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Abstract. A "frontier issue" in international marketing is the
appropriate choice of entry mode in foreign markets. The objective
of this paper is to offer a transaction cost framework for
investigating the entry mode decision. This framework provides 1)
a theoretical basis for systematically interrelating the literature
into propositions, 2) propositions about interactions which resolve
the apparently contradictory arguments advanced to date.
Specifically, the paper:
* illustrates the feasibility of clustering 17 entry modes into the
degree of control the mode provides the entrant;
* proposes that the most appropriate (i.e., most efficient) entrymode is a function of the tradeoff between control and the cost
of resource commitment
* advances testable propositions delimiting the circumstances
under which each mode maximizes long-term efficiency.
The entry mode literature is reviewed in the context of these
propositions, and guidelines are derived for choosing the appropriate mode of entry, given certain characteristics of the firm, the
product, and the environment.
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A firm seeking to perform a business function (e.g., production management, distribution) outside its domestic market must choose the best
"mode of entry" (institutional arrangement) for the foreign market. The
would-be entrant faces a large array of choices, including: a wholly-owned
subsidiary, a joint venture (in which the entrant could be majority, equal,
or minority partner), or a nonequity arrangement such as licensing or a
contractual joint venture.
The impact of entry modes on the success of foreign operations is great,
leading Wind and Perlmutter (1977) to identify entry modes as a "'frontier
issue" in international marketing. Entry modes differ greatly in their mix
of advantages and drawbacks. The tradeoffs involved are difficult to
evaluate and little understood. Several surveys of how firms actually make
the entry mode decision (reviewed in Robinson 1978) indicate that few
companies make a conscious, deliberate cost/benefit analysis of the
options.
What is the best mode of entry for a given function in a given situation?
Despite the existence of relevant evidence, the literature does not suggest
how the manager should weigh tradeoffs to arrive at a choice that
maximizes risk-adjusted return on investment. Instead, much of the
literature contains many seemingly unrelated considerations, with no
identification of key constructs. Often, a consideration is mentioned as
part of a case study, with little indication of how the factor should affect
other situations. Further, relevant work is scattered across books and
journals in several disciplines, obscured by varying terminology, and
separated by differences in problem setup, theory, and method.'
The objective of this paper is to develop a theory, expressed in testable
propositions, for integrating the literature on entry into a unified
framework. The theory, which comes from industrial organization, is
explicitly concerned with weighing tradeoffs and with maximizing an
economic criterion: long-term efficiency. In particular, the theory includes
interactions between determinants of entry modes, interactions that help
resolve contradictory arguments in the literature.
This review develops testable propositions concerning the following
question: Under what circumstances is an entry mode the most efficient
choice in the long run? Efficiency in general terms is the ratio of output to
input. In the international context we mean the entrant's long-run return
on its investment in an entry mode, adjusted for risk. Hence, we address
the impact of a mode on both the numerator (returns) and denominator
(investment) over the long-time horizon.2
Section one of this paper categorizes modes of entry into varying degrees
of control by the entrant. Section two presents a transaction cost theory of
entry modes, which generates a set of propositions. Entry mode researchis
reviewed in the context of these propositions. The paper concludes with
suggestions for empirical research.
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MODES OF ENTRY AND CONTROL

The classical approaches to long-term strategic decisions, such as entry
mode choice, emphasize choosing the option offering the highest riskadjusted return on investment in the feasible set. Yet, the literature on the
entry mode choice makes little direct mention of risk or return. Instead,'
the issue is structured in terms of the degree of control each mode affords
the entrant (Daniels, Ogram, and Radebaugh 1982, Robinson 1978,
Robock, Simmonds, and Zwick 1977, Vernon and Wells 1976). But why
such emphasis on control?
The Preeminent Rok of Control

Control (the ability to influence systems, methods, and decisions) has a
critical impact on the future of a foreign enterprise. Without control, a
firm finds it more difficult to coordinate actions, carry out strategies,
revise strategies, and resolve the disputes that invariably arise when two
parties to a contract pursue their own interests (Davidson 1982). Further,
the entrant can use its control to obtain a larger share of the foreign
enterprise's profits. In short, control is a way to obtain a higher return.
Yet control, while obviously desirable, carries a high price (Vernon 1983).
To take control, the entrant must assume responsibility for decisionmaking, responsibility a firm may be unwilling or unable to carry out in
an uncertain foreign environment. Control also entails commitment of
resources, including high overhead. This in turn creates switching costs,
reducing the firm's ability to change its institutional arrangement should
its choice turn out to be suboptimal. Resource commitment also increases
the firm's exposure, i.e., the possibility of losses due to currency changes
(Davidson 1982). Thus, to assume control is also to assume some forms of
risk.
Control, then, is the focus of the entry mode literature because it is the
single most important determinant of both risk and return. High-control
modes can increase return and risk. Low-control modes (e.g., licenses and
other contractual agreements) minimize resource commitment (hence
risk) but often at the expense of returns. Firms trade various levels of
control for reduction of resource commitment in the hope of reducing
some forms of risk while increasing their returns. Hence, focusing on
control is consistent with the classical risk-adjusted return perspective.
The viewpoint adopted in this paper is that international entry mode
choices are most usefully and tractably viewed as- a tradeoff between
control and the cost of resource commitments, often under conditions of
considerable risk and uncertainty. Preserving flexibility should be a major
consideration of most firms in making the tradeoff. Flexibility, the ability
to change systems and methods quickly and at a low cost, is always an
important consideration, particularly in lesser-known foreign markets
(where the entrant is likely to change systems and methods as it learns the
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new environment). This view is consistent with Holton (1971), who argues
that control, risk, and flexibility are principal considerations (Mascarenhas
1982).
ClassifyingModes of Entry
The objective of this review is to suggest major factors that determine
what degree of control maximizes long-run efficiency. The theory of the
efficiency of modes of entry treated in section two relies on the existence
of a mapping to a control dimension but not on any particular mapping.
For purposes of illustration, we suggest, in this section, a mapping from
entry modes to the degree of control they afford the entrant.
As a caveat, there are many ways to gain control and many variations
within any one form of entry mode (Kindleberger 1984, Hayashi 1978).
For example, a minority partnermight exercise influence out of proportion
to ownership, due to such factors as a special contractual arrangement,
expertise, or status as a government body. Hence our discussion is very
general, and exceptions to our mapping can be found. Consequently, this
discussion is intended to demonstrate the feasibility of a mapping,
empirical tests of which are independent from the theory proposed in
section two. Indeed, a valuable research contribution would be the
development of a detailed theory of the relationship between control and
governance structure.
A SuggestedClusteringof EntryModes
Although there is no tested, accepted theory as to how much control each
entry mode affords, both the "'management" (Root 1983) and the
"economic" (Calvet 1981, Caves 1982) streams of research offer information as to the clustering of entry modes. Figure I illustrates how 17
entry modes can be grouped in terms of the amount of control (high,
medium, low) an entrant gains over the activities of a foreign business
entity.
As shown in Figure 1, dominant equity interests (wholly-owned subsidiary
or majority shareholder) are expected to offer the highest degree of
control to the entrant (Root 1983, Davidson, 1982, Bivens and Lovell
1966, Friedman and Beguin 1971, Killing 1982).
Balanced interests (plurality shareholder, equal partnership and balanced
contracts) are shown as medium-control modes based on the notion of a
"crediblecommitment" (Williamson 1983) or "hostage." Firms forming a
venture with a high likelihood of trouble (such as equal partnerships) will
have difficulty locating a suitable partner. To attract a partner, the entrant
may-need to put up something to lose, a sort of good-faith collateral,
known as credible commitment. For example, in a slightly unbalanced
venture, the over 50%-partner may concede favorable contract clauses
(such as veto power). These clauses can be so favorable that a firm may
have more control with a 49% share than a 51% share (Friedman and
Beguin 1971). Or the commitment may be the most critical positions in the
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Figure1
EntryMode Classifiedby the Entrant'sLevelof Control
High-ControlModes: DominantEquityInterests
Wholly-ownedsubsidiary
Dominantshareholder(manypartners)
Dominantshareholder(few partners)
Dominantshareholder(one partner)
Medium-ControlModes: BalancedInterests
Pluralityshareholder(manypartners)
Pluralityshareholder(few partners)
Equalpartner(50/50)
Contractualjoint venture
Contractmanagement
Restrictiveexclusive contract
(e.g., distributionagreement, license)
Franchise
Nonexclusiverestrictivecontract
Exclusivenonrestrictivecontract
Low-ControlModes: DiffusedInterests
Nonexclusive,nonrestrictivecontracts
(e.g., intensivedistribution,some licenses)
Smallshareholder(manypartners)
Smallshareholder(few partners)
Smallshareholder(one partner)

