provided by world economic changes and the emergence of nigts thark
protects them from the competition made by larger companies.

Although empirical studies have accepted the eclectic theory to some extead, both internal and
external validity problems (Li, 2007). It also has statistical and causalibfepne (Cumberland, 2006).

As Gannon (1993) stated, the OLI model is not a comprehensive model. This theory cannbtapresen
integrated view in the justification and prediction of entry mode choicel$ not show for what reason
two firms in similar industry and with the same ownership, internalizatimhlocation advantages do not
adopt a similar entry mode in the same target market. In addition, this theopyredilgts FDI if there is
market failure, however, firms may form alliances (joint ventures) toduwgptheir transaction value and
explore competitive advantages (Ekeledo & Sivakumar, 2004).
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The eclectic paradigm emphasizes static market failure and does not proyidanzicdmodel.
As it is rooted in traditional hierarchy capitalism, it will not kaid in the alliance capitalism, which is
dominant in the world economy today (Li, 2007; Li, Tallman & Ferreira, 2005). In addition, suckls
static model cannot reflect the issues relating to strategic factors, sidiatbotingency, and competitive
forces (see Ahmad & Kitchen, 2008; Li, 2007; Zhao & Decker, 2004). To build a dynamic rhpdel,
Tallman & Ferreira (2005) shifted their attention from market failure to the oiel!NCs for developing
and enhancing their resources, strategies and structures to gain higher rents. &itimtiser to the
eclectic theory is that internalization cannot solve the probleitiscontractual modes or arm’s length
contracts. The efficiency of internalization depends on the compatibility of different units and firm’s
capabilities (Andersson & Svensson, 1994). In addition, this theory uses four dedisidga including
risk, return, control and resources that make the choice of entry mode comphcatedifficult
(Andersen, 1997; Malhotra, Agarwal & Ulgado, 2003)

Some researchers claimed that ownership advantages and internalization advantageallgre act
the same (see Buckley, 1988; Itaki, 1991; Tahir & Larimo, 2004). However, Dunning @rgg8@d that
it only happens when there is no external market for the competitive advantd@id€sf Li, Tallman &
Ferreira (2005) also differentiated between O and | factors because | factors areretatstty to the
industry factors while O factors are firm-specific. They added a new facstragsgic intent (S) to their
eclectic model to link the theory to strategic management. Aliber (1983) ertitie eclectic approach
because of its focus on the MNCs engagement in foreign production while MNCs mairfi{pluse
finance their foreign operations. Aliber’s theory of FDI considers MNCs uniqueness in their ability to
manage their operations in different international markets with diffetgntncies, and to take advantage
from international capital and exchange markets. Dunning (1988) answered Aliber’s criticism and pointed
out that the situation that he assumed was not universal.

The focus of the eclectic theory on location advantages is criticized, digpasid may confuse
the relationship between market selection and the choice of entry mode (Cumberlandyi@&boéa,
Agarwal & Ulgado, 2003; Pan and Tse, 2000). Forssbaeck & Oxelheim (2008) pointed ous ttietdtyi
focuses on host countries as the markets of goods and services while they are also miarketsabf
capital that, in turn, motivate firms to undertake FDI. Consequently, finaadisntages are vital,
especially for MNCs that operate in emerging markets. The OLI model overlookserw networks in
international expansion (Rutashobya & Jaensson, 2004). As the eclectic theory does nattbensite
of decision makers in entry mode choice, Pinho (2007) added managerial-specific ckticacterhis
eclectic model. This theory also ignores the effect of home country factorsttire of products, firm-
specific resources, transportation costs and currency exchange rates on the choicenafden(Bkeledo
& Sivakumar, 2004).

Transaction Cost Theory

The transaction cost (TC) theory or transaction cost analysis (TCA) modehtn@duced by
Anderson & Gatignon (1986). They tried to explain why a firm decides to establproduction line or
service system in a foreign market rather than licensing its opetationology or signing contracts with
local firms (Ekeledo & Sivakumar, 2004). They applied the theory of a firm’s nature offered by Coase
(1937) and the theory of market and hierarchies suggested by Williamson (1975) to the entry mode choice
of the U.S. firms (Sharma & Erramilli, 2004). The TC model is a further extensithe internalization
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theory, and due to their common ideas concerning the role of transaction costintertiadization of
business activities, these two views are sometimes considered as one theory (se® Rurggy, 1998;
Cumberland, 2006; Doherty, 1999; Ekeledo & Sivakumar, 2004; Shrader, 2001; Slangen & Hennart,
2007). In addition, some researchers consider Williamson (1975, 1985) as the founderamistetitn

cost theory because he contributed to the transaction cost economics (p@iachmnd the vertical
integration of firms (Domke-Damonte, 2000; Reigeal., 2008; Rutashobya & Jaensson, 2004; Shrader,
2001; Slangen & Hennart, 2007; Zhao & Decker, 2004).

In the TC theory, the unit of analysis is the transaction cost (Cumberland, 28fifie, 2012).
Forming contracts depends on the costs related to market transactions. Such transastioclude the
costs related to negotiating for making a contract, monitoring the performabcsinéss partners and
implementing a contract (Baek, 2003; Brouthers, 2002; Ekeledo & Sivakumar, 208dtlE®& Rao,

1993; Gannon, 1993; Malhotra, Agarwal & Ulgado, 2003; Pan & Tse, 2000; Williamson, 1985). Firms
may bear other transaction costs to detect and stop the opportunistic behavieur lmiginess partners

but such costs are not fully considered by the TC theory (Baek, 2003). Firms compsaetimarcosts

with the costs of integrating activities within the firm resigtin the internalization of foreign operations.
Based on this comparison, they can choose a suitable governance structure (Brouthers, |IB663; Ma
Agarwal & Ulgado, 2003; Williamson, 1985). Such a structure can be market governance in which
transactions occur in an open market, or hierarchy governance in which trandag&opkce within a
firm’s boundaries, or a hybrid form of both (Seggie, 2012; Zacharakis, 1997). Williamson (1981) stated

that contracts are put into effect by the control system, which mininmeesaction costs and maximizes
efficiency (Ekeledo & Sivakumar, 2004). Therefore, in the TC analysis, obtainingeptfy is the
primary rationale for the choice of entry mode (Gannon, 1993).

