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ABSTRACT

Today’s business environment has been fundamentally transformed as a result of the
world’s recent evolution into the information age, along with the advent of the global

economy. Knowledge-intensive firms have proliferated in this new economy and
have been observed to employ more proactive and rapid internationalisation

strategies than traditional firms. While traditional start-ups generally originate as
domestic firms and gradually evolve into multinational enterprises, contemporary

start-ups increasingly begin as international firms. This study set out to examine

several key dimensions of these emerging high technology international start-ups,

conducting a quantitative and qualitative study in the UK and US in order to enhance

academic knowledge by addressing crucial gaps in the limited extant literature.

The study’s primary research objective was to identify firm-specific success factors
for small high technology international start-ups, so as to understand what specific
founder, organisation, and product and marketing strategy characteristics are
correlated with higher relative levels of performance. The study found that the
critical success factors were the international commitment of the founders, having an

entrepreneurial and goal driven internal organisational behaviour, applying customer-

driven product design, having unique and innovative products, engaging in

continuous innovation, and targeting similar customer segments world-wide.

Another major research objective was to identify factors influencing their distinctive
early internationalisation in order to understand why small high technology start-ups
are increasingly international in nature at or near inception. The study found that the
most 1nfluential factors were the international vision of the founder(s), the desire to
be an international market leader, the identification of a specific international

opportunity and the international and competitive nature of the firm’s industry.

The findings of this thesis study have important implications for theory, practitioners
and policy-makers. These implications are delineated in the thesis along with

limitations of the study and suggested areas for future research.
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CHAPTER 1

INTRODUCTION

1.1 BACKGROUND TO THE RESEARCH

Today’s business environment has been fundamentally transformed as a result of the

world’s recent evolution into the information age, along with the advent of the global
economy. Aggarwal (1999) argues that the modern information age has led to
competition based on the mastery of ideas and technology, which 1is not restricted by
geography and which 1s governed by new network economics. Aggarwal (1999)
posits that technology and globalisation have become mutually reinforcing, with
technology facilitating globalisation and with globalisation enhancing the
profitability of technology. Knowledge-intensive firms have proliferated in this new
economy and have been observed to employ more proactive and rapid
internationalisation strategies than traditional firms (Bell, Crick and Young, 2000).
This thesis examines these contemporary rapid internationalising knowledge-

intensive firms, specifically focusing on small high technology international start-

ups.

The OECD (1997) as well as numerous researchers (for example Litvak, 1990;
McDougall, Shane, and Oviatt, 1994; Knight and Cavusgil, 1996; Madsen and
Servais, 1997; Oviatt and McDougall, 1997; Knight, Madsen, Servais and
Rasmussen, 2000) have recently noted the increasing commonality of new ventures
that are distinctly international in nature at or near inception. In line with
Aggarwal’s (1999) contentions, these international start-ups frequently conduct

business in high technology niche markets world-wide, utilising alternative

governance structures and networks to overcome resource deficiencies (Oviatt and

McDougall, 1994; McDougall, Shane and Oviatt, 1994).



While traditional start-ups generally originate as domestic firms and gradually evolve

into multinational enterprises, contemporary start-ups increasingly begin as
international firms. The primary differentiating characteristic is the age of the firm
when it becomes international. International start-ups commence with an
International business strategy, manifested by the early sourcing and employment of
their resources as well as the sale of their products and services in multiple strategic
markets world-wide, with the intent of gaining competitive advantage (Oviatt and

McDougall, 1994). Their recent emergence has been linked to the genesis of the

global economy and its ensuing impact on entrepreneurial orientation, such as the
higher prevalence of an international vision amongst founders that stems 1n part from
their prior international experience, and on industry competitive environment, with
many industries now intrinsically international and with a large proportion of

prospective customers being located world-wide (Johnson, 2001).

Internationalisation theory literature provides a limited understanding of international
start-ups. Traditional models depict the small firm internationalisation process as
being incremental in nature, whereby the firm commences with a domestic business
orientation and gradually internationalises either as experiential and market
knowledge accumulates (Johanson and Wiedersheim-Paul, 1975; Johanson and
Vahlne, 1977) or through a series of distinct stages (Bilkey and Tesar, 1977;
Cavusgil, 1980; Reid, 1981; Czinkota, 1982). However, numerous empirical studies

focusing on the operational dimension of these internationalisation process models

have found only limited support for their underlying incremental internationalisation
principle (for example Turnbull, 1987; Sullivan and Bauerschmidt, 1990; Bell, 1995;
Petersen and Pedersen, 1997). This literature, along with the international start-up

literature, suggests the need to revise the models in light of contemporary business

environment dynamics.

Other theoretical constructs likewise provide only a limited understanding of
international start-ups. As will be shown in this thesis, economic approaches to
internationalisation provide little insight and relevance for these firms, while other

approaches such as the network and resource-based perspectives offer higher



explanatory value. Coviello and McAuley (1999) argue that small and medium-sized
enterprise (SME) internationalisation is best understood through the integration of

theoretical frameworks, positing that the stage models, economic approaches and

network perspectives offer complementary views of smaller firm internationalisation.

In agreement with this viewpoint, this study takes an eclectic approach towards
existing theoretical frameworks so as to understand the complex and prevailing

internationalisation behaviour of international start-ups.

1.2 RESEARCH CONTEXT AND OBJECTIVES

While previous research studies have provided evidence of the existence and
emergence of international start-ups, the literature is considerably limited in nature.
Extant literature is largely based on small-scale qualitative research. While
qualitative methods are appropriate for exploratory research, the researchers involved
in these studies have acknowledged the need for larger-scale studies, including
quantitative work, to test earlier findings and facilitate an understanding of key
dimensions of this emerging class of new ventures. Accordingly, this research
project sets out to enhance academic knowledge of international start-ups by
conducting a two-country study utilising both qualitative and quantitative methods,

addressing crucial gaps in the literature. These gaps, in tumn, provide the basis for the

study’s research objectives.

The primary research objective of this study is to identify firm-specific success
factors for small high technology international start-ups, so as to understand what
specific founder, organisation and product and marketing strategy charactenstics are
correlated with higher relative levels of performance. The second objective 1s to
identify factors influencing their distinctive early internationalisation in order to
understand why small high technology start-ups are increasingly international in
nature at or near inception. The third objective is to identify factors influencing the
selection of their initial country markets, while the fourth objective is to identify

factors influencing their common early establishment of foreign-based



organisational activities (e.g. sales or service offices), in order to gain an

understanding of these key activities.

The study focused on small independent high technology international start-ups (to
be specifically defined in Chapter 2) in the UK and US since prior academic studies
have found that international start-ups are commonly small in size, entrepreneurial in

nature, frequently operate in high technology industry sectors and are present in
sufficient quantity in the UK and US to conduct the study. Furthermore, the UK and
US represent two of the world’s leading international business centres, spanning two
continents, which facilitates national comparison of international start-ups. The

study’s four research questions, which emanate from these objectives, are delineated

below.

Research Question 1

a) Which founder, organisation and product and marketing strategy

characteristics of small high technology international start-ups are

significantly correlated with performance?
b) Which of these characteristics are the best predictors of performance for

small high technology international start-ups?

c) What differences exist, if any, between these findings for UK and US

international start-ups?

Research Question 2

a) What are the key factors influencing small high technology start-ups to be

international at or near inception?

b) What differences exist, if any, between these factors for UK and US start-

ups?

Research Question 3

a) What are the principal factors influencing the selection of initial country

markets for UK and US small high technology international start-ups?



b) What differences exist, if any, between these factors for UK and US

international start-ups?

Research Question 4

What are the primary factors influencing small high technology
international start-ups to establish organisational activities (e.g. sales or

service offices) in foreign countries in the early years of their existence?

The answers to these research questions will shed light on vital dimensions of
international start-ups and represent timely and important research due to the
emerging prominence of these firms. The value extends not only to the enrichment
of academic knowledge, but also to the profound and direct implications for
practitioners and policy-makers. Practitioners, and more specifically current and
prospective international entrepreneurs, will uniquely benefit from the 1dentification
of factors that were found to enhance the performance and success of high
technology international start-ups. Policy-makers will gain an understanding of

appropriate policies and support programmes that are required to foster the economic

development of these small knowledge-intensive early-internationalising firms. The

methods utilised to address these research questions are succinctly described in the

following section.

1.3 RESEARCH APPROACH

Based on the limited state of extant literature and knowledge of international start-
ups, due in part to their recent emergence on the world stage, this research is best
described as being exploratory in nature. In order to answer the research questions
outlined in the previous section, a combination of approaches encompassing both
qualitative and quantitative techniques was determined to be the most appropriate
methodology for this exploratory study. This mix of research methods, facilitating
both exploration and generalisation, is supported by a host of scholars (for example

Churchill, 1987; Baker, 1991; Chisnall, 1997; Aaker et al., 1998).



The first phase of the research involved qualitative methods, designed to probe and

explore issues related to the study’s research questions, which served to augment
existing literature in the development of a questionnaire for the ensuing quantitative

phase. Accordingly, a series of in-depth personal interviews were conducted with

founders and top executives of small high technology international start-ups in the

UK and US. Six such interviews were conducted in the UK and six in the US.

The second phase of the research embodied a quantitative design. A mail survey was

selected as the most appropriate data collection instrument since it represented an

efficient and low cost method of collecting data from large geographically dispersed

samples. Furthermore, it facilitated both the testing of the study’s research

propositions, which emanated from the literature and qualitative findings, as well as

the generalisation of the overall findings. Subsequently, 600 questionnaires were
sent to early-internationalising high technology firms in the UK and 600 to
comparable firms in the US, resulting in 102 usable UK responses (19.25% adjusted

response rate) and 89 usable US responses (18.09% adjusted response rate).

1.4 STRUCTURE OF THE THESIS

The thesis is comprised of ten chapters, along with supporting reference and
appendix sections. These chapters can be clustered into five distinct sequential
modules: the introduction, literature review, research methodology, findings and
conclusion. The structural configuration of the thesis is illustrated in Figure 1.1.

This section will supplement the illustration by briefly describing the contents of

each chapter grouping.



INTRODUCTION

Chapter 1

Background to the research, research

Chapter 2
Definitions and background to the study

objectives, research approach

|

LITERATURE REVIEW
Chapter 3 Chapter 4 Chapter S

Internationalisation of the International start-up International start-up

firm theory and evidence success factors

RESEARCH METHODOLOGY
Chapter 6

Research questions and propositions, research process, population definition and

sampling frame, qualitative and quantitative phases and mail survey response

|

FINDINGS
Chapter 7 Chapter 8 Chapter 9

Interview findings and Descriptive and Multivariate data analysis

case studies univariate/bivariate findings

findings

|

CONCLUSION
Chapter 10

Framework of findings, support for the literature, implications, limitations and areas

for future research

Figure 1.1: Structure of the Thesis




The introduction component of the thesis consists of two chapters. Chapter 1

describes the background to the research study, identifies critical gaps in the
literature leading to the study’s research objectives and questions, discusses the value

and importance of the research, identifies the methodological approach of the
research and delineates the structure of the thesis. Chapter 2 provides definitions of
key terms utilised in the thesis, a holistic definition of small high technology

international start-ups as applied in this thesis and an outline of relevant market

characteristics of the UK and US, such as economic indicators, attitudes towards

entrepreneurship, availability of venture capital and industry sector specifics.

The literature review is comprised of three chapters. Chapter 3 provides the

theoretical underpinning to the study, reviewing economic/rational and behavioural
approaches and theories to the internationalisation of the firm. Chapter 4 examines
the relationships and explanatory ability of these theories to international start-ups as
well as describes evidence of their existence and emergence, factors influencing their
distinctive early internationalisation and their idiosyncratic characteristics. Chapter 5
outlines previous research findings pertaining to international start-up success

factors, culminating in the development of an organising framework.

The research methodology component consists of a single comprehensive chapter.
Chapter 6 commences with a restatement of the research objectives and questions,
leading to the delineation of the study’s research propositions. Research design
issues and alternative approaches are then discussed prior to describing the adopted
research design and process. The population definition and sampling frame are
subsequently identified, followed by detailed descriptions of the qualitative and
quantitative phases of the research. Finally, the questionnaire design is outlined,
along with specifics pertaining to the mail survey’s pre-testing, posting procedures,

response rates and tests for non-response bias.

The research findings module is comprised of three chapters. Chapter 7 presents the

study’s qualitative findings pertaining to each of the four research questions as well



as provides six case studies of small high technology international start-ups. Chapter

8 provides both a description and profile of responding firms and the study’s
quantitative findings for Research Questions/Propositions 2, 3 and 4, utilising
univariate and bivariate data analysis. Chapter 9 delineates the quantitative findings

for Research Question/Proposition 1, which embodies the study’s primary research

objective, detailing the results of factor and multiple regression analyses.

The conclusion is encompassed in Chapter 10. The chapter discusses the study’s
principal contributions and provides a framework illustrating its key findings. The
support of the findings for pre-existing literature, including theory, is then examined.
This is followed by a discussion of the implications of the findings for theory,

practitioners and policy-makers. Finally, the limitations of the study are described,

along with the identification of suggested areas for future research.



CHAPTER 2

DEFINITIONS AND BACKGROUND TO THE STUDY

INTRODUCTION

Before describing this research study it is essential to define key terms that will be

utilised throughout the thesis as well as to provide backgrounds to the study’s
countries and sectors. The chapter commences with the provision of definitions of
fundamental study terms in order to establish their precise meaning as applied in this
research. This is followed by a description of foreign market entry mode options in

order to both lay the foundation and facilitate the understanding of subsequent
discussions of entry mode selection by international start-ups. The final section
1dentifies and discusses demographic, economic and trade data, cultural differences,

attitudes towards entrepreneurship, the availability of venture capital and data

pertaining to the study’s sectors for the UK and US.