foreign entity: the exposed partner can demand to fill them with its own
personnel, a method preferred by Japanese multinationals (Hayashi
1978).
In a 50-50 relationship, the hostage is a peculiar one - the venture itself.
Friedman and Beguin (1971) point out that equality in equity capital can
"lend a special feeling of partnership to the two partners"(p. 372), adding
"the risk of deadlock itself acts as a powerful incentive to the partners,
encouraging them to find solutions to disagreements by discussion and
compromise" (p. 377).
In certain nonequity modes, moderate control comes from daily involvement in the operation and from expertise. These modes include:
-Contract
management (an ongoing relationship) in which the
entrant performs specified functions and in which the entrant has
representation on the management committee that oversees the
venture's activities,
-

Contractualjoint

ventures,
Restrictive exclusive contracts,

Franchising (a form of licensing in which the use of a business
system is granted).3 Franchising offers medium control because
the typical agreement includes incentives to adhere to the system's
rules and allows a high degree of monitoring of the franchisee's
activities.
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Contracts that are exclusive but nonrestrictive or nonexclusive but
restrictive. Either restrictiveness or exclusivity give the entrant
moderate control, though by different means. Restrictive contracts
circumscribe the other party's freedom of action, while exclusive
contracts (simultaneously a reward and a protection against
competition) motivate the other party to cooperate (Stern and
El-Ansary 1982).
Low-control modes are ones in which the entrant has diffused interests.
These include nonexclusive, nonrestrictive contracts (multiple unrestricted
licenses and intensive distribution) and minority equity positions.
We reiterate here that there are many ways to gain control. Our list is not
exhaustive: In particular, we note that entrants may build stable relationships or networks with other parties in which the long-term interests of
both parties allow the development of norms. Although this area has
received relatively little research attention, developments have been made
by Hakansson (1984) and Williamson (1985).
We now turn to propositions concerning the degree of control that is most
efficient for a variety of conditions. Given a ranking of entry models on
control, it is then possible to recommend an entry mode for a given entry
situation.
A TRANSACTION COST ANALYSIS OF FOREIGN MODES OF ENTRY

What is the best entry mode for a given setting? Obviously, a large number
of factors bear on the answer. The intent of this review is to propose
constructs and mechanisms derived from a unified theoretical framework.
This framework is similar to the general approach of several new theories
of foreign investment (Kindleberger 1984, Caves 1971, 1982, Hennart
1982, Rugman 1982), which concern why multinational firms exist. In this
paper, we develop these theories for one specific issue: choice of mode of
entry. Our analysis builds on the existing literature by proposing detailed
relationships between constructs corresponding to the ideas presented in
the more general theories. As we develop these empirically testable
propositions, we contrast them with predictions from other, frequently
more well-known frameworks to suggest how they differ and to spur
empirical research designed to sort out competing predictions. We also
review findings that bear on each proposition.
Our mapping from governance structure to control (Figure 1) looks
something like a progression from less integrated to more integrated.
Williamson (1979) suggests that degree of integration proceeds from
complete non-integration (classical marketing contracting between two
parties) to complete integration (one entity "contracts" internally to
perform a function), passing through intermediate points. Underlying this
progression is the transference of authority from paper (a contract) to
entities (arbitrators, parties to a transaction), culminating in the consolidation of authority by one party. This progression of authority is a
growing degree of control.
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Controland integrationare closely related,sinceintegrationgivesa firm
legitimateauthorityto directoperations.Hence, we employ a theoryof
vertical integration to generate propositions about the desirabilityof
various modes of entry offeringvarious degreesof control. The theory,
transactioncost analysis, combineselementsof industrialorganization,
organizationtheory,andcontractlawto weighthetradeoffsto be madein
verticalintegration(andby extension,degreeof control)decisions.
We begin with the assumptionthat the marketbeingenteredhas at least
enoughpotentialthat the firmcan recoupthe overheadof a high-control
entry mode. If this is not the case, high-controlmodes are not worth
considering(Williamson 1979). However, for marketslarge enough to
break even on the fixed cost of a high-controlmode, the entranthas a
choice to make. In these circumstances,the efficiencyof an entrymode
dependson four constructsthat determinethe optimaldegreeof control,
followinga transactioncost analysis.Theseconstructsare:
1. transaction-specific assets: investments (physical and human) that

arespecializedto one or a few usersor uses;

2. external uncertainty: the unpredictability of the entrant's external

environment;

3. internal uncertainty: the entrant's inability to determine its agents'

performanceby observingoutputmeasures;

4. free-riding potential: agents' ability to receive benefits without

bearingthe associatedcosts.