Anderson & Gatignon (1986) only considered degree of control as the decisioioreritnd
defined it as the need of firms to have authority over systems, processes aiwhsiecé&le by their
affiliates in foreign markets. They divided entry modes into high contodlesincluding wholly owrge
subsidiaries and majority joint ventures versus low control modes includarsiig and minority joint
ventures. To choose a suitable mode of entry, firms use a trade-off between contres@nde
commitment (Cumberland, 2006; Domke-Damonte, 2000; Kwon & Konopa, 1993; Malhotra, Agarwal
Ulgado, 2003; Palenzuela & Bobillo, 1999; Sharma & Erramilli, 2004).) High control nredgesre
higher resource commitment overseas, which increases uncertainty. However, they ithn hpobner
integration for firms (Blomstermo, Sharma & Sallis, 2006). Anderson & Coughlan (16§@jded
exporting through sales subsidiaries as a high control mode and exporting throligiyéots as a low
control mode.

Based on the TC theory, low control modes or market-based modes are the defanibdatin
host markets because they help firms benefit from the economies of scale ofmarkgss. However,
when transaction costs and agency conflicts in a target market are high, contisktuncreases and
high control modes are preferred for investment (Baek, 2003; Brouthers, 2002; Dur8iiig,1980;
Ekeledo & Sivakumar, 2004; Williamson, 1985). Transaction costs will increase when atiform
asymmetry makes it difficult to approximate all possibilities in the achtor to receive a reasonable
price (Williamson, 1985). Such conditions occur mainly in high-tech industrieghich buyers and
sellers have different level of information (Burgel & Murray, 1998). In addifiactors such as country
distance, communication problems and the lack of measurable outputs may make enfotcaugscon
difficult (see Brouthers, 2002; Taylor, Zou & Osland, 1998).
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The transaction cost theory supposes perfect market competfiiomy’ harmony and
transferability of resources among firms, especially if knowledge is completely mobilecnetre parent
company and its foreign affiliates (Ekeledo & Sivakumar, 2004). A fully competitisrket is able to
regulate transactions though price mechanisms. In such a market, people are usualiynisfport
rationality is limited and information is unevenly shared among all business filmeagdC2006; Tsai &
Cheng, 2002; Williamson, 1975; Zacharakis, 1997). In a competitive market, firms collabitha¢aei
other in order to minimize costs, increase efficiency in their forejggrations and achieve a better
performance (Canabal & White 1ll, 2008; Chen & Mujtaba, 2007; Hennart, 1989; Whitelock, 2002;
Williamson, 1985). Then, if competition intensity in a market is high, firms aybéir entry modes that
require less resource commitment because profitability is low (Chen &b&yj2007). In addition, firms
may collaborate to acquire complementary assets that are necessary foreignrdperations (Cheng,
2006). In contrast, in imperfect or non-competitive markets, firms have a tendencggsdvizr which
requires higher resource commitment and greater control (Morschett, 2006; &eine2008). If firms
face market failure and their partners show opportunistic behaviour, interaaliappears as a preferred
strategy (Palenzuela & Bobillo, 1999).

The transaction theory suggests that both transaction costs and control castisiemeed by
four factors including asset specificity, behavioural uncertainty, environmemeértainty and
transaction frequency. Firms with high asset specificity rely on their ttamsspecific assets, i.e.
physical and human resources. Therefore, they face higher transaction costs. When internal or behavioural
uncertainty is high, transaction costs will increase due to the opportunisticdaghzfypartners. External
or environmental uncertainty relates to the perceived country risk due to macroecanstatdility,
government restrictions, socio-cultural distance and political chgAgeerson & Gatignon, 1986; Baek,
2003; Benito & Welsh, 1994; Brouthers, 2002; Brouthers & Brouthers, 2003; Brouthdakds, 2004,
Erramilli & Rao, 1993; Morschett, 2006; Rutashobya & Jaensson, 2004; Seqggie, 2012; Williamson, 1985;
Zhao & Decker, 2004).

According to Malhotra, Agarwal & Ulgad@2003), asset specificity causes protection costs,
behavioural uncertainty results in performance costs and environmental uncertesdy edaptation
costs. If these costs exceed the production cost advantages in a target mdrkaintial modes are
preferred. Otherwise, contracting is an appropriate choice. Firms with lighsaecificity favour wholly
owned subsidiaries to receive higher returns and experience more efficief®y.cists of integration
business activities are high, firms with less asset specificity prefer\emtre. When behavioural
uncertainty is high, firms prefer FDI to licensing. This helps them to reduceskhef partnership. If
environmental uncertainty is high, investment risks increase and make licermiagrofitable or less
risky (Anderson & Gatignon, 1986; Baek, 2003; Brouthers, 2002; Brouthers & Nakos, 2004;
Cumberland, 2006).

Klein, Frazier & Roth (1990) attempted to extend the TC theory by integratbduction costs.
They also divided external uncertainty (see Zhao & Decker, 2004). Hihngw& Kim (1990) added
strategic, environmental and transaction costs variables to their TC modehrgbed that control is not
enough as a decision criterion. Therefore, resource commitment and dissemirsktishould be
considered. When an environmental factor such as country risk is high, firms preferyhecetds that
require lower resource commitment. In addition, a firm with valuable tacit kowvas a transaction cost
variable will face lower dissemination risk and will favour high control entodes (Benito & Welsh,
1994).
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Erramilli & Rao (1993) modified the transaction cost theory to apply service industries.
Some studies focused on the application of the TC model for SMEs (Nakos & BrouthersBr20fi2ers
& Nakos, 2004). Makino & Neupert (2000) extended the TC theory to the choice betWerwmniership
and joint ventures considering the effect of the country-of-origin variable {®@©omparing Japanese
and U.S. firms. Researchers also studied the effect of the TC approach on firm gecéorfeee
Brouthers, 2002; Brouthers & Nakos, 2004; Shrader, 2001). Shrader (2001) studiedlethaf r
collaboration in increasing the performance of high-tech manufacturing firms.argeed that
collaboration helps partners exchange knowledge. As Figure 4 shows, MNCs transtechmslogical
knowledge to their local partners whereas the local firms provide MNCs with nlanketledge.
However, technological knowledge and market knowledge are often tacit and costithangx Firms
with less international experience need to obtain such knowledge but tragskerowledge to partners
across corporate boundaries is difficult. Firms may also face difficulty imathsfer of knowledge due to
bounded rationality. In addition, contracts may fail to protect this knowledge and prevertunispa
Hence, transaction costs increase and the performance and efficiency of collaboratione.decreas
Consequently, firms prefer to internalize their activities (Shrader, 2001; Slangenr&ati, 2007).

