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ABSTRACT

The internalizing decision of export operations inside the firm, with respect to their maintenance in the domain
of the market through several mechanisms of external distribution, is examined with data coming from a
general sample made up of 428 Catalan and 1,836 Spanish (non-Catalan) exporters. An interprefative
ramework for explaining the channel integration decision is designed and tested by means of a logistic
regression model. Results seem to confirm, first, a higher relative proportion of firms which externalize their
export activities in the market -versus internalize- in both collectives and, more interestingly, a higher degree
of internalization among Catalan industrial exporters versus non-Catalan ones. Secondly. some hypotheses
related with the selection of the optimal level of channel integration in the international context are also
confirmed, though some differences emerge between both groups. Finally, several conclusions are derived
[rom the analysis.

INTRODUCTION

The selection among foreign modes of entry is one of the most complex decisions to make
along the internationalization process of any firm. In the early stages of this process,
particularly during the phase of export development, it is possible to internalize this activity
inside the firm, as a primary mode -perhaps the one taking the lowest level of risk- of foreign
direct investment'. Thus, the selection of the distribution channel abroad, and especially its
optimal level of integration, is considered to be one of the most difficult decisions that any
exporter must face as regards its potencial impact on success (Reid, 1987; Root, 1994).

The outstanding question is, then, to determine if it would be convenient to commercialize
those products through a propietary distribution channel abroad in the form of a propietary
sales force and/or a commercial subsidiary (integration), this is, a mechanism which would
imply a higher level of control and client proximity, but also a greater responsibility,
commitment and risk acceptance, or, on the other hand, if it would be more efficient to
promote intermediation of local agents and/or independent distributors (not integration)’. So,
what level of forward integration should firms show in international markets, and why? As an -

) Dpt. d’'Economia de 1"Empresa.
Edifici B.

Universitat Autdonoma de Barcelona.
08193 Bellaterra (Barcelona), SPAIN.
tel: +34-93-581.22.68

fax: +34-93-581.25.55

e-mail: Alex Rialp@uab.es



internationalization mechanism, vertical integration in export markets -export internalization-
constitutes an important strategic decision since it means adopting a higher level of
international commitment throughout this process and contributes in making the firm’s
competitive advantages more explicit as its progressive conversion in a multinational firm
takes place (Campa y Guillén, 1995).

In broad terms, forward integration decisions into foreign countries has been a question
examined, basically, among multinationals, and mostly dominated by manufacturers whose
large resources allowed them to invest abroad. However, more recently a deeper application
of these mechanisms among small and medium-sized firms has also been suggested (Reid,
1987; Osborne, 1996). In fact, it has been progressively detected how more and more small
and medium exporters also try to internalize their commercial networks abroad to some
degree. In this sense, the question about the level of integration of these international
channels of distribution seems to claim importance among these firms, it being especially
interesting to study which factors could determine this.

Moreover, a great deal of empirical literature in this field has preferably focused on managing
the, very often, conflictive relationships established between manufacturers and their
distributors (Ford and Rosson, 1982; Rosson and Ford, 1982; Bilkey, 1985), instead of
investigating the structural arrangement of the channel itself and, more concretely, the
reason/s why it adopts one form or another. Only recently, have some models based upon the
selection of channels abroad been raised which take into account the nature of the integration
itself from alternative considerations related both to production and transaction costs.

In line with these last efforts, which try to investigate the kind of factors that apparently affect
the organizational arrangement (basically integrated versus independent) chosen by firms in
foreign markets, is where this study is located. It is intended to shape and test a conceptual
framework which, in a more proper way, deals with the real determinants of the export
internalization degree exhibited by our industrial firms, both Catalan and from the rest of
Spain. This way of promoting their internationalization would make them become truly
multinationals, something which seems to have a real interest in the case of economies -like
the Spanish one- where they are not especially abundant.

So, the aim of this paper is to identify the main explicative reasons for our firms’ transition
and development towards increasing levels of international commitment, represented here by
the concept of export internalization. In this sense, once some theoretical arguments about the
impact of production and transaction costs upon forward integration abroad have been
examined, the main empirical literature in this topic is reviewed. This makes the development
of testable hypotheses to conduct research easier, also describing the methodology and the list
of operational variables which allow us to test them according to our available data. Then,
results are presented and discussed in a comparative way, and different conclusions are finally
formulated.
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1. INTEGRATING DISTRIBUTION IN THE INTERNATIONAL CONTEXT
1.1.Theoretical approaches in the literature

There are, in broad terms, two general approaches to explain the integrating decision of
distribution channels abroad: 1. the stages of development hypothesis, represented basically
by the Internationalization Process Model or U-Model (Johanson and Wiedersheim-Paul,
1975; Johanson and Vahlne, 1977, 1990), and 2. The Transaction Cost Analysis (TCA),
developed mainly by Williamson (1975, 1979, 1985), which has also seen its application
extended to the context of the firm’s internationalization and, more particularly, to the
channel internalization decision in international markets.

The first approach, known as the U-Model, postulates a series of gradual changes on the
organizational structure chosen by the firm at the international level, as the most outstanding
feature of its higher involvement in export activities, suggesting that firms exhibit a natural
tendency to integrate vertically in a predetermined sequence: the use, at the beginning, of
independent sales agents abroad allows the following establishment of commercial
subsidiaries which grant greater control and a more direct flow of information between the
firm and its target market, facilitating the next and last step of the process, based upon the
displacement of production capabilities towards export market/s.

Although this model has been broadly considered in the empirical literature upon export, it
seems to show some limitations (Reid, 1983, 1984; Osborne, 1996). First, this model suggests
that every firm goes through each stage previously defined without truly determining the
reasons which explain transitions from one to another. Moreover, many manufacturers do not
integrate forward domestically, it being even less likely that they want to do it in the
international context. Finally, firms can also combine different mechanisms for exporting,
without necessarily sticking to the only four steps suggested in the U-Model which, by the
way, do not take into account this possible channel mix in export markets, not even for only
one of them.

This is the reason why a different approach is also focus upon: Transaction Cost Analysis
(TCA), considered as an alternative theory based upon contingency (Reid, 1984). It seems to
be well accepted that the most recent developments in this conceptual framework offer new
ways to analyze some postulates referring to the scope of vertical integration in export
markets by the firm and, more generally, with transactions in foreign trade. Some predictions
of this theory, about the kind of circumstances under which it would be expected that a firm
integrated those transactions, are especially noteworthy.

It can be asked, then, how far should a firm try to perform internally all of the functions
linked with commercialization of its products -both domestically or internationally- instead of
confiding them to external intermediaries? The traditional answer to this question has been
based upon production costs: firms are supposed to aspire to a greater control of their
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activities and, thus, they often show a stronger preference for integrating those functions. In
any case, these arrangements will not be possible if fixed costs cannot be distributed by a
bigger volume of business. So, only if this volume increases will firms specialize in
performing commercial functions, also receiving the benefits associated to scale economies.
In this way, in terms of efficiency, production costs are important, although, as also pointed
out by Klein et al. (1990, p. 197), “not enough by themselves to explain for the variations
observed in channel integration”3.

ACT's perspective states, as a primary assumption, that firms try to minimize the sum of
production and transaction costs. In this sense, they will internalize those activities which can
be performed at a lower cost, externalizing those in which other agents have cost advantages
in the market domain. It is assumed, however, that participants in the market are exposed to
different factors such as bounded rationality and/or asymmetrical information. This makes
agents behave, sometimes, opportunistically, trying to cheat the other part/s to their own
benefit. Particularly, under uncertain conditions, with bounded rationality and/or “market
failures” in the transaction of some assets, the costs associated with this governance structure
-the market- could be so high that firms prefer to internalize, accepting an increase in their
internal costs for conducting transactions internally, instead of falling back on the market
looking for a reduction in transaction costs (Williamson, 1985). So then, as costs associated
with market contracting rise, incentives for internalizing transactions will be also stronger.
Nevertheless, a limit in this integration can be found, due to the fact that organizations are not
perfect institutions after all, and they also show internalization costs.