Figure 2
A Transaction Cost Framework For Analyzing the Efficiency
of Entry Modes

(RNACTION-SPECIFIC
Pl P2 P3 P4i
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<
t
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Figure 2 is an overview of the framework, which shows that these four
factors should be positively associated with the entrant'sdegree of control.
The four factors, their rationale, and their corresponding propositions
about entry modes are discussed one by one in this section.
Figure 3 restates the propositions in a more accessible form and lists the
conditions under which the modes in the high-control cluster are most
appropriate.
TRANSACTION-SPECIFIC ASSETS

Transaction cost analysis approaches the entry mode question with the
following promise: a low level of ownership is preferable until proven
otherwise. We label this premise the "default"hypothesis.
The default hypothesis accords with an assumption fundamental to
economics, that is, that market outcomes tend to be efficient when
competition is strong. Competitive pressures drive parties to perform
effectively at low cost and to deal with each other in fairness, honesty, and
good faith lest they be replaced. Hayashi (1978) gives the example of
foreign sales agents competing to carry out distribution for a Japanese
entrant. Hayashi finds that where competition among agents is active, the
resulting business relationship is highly cooperative. In general, where
suppliers of a good or service are readily available, a firm may take
advantage of their expertise and economies of scope and scale in
performing their specialized function by writing a contract with one
supplier, confident that a new supplier may be found if the relationship is
unsatisfactory (Williamson 1981b). Accordingly, firms are advised to
avoid integration whenever the supplier market is competitive. In this
way, the firm can have both a high return and low risk.
By not integrating (or investing directly), a firm avoids the drawbacks of a
company division. Overhead is minimized, as is company politics,
communication distortion, and the possibility that an inside division will
become obsolete or inefficient because it is shielded from the pressures of
daily competition for contracts (Williamson 1975).
Integration (or direct investment) is, however, justified when the market
mechanism no longer encourages performance, i.e., when competitive
pressure is low. Williamson (1979) argues that most transactions begin
when competition is intense but some degenerate into lock in ("small
numbers bargaining") when the contract partner becomes irreplaceable.
Then the partner may extract new contract terms, become inflexible, and
otherwise violate the letter and spirit of the agreement ("opportunistic"
behavior, i.e., self-interest seeking with guile) with relative impunity.
Degeneration into lock in occurs when "transaction-specific assets" of
considerable value accumulate. These are investments (physical and
human) that are valuable only in a narrow range of transactions, that is,
specialized to one or a few users or uses (Williamson 198lb). An example
of a physical transaction-specific asset is a stamping machine to make
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parts to the specifications of one manufacturer (Klein, Crawford, and
Alchian 1972). Human transaction-specific assets include working relationships and knowledge of the idiosyncrasies of a firm and its activities.
Transaction-specific assets usually develop over time, coming to assume a
larger role the longer the transaction has continued. Frequently.these
experience-based assets are not very valuable. But where they significantly
contribute to performance, the partner who acquires them becomes hard
to replace.
When transaction-specific assets are likely to become valuable, transaction
cost analysis suggests that firms are better off either integrating the
function (exerting maximum control) or redesigning tasks so that general
purpose assets will suffice. If the firm integrates, it will still become locked
in, but to employees ratherthan outsiders. Opportunism can be combatted
by exercising legitimate authority, monitoring behavior, and offering
more varied incentives than can be used with outsiders. If instead the firm
redesigns the task, it loses the value generated by specialized assets.
However, both small numbers bargaining and overhead can be avoided,
which sometimes offsets the loss of specialization benefits.
The preceding discussion has focused on ownership as a means of exerting
control. More recent developments in transaction cost analysis (see
Williamson 1985 for a summary) have begun to stress other ways to gain
control, ways that fall in the large zone between classical market
contracting and vertical integration. Many of the arrangements found in
international operations fall into this zone (relational contracting).
Research that explores the development of relational contracts promises
to make a valuable contribution to our understanding of modes of entry
(see Hakansson 1984).
We now turn to four propositions applying the notion of transactionspecific assets to the entry mode decision. The appropriate entry mode is a
function of a number of variables taken simultaneously. For clearer
exposition, our propositions deal with one factor at a time.
Transaction-Specific Assets: Proposition 1