Figure 4: The Effects of Transaction Costs on Collaboration Performance

Tvpe of knowledge Bounded rationality
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costs
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Source: Shrader (2001)

The TC model has been mainly applied in the internationalization liter&uan(illi & Rao,
1993; Malhotra, Agarwal & Ulgado, 2003; Taylor, Shaoming & Osland, 2000; Zacharakis, 1997).
However, this theory has been criticized, as it does not provide a dynamic apirdlerentry mode
choice (Benito & Welsh, 1994; Cumberland, 2006). According to Ekeledo & Sivakumar (2894)C
theory cannot explain the choice of entry mode since the world business has become gldltadized.
approach focuses on market failure situations in which FDI is preferred. Theréfrajot able to
compare FDI with exporting successfully (Ekeledo & Sivakumar, 2004). The TC model isflmdijve
in the choice between dichotomous entry modes, i.e. equity versus non-equity modes or hayh contr
versus low control modes (Gatignon & Anderson 1988; Erramilli & Rao 1993). Thisytieecelevant
only when transaction costs in a foreign market are high (Erramillia@ R993; Morschett, 2006).
Furthermore, it may not result in increasing firm performance (Brouthers, 200&gvdr, Brouthers &
Nakos (2004) found that SMEs that followed transaction costs analysis perceived a better performance.

The TC theory supposes that the only purpose of entry mode is maximizing prafiignores
other objectives (Zhao & Decker, 2004). Focusing on minimizing transactionatasésis not enough to
explain an optimal entry mode choice while firms should consider risks, returns and colbabotiti
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business partners in different institutional and cultural environments (Chéfujgaba, 2007). In
addition, integration incentives are not always related to the reduction of trengaxsts. Therefore, the
TC model should consider non-TC factors including global integration, extensioarkét power and
evasion of conflict with local partners. These factors motivate firmadmilize their foreign operations
(Andersen, 1997; Erramilli & Rao, 1993; Hill, Hwang & Kim, 1990; Malhotra, Agarwéll§ado, 2003;
Morschett, 2006; Zhao & Decker, 2004).

The transaction cost theory focuses on the international strategies ofaotarin§ firms
(Morschett, 2006). However, manufacturing and service firms show differentoreatdi the factors that
cause transaction costs (Anderson & Coughlan, 1987; Brouthers & Brouthers, 2003;liE%rdRaid,
1993). Brouthers & Brouthers (2003) argued that service firms need tesxiéil investment than
manufacturing firms, as they are more labour-intensive. The inseparabilitytofesoices is another
reason for this difference. Therefore, service firms counter behavioural umiyentehich is related to
individuals, and their response to environmental uncertainty is different framufacturing firms.
Subsequently, Erramilli & Rao (1993) suggest that the TC theory should be madliiechpplicable for
service industries. Rutashobya & Jaensson (2004) criticized this theory becays®ds the role of
business networks in the international expansion of firms, especially SMEs. In fact, it does not explain the
strategies of small entrepreneurial firms with limited resources (Zacharakis, 1997).

The TC theory ignores the role of location advantages and the costs related tm ltatrs
related to market potential and investment risks (see Brouthers, 2002; E&elgdakumar, 2004).
Furthermore, Brouthers & Nakos (2004) identified the effect of nationality as a ¢dmméy factor that
influences entry mode choice. Taylor, Shaoming & Osland (2000) believed that the TC snodi i
applicable in western developed countries because it neglects the efiastitafional structure on
transaction costs and partnership. Therefore, some researchers have added indiétctioaaio their
models (see Brouthers, 2002; Lu, 2002; Meyer, 2001; Zhao & Decker, 2004). The transaction costs theory
ignores the role of strategic concern in motivating firms to use collaboratime reades (Camisén &
Villar, 2009; Ekeledo & Sivakumar, 2004). This theory does not reflect theofalecision makers in
internationalization process (Decker & Zhao, 2004). It also overlooks the efffestry mode choice on
creating competitive advantage for firms (Morschett, 2006).