While production costs can be established quite easily, transaction costs are quite difficult to
measure directly, as they represent potential consequences of alternative decisions (Klein et
al., 1990). So, attention is set upon the existence of several traits in transactions -concretely,
the level of specialized assets required by the exchange, the presence of uncertainty around
this transaction and/or the frequency with which it occurs- as possible factors creating
inefficiency linked to market intermediation as a governance mechanism®. In fact, outstanding
transaction costs include (Salas, 1991):

| ex-anfe costs: due to some information problems between buyers and sellers when
establishing contact, the meeting of preferences and reciprocal demands and
agreement upon prices.

2. ex-post costs: resulting from oportunistic behavior on behalf of one part or another,
which encourages performance of some activities in order to reinforce the clauses
reflected in market contracts.

In this way, TCA postulates that firms will tend to internalize only if these ex-ante and ex-
post costs of using the market for governing transactions are so important that the alternative
of internalization is less costly. Certain characteristics linked to the product and/or the market
(asset specificity, external uncertainty, frequence of transaction, etc.) can be associated, then,
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with higher transaction costs and, also, with a higher probability to internalize these
operations inside the firm (Anderson, 1985).

In terms of the selection between an integrated channel to make distribution abroad or an
independent one which also covers a foreign market, it is usually considered from this
approach that an a priori benefit exists contracting independent intermediaries in a
competitive market, as the entrant (manufacturer) can surely substitute those distributors
whose performance is not satisfactory (Anderson and Couhglan, 1987; Osborne, 1996). In
this sense, a believable threat of substitution is enough, by itself, to discipline an independent
distribution system. Only when this skill was reduced somehow could the transaction costs of
performing in the market by means of independent channels increase so much, that an
intrinsic interest for integrating this activity inside the firm would emerge.

Thus, it seems better, by default, to choose a local and independent channel (agent and/or
distributor), since it is more likely that it knows how best to sell the product efficiently. Using
such an independent channel, a distributor acquires certain assets (manufacturer’s brand and
product knowledge, relationships with suppliers and buyers, market knowledge and
competitors’information) which imply transaction costs for the manufacturer. In a sufficiently
competitive market, where many distributors with a similar level of this knowledge exist,
these transaction costs are not very high, so the manufacturer can easily identify new
distributors to replace those who show a poorer performance. On the other hand, if there are
few distributors in a foreign market, these cannot be replaced so easily and it would make
transaction costs increase. In this situation, it is highly probable that the firm decides to
integrate in order to motivate and offer closer control over the distributor/s.

1.2. A review of empirical literature

Due to the development of TCA, an increasing number of studies adopting this perspective
has been emerging recently with the aim of establishing and contrasting some models about
channel integration although not many of them focus directly on international markets.
Moreover, existing empirical studies on the level of internalization of commercial activities
show some limitations.

First, most research analyzes forward integration in domestic context rather than in foreign
markets (Anderson, 1985; John and Weitz, 1988). In the second place, a broad variety of
studies show evidence from large companies located in highly developed countries -the USA
and Canada, basically- which, with exceptions as, for instance, Klein et al. (1990), belong to a
unique industry and/or a very narrow product line with strong technological content
(Anderson, 1985; Coughlan, 1985; Anderson and Coughlan, 1987; Agarwal y Ramaswami,
1992; Erramilli and Rao, 1993). Likewise, several efforts made up until now only formulate
and contrast empirically some aspects very closely related to TCA (Reid, 1983, Anderson,
1985; Coughlan, 1985; Anderson and Gatignon, 1986; Anderson and Coughlan, 1987; John
and Weitz, 1988; Klein et al., 1990; Erramilli and Rao, 1993).
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Then, although much literature contributes evidence in favor of transaction cost approach,
only a few studies seem to offer a broader explanation in terms of the degree of channel
integration in international markets. In fact, the majority of empirical studies in this field only
consider a set of economic factors which seem to affect market transactions but do not take
into account several other characteristics about the product, the business itself or the cultural
and political aspects of domestic and target markets (Osborne, 1996). Apart from the
regularly positive relationship found between asset specificity in a transaction and the level
observed of channel integration, many results tend to be conflictive. This is particularly true
when the impact offered by the degree of external uncertainty and/or the relative importance
of production costs versus transaction costs are analyzed (Klein et al., 1990).

Anyway, some contributions in the literature are really stimulating. In this sense, we can
point out, for their integrative vocation, those empirical studies developed by Anderson and
Coughlan (1987), Klein et al. (1990), Campa and Guillén (1995), Osborne (1996) or Aulakh
and Kotabe (1997). However, it is still possible to elaborate new investigations which, based
upon a more general framework of reference, analyze a greater variety of industrial firms
from collectives of exporters less investigated. This paper tries, precisely, to contribute in
covering this gap of research, describing and comparing foreign distribution shown by
Catalan and Spanish (non-Catalan) industrial exporters.

2. A GENERAL FRAMEWORK ON THE SELECTION OF INTERNATIONAL
CHANNELS OF DISTRIBUTION

The internalization dilemma around export activity is based upon the fact that it seems highly
probable that an exporting firm prefers to establish a proprietary -or, perhaps, a shared-
institutional mechanism to develop commercialization and/or distribution activities abroad,
versus the alternative of contracting these transactions in the marketplace, mainly when the
costs associated with such internalization will be compensated by the benefits derived from a
greater control over commercial performance (Root, 1994).

In this sense, one of the aspects most usually considered has to do with the minimization of
production and transaction costs. It implies, basically, a comparison between the costs linked
to formulate and reinforce contracts established with agents, independent distributors or even
final users abroad, and the greater administrative costs due to internalizing all of the activities
related to distribution in foreign markets inside the firm (Hennart, 1982; Klein et al., 1990).

Likewise, it is quite common to identify a certain willingness among managers to try to
control, as much as possible, marketing and/or distribution operations. It is usually
understood as the mechanism which will allow them to perform and coordinate the different
production functions (supplying, manufacturing, commercialization, complementary services,
etc.) much better, meeting more directly the consumer’s needs and receiving, in better
conditions, feed-back from markets (Root, 1994). Such an intrinsic interest to satisfy this



necessity of control in the performance of distribution could also cause the firm to consider,
and sometimes decide, for internalization.

In a similar way, some intents destined to use and protect, in the best possible way, its assets,
resources and specific capabilities from their imitation by competitors, as well as to overcome
knowledge asymmetries between participants when reaching an unknown market (Contractor
and Lorange, 1988), can also determine a real interest for integrating -totally or partially-
these activities in the domain of an organization. However, to complete such an integration
also carries important structural costs which are sometimes very difficult to assume.

Until now, many of these aspects have been treated in an isolated way. We intend to develop
here an integrative framework for the selection, by the exporting firm, between two
alternative structures to carry out international distribution of its products and/or product
lines. This framework is conceived, basically, to relate and integrate outstanding aspects
coming from the export literature, the TCA, the contingency theory of the firm and the
perspective of industrial organization. In any case, a previous question to the establishment of
testable hypotheses refers to the concept used for understanding integration or level of export
internalization. To deal with this, some usual proprietary and/or co-operation channels to
perform distribution internationally, versus the possibility of contracting such services in the
market arena, will be considered.

2.1. Ixport internalization

Almost every author in this field establishes his/her own definition or typology related to the
concept of channel integration. This fact, of course, complicates any possible comparison of
the results observed in different studies’. However, the existence of a broad variety of
alternative mechanisms for exporting towards international markets, which differentiates
between them according to the degree of control applied over the assets needed for this
international distribution of the product is generally accepted (Alonso, 1993a, 1993b, 1994a).

First of all, we can distinguish between formulas with the aim of exporting indirectly, where
this level of control is usually very low, and the more committed mechanisms of direct
exporting (Jarillo and Martinez, 1991; Root, 1994)6. In this last category a “continuum” of
modes can also be found, covering from the performance of export operations by comissionist
agents and/or independent distributors located abroad, who would take care of distributing
and/or selling to a certain degree -independent or non-integrated forms-, to the internal
development of these activities needed to carry out foreign trade through the establishment of
proprietary organizations to conduct distribution in international markets (direct investments
in the form of commercial delegation/subsidiaries), the using of the headquarter’s capabilities
for making it, or the sales force’s displacement to the target markets -totally internalized,
integrated or proprietary forms-. Between both extremes, any other combination of the
different mechanisms for exporting directly is also possible. These include some intermediate
options such as an establishment of commercial strategic alliances with entities (usually other
firms) located in the foreign markets, or even the possibility of sharing the ownership of the
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assets needed for distribution in the form of a commercial joint-venture (Anderson and
Gatignon, 1986; Klein et al., 1990; Alonso, 1993a, 1993b, 1994a; Alonso and Donoso, 1994).