2.1 DEFINITIONS

This section provides definitions and descriptions of key terms utilised in this thesis.
The terms to be defined centre around the type of firms studied in this research
project, small high technology international start-ups. Accordingly, definitions will
be provided for a ‘small firm’, ‘high technology firm’, ‘international firm’ and an
‘International start-up’. Furthermore, the term ‘international entrepreneurship’ will
be defined and discussed, since international start-ups can be viewed as international

entrepreneurial firms. Little academic agreement exists over the exact meaning and

nature of these terms. Therefore, the intent of this section is to establish definitions

for these key terms as they are applied in this research study.
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2.1.1 DEFINITION OF A ‘SMALL FIRM’

This thesis involves a study of small firms, specifically small high technology
international start-ups. No universally accepted definition for a ‘small’ firm exists.

Definitions vary not only amongst academics and governmental organisations around

the world, but also by definitional approach (i.e. quantitative versus qualitative).
While many definitions are based on quantitative criteria such as the number of

employees or sales volume, others are based on qualitative criteria such as the

independence or management style of the firm, while still others are based on a
combination of these criteria.  Furthermore, these differences are pervasive
throughout the UK and US, where scores of different definitions for a ‘small’ firm
exist (Beesley and Wilson, 1981; Reid, 1982). This section examines several leading

definitions and establishes and provides justification for the selected definition to be

utilised in this thesis study.

A frequently employed criterion for categorising the size of a firm is by the number
of employees. While the previous paragraph highlighted widespread definitional
differences, there is general convergence in terms of the number of employee
criterion. The US Small Business Administration (1988), Bank of England (1997),
European Network for SME Research (ENSR, 1993) and OECD (1997) all define a

small firm as having fewer than 100 employees. However, minor differences exist
between these organisations with respect to the number of employees constituting
their sub-categories of a ‘micro’ and ‘very small’ firm. Table 2.1 summarises the
criteria used by these organisations to measure the size of a firm by the number of
employees. The employee numbers illustrated pertain largely to manufacturing
rather than service firms. It is commonly accepted that the number of employees

constituting a ‘small’ service firm is far less than for a ‘small’ manufacturing firm

(OECD, 1997).
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Table 2.1: Organisational Measurement of Firms by Number of Employees

(Source: The author, derived from the literature)

Another quantitative approach to the measurement of firm size is classification by

annual turnover. However, the utilisation of this approach 1s problematic for several

reasons. First, definitions vary widely with respect to turnover bands. Second,
sectoral differences greatly complicate appropriate definitional categorisation, since
typical small firm turnover can vary greatly by industry. And third, international
comparison is hampered by the availability and accuracy of data as well as by

foreign currency fluctuations.

Qualitative approaches to the definition of a small firm often centre around
management, ownership and market characteristics. For example, the Bolton
Committee’s (1971) definition of a small UK firm included the qualitative criteria of
independence, owner management and having a relatively small market share.
However, the Bolton Committee definition, as well as other qualitative definitions,
has been criticised for its lack of clarity regarding market share and the difficulty in
obtaining required firm data pertaining to ownership and management (Stanworth
and Curran, 1976; Storey and Johnson, 1986).

This study employs a quantitative approach to the definition of a small firm by
Incorporating a measure of the number of employees. Specifically, a ‘small firm’ is

defined for purposes of this study as having fewer than 100 employees at the

time of its initial international activity. The criterion of having fewer than 100

12



employees (full-time equivalent) is based on the general agreement of this size

between the US Small Business Administration, Bank of England, European
Network for SME Research and the OECD. The timing of the criterion tied to the
firm’s 1nitial international activity is based on the early internationalisation focus and

the retrospective nature of the study:.

2.1.2 DEFINITION OF A ‘HIGH TECHNOLOGY FIRM’

This thesis study focuses on high technology firms. No universally accepted

definition for a ‘high technology firm’ exists. However, it is often defined as a firm
that conducts business within technologically innovative industry sectors, which
have an above-average R&D intensity and an above-average proportion of technical
personnel (Butchart, 1987; Jones-Evans and Westhead, 1996). The technology is
typically product or process oriented and the R&D can be in-house, out-sourced or
part of a co-operative arrangement. Common sectors that are widely considered to
be high technology in nature include, among others, advanced electronics,

telecommunications, information technology and biotechnology (Butchart, 1987,

Oakey et al., 1990; Jones-Evans et al., 1996).

The degree to which a firm commits its resources to R&D activity is referred to as its
research-intensiveness. Research intensity in high technology firms is frequently
measured by the percentage of firm turnover spent on R&D endeavours or the
percentage of firm employees (full-time equivalent) engaged in R&D activity
(Butchart, 1987; Felsenstein and Bar-El, 1989). This study measured both resource
expenditure factors. However, since the study involved very young firms, which
generally lack both significant early turnover and requisite resources for extensive

R&D efforts, accurate measurement of research intensity is problematic. Moreover,

while the establishment of specific percentage criteria for a firm to be classed as
research intensive is quite arbitrarily applied in the literature (Butchart, 1987), these
young firm characteristics further cloud the setting of appropriate percentage criteria

in this study. Therefore, the study will not set a cut-off percentage, but rather will

13



consider a firm to have met the R&D criterion for classification as a high technology

firm 1f it engages in any level of R&D activity as measured by these two indicators.

The study involved firms in three high technology sectors: computer software,

computer hardware and electronics. The rationale for the selection of these three

sectors 1s discussed in the Research Methodology chapter (see Chapter 6).
Furthermore, each of the firms included in the analysis exhibited evidence of regular

R&D activity, to whatever degree. Thus, for purposes of this study, a ‘high

technology firm’ refers to a computer software, computer hardware or

electronics company that engages in ongoing R&D activity.

2.1.3 DEFINITION OF AN ‘INTERNATIONAL FIRM’

In order to define an ‘international firm’ it is first necessary to examine the meaning
of the term ‘internationalisation’. Johanson and Vahlne (1977) define
internationalisation as “a process in which the firms gradually increase their
international involvement”. Similarly, Welch and Luostarinen (1988) define
internationalisation as “the process of increasing involvement in international
operations”. Welch and Luostarinen further posit that internationalisation can be
both inward (e.g. foreign outsourcing) as well as outward (e.g. exporting). In a like
manner, Beamish (1990) defines internationalisation as “the process by which firms
both increase their awareness of the direct and indirect influence of international
transactions on their future, and establish and conduct transactions with other

countries”. Common methods employed by firms to enter international markets are

described in Section 2.2.

Juxtaposing these three definitions, internationalisation can be viewed as a firm’s

gradual process of increasing international involvement. However, as will be

detailed in Chapter 3, recent studies have suggested that this process can be early and

rapid as opposed to gradual and incremental (see for example Turnbull, 1987;
Sullivan and Bauerschmidt, 1990; Bell, 1995;: Petersen and Pedersen, 1997,
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Lindqvist, 1997). Chapter 3 examines numerous theoretical approaches to the

internationalisation of the firm, providing a more detailed explanation of the process.

In light of this definition of intermationalisation, an international firm can essentially

be described as a company that has begun or that is further along in the process of

Increasing involvement in international business activity. However, for purposes of
this study, an ‘international firm’ refers to a company that is engaged in a

meaningful level of outward international business activity, The specific

measures of this ‘meaningful activity’ and criteria for companies to be classed as

international firms in this study are described in the following section.

Considerable ambiguity exists regarding the distinction between the terms

‘Internationalisation’ and ‘globalisation’ and between ‘international firm’ and ‘global

firm’, with many authors improperly applying the terms synonymously. This
ambiguity is echoed in the OECD’s (1997, p21) report on Globalisation and SMEs

where they state that “globalisation is a fuzzy, imprecise concept” with “no absolute
point on the scale at which firms are or are not globalised”. The OECD (1997)

contends that globalisation cannot be measured directly since it encompasses a
composite of several dimensions. The organisation defines globalisation as a deeper
involvement in internationalisation as measured by the proportion of the firm’s

outputs and inputs that are traded across national boundaries, the number of
establishments or affiliations in different countries or regions, and the number and
range or regions which the firm perceives as being market opportunities or
competitive threats. The OECD (1997) defines a global firm as a company having:
o flexibility and the ability to identify and take advantage of opportunities
world-wide
e the ability to source inputs, deliver products and services, and move capital
across national borders
* no specific home country or national base
® a presence in numerous countries, generally as establishments, alliances or
part of a network
* top management that thinks and acts globally
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o the ability to successfully market products and/or services in different

countries.

Globalisation and global firms can also be differentiated from internationalisation
and international firms in terms of the strategy they employ. Global strategy has
been characterised as involving product standardisation (Levitt, 1983), economies of
scale and scope (Hout et al.,, 1982; Porter, 1985), cost efficiency and location
economies (Hout et al.,, 1982; Porter, 1984; Kogut, 1985), integration and co-
ordination of value-added activities (Bartlett, 1985; Porter, 1985; Yip, 1992), and
shared learning experiences (Bartlett and Ghoshal, 1985, 1989). Thus, the distinction
between an international firm and a global firm lies in the deeper involvement in

International business activity of the global firm, in terms of the characteristics and

strategy noted above.

2.1.4 DEFINITION OF AN ‘INTERNATIONAL START-UP’

The previous section established the study’s definition of an international firm. This
section builds on the definition by providing specific definitional parameters and by

incorporating the new venture dimension in order to define an ‘international start-
up’, which is the focus of this thesis. The study’s definition of an international start-
up is largely influenced by that of Oviatt and McDougall (1994), who define the
synonymous term ‘international new venture’ as “a business organisation that, from
inception, seeks to derive significant competitive advantage from the use of
resources and the sale of outputs in multiple countries”. Similarly, for purposes of
this study, an ‘international start-up’ is defined as a new venture that exhibits
an innate propensity to engage in a meaningful level of international business

activity at or near inception, with the intent of achieving strategic competitive
advantage (Johnson, 2001).

It can be readily seen that the primary differentiating characteristic between an

International firm and an international start-up is the age of the firm when it becomes
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international.  Whereas firms have traditionally been found to gradually

internationalise, as will be detailed in Chapter 3, international start-ups commence
with a founding international orientation and strategy, which leads to distinctive
early internationalisation. A detailed description and analysis of international start-

ups from both theoretical and empirical constructs is provided in Chapter 4.

Before describing the specific criteria for a firm to be classed as an international

start-up in the study, it is important to distinguish between the terms ‘international

start-up’ and ‘global start-up’, which are often erroneously utilised interchangeably
in the literature. Oviatt and McDougall (1994) provide this distinction by defining
global start-ups as the most extreme type of international start-up, characterised by
the extensive co-ordination of many value chain activities across numerous
geographically dispersed countries. Porter (1985, 1986) describes the value chain as
the primary organisational activities of inbound logistics, operations, outbound
logistics, marketing and sales and service, and the secondary organisational activities
of human resource management, technology development and procurement. Thus,
the fundamental difference between an international start-up and a global start-up lies
in the depth, scope and intensity of the international business activity of the global
start-up, which includes the early establishment of foreign-based organisational
activities (i.e. foreign value chain activities). As will be described later in this thesis,

many of the international start-ups included in this study could be more precisely

classified as global start-ups.

While a precise and universally accepted set of definitional criteria for a firm to be
classed as an international start-up does not exist, this thesis utilises the following
criteria, which are influenced and supported by the work of researchers in this area
(for example Oviatt and McDougall, 1994, 1997; Knight, Madsen, Servais and
Rasmussen, 2000; Zahra, Ireland and Hitt, 2000). First, the founder(s) of the firm

must have had an international vision (i.e. international outlook and aspirations) for
the company at or within one year of inception, so as to evidence its founding
International intent. Second, the firm must demonstrate its commitment to

International activity by conducting business in at least four foreign countries,
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including evidence of geographic dispersion measured by at least one country in a

different continent than the home country, within five years of founding. Third,

international sales must represent a minimum of 20% of total firm revenue over the
first five years of the company’s international activity, indicating substantive

International business intensity. And finally, although not a direct definitional

criterion, evidence of foreign value chain activity (e.g. foreign-based sales or service
offices) indicating early globalisation efforts is reviewed and regarded as indicative
of a higher degree of internationalisation. These definitional criteria are further

discussed 1n Chapter 6.

2.1.5 DEFINITION OF ‘INTERNATIONAL ENTREPRENEURSHIP’

International entrepreneurship research, which shares common ground with
international start-up research, represents an emerging field of study (McDougall and
Oviatt, 1997, 2000). Conversely, the general principles of entrepreneurship have
been examined for a much longer period of time (see for example Cole, 1942;
Schumpeter, 1949). While many definitions exist, Stevenson and Jarillo (1990)

succinctly define entrepreneurship as a process whereby individuals pursue

opportunities without regard to resources they currently control. The study of
entrepreneurship has been approached from many disciplines, such as psychology,

sociology and economics (Low and MacMillan, 1988; Carson et al,, 1995).

Furthermore, it encompasses a wide range of issues, such as entrepreneurial traits,

innovation, opportunity seeking, resources and risk taking (Hart, Stevenson and Dial,

1995; Carson et al., 1995).

Deakins (1999) summarised the literature by identifying the following key
characteristics of entrepreneurs:

e Need for achievement

e High propensity for risk taking

e High internal locus of control

e Innovative behaviour
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e Need for independence

e Ambiguity tolerance

e Vision

Bolton and Thompson (2000, p22) similarly summarised the literature and identified

ten key action roles associated with entrepreneurs and entrepreneurship. They state
that entrepreneurs:

e Arendividuals who make a significant difference
e Are creative and innovative

e Spot and exploit opportunities

e Find the resources required to exploit opportunities
e Are good networkers

e Are determined in the face of adversity

e Manage risk

e Have control of the business

¢ Put the customer first

e (reate capital

International entrepreneurship is likewise a multidimensional research area, which
incorporates the international aspect (Giamartino, McDougall and Bird, 1993).
Following an examination of the literature and definitions proposed by leading

scholars in the field, McDougall and Oviatt (2000) defined international

entrepreneurship as “a combination of innovative, proactive, and risk-seeking
behaviour that crosses national borders and is intended to create value in
organisations”. The study of international entrepreneurship also encompasses the
comparison of domestic entrepreneurial behaviour in multiple countries (McDougall
and Oviatt, 1997, 2000). Research into international entrepreneurship has included
the topics of international entrepreneur characteristics and motivations, international
new ventures, international co-operative alliances, and exporting and other market
entry modes (McDougall and Oviatt, 1997). International start-ups can clearly be

classed as international entrepreneurial firms and each of these identified research

topics will be specifically addressed in this thesis.
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2.2 FOREIGN MARKET ENTRY MODES

A multitude of alternative methods of entering and servicing international markets is
available to firms, including international start-ups. This section identifies and

briefly defines these foreign market entry mode options. Additionally, decision

factors involved in the firm’s selection process will be analysed. The objective of

this section is to provide a basic foundation of knowledge so as to enhance the

comprehension of subsequent thesis discussions regarding the employment of

various international market entry modes by international start-ups.