Resour ce-Based Theory

Wernerfelt (1984) and Barney (1986, 1991) initiated the resource-based view (RBV) based on
fundamental ideas of Penrose (1959) in the theory of the growth of the firm and R8BB) in the
theory of the expansion of firms. The RBV believes that if a firm has abunelmirces and can use
them successfully, it will be able to compete in international markets and igtdong-term goals
(Sharma & Erramilli, 2004). The resource-based theory originated from the monopadigtintage
theory of Hymer (1960) in which thesources and capabilities available to firms influence their foreign
operations and help them overcome the primary costs of competition in internationalsmarkatt,
internationalization is taken place by means of resources, knowledge and cap@Bilities & Murray,
1998). These resources are not equally distributed across business firms within ay iBdaktfirm has
its unique assets that are called firm-specific resourCagpano, Rahman & Roth, 2003). Therefore,
firms may benefit from the Ricardian rents, which are the economic rents caudettdéy tesources
(Fahy, 2002).
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Although Porter (1980) argued that competitive forces related to the industry strareiuhe key
factors that lead a firm to success, the resource-based view insists on the irepoftfirm-specific
resources (Galbreath & Galvin, 2008). This theory assumes that the triumgrkat performance of a
firm not only relates to environmental factbig also to the firm’s influence on the environment (Barney,
1991; Conner, 1991; Ekeledo & Sivakumar, 2004; Forlani, Parthasarathy & Keaveney, 2008)r In othe
words, every firm is the source of competitive advantage that is resulted frexplbéation of various
firm-specific resources (Almor & Hashai, 2004; Barney, 1991; Camisén & Villar, 2009; Che0g,
Ekeledo & Sivakumar, 2004). Firm-specific resources can be tangible, such as physicafirzaseit,
resources and labour force, or intangible, such as proprietary technology, knowledgessusi
experience, brand name and organizational culture (Camisén & Villar, 2009; Carpano, RalRodn &
2003; Ekeledo & Sivakumar, 2004; Ismadilal., 2012; Knott, 2009; Sharma & Erramilli, 2004; Tuan &
Yoshi, 2010;Wernerfelt, 1984). A firm’s resources can also be divided into physical capital, human
capital and organizational capital (Barney, 1991; Carpano, Rahman & Roth, 2003; Wilaonn&,
2009). These resources are used by firms in the process of production and distribotitar to create
efficiency and compound skills (Barney, 1991; Camisén & Villar, 2009; Ekeledo & @ivak 2004,
Grant, 1991).

A Firm owns an assortmentf interrelated tangible and intangible assets that generate
organizational gaabilities. Such core competencies explain the firm’s ability to carry out a specific task
and increase the efficiency of its operations as well as customer value (Almorh&iHz2G04; Barney,
1986, 1991; Camisén & Villar, 2009; Cheng, 2006; Claver & Quer, 2005; Grant, 1991s&e19569;
Prahalad & Hamel, 1990; Tuan & Yoshi, 2010; Wernerfelt, 1984). Capabilitiesheefym to transform
its resources into products or services. Capabilities are intangiblardutifferent from intangible
resources because they require tacit or implicit knowledge and skills wiheseasces comprise explicit
knowledge. In addition, resources are independent from the individuals and firpedbess them while
capabilities are related to capable individuals and firms. Furthermore, intangible resoercssially
under legal protection whereas it is difficult to protect capabilities (Camisénl& \2009).

A firm can gain a sustainable competitive advantage if it owns an advanced unique combination
of internal resources compared to its rivals that create superior capalaliti distinctive competencies.
These resources should be valuable, durable, unique and complicated, and other firmgasilgnot
transfer or duplicate them (Almor & Hashai, 2004; Barney, 1986, 1991; Camisoiilla, \2009;
Carpano, Rahman & Roth, 2003; Cumberland, 2006; Ekeledo & Sivakumar, 2004; Fahy, 2002;
Fredericks, 2005; Grant, 1991; Ismetilal., 2010, 2012; Meschi & Metais, 2006; Ripollés & Blesa, 2012;
Sharma & Erramilli, 2004; Tuan & Yoshi, 2010; Wernerfelt, 1984; Wilson & Amine, 2088)vever,
resources may differ in terms of asset specificity, opacity, complexity aiioetsc (Meschi & Metais,
2006). To make competitive advantage sustainable, firms should have dynamic capabilities tnddjust
rearrange their resources and capabilities in order to discover market ogigsrami respond quickly to
environmental changes (Camisén & Villar, 2009; Knott, 2009; Teece, Pisano & Shuen,B&83t) on
the RBV, innovation can help the firm to accomplish and maintain competitive advantagm@T&
Grosse, 2002). In addition, firms need an interaction between systemic knowledge, innowvdtion an
external information networks (Johannessen and Olsen, 2009).

In the resource-based view, the unit of analysis is the firm and the focustssresources. The
criteria for decision-making is the trade-off between value and cost, whigmanthat a firm that
possesses valuable resources can bear the costs of internalization and avoidnsagtidn costs
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(Cumberland, 2006; Sharma & Erramilli, 2004). Therefore, a firm’s capability and valuable assets bring
about cost efficiency for the firm. In fact, firm-specific resources atfeetbusiness strategy of firms.
Firms with valuable resources tend towards diversification. They usually entet taagkets, where
resource demands match their resource capacity (Cumberland, 2006). Actualdy,cfeaie their
competitive advantages in their home country and transfer it to host countries tlnaigh éxpansion.
The level of internationalization determines the cross-border transfissefs, the competitive advantage
of the firm and its familiarity with target markets (Camison & Villar, 2009). The ability ahatf create
competitive advantage in a host country depends on the extent the firm can tranafealike vesources
to that market and utilize them with efficiency and effectiveness (Sharma &illirraé04). Therefore,
firms need knowledge and information in order to deploy their resources (K0@®; Prahalad &
Hamel, 1990; Ripollés & Blesa, 2012).

Fahy (2002) offered a conceptual model of sustainable competitive advantage riationet
markets and explained that a pool of resources is accessible in both the home and host coulings inclu
country-specific resources and firm-specific resources. As Figure 5 shows, country-spesaifices can
be basic resources, such as raw materials, or advanced resources, such as technologwitiA di
sustainable competitive advantage may accomplish superior performance in term®rsf dach as
market share, profitability or marketing capabilities (Fahy, 2002; Rpdfl Blesa, 2012; Wilson &
Amine, 2009). Such a firm can maximize its profits and returns in the long @mmér, 1991; Sharma
& Erramilli, 2004; Wernerfelt, 1984).

Figure 5: A Resource-based Model of Sustainable Competitive Advantage
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According to the resource-based theory, firms select strategies thaetweirces can support. In
fact, firms can compete well when their resources match external opport(Ekeedo & Sivakumar,
2004). Firms can find many benefits if they can duplicate their original operatidnsansfer their firm-
specific resources to the host countries, where local markets do not have sucleseSoarcsferring
assets is an essential condition for firms to succeed in foreign operations ,(@B8hg Sharma &
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Erramilli, 2004). When a firm decides to collaborate with local partmews foreign market, it has to
protect its valuable resources and technological capabilities by means of lagatipn (Camisén &
Villar, 2009).