In this paper, we are primarily concerned with identifying the differences existing between
the following institutional arrangements in the field of export activity: market contracts
versus the organization system, integrating within this last category the intermediate options.
The market mechanism means the use of alien networks, formed basically by commissionist
agents and/or independent distributors in international markets’. The other possible forms are
considered alltogether, since all of them imply a certain degree of internalization of export
activities and, so, an increased level of international commitment (Campa y Guillén, 1995). In
this sense, a commercial alliance with a foreign firm denotes an intermediate level of
integration, which tries to take advantage of the partner’s presence and/or market knowledge
of a country in question, without the former having to establish itself physically there.
Proprietary forms of distribution indicate, perhaps, the highest degree of internalization, as
the exporter would run commercial facilities abroad on his own.

2.2. Hypotheses

2.2.1. Channel volume and extent of product lines

In an export context, production costs refer, basically, to those costs associated with the
performance of productive, marketing and distribution functions at the international level. If
the product volume taken away through foreign channels is relatively low, the exporting firm
would prefer to carry out transactions in the market arena, since it is rather possible that some
intermediaries could manage the product even more efficiently gathering together several
manufacturers” product lines. However, when this volume increases, production cost
advantages associated with an intermediary or market mechanism -agents and/or independent
distributors- could decline. So, a firm exporting a certain product line in a greater volume
should be able to obtain scale economies in the performance of this function, reducing,
consequently, its production costs. It is expected, then, to find a positive relationship between
the value of a firm’s exports and its decision to internalize channels of distribution abread
(Klein et al., 1990). This internalization normally implies more complex structures, with
more fixed costs also, whose coverage requires comparatively higher levels of exportx.

Hla: The greater the exports of a certain product class in foreign markets, the lower the probability to use
only alien networks to carry out distribution

On the other hand, if a firm’s international business is concentrated in a few products and/or
key product lines, a stronger willingness to commit resources to assure control and a more
direct contact with clients can be expected. This should incentivate the possibility of
integrating such activities inside the firm (Anderson and Coughlan, 1987). However, the
other way around is also meaningful: if a more extended product line is exported by the same
channel of distribution, this could finally be integrated. Since such a product line could
remain very diffuse in the agent’s or distributor’s product portfolio, and/or the possibility of



obtaining scope economies -and, with them, fewer production costs- from dividing fixed costs
of the distribution system into multiple product lines also exists, the preference for a certain
degree of internalization would increase. Thus, in terms of product concentration there seem
to be enough arguments to defend very different levels of internalization; although, taking
into account some results previously obtained by other researchers (Klein et al., 1990), we
postulate that:

H1b: A higher concentration of the exported product line rises the probability of distributing through the
market mechanism (alien networks of agents and/or independent distributors), while a more extended line
and/or multiple product lines enhance internalization of export activities abroad (proprietary networks
and/or commercial alliances).

2.2.2. Production technology

Differences in technology among firms could be useful to analyze, for instance, transaction
costs effects. So, it is possible to distinguish between mass-production technologies of highly
standardized goods and other alternative techniques which make the elaboration of non-
standardized products easy -usually in the form of shorter series of production- and/or seem
to be more flexible in the production of several items for the same product. The former are
different from the latter in the sense that they follow, basically, the least possible variation in
the physical or technical traits of a product, stressing several advantages linked to the
accomplishment of longer series in performing production activities (scale economies, a
greater product homogeneity, low prices, etc. )

In this way, the costs related to establishing ex-anfe any contact with possible clients or
distributors for a certain product class (making them aware of its main chracteristics, agreeing
on prices and /or specifying their expected performance) seem to be relatively lower if they
are produced by means of mass-production and highly standarized techniques, than in the
case of using other technologies which introduce more variety, flexibility and complexity in
the final product. Likewise, also ex-post (transaction) costs could be expected to decline more
with a higher degree of product standardization, making it easy to monitor and reinforce the
clauses and specificities of market contracts.

In this way, the surely much less sophisticated and diversified character of those goods
produced by means of a mass-production and standardized technology would contribute to
reduce information asymmetries existing between sellers and buyers in different countries.
This is why we expect the following effect from technology upon downstream integration in
export markets by the exporting firm:

H2: Those firms producing highly standardized products with mass-production technologies will tend to
externalize their export activities, using alien formulas for conducting distribution, in a greater degree than
the rest of the firms.



2.2.3. Asset specificity: specialized knowledge

The existence of highly competitive markets of distribution abroad limits intermediaries’
chances to behave opportunistically, as the manufacturer-exporter can replace them quite
easily. However, when some market failures become evident, it results much more difficult to
exercise this control over such an undesired behavior without significant costs. This happens,
for instance, when one -or both- of the parts engaged in a transaction invests in specific assets
(human and/or technical ones), which are characterized by lacking any alternative using
outside the framework where transaction takes place.

Such an investment normally means moving from a negotiation context with many
intermediaries in the foreign market to another one where the market mechanism would not
reveal itself to be so effective to prevent agents” opportunistic behaviors, due to a very strong
reduction in the number of independent channels which were able to manage a
manufacturer’s products efficiently. The existence of specific assets in a “manufacturer-
foreign distributor” contractual relationship increases significantly switching costs from one
intermediary to another. In these cases, it is likely that firms prefer to use more integrated
channels, where opportunism can be reduced by the exercise of authority, direct control and
more varied incentives than those to be offered to independent distributors (Klein et al.,
1990),

Although the presence of idiosyncratic assets in the international arena can be diverse, they
are notorious in the context of relationships among participants and knowledge accumulated
by the agents involved in transactions (Anderson and Coughlan, 1987, Osborne, 1996). As
the level of training to manage and/or sell a product is higher and, with it, the volume of
specific knowledge acquired by alien networks abroad -referred, indifferently, to the
manufacturer’s product, brand and/or even the marketplace- also increases, it is progressively
more difficult to substitute current intermediaries (local agent/distributor) who, at the same
time, could reinforce their opportunistic behavior. Where highly specialized knowledge in the
relationship between manufacturer-foreign distributor exists, it can be expected that the
former tries to establish, with or without the latter’s help, a more integrated mechanism to
monitor distribution. A positive relationship is assumed, then, between specific assets
transaction and export internalization.

H3: The use of proprietary channels and/or strategic alliances for distribution abroad increases with the
level of knowledge specificity linked to a specific transaction or interchange.

2.2.4. Technological and market assets

It is also assumed that, in the presence of intangible assets, the probability of internalizing
distribution activities abroad -against the preference for placing them directly in the market-
increases (Campa and Guillén, 1995). The reason could be, as revealed in the literature
(Hennart, 1982; Kogut y Singh, 1988; Agarwal y Ramaswami, 1992), due to the fact that
such assets tend to concentrate a firm's specific advantages which, in turn, determine market
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competencies. It seems, then, important to keep a certain degree of internal control over them.
This is, in particular, the case of investments in technological (R+D) or market (product
differentiation) assets by the manufacturer-exporter.

In terms of highly technological assets, there is an important risk related to the dissipation of
the economic value of their rents as the market mechanism is used. If this were the case, it
could be extremely difficult to design a contract addressing ex-antfe, and in detail, all of the
unexpected contingencies based upon them which could affect transactions. This would also
favor, in turn, that one of the parts wished to take advantage of it for its own benefit. In order
to avoid and/or mitigate that such an improper use of independent channels could make a
firm’s technological assets be scattered among competitors, the owner of these resources
should try to internalize exchange operations in order to get, by means of an integrated
channel, greater control of all of these activities, including any dissemination of key
technological information.

Hda: The greater the level of a firm's technological assets, the lower the likelihood of externalizing export
operations through alien netwoks of distribution.