Table 2.2 outlines a range of international market entry methods available to firms.
The eleven entry methods illustrated in the table can be classed as export entry
modes (indirect and direct), contractual entry modes (licensing, franchising,
management contracts, turnkey contracts, contract manufacturing/international
subcontracting, industrial co-operation agreements, contractual joint ventures and
strategic alliances) and investment entry modes (equity joint ventures and wholly
owned subsidiaries), which is known as foreign direct investment (FDI) (Young,

Hamill, Wheeler and Davies, 1989; Root, 1994). These entry modes vary widely in

terms of resource commitment, control, risk and motivations for selection.

Fy o

Exporting Transfer of goods and/or services across national boundaries via
indirect (export house, confirming house, trading company,
piggybacking, etc.) or direct (agents, distributors, company
export salesmen, sales subsidiaries) methods.

Licensing Contracts in which licensor provides licensees abroad with access
to one or a set of technologies or know-how in return for
financial compensation. Typically, the licensee has rights to

produce and market a product within an area in return for

royalties.
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Franchising

Management

Contracts

Turnkey Contracts

Contract

Manufacturing/

International

Subcontracting

Industrial
Co-operation

Agreements

Contractual Joint

| Ventures

Strategic Alliances

Contracts in which franchisor provides franchisee with a

‘package’ including not only trademarks and know-how, but also
local exclusivity, management and financial assistance and joint
advertising. Management fees are payable. Most important in

services.

An arrangement under which operational control of an enterprise,
which would otherwise be exercised by a board of directors or

managers elected and appointed by its owners, is vested by

contract in a separate enterprise which performs the necessary
management functions in return for a fee.

A contractor has responsibility for establishing a complete
production unit or infrastructure project in a host country — up to
the stage of the commissioning of total plant facilities. Payment
may be in a variety of forms including countertrading.

A company (the principal) in one country places an order, with
specifications as to conditions of sale and products required, with
a firm in another country. Typically the contract would be
limited to production, with marketing being handled by the
principal.

Conventionally applied to arrangements between Western
companies and government agencies in the Eastern Bloc. Include
licensing, technical assistance agreements, turnkey projects and
contract manufacturing, as well as contractual joint ventures and
tripartite ventures.

Formed for a particular project of limited duration or for a
longer-term co-operative effort, with the contractual relationship
commonly terminating once the project is complete. May relate
to co-production, co-R&D, co-development, or co-marketing.
International corporate linkages in a response to increasing

international competition. Especially relevant to smaller and

non-dominant firms. May involve licensing and contractual and

equity joint ventures.
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| Equity Joint Involves sharing of assets, risks and profits and participation in

Ventures the ownership (1.e. equity) of a particular enterprise or investment
product by more than one firm.

Wholly Owned 100% owned operations abroad. May be manufacturing or

| Subsidiaries sales/service ventures. May be formed through acquisitions or

greenfield operations.

Table 2.2: Foreign Market Entry Modes/Definitions
(Source: Young, Hamill, Wheeler and Davies, 1989)

International strategic alliances warrant special elaboration and discussion due to
their recent upsurge and particular relevance to smaller firms (Young et al., 1989),
which are the focus of this study. International strategic alliances are co-operative
arrangements or collaborations between two or more firms, which are designed to
facilitate international market entry and/or expansion (Welch, 1992). The intent is to
combine the core competencies of the firms in a long-term alliance in order to
promote the international competitiveness of each firm (Simonin, 1999). Key factors
Influencing the formation of these alliances include the sharing and conservation of
resources, reducing intrinsic risk and gaining access to specific international markets
(Young et al., 1989). Engaging in international strategic alliances is becoming
increasingly prevalent in today’s competitive global markets as many firms conclude
that “going it alone is no longer a viable option” (Root, 1994, p292). As will be
described in Chapter 4, international start-ups characteristically engage in strategic

alliances in order to compensate for their small size and inherent resource

deficiencies, thereby enabling them to compete in international markets.

Theoretical approaches to the internationalisation of the firm provide an explanation
for specific entry mode selection. For example, economic frameworks such as the
‘eclectic paradigm’ explain a firm’s foreign production (i.e. FDI) decision as being
based on the perceived ownership, location and internalisation advantages associated

with the implementation of the investment entry mode (Dunning, 1977, 1981, 1988,

1993). As a second example, behavioural frameworks such as the

‘Internationalisation process models’ explain a firm’s choice of entry mode as a
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gradual incremental process beginning with exporting and gradually escalating in

foreign resource commitment towards FDI as its experiential knowledge increases
and risk perception diminishes (Johanson and Wiedersheim-Paul, 1975; Johanson
and Vahlne, 1977). These intemationalisation frameworks as well as numerous

others will be detailed in Chapter 3.

The selection of a firm’s entry mode for a specific product and country market can

also be explained by examining the firm’s strategic analysis process. Root (1994)

1dentifies external and internal factors that influence a firm’s choice of entry mode in
their decision process (see Figure 2.1). External factors, which are beyond the
control of the firm, include target country market factors (e.g. size, competition,
marketing infrastructure), target country environmental factors (e.g. geographical
distance, cultural distance, government trade policies), target country production
factors (e.g. the availability, quality and cost of raw materials, labour and logistical
infrastructure) and home country factors (e.g. its own market, environmental and
production factors). Internal factors include company product factors (e.g. levels of
differentiation, adaptation and technological intensity, along with servicing
requirements) and company resource/commitment factors (e.g. extent of capital,
technology, and specialised skills and the willingness to commit them). The

collective analysis of these external and internal factors facilitates the rational

selection of the most optimal foreign market entry mode for a specific product and

country market.
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Target Home
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Production Factors
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Company Company
Product Resource/
Factors Commitment

Factors

Internal Factors

Figure 2.1: Entry Mode Decision Factors
(Source: Root, 1994, p29)

Once the external and internal factors influencing entry mode decisions have been
identified, the formal decision process can commence. Figure 2.2 illustrates Root’s
(1994) depiction of this entry mode decision process. It involves the screening of all
possible entry modes by the identified external and internal factors to arrive at a list
of all feasible alternatives. The ultimate decision is then based on a rank order of
these entry modes by the comparative analysis of each mode’s profit contribution,
nisk and non-profit objectives (e.g. market share target or reputation establishment).

In the end, the option that best accomplishes key objectives and represents the most

palatable trade-offs will emerge as the foreign market entry choice of the firm.

Whereas this entry mode selection process has particular relevance to MNEs, which
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typically possess more abundant resources than SMEs and hence have the benefit of

additional options, it nonetheless provides insight, albeit limited, into the selection

process of smaller firms such as those in the study and is therefore included in this

thesis.
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Figure 2.2: Entry Mode Decision Process
(Source: Root, 1994, p187)
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2.3 UK AND US CHARACTERISTICS

This section provides pertinent background data related to the study’s two countries,
the United Kingdom and the United States, in order to establish their context and
facilitate their comparison. The first sub-section highlights key demographic,
economic and trade data for the two countries, discussing noteworthy differences.
This 1s followed by a description of cultural and entrepreneurship characteristics,
examining similarities and dissimilarities between the two nations. Next, the
availability of venture capital in the UK and US is discussed, along with its impact
on small high technology start-ups. The final sub-section provides an overview of

the study’s three sectors, computer software, computer hardware and electronics,

describing relevant national data.

2.3.1 DEMOGRAPHIC, ECONOMIC AND TRADE DATA

An examination of UK and US demographic, economic and trade data is vital in
order to understand and explain the international activity of the firms in the study.
Furthermore, since salient differences exist between the data for the two countries,

consideration of important divergences is paramount to the proper comparison of the
international activity of the two nations’ firms. Consequently, this section will

highlight key country data, which is succinctly illustrated in Table 2.3, and discuss

their implications for the firms in the study.
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Indicators (1999) UK

Surface Area (sq. km) 244.9 thousand
Personal Computers (per 1,000 people) 302.5

GDP (US$) 1.4 trillion
| GDP Growth (annual %)

278.2 million

9.4 million

510.5
9.2 trillion

N
—

b i R I B L
Exports of Goods and Services (% of 25.8 11.1

| High-Technology Exports (% of 30.2 34.8

Imports of Goods and Services (% of 27.5 12.8

Foreign Direct Investment, net inflows 84.8 billion 275.5 billion

“Table 2.3: 1999 UK and US Demographic, Economic and Trade Data
(Source: World Bank Country Data Profiles, 2001)

As can be readily seen from the table, major demographic differences exist between
the two countries. The US has a vastly larger domestic market in terms of population
and geographic size, which clearly impacts the economic imperative of
internationalisation for US small high technology start-ups relative to their UK
counterparts, as well as their rate of internationalisation. The table also points to a
far higher prevalence of personal computer ownership per capita in the US, which
has important implications relating to market size for the firms in this study since
they are in computer software, computer hardware and electronics sectors. A higher
rate of personal computer ownership in the US implies a larger domestic market for
local firms relative to the UK and suggests a lesser need to pursue international
markets early on. Additionally, the imbalance signals an international opportunity
(1.e. US market) for UK small high technology start-ups in computer software and

computer hardware sectors, which have a smaller domestic market relative to the US.
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Table 2.3 similarly illustrates a clear economic imbalance between the two nations.
GDP, GDP growth and gross national income per capita are substantially higher in

the US than in the UK. These data suggest greater domestic economic opportunity in

the US than in the UK and likely impact the necessity and rate of internationalisation

of small high technology start-ups in the two countries.

Analysis of trade data for the UK and US is less clear. As illustrated in the table, the
UK has a far higher rate of trade (as a percentage of GDP) than the US, both in terms

of exports and imports of good and services. This is indicative of the UK’s much
smaller domestic market and lower GDP. However, and of great relevance to this

study, the US has a higher rate of high technology exports (as a percentage of
manufactured goods) than the UK. This suggests a competitive advantage of US

high technology goods over UK high technology products, perhaps in terms of
innovation, which in turn has significant implications for the firms in the study.

Finally, the US has a far higher net inflow of foreign direct investment than the UK,

which has relevance to the selection of entry modes by the firms in the study and

likely stems from the size and attractiveness of the US markets as well as its

geographic distance from Europe and Asia.

2.3.2 CULTURE AND ENTREPRENEURSHIP

This study involves an examination of small, independent international start-ups in
the UK and US. In order to understand and explain the factors influencing their
formation and to properly compare the early internationalisation of the firms in the
study, an analysis of differences regarding culture and attitudes towards
entrepreneurship 1s essential.  This subsection reviews the similarities and

dissimilarities of these two fundamental dimensions between the two countries.

Hofstede’s (1980, 1983) seminal work related to national business culture provides

insight into the cultural closeness of the UK and US. Hofstede collected data
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pertaining to culture through the completion of over 116,000 questionnaires spanning
more than 50 countries. He concluded that national culture could be summarised by
four dimensions: power distance, uncertainty avoidance, individualism and

masculinity. Power distance refers to how society deals with inequalities in people’s

physical and intellectual capacities. Uncertainty avoidance measures the degree to
which people feel threatened by ambiguous situations and how well they tolerate
uncertainty. Individualism versus collectivism focuses on the relationship between

individuals and the extent to which they only look after themselves and their
immediate families (i.e. individualism) or belong to groups that look after each other
(collectivism). Finally, masculinity versus femininity refers to the division of gender

roles in a society, with masculine societies being more assertive and achievement

oriented and feminine societies being more caring and relationship oriented.

Table 2.4 highlights Hofstede’s Great Britain and United States findings pertaining
to the four cultural dimensions. As can be readily seen from the table, the cultures of
Great Britain (i.e. the UK) and the US are quite similar. Hofstede (1983) classifies
the cultures of both Great Britain and the US as having small power distance and
weak uncertainty avoidance and being very individualist and masculine in nature.
While Hofstede’s work is dated (data collected in the 1960s and 1970s) and does not
therefore reflect recent cultural changes, it nevertheless provides Kkey
multidimensional insight into national culture and continues to be highly regarded.
Hofstede (1994) later incorporated a fifth dimension, long-term versus short-term
orientation, which emerged from a quantitative study involving 23 nations. Long-
term orientation is associated with the values of thrift and perseverance, while values
associated with short-term orientation include respect for tradition, fulfilling social
obligations, and protecting one’s “face”. Both Great Britain and the US were found
to have a somewhat short-term orientation (scores of 25 and 29 respectively). Thus,

the findings for the five dimensions suggest that a high degree of cultural similanty

exists between the UK and US.
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United States Mean of all 53

(Scale 0-100) Countries/Regions
in Hofstede’s Study

Great Britain
(Scale 0-100)

Cultural

Dimensions

7

Uncertainty 35
Avoidance
Individualism

Masculinity

Table 2.4: UK and US Cultural Dimensions
(Source: Hofstede, 1983)

43

62 49

Hampden-Turner and Trompenaars (1993) also found strong evidence of cultural
similarity between the UK and US in their survey involving 15,000 business
managers from around the world. The study examined and compared various
business cultural attributes across the UK, US, Japan, Germany, France, Sweden and
the Netherlands. The authors found a high degree of cultural closeness between the
UK and US, spanning numerous business culture dimensions. For example, UK and

US managers were both identified as being universalists, analytics, individualists,
inner-directed, achievement oriented, moderately egalitarian, and time sequential.