In the resource-based theory, FDI in the form of wholly owned subsidiaries is cedsidethe
default mode of entry that is preferred by firms in normal conditions whileeitransaction cost theory,
shared-control modes are the default entry mode (Cumberland, 2006; Ekeledo & SivaX@dar,
Forlani, Parthasarathy & Keaveney, 2008). A firm with valuable resources and casaboiis not need
to collaborate with local firms and, instead, it favours full ownership in formigrkets (Claver & Quer,
2005; Malhotra, Agarwal & Ulgado, 2003). They may also adopt joint venture as the gzeterded
mode (Ekeledo & Sivakumar, 2004). Firms participate in alliances in order to obtain knewledg
resources and complementary assets. They also aim at minimizing costs airigcedficiency and
effectiveness (Camisén & Villar, 2009; Ekeledo & Sivakumar, 2004; Malhotra, Agarwal & Ulgado, 2003;
Morschett, 2006; Sharma & Erramilli, 2004). However, alliances decrease thefl@aitrol exercised
by a firm (Shimizuet al., 2004).

The RBV considers competition among business firms as a dynamic phenomenon while the
eclectic theory and transaction cost theory assumeia giapetition in the market. As firms’ resources
are heterogeneous, competitors try to duplicate them and develop efficient iskterrgtierefore, firms
should always observe the actions of their rivals and partners (Sharma & Erramilli, ROp4d@vent the
opportunistic behaviour of competitors and respond to competitive threats, firms shddildebource
barriers by deploying valuable, unique and non-duplicable assets (Sharma & Er2&®dlliWernerfelt,
1984). As a general theory of competition, Hunt and Morgan (1995) introduced wengion of the
resource-based view the resource advantage (RA) theory. The RA theory assumes that firms and
consumers have imperfect and costly information, firms’ objective is to achieve superior financial
performance, market demand is heterogeneous across and within industries, @urcesesare
heterogeneous and immobile, and the role of management is to create, select andnirgitategies.
Therefore, firms enter global markets to exploit their competitive advantage andoisdipemncial
performance (Hunt, 2002, 2010). Researchers verified the role of firm-specific resamulcempabilities
on the performance of firms (see Galbreath & Galvin, 2008; Isehall, 2010, 2012; Meschi & Metais,
2006; Tuan & Yoshi, 2010).

In the RBV, degree of control is a central point, based on which firms can edimy modes.
Firms like to control their foreign operations in order to enhance their cdiv@gsition and maximize
earnings from their resources and capabilities (Chen and Mujtaba, 2007; PehrssonA2@08n in
Figure 6, Ekeledo & Sivakumar (2004) offered a modified resource-based model. Tieg dintry
modes into high control modes and low control modes. A high control mode or sole ownershigsre
the highest resource commitment. Based on this model, entry mode choice is determimeespgdific
resources and the strategic issues, which originate from these resources and refer to méekesitngeal
or limitations that a firm has to deal with because of the strength or vesakfigts resources and
capabilities. In addition, location variables are marginal determinantsnititisl assumes that firms are
different based on the nature of the product they offer. In other words, manuf@@nd hard service
firms make different entry decisions from soft service firms due to the edseparability of production
and consumption. As in inseparable services the production and consumption of the seruicareutp
simultaneous, they require a close physical distance. Therefore, inseparable isBrvinedd to provide
a desired quality for their services that necessitates high controlheeoperations. Such firms usually
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favour a wholly owned subsidiary and if they decide to collaborate with local partrersyitl franchise
their operation to control the quality of services provided under their brand name.

Figure 6: A Modified Resource-based Framework
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The resource-based view has been criticized by researchers because it is static amtl does n
explain how a specific resource can create sustainable competitive advantagermhbildofinot have
enough knowledge about the productivity of each individual asset (Cumberland, 2006). ibnathuit
concept of fim-specific resources is ambiguous and it is not easy to operationalize measurement items for
them (Cumberland, 2006; Knott, 2009; Malhotra, Agarwal & Ulgado, 2003). The RBNly useful if it
can recognize resources that can create competitive advantage in future whilefnta@yaluable
resources develop during foreign operations (Knott, 2009). The RBV focuses atetloé resources in
creating competitive advantage but does not show the relationship between resources hilitte€apa
(Ismail et al., 2012). According to Almor & Hashai (2004), a firm may have some superior agaeabil
while it lags behind in other capabilities. Such disadvantages may neutralize the effect of a firm’s
competitive advantage. In such a case, the firm should reconfigure its resources eotbdillthe gap
between its capabilities and weaknesses. This requires a long-term investmesdurces that is not
always possible. Therefore, firms should not only aim to improve their core competbotissist
minimize their inferior capabilities that are related to production, marketing or Rtitias.

The RBV suggests that firm-specific resources determine firm performalnié= researchers
found a stronger effect from industry factors (Galbreath & Galvin, 20083.tfieory should consider the
effect of strategic considerations on the choice of entry mode (Ekeledo and Sivakd@daiorschett,
2006; Pehrsson, 2008). The focus of the resource-based models is on large nmalignafizerefore,
Almor & Hashai (2004) related the RBV to the internationalization of SMEwieer, it ignores the role
of network relationships in creating competitive advantage, especially for SRiEasfiobya and
Jaensson, 2004). According to Carpano, Rahman & R&M3), the resource-based theory concentrates
on the heterogeneity of a firm’s resources within an industry while it does not consider the role of the
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institutional context in which a firm runs its business. The competitionrmf firom different home
countries in a target market is affected by their national institutionatommeént. Within an industry,
firms from the same home country may share common features and similar restuaicgages, which
can be interpreted as group-specific firm resources. These firms may forgfestect their common
resources and capabilities from local firms in a target market through resource nhalorlgys.