On the other hand, if a product is not excessively differentiated, the use of intermediaries in
the marketplace surely seems better; and the other way around, a substantial product
differentiation -and, with it, a lower substitutibility- could favor its distribution by integrated
channels. Highly differentiated products are rarely affected by competitive prices, which
makes it difficult to cut a manufacturer’s profits whose international distribution has been
internalized. However, when products are rather similar, the distributor’s cost structure
(independent channel) usually faces competitors” prices better than a proprietary mechanism
in the form, for instance, of a commercial subsidiary (Anderson and Coughlan, 1987).
Moreover, to manage and sell differentiated goods is usually more complex and demands
more sophisticated skills than the commercialization of standardized goods. It can also
encourage a predilection for more integrated channels.

Hdb: The greater the degree of product differentiation, the higher the probability of distributing exported
goods by means of internalized channels (proprietary networks and/or commercial alliances).

2.2.5. Complementary services

Channel internalization also facilitates that pre/post-sell services linked to the exported good
can be offered from subsidiaries and/or delegations in international markets, placing them "
nearer the final user. Very often they are also specified inside long-term commercial
agreements with foreign partners. Although sometimes it may also be a matter considered in
market contracts established with local and independent distributors, when comissionist
agents are used, such services -if offered- are generally performed by the same manufacturer
from his/her country of origen. So, in those cases where a substantial level of complimentary
services to sell are required, or its supply should take place as near to foreign clients as
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possible, proprietary channels of distribution -versus alien or independent ones- will rather be
preferred (Anderson and Coughlan, 1987).

H5: The higher the level of complimentary services required with the product abroad, the higher the
likelihood of channel integration.

2.2.6. Exporting firm’s characteristics

The specialized literature points out the potential impact of size and resource availability as
key factors determining the emergence -or not- of specific formulas for export internalization
(Agarwal and Ramaswami, 1992; Erramilli and Rao, 1993; Campa and Guillén, 1995,
Osborne, 1996; Aulakh and Kotabe, 1997). Concretely, some forms like direct investments in
commercial delegations and subsidiaries seem to fit much better those firms whose large
resources and/or dimensions allow them to face the substantial risks -linked to either the
target country or the economic investment itself- usually involved in such foreign direct
investments. So, we also postulate:

Ho6ua: Greater firm size or resource access increases the probability of integration by means of proprietary

channels and/or commercial alliances with foreign partners for distributing abroad, as opposed to the use of

the market alternative (alien networks of agents and/or independent distributors).

Likewise, exporting firms highly participated in by foreign investors are used to easily
accessing a series of resources (technical, economic, human, etc.), tacit knowledge
(information about business opportunities in other countries, contacts to establish commercial
alliances with foreign entities, etc.) or even the possibility of taking advantage of the
investors” commercial channels set up in their respective market-countries that other firms,
less intervened in by foreign capital or non-participated in at all, cannot enjoy. It is expected,
then, that as the degree of association with some foreign headquarters in terms of capital rises,
the possibility of having those commercial agreements established and/or using their own
channels for distributing abroad will be also increased. So, it will also be contrasted whether:

Ha6b: The greater the foreign capital participation, the higher the probability of internalizing forcign
distribution activities through the setting up of proprietary networks and/or commercial alliances, versus the
nse of exclusively independent distribution channels.

In terms of the other exporter’s characteristics, it seems that a higher degree of commitment
with export activity and reliance on international markets for profits should be endorsed by
the use of more integrated and committed mechanisms to distribute these exports abroad over
other alternatives (Campa and Guillén, 1995; Osborne, 1996). However, if export activity was
rarely planned and still denoted a small rate of exports to the firm’s total sales, without any
specialized department in foreign trade even existing, such behavior should be typically
associated with the recourse to independent intermediaries. In those cases, neither an
investment in proprietary networks seems to be justified nor the firm’s international business
has enough strategic importance as to establish long-term agreements for distribution with
other partners.
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Hée: A higher degree of commitment with export activity increases the likelihood of integration by means of
its own channels of distribution set up abroad and/or the establishment of institutional arrangements to
share control (commercial alliances with foreign partners), instead of developing alien channels of agents
and/or independent distributors.

2.2.7 Export markets

Selection between independent channels and those reflecting a certain level of integration
(commercial agreements and, especially, proprietary distribution) could also depend upon the
foreign country-market to enter (Klein et al.,, 1990). Managing a highly integrated channel
would surely be more difficult in countries culturally far from the exporting firm’s one
(Anderson and Coughlan, 1987; Osborne, 1996). Management techniques needed to run
commercial investments abroad could not be transferred so easily, nor in the same conditions,
from one or more countries to another. Linguistic questions, other cultural barriers even
greater than these, as well as different business practices from one place to another, could also
be significant.

In order to overcome such cultural aspects, as well as to facilitate product adaptation into a
very different market from the domestic one, local agents and other intermediaries are
addressed as a surer mechanism for selling abroad. So, in culturally distant markets (from the
firm’s origen) it seems at least complicated to manage highly integrated channels, while in
closer countries and/or cultures -both in physical and psychological terms- to the exporter’s
own market, export integration inside the firm would be stressed as lower risks are expected
to perform this wayg.

H7: The lower the degree of cultural similarity between the target country-market or geographical zone and
the manufucturer’s domestic market, the greater the probability of conducting distribution through alien
channels (networks of agents and/or independent distributors).

2.2.8. External uncertainty

Conditions of external uncertainty are also an important question to address in deciding upon
the degree of channel integration (Aulakh and Kotabe, 1997). The economic tradition related
to the minimization of transaction costs (Williamson, 1975) considers that, under conditions
of elevated uncertainty and agents’ bounded rationality, the design and later reinforcement of
market contracts, which completely specify any future contingency and determine what to do
or how to proceed when this occurs, is seen to be particularly challenging. Thus, many times
only incomplete contracts can be finally stipulated, where assymmetrical information between
participants becomes decisive and, consequently, the possibility a posteriori exists that
foreign intermediaries behave opportunistically in defending their own interests. In that
situation, it is desirable to internalize foreign operations to a certain degree, trying to absorb
such uncertainty by means of decision-making specialization and harmonization of different
interests by the use of more diversified incentives and control mechanisms'’.
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Nevertheless, some postulates in organizational theory (Lawrence and Lorsch, 1967; Pfeffer
and salancik, 1978) appear to defend looser structures -not vertically integrated- as the most
effective ones under conditions of elevated external uncertainty. In this sense, organizations
with a greater operational flexibility will adapt better to changing conditions in their
environment, while more integrated -and, consequently, tighter- organizations will tend to
react with greater difficulties. Contracting market agents and/or independent distributors to
perform international activity seems to best approach this objective based upon getting and
holding an important level of flexibility.

As both arguments cited above -transaction costs analysis and organizational adaptation-
show clearly conflicts between them, it is certainly difficult to formulate a hypothesis
establishing one single and definitive effect of external uncertainty upon the level of export
internalization. Moreover, our database does not allow us to address this problem by breaking
down uncertainty in other sub-dimensions (such as volatility and diversity, for instance) and
looking at the impact that each one, separately, would have on the channel selection decision
in international markets, as other reserarchers have done (Klein et al., 1990). So, the
following hypothesis is postulated in the hope that empirical evidence will show us the real
meaning of this relationship:

HS8: The higher or lower level of uncertainty perceived around a foreign market does not determine the
degree of channel integration at all.

2.2.9. Penetration of distribution channels

The selection of a specific mechanism for exporting could also be affected by the perception
of some facilities or barriers in penetrating foreign markets. So, a greater incidence of highly
integrated forms involving an important degree of resource commitment (as, for instance,
proprietary organizations) in situations where the level of penetration obtained by means of
distribution activities is considered to be an advantage over other competitors is expected.
However, alien and/or independent modes of distribution are more expected when the level of
penetration in foreign markets by the channel is considered as rather a competitive obstacle.

HY: The perception of competitive advantages -versus disadvantages- due to the international distribution of
the firm's product is linked, in a greater degree, with channel internalization inside the firm.

3. EMPIRICAL EVIDENCE
3.1. Database and instrumental variables

Data required for contrasting the hypotheses formulated above come from a general sample
from the Foreign Trade Spanish Institute (ICEX-1992), which is made up of 2,264 industrial
. 11 . . . . . .o .
exporting firms . With the basic aim of comparing whether differences exist in the way in
which these hypotheses are supported by the data, those firms were divided into 428 Catalan
exporters and 1,836 exporters from the rest of the Autonomous Communities of Spain.
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Table 1. Mcchanisms for distribution abroad.