Their findings, which were based on data collected between 1986 and 1993, provides

a more recent cultural analysis than that of Hofestede (1983).

National attitudes towards entrepreneurship, and more specifically international
entrepreneurship, also have roots in culture. Thomas and Mueller (2000) linked
entrepreneurship and culture in their nine country quantitative study of national
comparative entrepreneurship and culture. They found that the entrepreneurial traits
of internal locus of control, moderate risk taking propensity and high energy level
decline in frequency as cultural distance from the US increases and that the trait of
innovative orientation does not vary with cultural distance. Based on the cultural
similarity between the UK and US as described above, Thomas and Mueller’s (2000)
findings suggest little difference in the prevalence of these entrepreneurial traits

across the two nations.
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Reynolds, Hay and Camp’s (1999) Global Entrepreneurship Monitor study provides

more specifics and depth than the Thomas and Mueller study. The research project
involved a collaborative effort between London Business School and Babson College

to examine the relationship between entrepreneurship and economic growth. The

data stemmed from more than 10,000 surveys and over 300 in-depth interviews in
ten countries, including the UK and US. The study found that 8.5% of US adults and
3.3% of UK adults were active in business start-ups at any point in time. Based on

this national prevalence of start-up data as well as national personal financial support

data, which is impacted by cultural norms, the authors classified the US as having a

high level of entrepreneurial activity and the UK as having a medium level.

Reynolds et al. (1999) found the following six factors to be significantly associated
with start-up rates: entreprencurial opportunity, entrepreneurial capacity,
infrastructure, demography, education and culture. The authors contend that these
six factors explain the differences in entrepreneurial activity between countries.
They concluded that the US was highly capable of recognising entrepreneurial
opportunities relative to the UK, finding 57% of the US population perceiving good
start-up opportunities, compared to only 16% of the UK population. The US was

also found to have a much higher entrepreneurial capacity than the UK, largely due

to greater developed entrepreneurial education and skills. While the US has a strong
infrastructure supporting and encouraging the pursuit of entrepreneurial
opportunities, the UK infrastructure was found to be “more than adequate for the
existing level of entrepreneurial activity” (Reynolds et al., 1999, p35). Furthermore,
the authors posit that the high rate of start-ups in the US stems from its strong
entrepreneurial culture and the value its people place on entreprencurship and
Independent business, as opposed to the UK where they found that most people
considered starting a business to not be a respected occupation. Reynolds et al.’s

(1999) extensive study starkly identified vast differences in the attitudes towards

entrepreneurship between the UK and US, which has clear implications for the

prevalence of international start-ups in the two countries.
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2.3.3 VENTURE CAPITAL

Funding is a critical issue for small high technology start-ups, which greatly impacts

their ability to develop, conduct crucial R&D, and grow (Roberts, 1991). Internal

equity and profits are almost always insufficient to meet the capital requirements of

these firms, thus requiring the firms to seek external financing and investment capital
(Oakey, 1984). However, due to the high level of risk associated with small high

technology start-ups, securing external equity finance is problematic (Moore, 1994).

The availability of venture capital funding for small high technology firms varies
widely between the US and UK, which has major implications for the establishment,
development and ultimately the success of the firms in this study. In the US, venture
capital represents a dominant and important source of financing for high technology
start-ups (Freear and Wetzel, 1990; Rizzoni, 1991; Murray and Lott, 199)).
Conversely, the UK venture capital industry has historically been reluctant to invest

in high technology firms due to their inherent risk and high failure rate (Sweeting,
1991; Mason and Harrison, 1992; Moore, 1994; Murray and Lott, 199)).

Furthermore, corporate venture capital investment in high technology firms is far

greater in the US than the UK, with UK corporate interest being minimal in relation

to that of the US (Botkin and Matthews, 1992; Block and MacMillan, 1993;
McNally, 1994, 1995).

However, according to the British Venture Capital Association’s Report on
Investment Activity (2000), the UK venture capital industry is the largest and most
developed in Europe and second in world importance only to the US. The report
further states that over £1.6 billion was invested in 772 UK high technology firms in
2000 with 47% of these at start-up or early stages in their development, which

represent new records. Moreover, Hood (2000) highlights the shift in focus of public
venture capital in Scotland towards early stage financing of high technology firms

during the 1990s.
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2.3.4 BACKGROUND TO SECTORS

This research project involves high technology firms in computer software, computer
hardware and electronics sectors. The objective of this section is to provide brief

backgrounds to these sectors in the UK and US, so as to render perspective and
facilitate comparison. The data presented in the section was largely derived from the
OECD’s (2000) report on the measurement of the Information and Communication

Technologies (ICT) sector, which encompasses the study’s three sectors. Table 2.5
illustrates key UK and US data outlined in the report. The ICT data presented

includes manufacturing and services in International Standard Industral
Classification (ISIC) classes covering the three sectors of this study.
Telecommunications data has been intentionally removed from the analysis in order
to focus on computer software, computer hardware and electronics ISIC classes. It is
important to note that the data in the table does not include all possible SIC codes

related to the study’s three sectors, but nevertheless provides a broad spectrum for

analysis and a sound basis for comparison.
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US Other
ICT

Services

US

Manufac-

turing ICT

Number of Enterprises 7,145 84,370 15,676 118,277 |
(1997) | ,

' UK UK Other
i Manufac- ICT
' turing ICT Services

1.699.105 |
438.430 |

Employment (1997) 302,896 615964 | 1,587,300

| Production (1997; million 50,783 138,786 421,670
| USS, PPP)

44,154 13,745 |

R&D (1997; million USS, 1,421 1,045
|
Imports (1998; million 54,307 747
i
Exports (1998; million 51,206 2,626
i Rl

Table 2.5: UK and US Information and Communication Technologies Sector
Data
(Source: OECD, Measuring the ICT Sector, 2000)

Y _— e s = — = —— —

173,804 505

139,164 3,992 |

As 1llustrated in the table, vast differences exist between the UK and US ICT sectors
in terms of number of enterprises, employment, production, R&D, imports and
exports. Based on the demographic data variation discussed in Section 2.3.1, the
substantially larger US figures are readily explainable. However, the magnitude of
the deviation between R&D expenditures for the ICT sector in the two countries 1s
particularly noteworthy and has implications for this study, since it involves
Innovation-oriented start-ups. R&D intensity, as measured by R&D expenditures as
a percentage of value added, was 7.5% for UK manufacturing ICT and about 3% for
UK ICT services in 1997, as opposed to approximately 26% and 7% for the US
respectively. The OECD (2000) report states that the R&D intensity for UK ICT
manufacturing is low compared to other large OECD countries and exceptionally

strong for US ICT manufacturing.
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2.4 SUMMARY

This chapter provided the requisite backdrop to the thesis in terms of fundamental
definitions and background to the study’s countries. The precise definitions to the
terms ‘small firm’, ‘high technology firm’, ‘international firm’, and an ‘international
start-up’ as applied in this thesis were presented and discussed, along with the
definition of ‘international entrepreneurship’. Definitions of foreign market entry

modes as well as a description of entry mode decision factors and the decision

process followed. The remainder of the chapter focused on UK and US
characteristics, specifically demographic, economic, trade, culture, entrepreneurship,

venture capital and sector data. Similarities and dissimilarities were highlighted
along with a discussion of the implications for the firms in the study. Having
provided the definitions and backgrounds, thereby establishing the contextual stage
and facilitating both explanation and comparison, the review of literature can now

proceed.
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CHAPTER 3

INTERNATIONALISATION OF THE FIRM

INTRODUCTION

This chapter reviews and evaluates a range of theoretical approaches to the
internationalisation of the firm with the intent of seeking explanations for small firm

internationalisation. The internationalisation of small firms is unique due to the
implications of their common resource constraints and frequent lack of both

international knowledge and international experience on internationalisation
decisions such as choice of entry mode and country market selection. The purpose of
this chapter is to provide a broad overview of prominent theoretical approaches to the
internationalisation of the firm in an effort to facilitate an understanding of both the
internationalisation of small firms and ultimately the internationalisation of small

international start-ups, which will be developed in Chapter 4.

The chapter begins with brief synopses of five early theoretical frameworks in order
to provide a historical perspective to multinational theory. This is followed by an
overview of three rational, economic approaches providing insight into multinational
enterprise activity: the transaction cost approach, internalisation theory and the
eclectic paradigm.  Then, the resource-based perspective as applied to
internationalisation is reviewed. Next, the focus shifts to behavioural approaches to
internationalisation, beginning with network approaches, including an analysis of
how inward internationalisation can lead to outward internationalisation. Finally,
Internationalisation process models are delineated and examined. The format of the
chapter 1s to describe the principal tenets of each of these six theoretical approaches
and provide an analysis and critique. The implications and applicability of each

approach to the internationalisation of small firms will then be analysed.
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3.1 ECONOMIC APPROACHES TO INTERNATIONALISATION

This section examines three linked economic approaches to internationalisation: the

transaction cost approach, intemnalisation theory and the eclectic paradigm.

[llustrating economic approaches provides a framework for analysing

internationalisation from a rational, cost and investment perspective. While each of
these economic approaches is highly regarded academically, they hold greater

explanatory ability for MNE activity than for small firm internationalisation due to

the implications of the limited resources typically possessed by small firms, which in
turn limit FDI options. Nevertheless, the section provides an overview of these three

economic approaches and focuses on their ability to enhance the overall

understanding of small firm internationalisation.

However, before commencing with the overview of the six stated theoretical
approaches to the internationalisation of the firm, the following antecedent theory
frameworks will be very briefly identified and described: the market imperfection
approach, monopolistic advantage theory, market power approach, oligopolistic
reaction theory and the product cycle theory. The objective for the inclusion of these

additional theories and frameworks is to provide a historical context to the economic

approaches to multinational enterprise that will be described in the section.

The market imperfection approach recognises the absence of perfect domestic and
international markets and its subsequent influence on a firm’s behaviour and
strategy, leading to the basis of its competitive advantage. Hymer (1976) contended
that product and market factor imperfections allow a firm to achieve advantages such
as economies of scale, superior technology or superior knowledge, differentiated
products, brand names, and production and management skills. The approach holds

that a firm’s decision to invest abroad can be explained as an undertaking designed to

capitalise on these advantages or capabilities, which are not shared by local

competitors. As an extension to this approach, Hymer’s (1976) monopolistic
advantage theory holds that the international exploitation of this unique firm

superionty or monopolistic advantage over indigenous firms results in foreign direct
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mvestment (FDI), explaining the existence of MNEs. Caves (1971) expanded the

monopolistic advantage theory by positing that firms can exploit their superior
abilities (monopolistic advantages) in foreign markets at a negligible cost over that
incurred 1n their exploitation of the same advantages in their home markets. In this

sense, the monopolistic advantage theory views internationalisation as expansion into
International markets in an effort to generate additional revenue from expenditures
associated with the development of home market superior abilities or monopolistic

advantages. While the market imperfection approach and monopolistic advantage

theory provide valuable insight into the internationalisation of the firm, they hold
greater explanatory ability for MNE evolution than for small firm internationalisation

due to 1ts emphasis on FDI, which often requires greater resources than those

typically possessed by small firms.

The market power approach to internationalisation is likewise rooted in the work of
Hymer (1976). The author posited that firms initially develop and grow domestically
by increasing their market share through mergers and capacity extensions and that
profits increase through the ensuing market power, which is the domination resulting
from industrial concentration. When further domestic market concentration is not

feasible the remaining firms invest their profits in international operations, ultimately

leading to increasing levels of foreign market industrial concentration. Thus, Hymer
viewed internationalisation to be driven by a producer’s desire to increase its market
power by expanding into international operations by means of merger, collusion and
capacity extension. Once again, this approach to internationalisation has higher
explanatory value for MNE activity than for small firms due to their smaller scale of

operations and inabilities to dominate markets and invest in extensive FDI.

The oligopolistic reaction theory is largely associated with the work of
Knickerbocker (1973). The author postulated that firms in an oligopoly
Internationalise in reaction to their competitors’ internationalisation, as a defensive
strategy. A firm imitates its competitors by rapidly matching their FDI initiatives in
particular international markets in an effort to reduce the risk of being different and

avold losses arising from not following their rivals. Being in the same international
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markets as its competitors allows a firm to quickly respond to price cuts and other

competitive actions. As a result of this response potential, competition is reduced
and the market becomes stable, which Graham (1975, 1978, 1985) refers to as an

“exchange of threat” motivation. The oligopolistic reaction theory thus provides an

explanation for the internationalisation of an industry’s oligopolists as well as the

clustering of their foreign investments. However, the theory’s focus on oligopolies

and FDI holds virtually no relevance to small firm internationalisation.

Finally, the product cycle theory provides an explanation for export and foreign

production location decisions based on the life cycle of a product as it moves from
introduction—> growth—>maturity—>decline (Vernon, 1966). The theory holds that
when a product is in the ‘new’ stage it is generally produced and consumed
domestically and subsequently accompanied by exporting, but as the product
‘matures’ competition spurs production cost concerns, leading to a decision to invest
in foreign production in advanced nations. As the product becomes ‘standardised’,
competition is largely cost-based, leading to decisions to move production to
developing countries with lower labour costs. While the product cycle model
provided a useful explanation for the 1950s and 1960s growth of US production

investment in advanced nations, Vernon (1979) later acknowledged that the

explanatory power of the model had diminished due to changes in the international
environment. Giddy (1978) likewise argued that the model had lost relevance and
criticised it for failing to address the strategic issue of why the MNE would choose to
use an investment entry mode as opposed to licensing or other alternatives.
Furthermore, the model is static in nature rather than dynamic and does not show
how firms maintain competitive advantage. Although the theory renders insight into
production location decisions, it provides limited value to the explanation of small
firm internationalisation due to the impact of restricted resources on FDI decision-

making.
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3.1.1 TRANSACTION COST APPROACH

The roots of the transaction cost approach extend back to Coase (1937) and while the

author did not utilise the term ‘transaction cost’ in his work, he is generally

recognised as the founder of transaction cost economics (Dietrich, 1994). However,
the development of the transaction cost approach is more widely attributed to the
work of Williamson (1975, 1981, 1983, 1985). Transaction cost analysis involves a

study of organisations derived from the disciplines of economics, organisation theory

and contract law. The essence of this economic study of organisations, focusing on
the principles of transaction cost minimisation and efficiency, is best stated 1n
Williamson’s general proposition that “governance structures that have better
transaction cost economizing properties will eventually displace those that have
worse, ceteris paribus” (Williamson, 1981, p574). Hence, the approach analyses
transaction costs as the basis of organisational governance structure decisions
between market and internal firm structures, or markets versus hierarchies, with the

determination predicated on the least cost alternative.