The concept of transaction-specific assets suggests the following
proposition:
P 1:
Modes of entry offering greater control are more efficient
for highly proprietary products or processes.
Proprietary knowledge is an important type of specialized asset. On the
surface, proprietary products and processes would seem appropriate for a
low level of control, licensing, because there is something of value to
license (Root 1983). Indeed, firms with high R&D expenditures (which
generate proprietary knowledge), do more licensing per se (Caves 1981).
However, Calvet (1981) points out that proprietary knowledge is subject
to hazards of transmission and valuation. Such knowledge is often ill
codified and difficult to transmit across organizational boundaries.
Furthermore, the classic problem of valuation of information arises: the
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buyer cannot know what the knowledge is worth (what bid to make)
unless the knowledgeis disclosed, at which point the acquirerneed not
pay for it. This obliges information-holdersto exploit it themselves,
resultingin high levels of ownership,and hence control, of a foreign
business entity. Ownership has the added advantage of encouraging
teamworkandkeepingthe (employee)teamtogether(Williamson198lb).
If a particularpracticeis efficientand an industryis competitive,we may
expect to see firms that have survivedin that industry following the
efficient practice (Lilien 1979). Hence, systematic practicesthat firms
follow constituteinformationabout what mode is efficient.In the entry
modeliterature,it appearsthatfirmsdo exertmorecontrolas proprietary
contentincreases.Researchanddevelopmentexpenditures(whichgenerate
proprietaryknowledge)increasethe extent of licensing(Telesio 1979)but
increase the extent of direct investment even more (Davidson and
McFetridge1984,Caves 1982,Davidson 1982).Stopfordand Wellsfinda
negativerelationshipbetweenresearchanddevelopmentexpendituresand
the proportion of subsidiariesorganized as joint venture rather than
wholly-owned subsidiaries. This implies that firms tend to reserve
proprietaryknowledgefor entry vehicles they control completely.In a
similarvein,Coughlanand Flaherty(1983)studythe use of wholly-owned
distribution(high control) vs. independentdistribution(low control)by
U.S. semiconductormanufacturersoperatingin foreign markets.They
findthathighcontrolis moreoftenemployedfortechnicallysophisticated
products,which tend to have higherproprietarycontentthan unsophisticatedproducts.Thiscorrespondsto a findingin the literatureon intrafirm trading, which considersthe extent to which a multinationalfirm
manufacturesits owninputsandmarketsits ownoutputs.Intra-firmtrade
indicatesthat a firmnot only is integrated(commonownership)but acts
integrated(is self-sufficient).Hence,the forcesthatdriveintegration(high
control) should also driveintra-firmtrading(Lall 1978).Lall (1978)and
Helleinerand Lavergne(1979) find that intra-firmtrading is strongly
relatedto R&D spending,an oft-usedproxy for proprietarycontentand
technologicalsophistication.
Transaction-Specific
Assets:Proposition2

Anotherimplicationof the conceptof assetspecificityis:
P2:
Entrymodesofferinghigherdegreesof controlaremore
efficientfor unstructured,poorly-understoodproducts
and processes.
It is particularlydifficult to use low-control entry modes for more illstructured,poorly-understoodactivities and knowledge. Teece (1976)
refersto a "commoncode"of understandingof whatthe problemand its
parametersare. The common code of understandingis a transactionspecific asset that is critical for amorphous functions (Johanson and
Vahlne 1977). Teece (1976), in a path-breakingempirical study of
technology transfercosts, stronglysupportsthis idea. He finds that the
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costs of the entrant'sfirst transferacross nationalboundariesare much
higherthanthe costs of subsequenttransfers.Thisoccursbecausethe first
transfer is ill understood. Thus, developmentpersonnelmust interact
heavily with production personnel to solve the inevitable unforeseen
problems. Fortunately, the firm moves down the learning curve by
developing and codifying solutions, which are applied to subsequent
transfersof this technology. For such ill-structured,poorly understood
activities as first transfersof technology, high-controlentry modes are
preferableto preserveand extendthe commoncode of understanding.
Teece (1983) suggests complexity is a proxy for the degree to which
products and processes are ill-structuredand -poorly understood. In
accordancewithproposition2, Wilson(1980)findslicensing(low control)
is more common for simplerproducts, while direct investment(higher
control)is morecommonforcomplexproducts.DavidsonandMcFetridge
(1984)findthatradicalnewproductsaremorelikelyto betransferredto a
virtuallywholly-ownedaffiliate (at least 95%equity)thanto an independent firm(lessthan 5%equity).
Assets:Proposition3
Transaction-Specific
Entrymodesofferinghigherdegreesof controlare more
efficientfor productscustomizedto the user.
Customized products demand considerable local knowledge. On the
surface,this presentsno difficulties,sincethe entrantcan contractwith a
local independententity that has that knowledge.But by the natureof
customization, the entrant must work actively with the local entity to
tailorthe productto the user.Accordingly,workingrelationshipsmust be
developed between personnel from each company (contractor and
contractee). Those relationshipswill include a knowledge of what to
expect from individualsand of how to communicate.These working
relatioinshipsconstitute an asset specific to the contractor-contractee
transaction.Holton (1971), Keegan(1974),and Kobrinet. al. (1980)note
thestrongrelianceof decision-makerson suchrelationshipswhenassessing
other foreign opportunities,which underscorestheir importance.Since
these relationshipsexist only with the currentcontractee,the entrantis
locked in. Team effects have been created, and control is needed to
preservethem (Williamson198lb).
Johanson and Vahlne (1977) suggest that people-intensivetasks are
particularly ill-structured. If so, we would expect such customized
businesses as managementconsulting, banking, and advertisingto be
dominatedby high-controlentry modes. Caves(1981)surveysanecdotal
evidencethat servicefirms such as these aremorelikelythan other firms
to go abroad, often at the urging of domesticclients makingtheir own
internationalentries. Presumably,this occurs because clients want to
preserveand extend the intimate knowledgeand working relationship
alreadybuiltup withservicefirms.Weinstein(1974),in his surveyof U.S.
advertisingagenciesexpandingabroad,findsover60%of foreignaffiliates
P3:
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are at least majority-owned by the parent agency. In distribution,
Coughlan and Flaherty (1983) find high-controldistributionmethods
used more often for products with high service requirements, a
characteristicof customizedproducts.
Assets:Proposition4
Transaction-Specific