CATALAN FIRMS NON-CATALAN FIRMS
DISTRIBUTION Ne° % DISTRIBUTION N° Ya
proprietary forms 116 27,1 | proprietary forms 359 19,6
alien/non-proprietary forms 310 72,4 | alien/non-proprietary forms 1468 | 80,0
ns/nc 2 0,5 | ns/nc 9 0.5
TOTAL 428 100.0 | TOTAL 1836 | 100,0
PROPRIETARY FORMS* Ne Y PROPRIETARY FORMS* N° Yo
headquarters’ channel 12 10,3 | headquarters” channel 89 248
sales delegation/subsidiary 95 81,9 | sales delegation/subsidiary 266 74.1
commercial joint-venture 16 13,8 | commercial joint-venture 521 14,35
NON-PROPRIETARY Ne % NON-PROPRIETARY N° Y
FORMS FORMS
comissionist agent 76 24,5 | comissionist agent 324 22,1
independent distributor 146 47,1 | independent distributor 871 393
other intermediaries 86 27,7 | other intermediaries 2381 17.6
ns/nc 2 0,6 | ns/nc 15 1.0
TOTAL 310 100,0 | TOTAL 1468 | 100,0
COMMERCIAL N° % COMMERCIAL N© Yo
ALLIANCE ALLIANCE
Yes 104 243 | Yes 260 14.2
No 324 75,7 | No 1576 838
TOTAL 428 100,0 | TOTAL 1836 | 100.0
#More thun one aption per firm is possible. Source: dutahase ICEX-92

In Table 1, a comparative description of the mechanisms used for conducting international
distribution by both collectives of exporters is shown. With the intention of identifying the
degree of export internalization, the proportion of exporters that focus on foreign markets
having internalized totally or partially such activity should be looked at, that is, the number of
firms which, in both groups, dispose of some proprietary organization abroad and/or have
established a long-term commercial agreement with some other entity for product distribution
at the international scale, versus the proportion of those firms which only distribute through
alien forms (basically, networks of agents and/or independent distributors), and without
having set up any commercial alliance.

Table 2. Degree of export internalization.

CATALAN FIRMS NON-CATALAN FIRMS
N° % N° Ya

Proprietary forms + commercial 41 9,5 | Proprietary forms + commercial 88 4,8
alliance alliance
Proprietary forms only 75 17,5 | Proprietary forms only 271 14,7
Comimercial alliance only 63 14,7 | Commercial alliance only 172 9,3

INTERNALIZE (total) 179 41,8 INTERNALIZE (total) 531 289
EXTERNALIZE 247 57,7 |EXTERNALIZE 1296 70,6
(alien networks only) (alien networks only)
NS/NC 2 0,5 | NS/NC 9 0,5
TOTAL 428 100,0 | TOTAL 1836 100,0

Source: dutabuse [CEX-92.



In Table 2 those percentages are presented both for the Catalan firms and the non-Catalan
ones in the sample under study. Thus, data in Table 2 derive directly from Table 1, once all
firms are re-classified in terms of those which internalize their product distribution abroad
(using a proprietary network, a commercial alliance, or both modes simultaneously), against
those which externalize their export activity using alien networks and without establishing
strategic alliances with foreign partners.

As can be easily observed, the proportion of Catalan exporters who have internalized their
exports to a certain degree reaches 41.8%, while the percentage of Catalan firms which
externalize them in the marketplace is 57.7%. Within the non-Catalan exporters those same
percentages are 28.9% and 70.6%, respectively. In both groups, then, export internalization is
still below export externalization, as typically occurs among populations with a brief
exporting tradition. Nevertheless, it is also detected that, in comparative terms, the degree of
internalization observed in export activity is somewhat superior for the case of Catalan firms
in the sample ICEX-92. This corroborates that, at least according to these data, Catalan
exporters seem to be more committed with internationalization than the rest of the firms in
the country.

The following analysis, however, is restricted to only the 372 industrial exporters from
Catalonia and 1,482 non-Catalan ones who did not present problems in terms of information
about independent variables. Table 3 specifies these variables (dependent and instrumentals)
used, which allow us to collect and analyse data in order to contrast the hypotheses set out
above, taking into account that the introduction of categorical variables in the analysis is done
through binaries, with so many binaries as categories had the corresponding variable but one
(omitted or of reference).

3.2. Modlel estimation

To test the hypotheses related to the factors determining the degree of internalization of
export channels abroad, a logistic regression model, estimated by the method of maximum
likelihood, was used (Gracia, 1988). In these models, the dependent variable is a binary (0,1).

In our case, the model analyzing export internalization compares those firms using either
proprietary distribution abroad or commercial alliances with foreign partners, or both, with
the rest, that is, those who do not internalize their exports at all and distribute only by means
of alien intermediaries (networks of agents and/or independent distributors). A comparison is
made, then, between those firms externalizing their exports in the market (INTEXP=0), and
those which have integrated forward into export markets to a certain degree (INTEXP=1). In
export literature, the use of logistic regression models, as well as discriminant analysis, is
quite common to establish comparisons in the same way (Cavusgil and Naor, 1987, Anderson
and Couglan, 1987; Klein et al., 1990; Campa and Guillén, 1995; Aulakh and Kotabe, 1997).
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Table 3. Variables introduced in analysis.

DIMENSION/ VARIABLE CODE MEASURE

Degree of international distribution

integration

Export internalization (var. dependent) | INTEXP 1. Proprietary form and/or commercial alliance
0. Alien network/s only

Export channel: volume and scope

Exports (absolute volume) VAR692B | 1. <100 2. 100-600 3.> 600 (Mill. ptas.)

%“ 3 main product / total exports VARS53B 1. 100% 0. <100%

Specialized knowledge

Market information source: distributor/s | VARR703 | 1. Specific knowledge 0. Non-specific knowledge

Production technology

Production system VAR36B 1.Long series-not very flexible 0. Other system/s

Asscets technological intensity

% expenses R+D / total sales VARR44B |1.0% 2.<2% 3.>2%

Market intangibles

Product policy VARG61B 1. Differentiated-high price 0. Other product policy

Promotional activities abroad VARRI3 1. Performed 0. Not performed

Customer services

Level costumer service vs. competitors | VARR39B | 1. Higher 0. Equal, lower or not applicd

Foreign Trade dpt.: Post-sales service VAR3G67 1. Performs 0. Does not perform

Forceign capital

%, forcign capital penetration VARGSB 1. 0% 2.> 0%-50% 3.> 50%

Size and resource availability

No. of employees VAROGB 1. <100 2. 100-500 3.> 300

Investment perceived for export

internalization VARRS553 | 1. High 0. Low

Export commitment

% cxports / total sales VAROOI5B | 1.>25% 0. <25%

Export character VAR273 1. Unsolicited orders coverage (). Formal-proactive

Existence Foreign Trade Dpt. VARS54 1. Yes 0. No

Export: Geographical destination®.

European Community (in 1992) CEE (1991) | 1. Exports to... 0. Does not export to...

Other European countries OTHEREU | 1. Exports to... 0. Does not export to...

U.S. and/or Canada US-CAN 1. Exports to... 0. Does not export {o...

Rest of America RESTAM | 1. Exports to... 0. Does not export to..

Asiatic-Pacific area ASTA-PAC | 1. Exports to... 0. Does not export to...

Uncertainty

Ignorance about foreign market/s BARS8113 |1.Yes 0.No

Forcign distribution advantage

Level of penetration vs, competitors VARRR7 | 1. Competitive advantage for export 2. Competitive
disadvantage for export 3. Without effects on export

*Due to ils considerable irregularity we do not include “exports to the rest of the world” in the analysis. Source: Survey ICEX-92.