Williamson (1981) contended that transaction costs (e.g. negotiation, contract
construction and dispute settlement costs) are influenced by the agents’ human

behavioural characteristics of bounded rationality and opportunism, which lead to
contracting problems. Williamson (1981) identifies asset specificity as another
important dimension for describing transaction costs. Asset specificity, which
represents specialised investments solely applicable for a particular transaction, can
arise in terms of site, physical asset or human asset specificity. Transaction costs
arise as a result of imperfections in intermediate product markets. The transaction
cost approach holds that when these costs reach a certain level, it 1s beneficial to
internalise the transactions rather than trade externally in the open market. Thus, the
approach provides an explanation for vertical integration. Additionally, Shan (1990)
postts that the transaction cost approach provides a foundation for the understanding

of inter-firm co-operative arrangements, which may provide a more efficient
organisational mechanism, such as with transactions involving specialised assets. A

more recent application of the transaction cost approach involves the choice of
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foreign market entry modes, although conclusions regarding selection often differ

when utilising transaction cost minimisation criteria and other decision criteria such

as value, which is utilised in the organisational capability perspective (Anderson,
1997, Madhok, 1997).

While the transaction cost approach yields valuable insights into firm internalisation
processes, it lacks a direct internationalisation dimension. Although commonly

applied to the study of firm internationalisation, Casson (1992) points out that it fails

to specifically address the issue of multinationality. Casson posited that the
transaction cost approach as expounded by Williamson is only of value regarding
physical intermediate products and is more applicable to domestic linkages than to
international linkages. Casson also contended that Williamson’s framework lacked
generality and analytic ability, specifically with regards to innovating firms and their
research and development (R&D) linkages, due to the approach’s emphasis on asset
specificity. Technology and knowledge gained through R&D efforts provide
economies of scope and benefit a wide range of users and activities, thus deviating
from Williamson’s principle of specificity to particular users. Casson’s criticism
related to innovating firms and R&D linkages is particularly relevant to the study of
international start-ups since, as will be detailed in Chapter 4, international start-ups

are frequently innovation oriented. Despite these shortcomings, the approach’s
transaction cost economising principles enhance the understanding of firm
integration decisions in both domestic and international contexts. Thus, the
transaction cost approach possesses limited explanatory capabilities regarding a

firm’s internationalisation and globalisation processes.

In addition to the shortfalls noted by Casson, the transaction cost approach has been
the subject of further criticism. For example, Kay (1991) claimed that the approach
is not generally applicable and is significantly flawed in terms of its internal logic
and empirical relevance. Kay’s resource-based or supply side analysis of transaction
cost explanations of multinational enterprise concluded that the transaction cost

perspective developed by Buckley and Casson (to be delineated in Section 3.2.2) 1s
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more applicable to multinationality and challenges the claim that transaction costs

explain the existence of multinational enterprise.

Dietrich’s (1994) criticism of transaction cost economics and the transaction cost

approach encompassed many dimensions. Dietrich contends that it fails to consider a

firm as a production-distribution unit, thereby precluding an explanation of the
existence of the firm in terms of transaction costs. Dietrich further argues that it

erroneously assumes that market-based resource allocation is always possible, does

not recognise logical problems associated with the central role of opportunism and
does not consider the problematic nature of production costs as linked with

contracting.

Finally, Ghoshal and Moran’s (1996) critique of the transaction cost approach
blatantly states that practical applications of the approach are wrong, dangerous and
“bad for practice”. The authors focused their criticism on Williamson’s work and
contended that while the approach has merit as a positive theory, it has very limited
applicability for normative purposes. They caution corporate managers against
applying the approach to their organisations since they believe that it has limited

usefulness due to its static nature, strong assumptions and profound stylisation. The

authors’ primary argument is that organisations are not simply substitutes for

structuring efficient transactions in times of market failure, but rather possess unique

organisational advantages.

3.1.2 INTERNALISATION THEORY

Internalisation theory is rooted in Coase’s (1937) criticism of neo-classical trade and
investment theory. The basic principle of internalisation theory is that when
transaction costs associated with administered or co-operative production exchange
are lower than arm’s-length market production exchange, the market is internalised

through common ownership and control, thereby enhancing the collective efficiency

of the group (Cantwell, 1991). Simplistically restated, when production transactions
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can be conducted at a lower cost within a firm than in the market, they will be

internalised by the firm (Hood and Young, 1979). Thus, internalisation theory can
be regarded as an extension of the transaction cost approach. Cantwell (1991) asserts

that internalising production has the potential of reducing transaction costs assoctated

with information impactedness, opportunism, bounded rationality and uncertainty.

Casson (1992) describes internalisation as the process of minimising transaction
costs generated by market imperfections in intermediate product production by

bringing interdependent activities under common ownership and control, thereby

explaining the existence of multi-plant firms. Modern internalisation theory as
applied to international production is largely credited to the work of Buckley and
Casson (1976), although it was first applied to international business by Hymer
(1968). The subsequent development of the internalisation approach is mainly

attributed to the work of Buckley and Casson (Buckley, 1988; Buckley, Pass and
Prescott, 1990; Casson, 1992) and Rugman (1981, 1986).

Buckley and Casson (1976) extended Coase’s theorem of internalisation into a theory

of multinational enterprise.  Buckley and Casson (1976) contend that the
internalisation of intermediate product production within an organisation in an effort
to maximise profits, while extending beyond national borders, provides the basis for
the existence of multinational enterprise. Rugman (1981) builds on Williamson’s
‘markets and hierarchies’ approach to explain the existence of multinationals.
Rugman defines internalisation as the process of creating a market within a firm
whereby internal pricing allows the internal market to function as efficiently as an
external market would. Buckley (1988, p181) bases the internalisation approach to
modern multinational enterprise theory on two general propositions: 1) “firms choose
the least cost location for each activity they perform, and 2) firms grow by
internalising markets up to the point where the benefits of further internalisation are

outweighed by the costs™.

Buckley, Pass and Prescott (1990) view firms as internalised bundles of resources
that can be allocated between product groups (conglomerate diversification) and

national markets (multinational diversification). They posit that the growth of a firm
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relative to markets is tied to its internalisation decisions. According to the authors,

firm growth is accomplished by replacing or creating neighbouring markets in
accordance with a positive balance between internalisation benefits and costs. The

authors contend that the growth of the firm is determined by its superiority over the

market. The aims of internalisation are to enhance profits and to serve as a strategic

weapon. They contend that internalising key inputs, such as technology, can equate
to a significant entry barrier into an industry. Furthermore, internalisation enables

both international transfer price manipulation, which can provide tax benefits, and

elimination of the need for potentially disadvantageous bilateral bargaining.

Internalisation theory provides an explanation for vertical integration of tangible
intermediate product production in multinational enterprise. Furthermore, it provides
an explanation for both vertical and horizontal integration for intangibles such as
unique knowledge gained through R&D efforts (Cantwell, 1991; Casson, 1992).
Casson (1992) explains that within innovating firms R&D and production activities
are vertically integrated, while the dissemination of the technological knowledge
output provides benefit to multiple plants, thereby leading to horizontal integration in

production.

The contribution of internalisation theory lies in its international application of the
transaction cost approach, focusing on the benefits of both location and
internalisation, leading to an explanation for multinational enterprise.  The
implication of the theory is that firms become multinational (i.e. own and control
foreign production) and grow through internalisation of intermediate product
production, based on the principle of least cost location. Although internalisation
theory has been applied to SME internationalisation (e.g. Wheeler, Jones and Young,
1996), it lacks substantive explanatory value for the internationalisation of small

firms due to its emphasis on foreign direct investment (FDI) of production, which 1s

often beyond the resource capabilities of smaller firms.

While the internalisation theory has engendered criticism, it has successfully endured

challenges (Graham, 1992). The criticism begins from two key authors of the theory,
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Casson and Buckley. Casson (1992) states that internalisation theory has been both

trivialised and over-sold, while Buckley (1988) acknowledges the problematic nature
of testing the theory without placing restrictive assumptions on it. Although

internalisation theory is highly regarded by many scholars as an explanatory tool for

multinational enterprise, other authors argue that it has shortcomings. For example,
Madhok (1997) contends that the organisational capability perspective of firms is
superior to internalisation theory since it focuses on future capabilities and shifts the

orientation from transaction cost minimisation to value when analysing governance

structure decisions. Despite the criticism and challenges, internalisation theory
nevertheless provides a high level of explanatory value for the existence and growth

of multinational enterprise.

3.1.3 THE ECLECTIC PARADIGM

The eclectic paradigm, which is based on the work of Dunning (1977, 1981, 1988,
1991, 1993, 2000), offers a holistic framework enabling the identification and
evaluation of drivers and growth factors of foreign production. Drawing on theories

of international trade and production such as the market imperfection approach,

monopolistic advantage theory and the product cycle theory, the eclectic paradigm
provides an analytical framework for the determinants of international production,
focusing on foreign direct investment, at both microeconomic and macroeconomic
levels. The primary tenet of the paradigm is that the extent, form and pattern of
foreign production are determined by a firm’s perception of three sets of forces:
ownership (O) advantages, location (L) advantages and internalisation (I)
advantages. The paradigm holds that a firm’s decision to engage in international
production 1s conditional on the possession of all three sets of advantages. Dunning

(1991) argues that the importance of each of the advantages as well as the

configuration between them varies among industries, countries and firms. The
following paragraphs will describe each of these advantages and their contribution to

the explanation of MNE foreign production.
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Dunning’s (1977) early work on the eclectic paradigm proposed the utilisation of an

integrated theory approach to international economic involvement based on location-
specific and ownership-specific endowments. The intent was to provide an

explanation of MNE foreign production activity based on advantages gained through
the internalisation of markets. Dunning (1981) further developed the paradigm by

positing that involvement in intemnational production was conditional on a firm’s

perception of three sets of advantages: ownership, location and internalisation (OLI).

Ownership advantages are tangible or intangible firm-specific assets that enable a
foreign producer to achieve competitive advantages over indigenous firms.
Examples of these internal firm assets or resources include proprietary technology,
patents, experience and unique skills. These competitive or monopolistic
advantages, which are specific to the nature or nationality of their ownership, must
be of sufficient magnitude to compensate for the expense of setting up and

conducting foreign production operations (Dunning, 1988).

Dunning (1983a, 1983b) later distinguished between two types of MNE ownership

advantages: asset and transaction. Asset advantages are derived from the ownership
of firm-specific assets, such as unique technology, which provide advantages over

other firms, while transaction advantages secure transactional benefits (1.e.
transaction cost reduction) through the common governance and co-ordination of a
network of internationally dispersed assets. Dunning (1988) contends that it 1s
widely acknowledged that the most successful MNEs are those that are able to

collectively develop and exploit both asset and transactional ownership advantages.

Location advantages involve the “where” variable of production. Dunning posits
that a firm will engage in international production in a particular country when it
perceives advantages for doing so, after completion of a risk/reward analysis. He
contends that the choice of location may be impacted by spatial market failure such

as the imposition of trade barriers or by cost/revenue considerations. Dunning (1981,

1993) asserts that measures of location advantage include consideration of

investment incentives and disincentives, cultural similitude, transportation and
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communications costs, market infrastructure, economics associated with the

centralisation of R&D, production and marketing, and the capacity to lessen

production costs.

Internalisation advantages arise when it becomes more advantageous for a firm to

engage 1n international production within its own organisation rather than in the
external market. The advantages stem from transaction cost savings associated with

internalising foreign production. Thus, internalisation advantages are the perceived

transaction cost savings benefits achieved by internalising the markets for its

ownership-specific advantages (Dunning, 1991).

The principal contribution of the eclectic paradigm lies in its provision of a multi-
dimensional organising framework of international business principles, which
facilitates the understanding of international production decisions. However, the
paradigm is largely applicable to MNEs and provides lesser explanatory value for

small firms since FDI is often a severely limited option due to resource constraints.

The eclectic paradigm is best summarised in Dunning’s own words:

“It is then the juxtaposition of the ownership-specific advantages of firms

contemplating foreign production, or an increase in foreign production, the
propensity to internalise the cross-border markets for these, and the
attractions of a foreign location for production which is the gist of the eclectic

paradigm of international production.” (Dunning, 1988, p5).

While the eclectic paradigm has received much attention and recognition as an
analytical framework for the determinants of international production, it has been
subjected to extensive criticism. For example, Young et al. (1989) described the

paradigm as being static in nature and lacking dynamism. Johanson and Vahlne

(1990) contend that it fails to consider timing issues, is static and assumes that
decision makers have access to perfect information. Finally, Andersen (1997) asserts

that the paradigm’s utilisation of three sets of international production conditions
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leads to overlapping explanations and redundancies as well as creates problems when

analysing and interpreting interrelationships among determinant factors.

Dunning acknowledges much of the criticism directed towards the paradigm and

accepts that due to its generality it only possesses limited ability to explain or predict

particular kinds of international production and even less ability to explain the
behaviour of individual firms (Dunning, 1988). Dunning (1991) defends the
paradigm by stating that it should be regarded as a framework for analysing

international production determinants rather than as a predictive theory of
multinational enterprise. While recognising the limitations of the eclectic paradigm,
Dunning argues that it remains “a robust general framework for explaining and
analysing not only the economic rationale of international production but many
organisational and impact issues relating to MNE activity as well” (Dunning, 1988,
p24).