The morematurethe productclass,the less controlfirms
shoulddemandof a foreignbusinessentity.
Immatureproduct classes have a high proprietarycontent (Chandler
1977),raisingthe transmissionandvaluationproblemsmentionedearlier.
Further,technological and marketknowledgeof a new productclass is
not yet common. Hence,only the innovator'spersonnelknow theproduct
and its markets.To avoid becominglocked in to outsiderswho acquire
that knowledge,controlis required.Thus,newertechnologyis likelyto be
handledby wholly-ownedsubsidiaries(highcontrol)(Williamson1979).
Specialized knowledgecomes into the open market as the innovation
diffuses. Over time transaction-specificassets associatedwith an innovation become generalpurposeassets associatedwith a well-established
product. Chandler (1977) documents this diffusion for products and
processesthatwerean innovationin the U.S. in the nineteenthcentury.As
this diffusion occurs, we should expect to see less integration,as less
administrativecontrol is needed. Hence, older technologyis likelyto be
licensedor handledby ajoint venture(lowercontrol)(Williamson1979).4
In the internationalentry mode literature,Weinstein(1974) finds that
U.S. advertisingagenciesenteredforeignmarketsbeginningin 1915,when
large-scaleadvertisingwasa novelwayof doing business.Consistentwith
P4, Weinsteinfinds that the first advertisingagenciesgoing abroadwere
highlylikelyto startsubsidiariesfromscratchand to own them 100%.In
later years, when advertisingbecame common, U.S. entrants became
morelikelyto acquireexistingfirmsandto takelessequity,oftenminority
positions.
Teece(1976)findsthat technologytransfercosts (absorbedby transferor
andtransferee)declinesharplyin matureproductclasses(measuredbythe
age of the technology and the numberof competitorsusing similaror
competingtechnology).Becausethe requisiteknowledgeis well codified
andwidelyavailablefor hire,the entrantdoes not needto supplementthe
controlofferedby the marketmechanism.
This product class effect has been suggestedfor various reasonsin the
entry mode literature.One reason advancedis that the likely gains are
lower with mature products, so that managementwill preferinvesting
resourcesin more promisingsectors (Bivensand Lovell 1966).Another
explanationis thatfirmswithimmatureproductsarein a betterbargaining
position with local authorities. Because their product is difficult to
duplicate,they can force host governmentsand local partnersto grant
them more ownership and control and do not need the expertise of
P4:
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partners (Bivens and Lovell 1966, Davidson 1982). As the product
matures, the advantage erodes, creating pressure to give up control.
Vernon (1977) calls this the "obsolescing bargain."
We now turn to propositions about the impact of external uncertainty, the
second of the four transaction cost constructs, on the viability of entry
modes.
EXTERNALUNCERTAINTY
External uncertainty is the volatility (unpredictability) of the firm's
environment. Williamson (1979) hypothesizes that firms should react to
volatility by avoiding ownership, since it commits them to one operation
that may not be appropriate when the next environmental shift occurs.
Rather, firms should retain flexibility and shift risk to outsiders. This
suggests that in the absence of transaction-specific assets, the default
option, market contracting, is unchanged by volatility. We should not
expect higher-control entry modes to be more efficient than lower-control
modes in volatile settings.
But what if transaction-specific assets accumulate such that the entrant
becomes locked in to a partner in a shifting environment? Then flexibility,
the major reason not to integrate in the face of uncertainty, is lost anyway.
Further, frequent shifts mean frequent negotiation of new arrangements,
presenting the agent with many occasions to behave opportunistically and
inflexibly. In short, uncertain environments aggravatethe normal difficulty
of working with irreplaceable agents, making the combination of uncertainty and specificity a potent double bind. This suggests that given some
degree of asset specificity, control becomes more desirable as uncertainty
increases.
This idea is represented in Figure 3. The horizontal line (no transactionspecific assets) indicates that without specificity (TSA), uncertainty
should be unrelated to the degree of control sought. But given specificity,
marked by an X,uncertainty increases the need for control. The strength
of this relationship increases as specificity increases.
External Uncertainty:Proposition 5

In international operations, external uncertainty (unpredictability) is an
important factor. External uncertainty is typically labeled "countryrisk,"
which can take many forms, e.g., political instability, economic fluctuations, currency changes (Herring 1983).5 Some writers argue that firms
react to unpredictability by exerting control to manage their volatile
affairs and resolve disputes (Killing 1982, Bivens and Lovell 1966).
Unfortunately, this commits the entrant to an operation that may turn out
to be inappropriate as unforeseen circumstances develop (Root 1983).
Further, in volatile environments, a product or technology may be
obsolete by the time a high-control administrative mechanism is in place.
Hence, firms may license in fast-changing industries simply to get their
returns before they disappear (Caves 1981).

MODES OF FOREIGN ENTRY

15

Transaction cost analysis suggests that in volatile environments, entrants
are better off accepting low-control entry modes (the "default option").
This not only avoids resource commitment but frees entrants to change
partnersor renegotiate contract terms and working arrangementsrelatively
easily as circumstances develop and change.6 Low control maintains
flexibility - unless flexibility has already been lost through the accumulation of transaction-specific assets.
Hence:
The greater the combination of country risk (e.g.,
P5:
political instability, economic fluctuations) and
transaction-specificity of assets (proprietary content,
poorly understood products, customization, product class
immaturity), the higher the appropriate degree of control.
This proposition is an interaction,7 expressed as an X in Figure 2, and
occurs in addition to the effect of asset specificity alone (propositions 1
through 4). An interaction implies that each source of unpredictability
should interact to magnify (add to) the separate impact of each source of
transaction-specific assets: the proprietary nature of products and
processes (P1), ill-understood products and processes (P2), customizing
products to the user (P3), and the immaturity of a product class (P4). An
entrant in these circumstances is likely to find the problems of managing
irreplaceable agents magnified, since the risky, changing environment
presents numerous occasions for agents to shirk and to renegotiate to their
advantage.
In a nutshell, proposition 5 suggests that environmental unpredictability
plays a major role when asset specificity is high, magnifying the need for
control that specificity creates. When specificity is low, unpredictability
does not change the default option, low control, for the firm can deal with
unpredictability by changing agents. Instead of exerting control (and
assuming the corresponding risk), the entrant can retain flexibility and let
the competitive market mechanism operate to generate returns
(Mascarenhas 1982).
INTERNAL UNCERTAINTY

The third factor in the transaction cost framework is internal uncertainty.
Internal uncertainty exists when the firm cannot accurately assess its
agents' performance by objective, readily available output measures. This
may occur when good measures of output are not available, or when the
relationship between inputs and outputs is ill-understood (Ouchi 1977),
making it difficult to specify what performance level to expect. Uncertainty
internal to the firm makes control more desirable regardless of the level of
asset specificity involved (Williamson 198la). When performance cannot
be specified or measured easily, firms can monitor inputs rather than
evaluate outputs. Further, firms can use a variety of subtle incentives to
develop goal congruence and loyalty. Thus, employees may act in the
firm's best interest even if a firm cannot precisely specify what to do.
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When internal uncertainty is high, control is needed to impose subjective
judgement and to monitor inputs (behavior). This presupposes that
management knows how people should behave and how to judge hard-toquantify results. In the domestic environment, this is likely to be the case,
as management has learned to manage over time. But the international
setting is another matter. Entrants new to the international setting are
unlikely to know how to overcome internal uncertainty. Further, firms
that operate in competitive industries and try to exert control before they
know how to use it will make serious errors that should depress efficiency
(Teece 1976, p. 46).
Internal Uncertainty:Proposition 6