Once estimated, predicted values in logistic regression models are indeed probabilities (in this
case, of export internalization). In fact, the estimated probability of internalizing export
activity follows a logistic model exp (z)/(1+exp(z)), where z is a linear function of the
independent variables. However, in these models, estimated coefficients do not directly
reflect the magnitude of the effect upon the probability that a phenomenon takes place due to
a unitary increase in the corresponding explanatory variable. The sign of the estimated
coefficient is what determines the direction of a certain change in that probability: if this
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coefficient is positive, the probability of an event increases, while if it is negative, its
probability decreases'”. In Table 4, results coming from the estimation of this model are
presented. Concretely, it shows the estimated coefficients, their level of significance and the
statistics of the logistic regression model upon the probability of internalization by means of
either proprietary distribution and/or commercial alliance.

Table 4. Results from the model estimation.

VARIABLE CODE CATALAN NON-CATALAN
estimated standard estimated standard
cofficient error coefficient Crror

% Export intensity VARO0015B 0,5783* 0,3030 -0,2919%* 0,1678
Geographical destination CEE (1992) 0,3756 0,4768 0,5149%* 0.2504
OTHEREU -0,4199 0,3352 0,3864%* 0,1784
US-CAN 0,7083** 0,3213 -0,0251 0.1875
RESTAM 0,6188* 0,3503 0,2401 0.1798
ASIA-PAC -0,2106 0,3150 -0,1622 0.1812
Size (n" employees): VARO0O6B
< 100 employees -1,4251** 0,6137 -(0,2898 0.3479
100-500 employees -0,8977 0,5553 -0,1196 (,3347
Long series- not very flexible VAR36B 0,3745 0,3619 | -0,4069** 0.1776
Y% expenses [+ / total sales: VARR44B
0% -0,4668 0,3820 [ -0,6639%** 0.1774
0%-2% -0,2148 0,2964 | -0.3480%** 0.1729
Forcign capital penetration: VARGEB
0% -1,3070%%* 0,3782 | -1,5219%** 0.2157
>0%-50% -0,5011 0,6367 | -0,8446%** (,3131
Exports (volume): VARGY2B
< 100 Million ptas. 1,3793%** 0,5119 | -0,4843*%* 0.2468
100-600 Million ptas. 00,9494 *** 0,3941 -0,1422 0.2015
Foreign Trade department VAR 0,8496%* 0,3710 | 0,4632%** 0.176Y
Unsoliciled orders coverage VAR273 -0,0070 0,2857 | -0,5075%** 0,1650
High product differentiation VARG1B 0,6751** 0,2712 (,0100 0.1503
Promotional activities abroad VARRI13 0,5301* 0,3142 | 0,4188%** 0,1503
% 3 muin products / exports VARS53B 0,0413 0,2697 -0,2116 0,1537
Post-sales service from F.T. dpt. VAR367 -0,7217** 0,3281 0,1748 0,1946
Customer service vs. competitors VARR39B 0,5306* 0,2770 | -0,4899%** 0,1584
Toreign market uncertainty BAR8113 -0,3259 00,4347 | -0,4803** 0.2182
Market information coming from VARR703 0,5406** 0,2669 | 0,5882%** 0.1469
distributor/s
Foreign distribution perception: VARRR7
competitive advantage 1,3185%** 0,3425 [ 0,7264*** 0,1883
competitive disadvantage -0,0435 0,3064 0,1220 0,16006
High needed investment perception | VARRS53 | -0,9003%** 0,2817 | -0,8038*** 0,1756
Constant CTE -1,0345 0,8021 0,8509* 0,4851
-2Log-likelihood 385,732 1316,927
Chi-square 117,469%%* 413,560%**
N° valid observations 372 1482

*p < 0,1 ¥4 < 0,05; ***p <0,01. Source: database ICEX-92.

For both groups in the sample, Catalan and non-Catalan exporters, our model fits the data
observed reasonably well, it being possible to reject -at a 99% level- the null hypothesis that
coefficients for all of the independent variables, less the constant, are 0. Moreover, with this
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model, 75.27% of the examined Catalan exporters are correctly predicted (concretely, 83.18%
using non-integrated channels and 63.82% of the users of such mteorated mechamsms), as
well as 78.88% of the non-Catalan ones (91.58% and 44.64%, respectively)".

3.3. Findings and discussion

In terms of Hla (VARG92B), results are rather conflictive between Catalan and non-Catalan
firms in the sample. This hypothesis is not supported for the first case, the Catalan exporters
with the highest export volume (more than 600 mllhon ptas.) being those who tend to
internalize their export activity to a lower degree For the non-Catalan firms, a higher
tendency to integrate exports in the firm’s domain is detected, although not with the same
significance. As expected, a relationship is found in the sense that a higher export volume
(>600 million ptas.) is significantly associated with a lower likelihood to use alien forms to
distribute internationally. Additionally, the coefficients for the variable VARS3B, which
indicates a greater or lesser diversity of products and/or product lines going through the
channel of distribution (H1b), are neither coincident nor show a statistically significant
relationship with the dependent variable. In general terms, these results weakly support the
influence of production costs, both in terms of export volume (scale economies) as well as
distribution of multiple product lines (scope economies), in the selection for the type of
export channel. This confirms other inconclusive results about production costs obtained in
research upon channel integration (Anderson, 1985; John and Weitz, 1988; Klein et al., 1990;
Osborne, 1996).

On the other hand, H2 (VAR36B) is contrasted for the non-Catalan firms, showing an
unexpected -but not significant- sign for the Catalan ones. So, only for the first group of
firms, a negative effect due to the use of mass-production technologies of highly standarized
goods on the probability that export activity is internalized -by means of either proprietary
distribution or commercial alliance- is confirmed. So, although only partially, the lower
incidence of transaction costs -linked to the market mechanism- when goods are produced by
means of a technology rather incapable of granting a strong degree of diversity, flexibility
and/or complexity to the final product is also detected. This result confirms the one
previously obtained by Campa and Guillén (1995). Although not significantly, Catalan firms
using this same technology seem to be a little more concerned with the exercise of a more
direct control on foreign operations by internalizing their export activity somewhat. It also
has to do, perhaps, with this productive situation itself -to elaborate a long series of
standarized products- where an important degree of operational stability is required, and the
firm's activities must be fairly isolated from market fluctuations and uncertainties.

H3, related to the variable VARR703, is contrasted as expected for both collectives of
exporters. Thus, when key information mainly comes from some foreign distributor/s and, as
a consequence, knowledge established in the manufacturer-distributor relationship is highly
specialized, a higher propensity to internalize this channel is detected. This mechanism makes
it easy to exercise a greater control on the performance of distribution, disciplining the
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channel closer, and decreasing the possibility of observing opportunistic acts on behalf of the
independent intermediary. Our results about knowledge specificity in the field of international
transactions are consistent with those by Anderson (1985), Klein et al. (1990) and Osborne
(1996). Also for Anderson and Coughlan (1987), products requiring, in order to improve their
distribution, the development of more specialized skills and deeper work relationships
between agents tend to be channeled internally more than through independent organizations.

As far as the presence of intangible assets of technological character in the exporting firm is
concerned (H4a), results reflect -as postulated- a greater probability of internalizing export
operations with an increase in the level of R+D expenses (VARR44B), although coefficients
are only significant for the non-Catalan firms. So, mainly for these firms, the R+D variable
constitutes an outstanding predictor of their export internalization. Although this result is
basically the same as that obtained for the analyzed Catalan exporters, its lack of significance
for this specific group could be explained by their better technological level, on average, in
the ICEX-92 general sampIe'S, which could make the effect of a higher technological expense
on the degree of export internalization less critical.

On the contrary, for these Catalan exporters the influence of a greater product differentiation
(VARG1B) and performance of promotional activities abroad (VARRI13) upon the tendency
to internalize export activity inside the firm -as postulated in H4b- is statistically significant.
For the other Spanish firms, only the effect of the latter is significant. These results,
especially for the first group, demonstrate their greater capability of generating market
intangibles, and confirm other studies which also relate, favorably, product differentiation
with domestic and foreign distribution by means of more integrated channels (Coughlan,
1985; Anderson and Couglan, 1987). Osborne (1996) also finds that these channels allow one
to manage products with a higher level of specifications better than intermediary channels.
For Campa and Guillén (1995), advertisement at the industry level also constitutes a robust
predictor of export internalization.