3.2 RESOURCE-BASED PERSPECTIVE OF INTERNATIONALISATION

The resource-based perspective applied to internationalisation focuses on a firm’s

ability to acquire and maintain resources as a means of both establishing
international competitive advantage and facilitating its survival and growth. The
possession of firm-specific resources such as capital, brand names, proprietary
technology, superior processes, personnel and networks provide capabilities that can
in turn lead to competitive advantage and the expansion of the firm (Wemerfelt,
1984; Grant, 1991). These resources and capabilities can be derived from within a
firm or outside a firm. Small start-up firms, such as those researched in this thesis,
are often resource impoverished and look outside the firm for obtaining critical

resources. For example, a small, young firm may enter into a strategic alliance or

network relationship in order to compensate for an internal resource deficiency, such

as a lack of R&D capital, and in the process build or leverage competences. The

resource-based perspective emphasises the building and leveraging of competences
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through continual organisational learning and a ‘“state of perpetual corporate

entrepreneurialism’ (Sanchez, Heene and Thomas, 1996).

The core constructs of the resource-based perspective have been studied for many

years. Penrose (1959) emphasised internal firm resources, for example management
experience, as essential determinants of firm growth. Rumelt (1984) characterised a
strategic firm as a bundle of linked resources coupled with resource conversion

activities. Wemerfelt (1984) looked at firms in terms of their resources as opposed

to their products and posited that a firm’s optimal growth involved a balance between
the exploitation of existing resources and the development of new resources.
Mahoney and Pandian (1992) studied the resource-based perspective within the
context of strategic management and concluded that “the resource-based approach
provides an illuminating generalizable theory of the growth of the firm.” Finally,
Peteraf (1993) contended that a major contribution of the resource-based model 1s its
provision of an explanation for differences in long-term profitability among firms

experiencing similar industry conditions.

Bamey (1991) researched sources of sustained competitive advantage by coupling

the resource-based perspective with the principles of strategic management. Figure

3.1 illustrates his resource-based framework for analysing the potential of firm
resources to become sources of sustained competitive advantage. The model begins
with the underlying assumptions that strategic resources are heterogeneously
distributed across firms and that they are immobile. The model then delineates the
four empirical indicators of the potential of firm resources to achieve sustained
competitive advantage: valuable resources, rare resources, imperfectly imitable
resources and non-substitutable resources. Teece, Pisano and Shuen (1997) similarly
apphed the principles of strategic management and the resource-based perspective to

develop a dynamic capabilities model, which provides a method for analysing the

way that firms acquire and retain their competitive advantage.
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Figure 3.1: Firm Resources and Sustained Competitive Advantage Framework

(Source: Barney, 1991, p112)

The resource-based perspective not only has relevance and applicability to the
growth of small firms, but also their internationalisation processes. Wernerfelt’s

(1984) resource-based view of the firm included the recognition of both international

contacts as a valuable resource and the role played by international market
diversification in new resource building. Young, Bell, and Crick (1998) argue that
initial country market and entry mode decisions are based on the intended
exploitation of firm competences, such as proprietary technology, niche products and
customer access, within resource constraints. Since small firms generally lack key
resources, they often depend on external networks to facilitate international growth
and expansion and may enter into alliances to offset these deficiencies and in the
process build or leverage competences. Young et al. (1998) state that

Internationalisation for many small high technology firms is a requirement for
success. As will be described in Chapter 4, small international start-ups are often
high technology oriented. The authors further posit that the international operations
of these small high technology firms become a source of resources and capabilities

and that resource deficiencies do not impede the internationalisation process, but
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rather represent a challenge that must be surmounted. Kay (2000) also points to the

potential contribution of the resource-based perspective to the study of multinational
enterprise. He argues that the approach is useful for analysing the alternative
directions of expansion, both domestic and international, that firms may pursue. Kay

(2000) also links the resource-based perspective with the transaction cost approach,

arguing that all strategic moves involve both a direction and mode and that while the
resource-based perspective helps with the analysis of the directions of expansion, the

transaction cost approach must be utilised to properly analyse the modes of

expansion.

The resource-based perspective has been empirically tested and supported. For
example, Chandler and Hanks (1994) conducted a study of 155 small, young, US
manufacturing companies, researching resource-based capabilities and venture
performance. Their findings showed that firms with higher and broader levels of
resource-based capabilities grew faster and had higher business volumes. They
concluded that an abundance of resource-based capabilities is significantly related to
new venture performance. Whereas this is intuitively obvious, the study nevertheless

provides further support for the resource-based perspective.

The resource-based perspective provides an explanation for a firm’s performance
based on its ability to secure and maintain resources. Andersen and Kheam (1998)
applied the resource-based approach to their exploratory study of the international
growth strategies of small and medium-sized Norwegian exporting firms.
Nevertheless, relatively little work has been done on its applications to small firm
internationalisation and development, despite its rich potential. Analysing small firm
Internationalisation in terms of its resources and capabilities engenders an insightful
vantagepoint. The accumulation and conservation of resources coupled with

competence leveraging is at the heart of virtually all small firms’ internationalisation

strategies, and play an integral role in international strategic decisions. Thus, the

resource-based perspective facilitates the understanding of small fim

Internationalisation. Specific applications of the resource-based perspective to small

international start-ups will be detailed in Chapter 4.
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3.3 NETWORK APPROACHES TO INTERNATIONALISATION

Network approaches to internationalisation offer a behavioural perspective of a

firm’s involvement in international business. Networks can be viewed as sets of

connected exchange relationships between customers, suppliers, competitors, social
contacts and family members, while markets in this context can be described as
systems of these industrial and social relationships (Axelsson and Easton, 1992).

Network relationships between firms often form as a means of resource exchange

and lead to interdependencies, while maintaining individual firm autonomy. This
section will describe the influence of these network relationships on a firm’s decision

to internationalise as well as on its subsequent international strategy, including its

choices of foreign markets and entry modes.

The industrial network approach is a relatively young paradigm that largely emerged
from Swedish studies (Easton, 1992). In one such eminent study, Johanson and
Mattsson (1988) developed a network model illustrating industrial markets as
networks of inter-firm relationships, with the intent of providing an explanation for

the internationalisation of firms. The model allows consideration of important firm

interdependencies and developmental processes in international markets. The

authors describe the industrial system as being comprised of firms engaging In
production, distribution and the use of goods and services. They view the system as
a network of inter-firm relationships, whereby interdependency and co-ordination are
paramount. The underlying assumption of their network model is that a firm 1s
dependent on resources controlled by other firms. These resources can be tangible
assets such as production facilities or intangible assets such as patented technology
or access to distribution channels. Relationships between customers, suppliers,
distributors and sometimes even competitors are cultivated and nurtured by a firm 1n

order to gain access to these critical external resources and facilitate the sale of its
products and services. With regard to this critical resource acquisition activity, the
network approach can be linked to the principles of the resource-based perspective.
These relationships can be bonded on a technical, social, cognitive, administrative,

legal or economic basis (Johanson and Vahlne, 1990). Business transactions
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between firms generally transpire within the framework of these established

relationships (i.e. networks).

According to Johanson and Mattsson’s (1988) network model, the

internationalisation of a firm is characterised by the increasing quantity and quality
of relationships with customers, suppliers, distributors and other key participants in
foreign networks. Firm internationalisation is seen as the establishment and

development of positions in relation to other firms in foreign networks, and 1s

accomplished in three ways. The first is international extension, whereby
relationships in foreign networks that are new to the firm are developed. The second
1s penetration, which is the process of enhancing positions and increasing resource
commitments in the firms’ existing foreign networks. The final way is international
integration, which is achieved by expanding co-ordination between positions 1n
various national networks.  The authors posit that a firm’s degree of
internationalisation is indicative of the extent of its position establishment in various

national networks, as well as the importance and integration of these positions.

Johanson and Mattsson’s (1988) network model classifies four types of firms
according to the degree of internationalisation of both the firm and the market, as

illustrated in Table 3.1 below. The four types of firms or situations identified are
‘the early starter’, ‘the late starter’, ‘the lonely international’ and ‘the international
among others’. Madsen and Servais (1997) contend that the ‘late starter’ and
‘international among others’ classifications in Johanson and Mattsson’s model are
very similar to the situations of international start-ups, the focus of this thesis, and
argue that the network approach to internationalisation is thus an insightful approach

when analysing such firms.
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Degree of Internationalisation of the Market

RS — B —_—— J—

(The Production Net)
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i Degree of
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| Of the Firm —_— The Lonely The International
| 1
: International Among Others

Table 3.1: Internationalisation and the Network Model

(Source: Johanson and Mattsson, 1988, p298)

Another dimension of the network approach to internationalisation involves inward-
outward internationalisation linkages. While the discussion thus far has focused on
networks leading to outward internationalisation, Welch and Luostarinen (1993)
provide empirical evidence of inward internationalisation networks leading to
outward internationalisation. In a study of licensing and franchising in Australia, the
authors noted that inward intemationalisation sourcing partners, i.e. suppliers of
foreign inputs, provided a catalyst for reverse internationalisation through the

partners’ networks. For example, a foreign supplier of a product, service or

technology may be instrumental in establishing a relationship between the supplied
firm and the supplier’s foreign distribution network, which may in turn lead to
unsolicited orders and the exportation of the supplied firm’s product or service. Not
only can inward internationalisation open doors to the foreign supplier’s networks, 1t

also provides a firm with both enhanced foreign market knowledge and an

international outlook, which can lead to outward internationalisation.

Support for the network approach to internationalisation is found in the empirical
findings of Sharma and Johanson (1987), Johanson and Vahlne (1992), Blankenburg
and Johanson (1992), Coviello and Munro (1995, 1997), and Chetty and
Blankenburg Holm (2000), among others. Coviello and Munro’s (1995, 1997) study

of the influence of networks relationships on the internationalisation of small high

technology firms is particularly insightful and will be described in detail since the
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firms in the study closely match the characteristics of the firms in this thesis study.

The methodology entailed in-depth case studies of the internationalisation processes

of four small, entrepreneurial, New Zealand software firms. They found that the

internationalisation processes of these firms were largely driven by the network

relationships they developed and concluded that network relationships facilitate

international growth. Furthermore, they noted that the firms’ choice of which
foreign markets to enter and which entry modes to employ were likewise influenced

by their network relationships. This supports Johanson and Vahlne’s (1992)

contention that interaction in network relationships rather than strategic decision
making plays a pivotal role in foreign market entry consideration. Interestingly,
Coviello and Munro further concluded that network relationships can inhibit as well
as foster product development and market diversification activities by placing
constraints on both pursuing specific marketing opportunities and establishing

outside relationships.

The network approach to internationalisation has received widespread acceptance as
one of the explanatory models of small firm internationalisation. Small firms
generally have limited resources and depend to a large extent on network
relationships for international expansion. Coviello and Munro’s (1995) findings
support this contention by indicating that the firms in their study viewed network
relationships as critical for obtaining foreign market knowledge, credibility,
distribution channels, and as a means of reducing market entry costs, risks and time.
Thus, the network approach plays an integral role in the explanation of small firm

internationalisation.

Despite broad acceptance, the network approach to internationalisation has been
criticised for its lack of predictive power. Furthermore, while Young, Bell, and

Crick (1998) hold that network approaches provide helpful new insights and should
be incorporated into small firm internationalisation frameworks, they contend that
cause and effect relationships are ambiguous since networks could be viewed as a
means of overcoming resource deficiencies rather than being drivers of

internationalisation. This observation is particularly relevant to the firms in this
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thesis, small international start-ups, since they typically possess scant resources and
are dependent on foreign networks to overcome this deficiency in order to

successfully engage in international business.

3.4 INTERNATIONALISATION PROCESS MODELS

The internationalisation process of a firm is generally associated with two major

models: the Uppsala model and the innovation-related models. While both
internationalisation process models will be illustrated in this section, the emphasis
will be placed on the Uppsala model since it is the precursor and, as will be shown,
the most applicable to the analysis of international start-ups, the focus of this thesis.
Much of the academic research on the internationalisation process of a firm stems
from the seminal work of Johanson and Wiedersheim-Paul (1975) and Johanson and
Vahlne (1977, 1990). Their internationalisation process model is known as the
Uppsala model, after the Swedish university where much of this model development
emanated. While the constructs of the model originated from their study of the
internationalisation process of just four Swedish firms, the authors contend that the
process noted in the study is representative of most Swedish firms as well as many

firms from other countries with small domestic markets.

Johanson and Wiedersheim-Paul’s (1975) study of the internationalisation process of
the four Swedish firms led to their identification of four distinct stages of entry
modes for a foreign market, each with progressively larger resource commitments
and international involvement. The authors noted that the firms in the study initially
developed domestically and later internationalised through a series of small
incremental decisions and steps. They posited that firms, lacking foreign market and

operational knowledge as well as resources, engage in incremental decision making
so as to reduce the perceived risk of foreign direct investment as a means of initial
internationalisation. These incremental decisions are viewed as a series of stages of
progressively larger international resource commitments as knowledge is enhanced

and risk perception diminishes. The sequence of stages, referred to as the
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‘establishment chain’ by the authors, is illustrated in Figure 3.2. The sequential

stages are: 1) no regular export activities; 2) export via independent representatives
(agents); 3) establishment of an overseas sales subsidiary; and 4) foreign

production/manufacturing. Numerous empirical challenges to the Uppsala stage

postulate exist and will be delineated later in this section.

Foreign Foreign
sales production /
— | subsidiary |——’] manufacturing

No regular Export via
export independent
activities — representatives

(agents)

Stage 1 Stage 2 Stage 3 Stage 4

Figure 3.2: Uppsala Internationalisation Establishment Chain or Stages
(Source: Johanson and Wiedersheim-Paul, 1975, p307)

While the stages identified in the study demonstrated a pattern of international

involvement within a particular country, Johanson and Wiedersheim-Paul (1975)

sought an understanding of the internationalisation across country markets. The

firms in their study exhibited a propensity to enter new country markets with
progressively greater ‘psychic distance’. The authors defined psychic distance as
factors that inhibit information flows between a firm and a foreign market, for
example differences in language, culture, business practices, education, industrial
development and political systems. Although exceptions commonly occur, psychic
distance is often correlated with geographical distance in the foreign market selection
process (Johanson and Wiedersheim-Paul, 1975). In terms of internationalisation,
the authors posited that firms initially enter markets with minimal levels of psychic

distance and gradually enter markets with successively greater levels.
The psychic distance postulate has been challenged by numerous academics and been

subjected to extensive empirical testing. Although empirical evidence supporting the

postulate has been noted, Bell and Young (1998) contend that factors influencing
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foreign market selection have changed since the mid-1970s when the Uppsala

authors first proposed the psychic distance principle. Bell and Young posit that the
relevance of psychic distance in the internationalisation process has diminished and

that other factors such as those related to industry, level of foreign market demand

and relationships with existing and prospective clients exert more influence on initial

and ensuing foreign market selection and entry mode decisions.