Contingency Theory

The literature of internationalization has offered different models for the cbbieetry mode.
Nevertheless, these models were content-oriented and ignored the role of deaistos (Pecker &
Zhao, 2004). Therefore, in the early 1990s, researchers offered a contingency theory or $tusieggs
approach (see Okoroafo, 1990, 1991; O’Farrell & Wood, 1994, Woodcock, Beamish & Makino, 1994).
This theory originated in the contingency model of Fiedler (1967), who suggested that théileatides
depends on various situational factors including leader-member relationships, tagkestnd leader
position power. In the contingency theory, managers seek a satisfactory chaceamdimal one. They
make decisions under organizational and environmental constraints (Cumberland, 2006).ifgws bus
strategy approach is a pragmatic view in which firms adopt their expansion strdigdiesie-offs
between a number of factors such as market attractiveness, firm-specific resourceanagdment
attitudes (Whitelock, 2002).

According to Rundh (2001), firms do not necessarily follow the stage models of
internationalization but they may need to expand their activities intagyforearkets at an early stage of
their operations due to the limited domestic market. Consequently, decision makers tiwose
appropriate entry mode based on the firm’s market position. Ekeledo & Sivakumar (1998) stated that
there are three strategic views about decision-making: first, the situaticfiespeew, in which the
firm’s decisions are related to the unique situations it deals with; second, the universal view, in which the
universal strategic laws are applicable to all firms and in all situations; and thicntfiregency view, in
which there is no universal optimal choice for all firms and situations but the optimiak depends om
set of organizational and environmental conditions.

In the contingency theory, the unit of analysis is the decision maker, whs tef the top
managers of a firm who make the decision of expansion and the choice of entry modey Theyake
the decision task simpler, only consider a few variables, use a hierarchical paocedscompose the
problem into stable sub-systems and the environment into constant sub-systems (Cumberland, 2006).
According to Cumberland (2006), the contingency theory believes that market setextia@moice of
entry mode are two interdependent strategic decisions. Market selectiofluendad by market
opportunities and risks while the choice of entry mode is the result of firources and market
characteristics (Whitelock, 2002). In addition, the nature, depth and the types of ohddesaction
between supplier and client influence the choice of entry r@d&rrell & Wood, 1994).

According to Beach & Mitchell (1978), strategic decision-making depends on dhaectdristics
of decision makers and the characteristics of the decision task. Decision makdds reha the
knowledge of the available strategies, ability to execute the strategy successfultyotivation for
making a quick decision and selecting an appropriate strategy. A decision task stamplbeand well
defined or complicated and ill defined. A decision problem could be viewed in termdaafiliarity,
ambiguity, complexity and instability. The decision environment can also affect tlue cBeicisions are
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often irreversible and significant while decision makers are usually accoufdaltlee results of their
decisions (Cumberland, 2006; Kumar & Subramanian, 1997). Kumar & Subramanian (1997) divided
strategies into two types including rational analytic strategy in which reesagake decision by
considering all the alternatives, and cybernetic strategy in which managers make judgments based on only
a few significant alternatives at a time and use a hierarchical model. Contingency decision making usuall
follows a cybernetic strategy using limited options. In this method, there is no need to attach the outcomes
to each alternative, as there is no need to commit extensive resources foolldateon and decision

makers deal with uncertainty through a planned response.

The contingency theory has used the eclectic theory as its basis for iegpthim factors that
influence the choice of entry mode (see Ekeledo & Sivakumar, 1998; O’Farrell & Wood, 1994; O’Farrell,
Wood & Zheng, 1998; Woodcock, Beamish & Makino, 1994). This theory considers environmental
factors, such as the political environment and cultural distance, as contingency vahablase tnot
under a firm’s control. Researchers also added organizational factors, such as product differentiation, to
contingency models to provide a broader framéwd factors affecting the firm’s strategy (Ekeledo &
Sivakumar, 1998). Woodcock, Beamish & Makino (1994) suggested that choice of entry mode depends
on the contingency characteristics of resource requirements and organizationdlfaotars. In other
words, different entry modes may result in different outcomes due toréseiurce and organizational
control demands. Therefore, new ventures should go beyond joint ventures and acquisititevel Dihe
resource commitment depends on the risks firms perceive regarding theial crésources and
capabilities in foreign markets. Organizational control relates to the afstmanaging control
mechanisms. In addition, organizational culture is considered as a threat for merger and acquisition.

O’Farrell, Wood & Zheng(1998) argued that a firm’s behaviour in foreign markets is shaped by
its early clients in those markets. In addition, the strategic positiomud fs formed by the total pattern
of commitment of their limited capabilities and the need to contrgbritsluct or service quality and
ownership rights. Firms may succeed in their entry into a specific foreigketriithey can develop a
continuous relationship with their initial clients, acquire new clients based on recontimesda
collaborate with potential partners available in the market, respond to incresmiket demand by firm-
specific knowledge and capabilities, offer after-sales and delivery servitkdeaefit from a rising
demand in their home market, where their capabilities are developed.

When managers decide to enter foreign markets, they are purposely rational dochdopt a
mode that maximizes the firm’s profit. However, simultaneously, they face time, information and
resource limitations. As it is difficult to assess all available alteemtfirms have to use a hierarchical
decision-making strategy that limits their choices to the most satisiitegnatives concerning each
decision (Decker & Zhao, 2004; Kumar & Subramaniam, 1997; Pan & Tse, 2000). Kumar &
Subramanian (1997) offered a contingency model in which five steps are used for selestitaple
entry mode. Based on this model, managers follow a logical process and move from iregtigaineed
for expansion towards the choice of entry mode by evaluating time, resources amdtinforquality,
choosing a decision strategy, and collecting and analyzing data.

Lu & Hébert (2005) linked the contingency model to the transaction cost theory aneldodf
model in which firms that participate in a joint venture should fit batwasset specificity, uncertainty
and governance structure. Kumar & Subramanian (1997) suggested the hierarchical (H) model, in which a
decision maker first makes a choice between equity and non-equity modes, and them sglecific
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alternative, e.g. joint venture versus wholly owned subsidiary. However, Deckka& (2004) claimed
that such a model does not show what decision rules a decision maker should faHewnalividual
level.