In terms of customer services (HS), results do not tend to converge when comparing both
collectives. In the case of Catalan exporters, versus the rest of the firms for whom this result
would not be significant, when the firm’s foreign trade department already performs post-
sales service (VAR367), the probability of internalizing exports decreases significantly. In
such a situation, exporters do not dispose of a local structure to offer this service abroad,
being its coverage from the country of origin still possible. This makes it necessary to
continue relying upon networks of agents and/or independent distributors to manage and sell
the product abroad, versus the situation where offering this service from the customer’s
market was suitable or compulsory, which would require a more complex and local
infrastructure.

However, to give a better level of service compared to competitors does imply a higher

propensity to internalize distribution among Catalan exporters and, on the contrary, a less
probable internalization among non-Catalan firms, both parameters being statistically
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significant. This result suggests that to accomplish the level of service required by the product
abroad does not imply the same degree of effort to them: Catalan exporters tend to assure a
fair level of accomplishment in customer service internalizing foreign distribution to a higher
degree, while, for non-Catalan exporting firms, to confine it to the market mechanism seems
to be enough in order to guarantee a level of complementary service better than their
competitors. In fact, the existence of such a positive relationship between a better level of
customer service and channel integration has not received strong support in export literature,
as demonstrated by results obtained by Anderson and Coughlan (1987) and Osbone (1996).

As regards to the effect of size (VARO6B) on export integration, and in spite of the fact that
negative signs of all estimated coefficients correspond to what was previously postulated n
H6a, only a significant diminution in the probability of integrating export activity among
smaller Catalan firms (less than 100 employees), in comparison with the largest ones (more
than 500 employees), is detected. Likewise, when it is perceived that export internalization
will bring costly investments to the firm in terms of resources, the likelihood of making
internalization diminishes, as revealed by the signs for variable VARRS53 in both groups of
exporters. These results coincide with others previously obtained (Campa and Guillén, 1995;
Osborne, 1996), confirming once again that the firm's size, as well as resource availability,
must be considered outstanding predictors of the degree of integration chosen by the firm.

According to H6b, a positive relationship between foreign capital participation (VARGSB)
and integration of foreign distribution. activities inside the firm is expected. Such a
relationship tends to be confirmed in both collectives, Catalan and non-Catalan exporters, in
sample ICEX-92. So, although among Catalan exporters a significant differential effect
indicating a greater propensity to internalize them among those principally intervened in
(omitted category) versus those participated in in a minority way from abroad does not exist,
it is observed, on the contrary, that this propensity decreases significantly when the firm is
not participated in by foreign capital at all versus when it is and, moreover, in a majority way.
In the non-Catalan collective, both effects are statistically significant. In fact, one of the
mechanisms that export integration could adopt has to do with taking advantage of
headquarters’ channels of distribution abroad. A similar relationship between foreign capital
presence and export internalization is also obtained by Campa and Guillén (1995) among
Spanish firms.

It was expected, above, that as the degree of commitment with export activity by the firm
rose, its probability of performing product distribution by means of a proprietary
establishment abroad and/or commercial alliances with foreign partners would also increase
(H6c). In this sense, data show that, regardless of the geographical origen of the firm -Catalan

or not-, if it has a foreign trade department, as an organizational unit spemahzed in export
activity inside the firm (VARS4), that probability increases in a significant way . Moreover,
in the Spanish (non-Catalan) firms, the existence of a weakly formalized export activity,
merely reactive to the reception of unsolicited orders from abroad (VAR273), enhances
export externalization in the market-place through alien or independent networks. Although
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its sign is coincident, this last result is not statistically confirmed for the Catalan firms due to
a lower incidence of this kind of scarcely proactive export activity”.

In fact, the only variable measuring the degree of export commitment that, once both
collectives are compared, shows conflicting results between them is the firm’s export
intensity or exports-to-total sales ratio (VAROO015B): for the Catalan firms, as expected, to
export more than 25% of total sales increases, significantly, the possibility of integrating their
distribution. This is also the result commonly found in literature (Campa and Guillén, 1995;
Osborne, 1996). On the contrary, among the non-Catalan firms the opposite happens, this
other finding also being significant. According to data, then, a greater sensitivity is found
among Catalan exporters for internalizing their export flow when it represents a more
important portion of total sales, while, for the rest of the Spanish firms, this effect is produced
only in terms of the absolute volume -not relative- of exports.

The influence assigned to the geographical destination of exports (H7) is, sometimes, very
significant in determining the probability of export internalization, although not in the same
way for both groups of firms. While among Catalan exporters to channel exports towards
countries in the American hemisphere increases this probability clearly, for the other Spanish
exporters such an increase is produced when destinations are the European countries. A
strong confirmation of the relationship postulated in H7, and concordance with previous
research in this sense (Anderson and Coughlan, 1987; Klein et al., 1990; Osborne, 1990) is
found, then, to be more clearly among this last group of firms. These tend to exercise greater
operational control and seem to be less willing to delegate distribution to local firms from
other countries whose characteristics resemble those found domestically in order to overcome
cultural barriers and/or gain acceptance in the market. In contrast for Catalan exporting firms,
the greater market potential of the American markets -more than their cultural distance-
seems to influence channel integration decisions at a higher degree.

The degree of uncertainty associated with foreign markets (BAR8113) tends to diminish the
likelihood of channel integration, especially among non-Catalan exporters which remain
significantly affected by this factor. So, H8 would be rejected in favor of an argument
stressing operational flexibility and/or capability to adapt to changing conditions in the
environment as outstanding predictors of a lower degree of organizational integration abroad
over the argument, coming from TCA, stressing the preference for internalization due to
numerous difficulties in establishing complete market contracts in the presence of much
uncertainty. Similar findings are observed by Osborne (1996), and also by Klein et al. (1990),
when external uncertainty denotes diversity more than volatility. On the contrary, for Campa
and Guillén (1995), lack of knowledge about foreign markets as perceived by the export
manager did not even constitute a significant variable.

Finally, both Catalan and non-Catalan exporters identify the presence of competitive

advantages -versus disadvantages- in terms of the degree of product penetration gained in
international markets because of distribution activities (VARRR7) with export internalization
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through the establishment of proprietary distribution organizations and/or commercial
alliances with foreign firms (H9). However, although presenting the expected sign, Catalan
exporters do not show a significantly higher propensity to use alien networks of
intermediaries linked to the identification of barriers in penetrating foreign markets.

4. CONCLUSIONS AND IMPLICATIONS

In this paper, the main explanatory factors for understanding industrial Catalan exporters’
progression -versus the rest of Spanish exporting firms- towards increasing levels of foreign
commitment during their early stages of internationalization and/or conversion in MNC's has
been attempted to be identified, in a comparative way. In this sense, the internalizing decision
or forward integration of export operations inside the firm (proprietary forms) and/or to make
them by means of formal co-operation agreements with foreign firms (commercial alliances),
versus their maintenance in the market arena through several mechanisms of alien distribution
(networks of agents and/or independent distributors), allow us to study this potential
projection towards higher levels of international involvement.

In fact, research upon the selection for the optimal level of channel integration in the
international context by exporting SME's seems to have been receiving greater consideration
lately, if the increasing number of similar studies is taken into account. Moreover, the
development and following application of Transaction-Cost Analysis (TCA) offers a new way
to empirically validate some postulates related to the degree of vertical integration in foreign
markets decided by the firm. So, we have designed an interpretative framework for
explaining selection between two possible structural alternatives for a product’s international
distribution: alien networks versus proprietary forms and/or commercial agreements with
foreign entities. This framework has allowed us to deal with several aspects related to some
“market failures” in transacting specific or intangible assets, the export channel volume and
its relationship with production costs, a firm's structural characteristics and/or export activity,
the degree of geographical or cultural proximity to foreign markets as well as the perception
of some advantages or disadvantages in performing distribution abroad, as potential
determinants of internalization -versus externalization- of export activities inside the firm’s
domain.