Johanson and Vahlne (1977, 1990) expanded on Johanson and Wiedersheim-Paul’s

(1975) earlier work and focused on a theoretical explanation for the incremental
internationalisation behaviour. Johanson and Vahlne (1977) developed a dynamic

internationalisation model, where the outcome of one decision frames the input of

another. As depicted in Figure 3.3, the model is divided into state and change
aspects. The state aspects are market commitment, which is the resources committed
to foreign markets, and market knowledge, which represents the extent of foreign
market knowledge at a particular point of time. The change aspects are commitment
decisions, which are decisions related to the commitment of resources to
international operations, and current activities, which represent current business
activities. The dynamism of the model rests in the state of a firm’s market

knowledge and commitment affecting commitment decisions and the manner In

which business activities are performed, which in tum change the firm’s market
knowledge and commitment, thereby creating a cycle. Taken holistically, the model
illustrates a firm’s incrementally increasing commitment to an individual foreign
country as market knowledge increases through successively gaining experiential

knowledge by conducting operations in the country.
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Commitment
Decisions

Current
Activities

Market
Commitment

State Aspects Change Aspects

Figure 3.3: Uppsala Internationalisation Process Model
(Source: Johanson and Vahline, 1977, p26)

The second major internationalisation process model is the innovation-related model,
which is commonly associated with the work of Bilkey and Tesar (1977), Cavusgil
(1980), Reid (1981) and Czinkota (1982). The model, which is primarily comprised
of a set of models from these authors, is illustrated in Table 3.2. The models depict a
progressive learning process leading to internationalisation from an innovation
adoption perspective, whereby internationalisation is viewed to result from a
sequence of internal management innovations. The four models exhibit distinct
similarities, principally differing in terms of the number of stages and the semantic
description of each stage. They portray a firm’s sequential internationalisation

process from domestic orientation to gradual export involvement.
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The Uppsala and innovation-related internationalisation models possess numerous

similarities. Both are behaviourally oriented and describe an incremental firm
internationalisation process based on the gradual accumulation of experiential

knowledge, thereby reducing its intrinsic uncertainty (Anderson, 1993). The

complementarities can be attributed to the authors of the innovation-related models

building on Johanson and Vahlne’s (1977) model and associated themes. One of the
key differences lies in the extent of foreign market entry mode illustration. Whereas

the innovation-related models largely focus on exporting, the Uppsala model

encompasses foreign value chain activity, i.e. the establishment of overseas sales
subsidiaries and foreign production, in its stage sequence as a succession to
exporting. While both the Uppsala and innovation-related models add significantly to
the understanding of a small firm’s internationalisation process, the remainder of this
section focuses on the Uppsala model since its inclusion and illustration of multiple

entry modes is more representative of the nature of small international start-ups.

While support for the Uppsala internationalisation process model exists, it has been
widely criticised at both the theoretical and operational levels over its incremental

international commitment postulate (Welch and Luostarinen, 1988; Luostarinen,

1994; Petersen and Pedersen, 1997, Hadjikhani, 1997). Before reviewing various
critiques it should be noted that the Uppsala authors themselves state that the model

has limited predictive value and is primarily applicable to SMEs and firms with
limited resources (Johanson and Vahlne, 1977, 1990). The authors state that the
model is built on the assumptions that firms seek to increase long-term profitability
and minimise risk, and that these two factors collectively influence decision making
(Johanson and Vahlne, 1977). Petersen and Pedersen (1997) add a boundary
assumption to the model in an effort to buffer undue criticism, stating that the model
is principally applicable to operations motivated in market seeking as opposed to

other motives such as resource or technology seeking.
A myriad of empirical studies has been conducted on the operational dimension of

the Uppsala model, with many finding no support for the model’s incremental

internationalisation principles. For example, Tumbull’s (1987) study of the
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internationalisation process of 24 UK companies operating in France, Germany and

Sweden 1n the large marine diesel, motor vehicle component and telecommunications
equipment industries found no support for the evolutionary path postulated in the

internationalisation process model.  His findings indicated that a firm’s

internationalisation sequence was largely determined by its operating environment,

industry structure and marketing strategy. Sullivan and Bauerschmidt’s (1990) test
of the Uppsala model also failed to provide support. Their quantitative study of 62
managers in the forest product industries of Austria, Finland, Sweden and West

Germany did not support the incremental process hypothesis. Finally, Petersen and
Pedersen (1997) noted a high level of ‘leap-frogging’ of stages in their study of the

internationalisation process of 162 Danish firms. Petersen and Pedersen (1997)
concluded that after twenty years of extensive empirical testing by a multitude of
researchers, the Uppsala model remains unchallenged and rather robust at the
theoretical level, although they contend that there is little justification for market
knowledge accumulation being the sole explanatory factor for incremental

internationalisation.

Bell (1995) conducted a qualitative and quantitative study of the export behaviour of
small computer software firms in Finland, Ireland and Norway. His findings

indicated that the internationalisation process model did not accurately reflect the
factors influencing the internationalisation of the firms in the study. Evidence
showed that the internationalisation process was influenced by the following of
domestic and foreign clients, the targeting of niche markets and industry-specific
conditions, rather than psychic or geographic closeness. Furthermore, the study
provided minimal support for a stage sequence of internationalisation beginning with
exporting and progressing to other market entry modes. The author asserts that
exporting may not always be the preferred or most optimal foreign market entry

mode. Finally, Bell noted evidence of rapid internationalisation among software

firms and not the small incremental steps associated with the internationalisation

process model.
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Lindqvist (1997) likewise found evidence of rapid internationalisation in her

qualitative and quantitative study of the internationalisation process of small
technology-based Swedish firms. While noting some support for the Uppsala

internationalisation process model, an array of differences with the model in terms of

the pattern of foreign market selection and choice of entry mode were recorded 1n

addition to the rapidity of internationalisation. She found that country market
selection was much greater influenced by large market potential and access to

advanced customers motives than by psychic distance factors. The author posited

that the swift internationalisation exhibited by the firms in her study may be
indicative of their technology-based nature since these firms frequently operate 1n

small market niches.

Like Bell and Lindqvist, Coviello and Munro (1997) chronicled further empirical
evidence of rapid internationalisation and general deviation from the tenets of the
internationalisation process model. Their study of four New Zealand-based software
development firms recorded very rapid internationalisation processes, with firms
becoming committed internationalists within the first few years of operation. They
found limited support for the notion of psychic distance and observed distinct

patterns of stage deviation and the simultaneous use of multiple entry modes.

Despite copious quantities of empirical challenges at the operational level, the
internationalisation process model remains a dynamic, albeit general,
conceptualisation providing valuable insight into small firm internationalisation
(Young, 1990). Small firms that lack international experience, knowledge and
resources often internationalise gradually as they acquire experiential knowledge in
order to minimise risk and operate within resource constraints. However, as
empirical evidence suggests, small firms frequently deviate from the stage sequence

postulated by the Uppsala authors. As will be detailed in Chapter 4, small

international start-ups are among the firms that substantially deviate from the

constructs of the model.
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3.5 CONCLUSIONS

This chapter delineated numerous theoretical approaches to the internationalisation
of the firm. Brief summaries of the six principal internationalisation frameworks
presented in the chapter, along with their contributions and criticisms, are illustrated
in Table 3.3. Whereas some of the approaches hold high explanatory value for the
Internationalisation of small firms, others have lesser applicability and render limited

insight. This conclusion section will highlight the relevant applications of the

theoretical approaches that facilitate an understanding of small firm
internationalisation. The intent is to provide a foundation enabling the ensuing
analysis of the relationships of these six theoretical approaches to small international

start-ups, which 1s outlined in Section 4.2.
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| Internationalisa-

Summary, Contributions and Criticism

tion Framework

l Rational
| Approaches:
; Transaction Cost Summary:
| Approach e Transaction cost minimisation/efficiency principles l
e Lowest transaction cost governance structure chosen ’
e Firms internalise when transaction costs in external market
structures exceed the costs of internal structures
o Inter-firm co-operative arrangements form when it represents |
the most efficient organtisational mechanism |
Contributions: i
o Transaction cost economising principles enhance the |
understanding of firm integration decisions in both domestic
and intermational contexts
e Provides an explanation for vertical integration '
Criticism:
o Lacks direct internationalisation dimension I
e [Lacks generality and analytic ability -
o Little practical relevance/applicability
| Internalisation Summary: i
Theory o Internalisation through common ownership and control |

occurs when transaction costs associated with internal

' production are lower than with external market production

e Firms choose least cost location for each activity performed

e Firms grow by internalising up to benefit/cost threshold
Contributions:

e Provides intemational application of the transaction cost

approach

e Provides explanation for MNE existence and growth as well ;

as for vertical/horizontal integration
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Criticism:
e Limited explanatory ability for small firms, due to the

emphasis placed on FDI

e Testing the theory 1is problematic without instituting |

. restrictive assumptions
| The Eclectic Summary:
Paradigm e Holistic framework for explaining and analysing the '

determinants of international production

e Extent, form and pattern of foreign production determined by |

a firm’s perception of associated ownership, location and
internalisation advantages :
e Foreign production decisions conditional on the perceived |
securing of all three sets of advantages '

Contributions:

e Provides a multi-dimensional organising framework of
international business principles, which facilitates the
understanding of international production decisions

Criticism:

o Static, lacks dynamism

e Assumes that decision makers have access to perfect

information
o Overlapping/redundant explanations

e Limited explanatory value for small firm international

production decisions due to resource constraints restricting |

FDI
| Resource-Based Summary:
| Perspective o Focuses on a firm’s ability to acquire and maintain resources, |

which provide capabilities that can lead to competitive

advantage and facilitate its survival and growth

 OSmall firms are commonly resource deficient and look |

outside the firm for obtaining critical resources, often

67



engaging in strategic alliances and network relationships

e Initial country market and entry mode decisions based on |

exploitation of competences within resource constraints
Contributions:
e Useful for analysing the alternative directions of expansion,

both domestic and intemmational, that firms may pursue

e Facilitates an understanding of small firm intemationalisation
in terms of resource acquisition, conservation and utilisation
Criticism.

¢ Relatively little work done on resource-based applications to |

| small firm internationalisation and development i

e Does not describe how small firms can gain resources

[ Behavioural

! Approaches:

| Network Summary:

. Approaches e Networks of inter-firm relationships provide access to critical

external resources and facilitate the sale of products/services

o Internationalisation and the selection of foreign markets and |

entry modes are influenced by foreign network relationships

o Inward internationalisation (foreign inputs) networks can :

lead to outward internationalisation

I Contributions:

o Provides an explanation for small firm internationalisation,
including the selection of foreign markets and entry modes '

Criticism:

e Lacks predictive power

e Cause and effect ambiguity over viewing networks as

facilitators for overcoming resource deficiencies or as drivers |

of internationalisation

68



Internationalisation | Summary:

Process Models o Firms internationalise through a series of small incremental |
steps following domestic business development

o Firms make progressively larger foreign market resource

commitments as experiential knowledge increases and sk |

perception diminishes

o Firms gradually enter new foreign markets with successively |
greater levels of psychic distance
Contributions:

e Provides valuable insight into the internationalisation
process of small firms with limited resources and limited
international knowledge '

Criticism:

| . -
e Limited predictive value

o Extensive empirical evidence of widespread deviation from

the model’s incremental internationalisation principle

o Existence of other explanatory factors for a firm’s staged

internationalisation process

"Table 3.3: Summary, Contributions and Criticism of Internationalisation

Frameworks

(Source: the author, derived from the literature)

As indicated in Section 3.2, the three illustrated economic approaches to
internationalisation are more applicable to MNE activity than small firms. Small
firms typically lack the requisite resources for extensive internalisation and FDI
They often rely on network relationships and alliances to compensate for their
resource deficiencies, enabling their engagement in international business. Since
internalisation and FDI are thus restricted options, internalisation theory and the
eclectic paradigm provide limited explanatory value for the existence and growth of
internationalised small firms. Even though FDI might reduce the transaction costs of
a small firmn and offer OLI advantages, it is frequently not a viable economic

alternative, implying that transaction cost minimisation and perceived OLI
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advantages are therefore not drivers of small firm internalisation and

internationalisation. However, the transaction cost approach’s general tenet of

transaction cost minimisation and efficiency is loosely applicable and provides an
explanation for small firm reliance on inter-firm co-operative arrangements, as this

may represent the most efficient governance mechanism.

While the economic approaches to internationalisation render limited explanatory
value, the remaining three approaches illustrated significantly enhance the
understanding of small firm internationalisation. The resource-based perspective
applied to internationalisation provides high explanatory value for small firm
Internationalisation by focusing on a firm’s ability to acquire and maintain resources
as a means of establishing competitive advantage and successfully engaging in
international business. The perspective recognises that the resource deficiencies
inherent in most small firms generally preclude their successful international
competition without obtaining outside resources. This leads to the establishment of
network arrangements and strategic alliances to secure these key resources,
facilitating their internationalisation and ability to compete in international markets.
Thus, the resource-based perspective makes a noteworthy contribution to the

understanding of small firm internationalisation.

The network approach likewise provides considerable insight into the
internationalisation of small firms. In congruence with the resource-based

perspective, the approach recognises the crucial role of inter-firm network
relationships in providing critical external resources necessary for small firms to sell
their products and services in foreign markets. The approach also notes the influence
of these network relationships on the small firm’s internationalisation strategy,
specifically relating to foreign market selection and choice of entry modes.