O’Farrell and Wood (1994) suggested that the decision models used by manufacturing firms
should be modified when applying to services. Consequently, Ekeledo and Sivakué&rafi®red a
modified model for service firms in which firms select the locatiorpmiduction (home versus host
country) and determine the level of involvement in foreign operations (Low to higbdrding to Figure
7, the choice of entry mode is defined by the factors existing in the interdadxternal environment of
the firms while product category differentiates between soft services andhihbséfér consumer goods
or hard services. Due to inseparability, soft service firms should egégrhgontrol over their operations
through FDI, franchising or management contracts.

Figure 7: A Contingency Model of Entry Mode Choice

Internal Environment

Product factors
Corporate goals and objectives
Corporate strengths and weaknesses

Product classification

h 4

Goods v p | - Location of Production Entry Mode
Hard services - Level of Involvement > Choice
Soft services A

Extermal Environment

Host country market factors
Political and Socio-cultural factors
Economic infrastructure
Trade barriers
Home country factors

Source: Ekeledo & Sivakumar (1998)

Based on the contingency theory, firm performance is the result of the giniiletween the
firm, and its strategy, organizational structure and surrounding environment. The firm’s environment
provides ints for its operations while brings about opportunities and threats. Strategy verifies the firm’s
market position. Organizational structure refers to the arrangement of firmiespesources and
capabilities as well as coordinating them in order to attain corporate goals. Téeitefaay change after
the firm’s entry into foreign markets. Firms should maintain a balance between strategy and structure to
achieve a better performance (Fredericks, 2005; Gao, 2004; O’Farrell & Wood, 1994). As Figure 8
illustrates, Gao (2004) offered a modified contingency model using bargaining aavrust in order to
justify the choice between different entry modes in terms of equity shat@s Imodel, choice of entry
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mode relates to the degree of control and the level of resource commitment. Contrdbsivbaisextent
a firm can ensure the behaviour of its partners. Thus, lower trust results in the éwghef tontrol.

Figure 8: A Modified Contingency Model of Entry Mode Choice

Antecedent Factors ] Foreign Entrv Modes
Stlratelgic Exporting
Objectives
External Licensing
Environment , . :
Variables Desired Attributes of Foreign Toint
Entry Modes 7
Tnternal # Ventures
En‘;‘lrgnm ent ) SD egrv:f_ ]gf Contmlc ment Wholly Owned
Variables - Size of Resource Commitmen Ventures
Relational
Variables Other modes

Source: Gao (2004)

According to Gao (2004), the strategic choice of entry mode is a structural decisoefofe, it
should be fitted with the strategic objectives of the firm as well astésnial resources and capabilities,
and external environmental forces because the level of performance depends on the fiegeteveén
these factors. Fredericks (2005) argues that dynamic rapid changes in today’s business environment result
in market uncertainties that firms cannot usually avoid. Therefore, firmsdsbeuflexible to respond
promptly to environmental changes and uphold their sustainable competitive advantages inghe mark

As the contingency theory is a new approach, it needs to be examined and supported by
conducting further empirical studies. However, there are some criticisms regdndirgpritingency
models because there is no clear definition for the contingency variablesheindoperational
measurements (Cumberland, 2006). As some of these factors are in conflict with eackhethnet
effect is not explained. In addition, firms need to have adequate information ¢dngdémcontingency
factors when making a decision (Whitelock, 2002). An important factor that thimgemty approach
ignores is the network relationships that a firm needs for its international expak®wever, the
importance of this factor is not the same for all firms (Rundh, 2001; Whitelock, 2002).
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CONCLUSION

This study assesses the literature concerning the theories of internatimralaradi aims to
explain the conditions that affect the decisions regarding international expansioet sedektion, entry
timing and the choice of entry mode made by firms. Despite the significanibatioins of these
theories, they have many flaws and deficiencies in explaining the behaviour ofGuméerland, 2006;
Ekeledo & Sivakumar, 2004). According to Andersen (1993, 1997), theories of internaticinglsbus
should identify more accurately the conditions defining the theory in terms of cdirenaind value. In
addition, it should strengthen the explanatory power of the models by making speci®t parposes
tighter, focus more on the harmony between the conceptual level and the operatinatjest the data
collection design and adapt it to the theoretical model, and improve the rese&yohbgiesncentrating
on internal validity rather than external validity (see Cumberland, 2006).

In summary, previous theories focused on the international strategies of MNCs and @mly
approaches, such as the networks theory and the RVB, tried to explain the &oqeémnsion of SMEs
(Ruzzier, Hisrich & Antoncic, 2006). Another gap in the literature is thastmmesearchers only
considered the internationalization of firms from developed countries (Ahmad, 200&dA& Kitchen,

2008; Li, 2007; Pananond, 2007; Sim, 2006). Each theory focused on a set of explanatory constructs
including external or environmental factors, as the source of location advantagentemal ior
organizational factors, as the source of competitive advantage (see Ahmad, 2008; Ekeleda®ebjvak
2004; Fahy, 2002). However, the 10 theories, such as the eclectic model, overestimatde of the
environmental factors in internationalization because they studied manufacturiagtat rely on raw
materials (Ekeledo & Sivakumar, 2004; Pan & Tse, 2000).

The logic behind the choice of entry mode is different among various theories (sew 8h&rramilli,

2004). Actually, if market uncertainty is high, the firm has low experiencéydime country has cheaper
resources, or the product is at its first stage of life cycle, exporting will be a preferredorpeiadie (see
Dunning, 1977; Johanson & Wiedersheim-Paul, 1975; Vernon, 1966). FDI is a favourite mode of
operation when the market fails, market imperfection is high, the producthe maturity stage, market
uncertainty is low, the firm has strong networking capability or resoaicés competitive advantage, or

if there are foreign markets with cheaper and more efficient resolBaasef, 1986; Buckley & Casson,
1976; Dunning, 1977; Hakansson, 1987; Johanson & Vahlne, 1977; Vernon, 1966). If internalization
forces are not efficient, licensing is preferred (Dunning, 1977, 1980). In additgincbntrol modes,

such as wholly owned subsidiaries, are adopted by firms when they own valuableegsstheir asset
specificity is high, or they offer inseparable services (Anderson & Gatignon, 1986; Ekeledo & Sivakumar
1998, 2004; Erramilli & Rao, 1993; Wernerfelt, 1984).