Accordingly,
The entrant's degree of control of a foreign business
P6:
entity should be positively related to the firm's
cumulative international experience.
Proposition 6 has been extensively discussed in the literature that
describes what managers do (which may or may not be efficient). There is
some indication that firms do behave according to this proposition. A
popular conception in the international management literature is that of a
firm as a humanlike entity, "maturing" (Stopford and Wells 1972) as it
acquires experience in international markets. The international neophyte
fears the unknown, consequently overstating risks and understating
returns of international markets (Davidson 1980). Overly conservative,
the firm avoids setting up a foreign business entity and merely exports
(Bilkey 1978). With the limited experience of exporting, the firm gains
confidence and becomes more aggressive in nondomestic markets, moving
toward more direct investment rather than export (Bilkey 1978, Weston
and Sorge 1972) or licensing (Telesio 1979).
Still hesitant, the firm selects nearby, culturally similar countries (Engwall
1984, Davidson 1980, Bilkey 1978). With experience comes enhanced
understanding, competence, and confidence, as well as more accurate
perception of foreign risks and returns. The firm enters more distant,
different countries (Davidson 1980) and with new adventuresomeness
acquires a taste for control, for active management of the entity (Root
1983). Unlike the neophyte firm, content to let someone else run the
international side of the business, the more experienced firm is confident,
assertive, desirous of control, and willing to take risks to get it. Further,
the firm has probably set up a headquarters staff for international
operations and is eager to get the most form this overhead (Davidson
1980, 1982). Accordingly, experience should lead to more control, which
proposition 6 suggests is the most efficient outcome.
Proposition 6 is not without controversy in the descriptive literature.
Conceivably, the relationship between international experience and the
observed degree of ownership is negative, i.e., that inexperienced firms
demand higher ownership levels than do more experienced firms. This
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argument is based on the ethnocentric orientation of many international
neophytes. Ethnocentrism leads inexperienced firms to demand to have
their own nationals in key positions, which is easier to achieve via
ownership than negotiation (Weichmann and Pringle 1979). Over time,
firms become comfortable with local differences, develop working relationships with local people, and become confident that they can use local
expertise to their advantage. At this point, firms are more willing to
delegate control (Shetty 1979), which is reflected in lower degrees of
ownership.
This counter-argument is a market power proposal: it assumes that firms
have the latitude to follow their preferences even if the result is inefficient.
In contrast, transaction cost analysis assumes inefficient practices are
extinguished by market pressures. This implies that in noncompetitive
industries, we may observe that the entrant's degree of control is
negatively related to the firm's international experience. In other words,
an inefficient practice may be observed where managers have the slack to
implement their preferences at the sacrifice of long-term results.
Internal Uncertainty: Proposition 7

A particularly potent form of internal uncertainty is created by sociocultural distance. The difference between home and host cultures, although
difficult to measure, has intrigued researchers in the international area. It
is often argued that the greater the sociocultural difference between home
and host countries, the lower the degree of control an entrant should and
does demand. This is explained by the higher uncertainty executives
perceive in cultures that are truly "foreign" to them. Not knowing, being
comfortable with, or even agreeing with the values and operating methods
of the host country, executives may shy away from the involvement that
accompanies ownership (Root 1983, Davidson 1980, 1982, Richman and
Copen 1972). Uncertainty due to sociocultural distance may also cause
executives to undervalue foreign investments (Root 1983). Further,
transferring home management techniques and values is difficult where
the operating environment is very dissimilar to that of the home country
(Richman and Copen 1972, Alpander 1976). Finally, sociocultural distance
also creates high information costs, which firms may avoid by turning
management over to partners or licensees (Root 1983).
Goodnow and Hansz (1972) support this viewpoint in an empirical study
of how much control large U.S. firms exert when going overseas. Via
cluster analysis, they sort 100 countries into three groups that roughly
correspond to increasing sociocultural distance from the United States.
Goodnow and Hansz also group entry modes into three types: strong
control/high investment, moderate control/modest investment, and weak
control/low investment. They find firms reduce their control and
investment as they move away from socioculturally similar countries.
Not all writers agree. The Conference Board (Bivens and Lovell 1966)
suggests that some firms react to sociocultural distance by demanding
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rather than avoiding ownership so that they may impose their operating
methods. Such firms do not trust local management or non-local partners
and prefer the control to "do it their way." Richman and Copen (1972)
point out that being foreign gives a firm latitude to be different, to break
the rules of the local culture to a point, because foreigners are expected to
do things differently. Hymer (1976) contends that local firms, because
they do not have the disadvantage of operating in a foreign culture at a
distance, will always outperform foreign firms unless the entrants have a
distinctive advantage. On occasion operating methods that do not fit local
culture will constitute the necessary advantage that enables foreigners to
compete with locals on their home ground.
In short, the entry mode literature conflicts concerning the impact of
sociocultural distance. Transaction cost analysis suggests both views are
correct for the following reason. Sociocultural distance makes internal
uncertainty very high, since the environment is uinknown. Furthermore,
an entrant transferring its operating procedures and methods to a very
different setting will have to train its agents heavily. Once they learn the
entrant'sways, agents will have acquired valuable knowledge and relationships that are of little use to other firms in that country, making these
assets transaction-specific (see Richman and Copen for examples). Given
that the management problems created by sociocultural distance are now
aggravated by specificity, an entrant is better off to demand control.
Alternatively, the entrant may decide to give up the benefits of employing
its own methods, design an operation that uses local (general purpose)
methods, and have little control. This is the design reaction to the prospect
of specific assets. With specificity designed out, the problems of sociocultural distance can be managed by transferring risk to external agents,
thereby reducing flexibility. If the foregone specialization benefits are not
too large, designing out specificity is the efficient solution.
Which is the more efficient reaction to sociocultural distance: creating
specificity and using a high-control mode or designing out specificity
("going native") and using a low-control mode? The answer depends on
the gains from doing business in unconventional foreign ways for a given
culture. Transaction cost analysis suggests the effect of cultural differences
is as follows:
When sociocultural distance is great:
a: Low-control levels are more efficient than
intermediate levels;
b: High-control levels are more efficient than
intermediate levels;
c: High-control levels are more efficient only when there
is a substantial advantage to doing business
in the entrant's way.
Proposition 7c suggests that when operating in a very different environment, "our way" is not automatically the best way. Put differently, the
P7:
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default option, low control, should not be given up without a reason.
Proposition 7b reflects the control reaction to sociocultural distance: a
firm running an operation in a very different culture is bound to manage
"our way," thereby creating specificity. The control that created lock in is
now needed to manage it, but the firm benefits from its freedom to operate
unconventionally. In contrast, proposition 7a reflects the design reaction
to sociocultural distance: lacking control, a firm manages "as it's done
here," losing specialization benefits but avoiding lock in. Intermediate
levels of control are undesirable because they offer the worst of both
possibilities - neither freedom to be unconventional nor low commitment
to be flexible.
As a corollary, entrants are unlikely to write contracts with outsiders that
impose the entrant's style on the contractee. By so doing, the entrant
would enter small numbers bargaining without gaining much control over
the partner. A testable implication is that franchising, which by nature
imposes a management style on an independent, should decline as
sociocultural distance increases.
Internal Uncertainty:Proposition 8