Furthermore, the approach acknowledges the influence of inward internationalisation

network partners on the subsequent outward internationalisation of small firms.
Collectively, the network approach significantly contributes to the understanding of

the internationalisation of small firms.
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Finally, internationalisation process models offer insight into the internationalisation

process of small firms. The models are based on a firm’s gradual commitment to
international business and operations as experiential knowledge accumulates. Small
firms often lack international knowledge and experience and consequently
internationalise in small incremental steps as their international knowledge and
experience increases and their risk perception diminishes. Despite extensive
empirical evidence of firm deviation from this staged internationalisation process, the

models add value to the understanding of small firm internationalisation at the

theoretical level. While small firms do not always begin domestically, slowly
become involved in exporting and later employ foreign value chain activity, the
models nevertheless recognise the significance of experiential knowledge acquisition
in foreign commitment decision making and ultimately the internationalisation

process of small firms. Furthermore, empirical testing of the models at the

operational level has led to the identification of firms that deviate from the models by
exhibiting early and rapid intemationalisation, thereby leading to the identification of

small international start-ups.
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CHAPTER 4

INTERNATIONAL START-UPS: THEORY AND EVIDENCE

INTRODUCTION

Section 3.4 identified several studies whose findings challenged traditional

internationalisation process models. The studies represent some of the recent
research that has noted the advent of small firms with limited resources that have
engaged in international activity at or near their time of inception, thereby deviating
from established internationalisation process models. The studies’ findings suggest
that these international start-ups are an emerging phenomenon world-wide. This
chapter focuses on the theoretical development and empirical evidence of these

international start-ups.

The objectives of this chapter are twofold. First, a theoretical foundation facilitating

an explanation and understanding of international start-ups will be provided.
Second, empirical findings regarding international start-ups will be reviewed so as to

provide a comprehensive overview and profile of this unique business enterprise.
The chapter commences with a detailed description of Oviatt and McDougall’s
(1994) international new venture paradigm, which has important implications for the
classification and understanding of international start-ups. An analysis of the
relationships of the theoretical approaches to internationalisation described in the
previous chapter to international start-ups follows. The succeeding section outlines
empirical evidence of the existence and emergence of international start-ups. Next,
the factors influencing their formation are examined. This is followed by the
delineation of their distinguishing characteristics. Several empirical studies are then
reviewed, rendering findings regarding international start-up strategy, risk and

performance. The chapter closes with the development of an organising framework

for small high technology international start-ups, the focus of this thesis study.
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4.1 INTERNATIONAL NEW VENTURE PARADIGM

The 1nternational new venture paradigm is widely attributed to the work of Oviatt
and McDougall (1994). In congruence with the rapid internationalisation patterns

noted 1n the empirical studies described in the previous chapter, the international new

venture paradigm focuses on firm age in the internationalisation process.
Specifically, the paradigm centres on firms that are international at or near inception.

Since the term international new venture is synonymous with international start-up,

although as will be shown Oviatt and McDougall’s definitional criteria for an
Internattonal new venture varies slightly from this thesis’ definitional criteria for an

International start-up, the paradigm provides invaluable insight into the explanation

and understanding of this class of new venture firms.

Oviatt and McDougall (1994, p49) define an international new venture as *“a business
organisation that, from inception, seeks to derive significant competitive advantage
from the use of resources and the sale of outputs in multiple countries”. Whereas
internationalisation process models describe the gradual evolution of a firm from a
domestic company to a multinational enterprise, the international new venture
paradigm offers an explanation for firms that commence with an international
strategy. The authors contend that international new ventures are largely driven to be

‘bomn global’ by competitive forces which preclude a successful domestic
orientation. Case study analysis of 24 international new ventures by McDougall,
Shane and Oviatt (1994) suggested that this business entity is emerging throughout
the world and is present in a variety of industries, with high-technology industries

being the most prevalent.

The roots of the international new venture paradigm can be traced to several
theoretical frameworks of internationalisation, crossing multiple disciplines.
Entrepreneurship perspectives, network approaches and the resource-based
perspective applied to internationalisation provide a partial explanation for
International new ventures (Oviatt and McDougall, 1994; McDougall et al., 1994;
Shrader, Oviatt and McDougall, 1996; Madsen and Servais, 1997). The authors
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contend that these theoretical frameworks coupled with the principles of strategic

management facilitate an understanding of international new ventures. The

relationships of these internationalisation frameworks to international start-ups will

be analysed in Section 4.2.

Oviatt and McDougall (1994) provided a theoretical framework for international new
ventures based on required elements for their sustainment (see Figure 4.1). The first
necessary element leading to a sustainable international new venture is the

internalisation of some transactions, although foreign direct investment 1s not a
defining characteristic. The second element is the extensive utilisation of alternative
governance structures to access resources. Since international new ventures typically
lack the required resources to internalise or own many assets, 1n contrast to mature
organisations, they must rely on alternative modes of controlling their various critical
assets, such as through the formation of strategic alliances and the utilisation of
networks. The third element is the establishment of foreign location advantages,

which are advantages over indigenous firms in foreign locales. The final element 1s
the possession of and control over unique resources, which is often unique

proprietary knowledge. While Oviatt and McDougall’s international new venture

framework provides insight into the elements leading to their sustainment, it offers

little more than the OLI advantage tenets of Dunning’s (1977, 1981, 1988) eclectic
paradigm.
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Element 1 Element 2 Element 3 Element 4

Internalisation Alternative Foreign Unique
of Some Governance Location Resources
Transactions Structures Advantages

Sustainable
International

New Ventures

Figure 4.1: International New Venture Framework
(Source: Oviatt and McDougall, 1994, p54)

Oviatt and McDougall (1994) identified four types of international new ventures:
export/import start-ups, multinational traders, geographically focused start-ups and
global start-ups (see Table 4.1). The authors classify the first two types as new

international market makers, characterised by few value chain activities co-ordinated
across countries. These value chain or organisational activities include the primary
activities of inbound logistics, operations, outbound logistics, marketing and sales
and service, as well as support activities such as procurement, technology
development, human resource management and capital acquisition (Porter, 1985,
1986). The distinction between the first two types of international new ventures 1s
that export/import start-ups are involved in relatively few countries, while

multinational traders are involved in many countries. Geographically focused start-

ups co-ordinate many value chain activities across the few countries they are

involved in, often specialising in a particular region of the world.
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The final type of international new venture identified by Oviatt and McDougall 1s

global start-ups. Global start-ups represent the most extreme form of international
new ventures, gaining competitive advantage through extensive co-ordination of
many value chain activities across numerous geographically dispersed countries.
Global start-ups proactively capitalise on global opportunities to acquire assets and
sell outputs in any location of the world offering the highest potential return. They
can be deemed as being geocentric in nature, as they manifest a world orientation

mind-set (Perlmutter, 1969).

Few Activities Co-ordinated

Multinational
Trader

Export / Import

Across Countries Start-up

(Primarily Logistics)

Co-ordination of Value Chain Activities

Geographically Global
Many Activities Focused Start-up Start-up

Co-ordinated

Across Countries

Few Many

Number of Countries Involved

Table 4.1: Types of International New Ventures
(Source: Owviatt and McDougall, 1994, p59)

Although evidence of the emergence of international new ventures exists (Knight and
Cavusgil, 1996), few empirical studies have been conducted. Furthermore, the small
number of studies that have been conducted are primarily case study based and lack

large sample and quantitative analysis. Academic knowledge of the factors
influencing their formation, their characteristics, the impact of cultural differences

and their success factors is severely limited. This thesis will explore these issues and
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address these gaps in the literature by providing qualitative and quantitative evidence

of international start-ups.

4.2 INTERNATIONALISATION THEORIES/FRAMEWORKS
RELATIONSHIPS TO INTERNATIONAL START-UPS

The previous section defined international new ventures, and hence international

start-ups, as a type of new venture that from inception seeks to derive competitive
advantage by conducting business and utilising its resources in multiple countries
(Oviatt and McDougall, 1994). Providing a definitional and organisational
foundation, Oviatt and McDougall’s international new venture paradigm plays a
pivotal role in the explanation and understanding of international start-ups. As
furtherance to this explanatory theme, this section examines the relationships of the
internationalisation theoretical approaches and frameworks highlighted in Chapter 3

to international start-ups in order to facilitate an understanding of this unique

business enterprise.

The transaction cost approach applies the principles of transaction cost minimisation

and efficiency to governance structure decisions. As will be detailed in Section 4.5,
international start-ups are generally small and possess limited resources due to their
newness and international scope. As a result, international start-ups typically lack
the resources required for extensive internalisation and often rely on alternative
governance structures, such as strategic alliances and networks, for many of their
value chain activities. This requisite strategy thus has roots in the transaction cost
approach since resource conservation and efficiency play an integral role in
governance structure decisions. However, as stated in Chapter 3, the transaction cost

approach has been criticised for its lack of generality and practical relevance,

particularly with innovating firms and their R&D linkages, due to the approach’s

emphasis on asset specificity and absence of the recognition of economies of scope
generated by technology/knowledge gained through R&D efforts (Kay, 1991,

Casson, 1992; Ghoshal and Moran, 1996). Since international start-ups are often
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mnovation oriented (see Section 4.5), the relationship of the transaction cost
approach to international start-ups is limited to its underlying principles of

transaction cost minimisation and efficiency as applied to choice of governance

structures.

Internalisation theory holds that MNEs exist as a result of firms internalising foreign
production activities in order to minimise transaction costs. The theory is based on
the principle that firms choose the least cost locations for each of their activities and
that they grow by internalising markets up to the point where they reach the
benefit/cost threshold (Buckley, 1988). While the theory is widely acclaimed for its
explanatory capabilities for multinational enterprise, it provides little explanation for
the existence of international start-ups. Since international start-ups typically possess
scant resources, internalisation of value chain activities is severely limited in terms of
FDI. Rather, they depend on alternative governance structures such as strategic
alliances and network relationships to control key activities, thereby conserving
critical resources. Therefore, internalisation theory provides little explanatory value
for the existence of international start-ups. Furthermore, a study conducted by

McDougall, Shane and Oviatt (1994) found that international start-ups are not
generally driven by the principles of least cost location for their activities or cost
reduction as the basis for internalisation decisions. The authors further contend that
the firm-level focus of the theory on large, mature company internalisation rather
than on entrepreneurs and their network alliances precludes an understanding of the
internationalisation of international start-ups. Thus, internalisation theory does not

provide a comprehensive explanation for the existence of international start-ups.

The eclectic paradigm provides a holistic framework for the explanation and analysis
of the determinants of international production. The paradigm holds that the extent,

form and pattern of foreign production are determined by a firm’s perception of the
ownership, location and internalisation (OLI) advantages to be derived from the
activity.  While the paradigm is widely acclaimed for its explanatory and analytic
abilities regarding MNE international production, it offers little explanatory value

and application for international start-ups since the perception of OLI advantages
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does not appear to be highly influential in their establishment of foreign production.
As 1Indicated in the preceding paragraph on internalisation theory, empirical

evidence, albeit limited, suggests that international start-ups are not generally driven
by the principles of least cost location or transaction cost reduction as a basis for

internalisation decisions. Furthermore, international start-ups, being new and often

small, typically lack the requisite resources for the substantial FDI associated with
internalising foreign production. Due to these resource constraints, international

start-ups commonly engage in strategic alliances and network relationships when

foreign production is deemed to be advantageous. However, in the limited number
of cases where international start-ups do internalise foreign production, the
expectation of ownership, location and internalisation advantages likely play a role 1n
the decision making process. Thus, while the eclectic paradigm has limited

relevance to international start-ups, it largely lacks explanatory value for their

international production activity:.

The resource-based perspective applied to internationalisation focuses on a firm’s
ability to acquire and maintain resources, which provide capabilities that can lead to
competitive advantage and facilitate its survival and growth (Wemerfelt, 1984;
Grant, 1991). Initial country market and entry mode decisions are based in part on
the intended exploitation of its competences, within resource constraints. The
resource-based perspective provides valuable insight into the internationalisation of
small firms, with particular relevance to small international start-ups due to their
inherent resource deficiencies, which are exacerbated by their newness and the extent
of their internationalisation. Specifically, the resource-based perspective provides an
understanding of the extensive reliance of small international start-ups on alternative
governance structures and business/social networks (to be detailed in Section 4.5) 1n
order to effectively target and enter foreign markets. Empirical evidence suggests
that the founders of international start-ups leverage their experience and network
competences by combining international resources in an effort to exploit
international opportunities (McDougall, Shane and Oviatt, 1994). While not
rendering an all-encompassing explanation of international start-ups, the resource-

based perspective provides a partial understanding of their critical resource
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accumulation, conservation and utilisation processes that enable their early

Internationalisation despite severe resource constraints.

Network approaches to internationalisation highlight the influence of inter-firm

network relationships, which form to provide access to critical external resources, on
a firm’s decision to internationalise and on its subsequent strategic decisions related

to country market selection and entry modes. The network approach to

Internationalisation has particular relevance and applicability to international start-

ups since their idiosyncratic newness and frequent small size generally equate to
resource scarcity, which leads to their common reliance on business and social
network relationships to compensate for these resource deficiencies.  An
international start-up’s foreign network partners, such as its suppliers and
distributors, exert influence on the extent of its internationalisation, foreign markets
targeted and choice of entry modes. The substantive contribution of this approach in
providing an explanation and understanding of international start-ups is expounded
in the work of McDougall, Shane and Oviatt (1994) and Madsen and Servais (1997).
While the network approach does not provide a complete explanation for the
existence of international start-ups, it nevertheless renders a partial explanation for

their internationalisation behaviour.

Internationalisation process models provide an explanation for a small firm’s gradual
internationalisation, based on a staged sequence of progressively larger foreign
market resource commitments as experiential knowledge increases and risk
perception diminishes. The models recognise the impact of the inherent resource
constraints of young, small firms on entry mode decisions and the selection of new
country 