A Comprehensive Model of I nternationalization

To overcome the flows of the previous theories of internationalization, some researetdrs t
offer a comprehensive model or an integrated theory in order to explain addioesfthat influence
internationalization and entry strategy, and predict the result (see Gannon, 1993; LiHR@5er, to
date, there has not been any progress. Introducing a comprehensive model requiredliffeséng
theories in the context of emerging markets and nascent firms, anigi@itithe theories and overcoming
their shortcomings. Achieving such a purpose needs serious effort, such as the ppegeang calls for
further theoretical and empirical studies. As shown in Figure 9, this study proposes a more comprehensiv
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model that encompasses all major factors mentioned in the literature as deiesrafrthe international
expansion of firms, including organizational or internal factors and environnmntatternal factors.
This model can be useful for both MNCs and SMEs in their process of market entrgvéipsuch a
model needs empirical support through further studies.

Figure 9: A Proposed Conceptual Model of the Internationalization of Firms

Internal Factors External Factors
4 Firm-specific Resources N 4 Industry-specific Factors )
- Ta.ng;ﬂ:?le Assets - Industry Potential
- I.tllta.nglble Assets - Industry Characteristics
- Firm Capabilities : - Industry Globalization
\_- NWetwork Relations Y, Internati 'fmal Stfﬂjt'-f-'gff \_- Industry Uncertainty Y,
- Expansion Deasicn
4 Strategic Considerations B ::> - Market Selection <: (" Home Country Factors
) : s - Entry Timing i .
Strategic Motivation  Mode Cho - Home Market Potential
- Business Strategy - Entry Mode Choice - National Culture
- Resource Strategy - Market Uncertainty .
- Competitive Strategy
(" Product Characteristics | Successful FoT Lo AT
. Internationalization of - Host Market Potential
- Product Life CYC.IE. . the Firm - Economic Development
- Degree nflllllta.n E,'Lbllltl}-' - Psychic Distance
\_- Inseparability of Services g \_- Country Risks Y,

Each construct in the proposed model consists of certain variables and, in turn, edié kad various
dimensions or factors. Internal factors include firm-specific resources, ggtratensiderations and
product characteristics. Among firm-specific resources, tangible assets mayoréifm size, financial
strength or profitability while intangible assets include organizationfilre, brand name and firm
reputation (Ekeledo & Sivakumar, 2004; Quer, Claver & Andreu, 2007). Firm capabilities comprise
international business experience, market knowledge, tacit knowhow, managemeanhdkiteprietay
technology (see Ekeledo & Sivakumar, 2004). Network relations may be in the fobuswfess
networks, social networks or government link (Ahmad, 2008; Pananond, 2007). Among strategic
considerations, business strategy is divided into multi-domestic strategy gtrsakstrategy (Ekeledo

& Sivakumar, 2004; Gannon, 1993; Schilke, Reimann & Thomas, 2009). As the strategic motoration f
entry, firms may follow their clients into foreign markets or seek nevkeisr Firms may decide to
exploit their valuable resources overseas or seek complementary resources (Ekgileslaugar, 2004).

In a competitive market, firms may use cost reduction, product differentiatifotus strategy (Porter,
1980). They may also be innovation oriented or service oriented (Morschett, 2006). Product
characteristics may refer to product life cycle (Vernon, 1966). Firms nifey dased on the degree of
intangibility of their products, i.e. goods and services (Cloninger, 2004). In additgomseparability of
production and consumption is a major factor that differentiates soft semvite ffom other service

firms regarding their entry mode choice (Ekeledo & Sivakumar, 1998, 2004; Erramilli & Rao, 1993).
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External factors consist of industry-specific factors as well as country-spciftes including
home country factors and host country factors. Among the industry-specific factorsryimghtential
refers to the issues such as industry size, demand and growth (Elango & Sambharya, 2004; Mpoyi, 2003).
Industry characteristics relates to the structure of industry, i.g¢ataypénsive versus labour intensive as
well as the intensity of competition among firms within an industry (EHia&Rao, 1993; Gannon,
1993; Mpoyi, 2003; Zhang, 2007). According to Chang & Rosenzweig (1998), the degree of globalization
as well as the speed of globalization of an industry can influence the choiceyofmete. Industry
uncertainty depends on the level of demand uncertainty and obstacles, which medbitigyfland make
the investment risky (Ahmeet al., 2002; Gannon, 1993; Mpoyi, 2003). Previous research insisted on the
role of home market size and potential as well as national culture on market exgamsiratoset al.,
2011; Erramilli, 1996;Mayrhofer, 2004 In addition, political instability may cause uncertainty in the
domestic market that affects the entry mode choice (Rasheed, 2005).

Among host country factors, market potential refers to size, demand and growth ofrizargeit
that can attract foreign investors (Ahmetdal., 2002; Choo & Mazzarol, 2001; Hill, Hwang & Kim,
1990; Kwon & Konopa, 1993; Lskavyan & Spatareanu, 2007). Economic developmexylasned in
terms of factors such as economic growth, average income, infrastructure, and gyad&hbihw
materials, labour force and technology in a host market (Asiedu, 2006; Kwon & Kdrg®®3, Psychic
distance refers to differences between home and host country including geogragaticedicultural
distance, language dissimilarity, and difference in economic systems and businesssptzattinfluence
foreign market selection, entry timing and the choice of entry mode (Ek&l&ileakumar, 1998, 2004,
Erramilli & Rao, 1993; Hill, Hwang & Kim, 1990; Gatignon & Anderson, 1988; Quer, €2l&Andreu,
2007; Reus, 2012; Shenkar, 2012). Factors such as government restrictionspdditiffal instability,
corruption and ineffective legal system may cause country risks in a foreign markealeathvestment
unattractive (Asiedu, 2006; Ekeledo & Sivakumar, 2004; Kwon & Konopa, 1993).
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