Richman and Copen (1972) point out that the problems of sociocultural
distance can diminish over time even if the culture is stable. This occurs
because as more foreign firms enter the country, the pool of local
personnel trained in these methods grows. Not only do firms train
managers, but their presence arouses awareness, which in turn causes
host-country nationals to obtain a business education abroad. The process
is slow but has a cumulative effect (which Richman and Copen detail in
the case of India). Eventually, the pool is large enough that an entrant
finds enough local contractees available to constitute an open market in
management skills. In short, these skills have diffused to become general
purpose and readily available rather than narrowly available and specific
to the few companies using them. This suggests:
P8:

The larger the foreign business community in the
host country, the lower the level of control an
entrant should demand.

Proposition 8 occurs because over time the entrant will find multinational
management skills widely available, in spite of sociocultural distance
(Seidler 1972 details this process for the transfer of American-style
accounting methods to less developed countries). This diffusion of skills
removes a major barrier to licensing (a low-control mode), which is the
unavailability of "suitable"local firms (Caves 1981). Hence, management
of the foreign entity can be contracted out to a pool of knowledgeable
personnel, not necessarily employees, who can be controlled by the threat
of replacement. In this vein, Contractor (1984) finds evidence that
licensing becomes more lucrative relative to direct investment as a
country's indigenous technical capability increases.
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FREE-RIDING POTENTIAL

A potential control problem arises whenever one party can "freeride" on
the efforts of others, receiving benefits without bearing costs. For
example, McDonald's has charged its French franchisee with riding on the
company's international goodwill and recognition to attract customers
without maintaining the cleanliness standards that support the company
name (Time 1981). Transaction cost analysis suggests that ceteris paribus,
where the potential for free-riding ("demand externalities") is high, entry
modes offering higher control are more efficient.
Free-Riding Potential: Proposition 9

This suggests:
Entry modes offering higher degrees of control are more
P9:
efficient the higher the value of a brand name.
When a brand name is valuable, short-term gains can be had at the
expense of the long term. Firms will take control to protect their brand
name from degradation by free-riders (Davidson 1982) or to prevent the
local operation from using the name in an inconsistent manner, thus
diluting or confusing the international positioning of the brand (Holton
1971). Caves (1981) highlights the danger of local partners, who have less
to lose from degrading a brand than does the entrant. Caves reviews both
anecdotal and survey evidence that firms demand higher ownership levels
when standardization of the product's design, style, quality, and name is
part of the entrant's strategy. Since the strategy depends on assurance of
all the name connotes (a "goodwill asset" or "reputation effect"), quality
control is critical and free-riding is especially damaging.
These findings suggest high control is appropriate for heavily advertised
brands. However, there is some contradiction in the empirical literature.
Lall (1978) and Helleiner and Lavergne (1979) find that high advertising
levels are associated with low intra-firm trading (low integration, low
control), suggesting that valuable brand names can be efficiently marketed
via low-control entry modes. Their explanation is that heavily advertised
products tend to be unsophisticated consumer goods, which many agents
are capable of handling, making low control appropriate. This explanation
is consistent with propositions 1through 4 concerning transaction-specific
assets.
Yet heavy advertising does make free-riding more likely and control more
desirable. This situation illustrates the value of the default option (low
control) in transaction cost analysis. Beginning from low-control modes, a
firm is advised to exert more control for valuable brand names (e.g., more
heavily advertised brands). Hence, a firm is better off franchising its
heavily advertised brands rather than merely licensing them in nonrestrictive, nonexclusive fashion. However, the firm may not need to go so
far as a joint venture or majority-owned affiliate. Proposition 9 proposes
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that more restraints be added (higher-control entry modes) as brand value
increases, rather than proposing that high control is always appropriate.
Hence proposition 9 fits the empirical literature and illustrates the
control-flexibility tradeoff.
STRATEGIES FOR EMPIRICAL TESTS