Data from 428 Catalan and 1,836 Spanish (non-Catalan) exporters in general sample ICEX-
92 confirm, firstly, a higher proportion of firms in both groups which prefer to externalize
their export activity in the market-place and, more interestingly, a higher degree of -
internalization among Catalan industrial exporters versus non-Catalan ones. Moreover, the
logistic regression model estimated for analyzing the degree of export internalization made by
the 1,854 fully examined exporting companies (372 Catalan and 1,482 non-Catalan) fits the
commercial behavior exhibited by 75.2% of the Catalan companies and 78.8% of the non-
Catalan ones correctly, allowing us to state the following conclusions and implications:
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Catalan firms with a higher export volume in absolute terms tend to internalize their
exports to a lesser degree. On the other hand, for the rest of the Spanish exporters, a higher
probability of export integration inside the firm, associated with a higher volume of
exports, is weakly contrasted. Generally speaking, results do not strongly support the
influence of production costs, in terms of exports in volume and/or distribution of multiple
product lines, upon export channel selection: not a very surprising conclusion according to
other investigations.

The expected effect regarding the use of mass-production technology of standardized
products upon the probability of export internalization is only confirmed among non-
Catalan exporters in the sample. The Catalan firms using this same technology prefer to
exercise a more direct control upon foreign operations when, as in this case, a truly
important level of operational stability is required.

For both collectives of exporters, Catalan and non-Catalan, we did find that when the
amount of knowledge established in the manufacturer-distributor relationship abroad is
highly specialized, a stronger propensity for channel integration is detected.

In terms of the existence of technological assets, our results show a higher probability of
export internalization when the volume of R+D/sales increases, which seems to be
particularly true in the non-Catalan case. Catalan firms, however, rather show the
influence of a higher product differentation and development of foreign promotion
activities -and, consequently, a stronger capability of generating market assets- upon the
probability of integrating their export operations.

Catalan exporters also show how coverage of post-sales services from the firm’s export
department located domestically tends to enhance selling through alien networks abroad,
as compared to when it seems more appropriate covering this service from the foreign
market itself, which would require a more complex and local infrastructure. In any case,
the Catalan firms analyzed here do show a higher level of performance in this service
when their distribution activities are internalized, while the rest of the Spanish exporters
seem to give better customer service, in comparison to that offered by their competitors,
when they just rely on the market mechanism for distributing their product abroad.

A positive relationship exists, for both groups of firms, between intervention of foreign
capital and export integration in the scope of the firm. On the contrary, the size effect is
only significant among Catalan firms, though we find, in both sub-samples, that when
managers consider that internalization abroad is linked to very important investments, the
probability of internalizing declines.

In general terms, a higher degree of commitment with export activities by the firm

(measured by the existence of an export department and/or by the fact that it does not just
export reactively after reception of unsolicited orders) brings a higher probability of using
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proprietary networks and/or commercial alliances for distributing abroad, regardless of the
firm's geographical origin, whether Catalan or non-Catalan. In this sense, the only variable
reflecting a contradiction between both groups is export intensity (export sales / total sales,
in %): the Catalan firms are definitely more sensitive to export internalization when their
exports represent a higher portion of their total sales.

e Finally, the level of channel internalization according to cultural aspects of export markets
also shows a different pattern between both groups of exporters, though it generally
declines in front of an important degree of uncertainty about them. In any case, Catalan
and non-Catalan firms associate the existence of competitive advantages in penetrating
those markets resulting from distribution activities with a higher propensity to internalize
them.

Nowadays, it is more than ever necessary to proceed towards an increasing organizational
complexity in production and international distribution to meet challenges and commitments
associated with internationalization. In particular, greater control by the firms and a stronger
position in international markets should be promoted by means of an increasing productive
settlement, the establishment of proprietary networks of distribution and /or the use of more
active mechanisms of inter-firm co-operation (licensing, franchising, joint-ventures,
commercial and/or technological alliances, etc.).

Some of these organizational forms will help the firm to go deeper into relationships with
their foreign distributors -the most valued way to capture foreign-market knowledge
according to these firms- which seems especially indicated for those (small and medium-sized
firms) which normally lack resources to make foreign investments in the form of production
subsidiaries. In fact, a more proactive presence in international markets by means of
production facilities requires a better evaluation, on behalf of the investor, of country-risk and
operational risks in selecting from among different opportunities. However, it is also
important that different public institutions in Spain (such as the Ministry of Trade, ICEX,
Chambers of Commerce, COPCA in Catalonia, firm associations, etc.) subsidiary support for
Spanish exporters, both in logistical and infrastructural terms, to better develop their
commercial tasks abroad.

NOTES

" In fact, we will not try to establish any general typology about foreign modes of entry, including different
institutional arrangements such as licensing, franchising, joint-ventures or production subsidiaries, since they
do not really belong to an export path.

2 . g . . Py . . .
* This critical question could be formulated in terms of a “make-or-buy decision” placed in the international
context.
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? This argument linked to production costs neither seems very useful in order to explain the use of market
exchanges by large firms, nor different degrees of integration exhibited by small-sized firms.

= Asset specificity” points out the fact that some specialized investments are necessary to suporl an exchange:
while “uncertainty” has to do with a small possibility to forecast unexpected contingencies by the firms (both,
internal and external ones) and “frequency” resembles recurrence in the sense of how oflen a (ransaction
between two (or more) parts takes place.

* In this sense, the empirical studies cited before constitute a good example.

® In the first case -indirect exporting- exports, rather irregular, are carried out almost like a domestic sale, with
the only difference that buyers are independent intermediaries located in the firm’s country who become the
authentic “exporters”. In the second case -direct exporting- the manufacturer engages more directly in this
activily. being properly qualified as an “exporter”. This paper focuses maninly on this last export mechanism.

" Both figures are considered together here, as they do not imply internalization at all. However. some main
differences can be detected between them, in terms of taking title of the manufacturer’s goods and the number
of functions performed to commercialize them abroad.

¥ Such a relationship could be even clearer in the case of a direct investment (commercial subsidiary) or a co-
investment (commercial joint-venture) to monitor distribution performed abroad. than for the establishment of
a commercial agreement with a foreign partner.

’ In fact. a certain predominance of looser mechanisms for intemalizing exports (commercial alliances with
local partners who, by the way, know the country’s specificities better) over tighter ones (proprictary
organizations to conduct international distribution) could also be reasonably expected.

" fn (his case, commercial alliances with a foreign partner are seen as a superior mode ol pseudo-
internalization (Contractor and Lorange, 1988; Kogut and Singh, 1988; Aganwval and Ramaswami. 1992:
Campa and Guillén, 1995). Through this partner, a firm can acquire the resources and capabilitics needed to
rclax uncertainty and attain deeper market knowledge. A preponderant utilization of partially integrated and/or
control-shared forms (commercial joint-ventures or other international alliances for performing distibution
activities) in the presence of unknown markets, or the perception of cognitive barriers to access, then, could be
expected.

" Our research is based upon a survey carried out by ICEX in 1992 among, approximately, the 50,000 Spanish
industrial firms which performed export activities in 1991. For a more detailed description of the sample
configuration and its statistical representation, see Alonso and Donoso (1994), Alonso (1994b) and Rialp
(1997).

"% As categorical variables represented by binaries are used here, the sign of the coefficient for each binary
shows the differential effect of this category with respect to that omitted or of reference -in our case, the last
one- upon the probability that the dependent variable equals 1.

" These percentages should be taken carefully as classified data have also been used to estimate the model,
which could create an up-bias in the classification ratio. We have proceeded this way to give an idea about the

goodness of fit with this model.

' This unexpected result required a more detailed analysis. The correlation shown by this variable (VARG92B)
with many of the other explanatory ones seems to determine it. In fact, another analysis very similar to the one
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shown here, but removing those variables showing a strong correlation with the exporl volume in absolute
terms, changes the sign obtained for this variable in the expected manner for the Catalan exporters also.

!> While 40.7% of the Catalan exporters in the sample spend more than 2% of their total sales in R+D, only
26% of non-Catalan firms spend this same amount. Moreover, only 22% of Catalan ones do not spend
anything in R+D activities, while this percentage reaches 40.1% among the non-Catalans.

' It is also possible that a certain functional sustitutibility among some of the tasks made by this department
and by a proprietary organization or a strategic alliance abroad takes place (basically, post-sales service and
conlacts with international customers).

7 In this sense, around 55% of Catalan firms in the sample satisfy international orders in a scarcely planned
way. while this percentage is 79.5% among non-Catalan exporters. On the contrary, 48.1% of Catalan
exporters formally plan their export activity, as opposed to only 20.2% of the exporters located outside
Catalonia.
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