The measurement strategy used by researchers to date has largely
consisted of using single-item measures that are themselves proxy variables
(e.g., R&D spending to indicate the construct "extent of proprietary
information"). This approach, which is practical in light of the difficulty
of obtaining international data, has yielded promising results. Clearly,
hypothesis testing would be even stronger if psychometric methods were
used to develop composite measures of each construct, thereby reducing
reliance on single-item measures of complex constructs.8 One advantage
of this method is that the interpretability of findings using proxy variables
would be greatly enhanced if they were embedded in a composite measure.
Further, the proxy variable approach would be a stronger test if
researchers were able to rule out alternative explanations by controlling
for the impact of a greater range of covariates than is typical in entry
mode studies.
These suggestions are particularly useful for researchers designing their
own data collection instruments, which allows them greater degrees of
freedom in their approach and provides a closer correspondence between
theory and data (Williamson 1985). Outside the entry mode field, some
research involving primary data collection has resulted in multi-item
measures of transaction cost constructs. These measures are described in
Walker and Weber (1984), Anderson (1985), and Anderson and Coughlan
(1985).
An empirical test of transaction cost propositions is incomplete without
the inclusion of two classes of predictor variables. One class concerns
government restrictions, which narrow the feasible set of entry modes
(Teece 1984). The other class concerns "production cost" factors, e.g.,
taxes, labor costs, and transportation costs. Ultimately, an efficient entry
mode is based on the sum of production and transaction (governance)
costs, given the feasible set. Production cost factors correlated with
transaction cost factors will bias estimates of effects unless included as
covariates. Further, a more complete picture of entry modes emerges
when production factors are considered (Williamson 1985).9
A direct test of the long-term efficiency of an entry mode would be
difficult to make. Efficiency data are highly proprietary and, even if
obtainable, reflect potentially large short-run effects. We suggest that an
appropriate and more tractable empirical research approach is to study
prevailing practice (usage of entry modes) in competitive industries, which
tend to extinguish inefficient choices (Lilien 1979). An example would be
to predict the impact of explanatory variables on the odds of choosing a
higher-control mode over a lower-control mode at a given point in time.
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An approach that is even closer to the long-term nature of the propositions
is to study what practices survive over time (e.g., using a hazard rates
model). Although the time dimension introduces new variables, it does
approximate the working out of inappropriate choices.
CONCLUSION
The transaction cost propositions advanced here are not suggested as an
all-inclusive answer. Other factors will of course enter and may be very
powerful in some settings. As indicated earlier, the framework applies to
an entry decision where the choice is real. For a firm already operating in
a foreign market with an existing mode of operation, the concepts
discussed in this paper are certainly relevant. However, additional factors
related to switching costs must be considered. The proposed framework
also has limited value in situations where governmental, competitive, or
information restrictions eliminate a large number of options. Nonetheless,
the transaction cost approach is a useful way to structure the issues. This
is particularly helpful when dealing with poorly understood issues and a
long list of potentially relevant variables whose direction of effect is
difficult to predict.
Simplification is a critical first step when dealing with complex problems.
Our analysis ignores or downplays considerations that play a major role in
some settings. In particular, we assume that an entrant, having decided to
operate in a given market, has a choice of entry modes. This ignores
possible government restrictions and assumes the entrant is contemplating
a volume of business sufficient to carry the overhead of a high-control
entry mode, at least over the long run (Williamson 1979). Further, we do
not consider possible interactions between decision to enter and choice of
entry mode.
Finally, we assume the entrant wants to operate a profitable business
venture in the host country. To the extent that a foreign operation's
objectives may be subordinate to the strategy needs of a parent multinational, other objectives may take precedence. In turn, the multinational's
need to trade off subsidiary profits for system profits obliges the MNC to
exert more control than the transaction cost default option suggests
(Caves 1982). In general, higher degrees of control are more appropriate
for entrants that closely coordinate global strategies.
Given these limitations, what can be gained from the framework proposed
here? Much of the literature on modes of entry does not suggest
hypotheses but considerations. The pros and cons of, say, licensing, are
weighed against an alternative that is usually unspecified. Hence,
predictions are difficult to make. In contrast, the framework presented
here yields testable propositions based on the control-resource commitment tradeoff. A notable advantage of transaction cost analysis in this
regard is the "default"hypothesis: low-resource commitment is preferable
until proven otherwise. The presence of a default hypothesis is especially
helpful for theory testing because it provides a testable prediction.
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Transaction cost analysis has been extended in recent years to cover a
range of control rather than the extremes of integrate or contract out
(Williamson 1985). In this form, transaction cost analysis brings to the
entry mode problem an emphasis on the growth of ties that bind, on
uncertainty, on the balancing of risks (credible commitments)and on the
scale of operations. These constructs have been used to bring together
many of the diverse ideas (such as the effect of sociocultural distance)
expressed in the managerial and economic literatures and order them into
testable propositions under a consistent rationale. Some of these propositions are new (e.g., the effect of the foreign business community), while
others serve to clarify debates in the literature (e.g., the effect of
sociocultural distance). The propositions also emphasize the interactions
derived from the transaction cost analytical framework. Other interactions
could be observed in empirical work in the sense that the joint effect of
two variables could be greater than the sum of their independent effects.
However, the rationale for these interactions goes beyond a transaction
cost analytical framework. While the approach is incomplete, it is a useful
starting point in examining tradeoffs among modes of entry.
In this paper we have developed a systematic approach to the entry mode
issue. The propositions summarized in Figures 2 and 3 are testable. It is
hoped, these propositions will encourage empirical research into an
important area, as well as provide guidelines to management about how to
match entry modes with their situations.
NOTES
1. Caves (1982) and Hennart (1982) undertake ambitious surveys of both the economic and
international business research on multinational enterprise, including the entry mode issue. This paper
builds on their works. We develop testable propositions (involving tradeoffs and interactions) as to
when each mode of entry is likely to be effective. This is made possible by adopting an explicit
criterion of long-term efficiency and employing a transaction cost perspective.
2. The purpose of developing the theory presented here is to help managers choose which form of
entry to employ in a foreign market. Therefore, the theory concerns only situations where there is a set
of options from which to choose. Further, the long-term orientation confines us to durable entry
modes. We do not address short-term contracting (e.g., nonrenewable one-year licenses). The longterm efficiency criterion does not apply to a short-term arrangement. Consequently, this analysis does
not offer insight about the length of contract. Nonetheless, the long-term perspective is necessary
when the firm makes a long-term commitment to a market. See Kindleberger (1984) for a discussion
of long vs. short-term contracts.
3. Franchising arrangements are frequently exclusive as well.
4. A product class may have reached the mature stage in the entrant's home country but not the host
country. Hence, indigenous capability is not yet widely available, and the entrant who contracts with
and trains a local independent entity is creating transaction-specific assets. The relevant level of
product maturity, therefore, is in the host country.
5. For practical purposes, risk and uncertainty are synonymous (Herring 1983).
6. Many firms choose to retain low resource commitment but trade off the renegotiation aspect of
flexibility by writing long-term licenses.
7. Interactions are typically operationalized as a multiplication of two terms (here, specificity and
uncertainty). The multiplicative term is high when both factors are high (combined presence) and low
when either factor is low (lack of combined presence). Of course, both terms must be positive for the
interaction to meanfully express the combined presence of two factors.
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8. Nunnally (1978) is perhaps the most cited reference on psychometric methods and offers concrete
suggestions for overcoming the data limitations that are bound to arise in conducting field research.
9. Accounting for production costs is particularly important when considering introducing a new
product line into a foreign market where the firm has an ongoing operation. While product addition is
an entry, it is an incremental decision. Hence, it is the incremental costs that are relevant. For
example, Davidson and McFetridge (1984) find that if firms have an affiliate in place, they are more
likely to add product to the affiliate's line than to seek other arrangements. This is because the fixed
costs of the affiliate have already been incurred; the additional operation generates only marginal
costs.
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