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EXPERIENTIAL KNOWLEDGE AND COST IN THE INTERNATIONALIZATION 
PROCESS.  

 
 

ABSTRACT 

Using a behavioral approach, this study identifies and delineates components of experiential 

knowledge in the internationalization process. Three hypotheses are developed and tested. 

They center around the lack of knowledge in the areas of foreign business, foreign 

institutions and firm internationalization, as well as the effect that this lack of knowledge has 

on the managers´ perceived cost in the internationalization process. With the help of a 

LISREL-based structural model, the three hypotheses are tested on a sample of 362 service 

firms. The analysis shows that lack of internationalization knowledge has a strong impact on 

the lack of both business and institutional knowledge which, in turn, influence the perceived 

cost in internationalization. But there is no direct effect of lack of internationalization 

knowledge on perceived cost in internationalization. 
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INTRODUCTION 

In furthering our understanding of the dynamics of the internationalization of firms, process 

models have played a significant role [Bilkey and Tesar 1977; Cavusgil 1980, 1984; Czinkota 

1982; Johanson and Vahlne 1977, 1990; Luostarinen 1980; Reid 1983]. In these models, 

market-specific experiential knowledge is central in explaining the firm's internationalization 

process. A vast amount of research, using the concept of experiential knowledge, on the 

internationalization process and the choice of mode for entering foreign markets has been 

accumulated [Barkema et al. 1996; Beamish 1990; Calof and Beamish 1995; Erramilli 1990, 

1991; Erramilli and Rao 1990, 1993; Hirsch 1993; Kogut and Singh 1988; O´Grady and Lane 

1996; Reid 1984; Root 1987; Sharma and Johanson 1987; Wiedersheim-Paul et al. 1978] 

Surprisingly, none of the above-mentioned work has explicitly dealt with the cost in 

internationalization process. This is surprising since the management of internationalization 

unavoidably gives rise to the question of cost [Carlson 1974]. An internationalization process 

entails risk and the investment of resources. Here the issue of the effects of the critical 

experiential knowledge on the cost in the internationalization process becomes important. 

Cost aspects have a bearing on the profit generated by firms [Bilkey 1982], on a firm’s 

inclination to enter foreign markets [Dichtl et al. 1990], and on the selection or changing of 

foreign market entry mode [Calof and Beamish 1995]. 

In international business research of other traditions, the cost of international operations has 

been discussed. In the eclectic approach, for example, internationalization is seen as resulting 

from three factors: namely, firm-specific advantage, country-specific advantage, and 

internalization advantage [Dunning 1977, 1980, 1988]. According to this paradigm, in the 

absence of market imperfections, firms would rely on export as the only foreign market entry 

mode [Calvet 1981; Hymer 1976]. In the real world of market imperfections caused by 

government-imposed restrictions [Kindleberger 1969] and knowledge [Rugman 1981], 

however, firms can choose between a variety of foreign market entry modes, e.g., wholly-



3 

owned subsidiaries, joint ventures, licensing, and other contractual agreements. The joint 

influences of the three factors on the selection of foreign market entry is investigated by 

Aggarwal and Ramaswami [1992]. In the models based on the transaction cost approach 

[Williamson 1975], cost factors are critical in explaining a firm’s international operations 

[Anderson and Gatignon 1986; Beamish and Banks 1987; Gatignon and Anderson 1988]. The 

same holds true for internalization theory [Buckley and Casson 1976]. Neither eclectic theory 

nor the transaction cost approach elucidate the process of internationalization or, 

consequently, the cost in this process. Common to these approaches, is their assumption that 

each foreign market entry is made in isolation [Hill et al. 1990; Kim and Hwang 1992]. 

What is the cost consequences of lack of experiential knowledge in the course of the 

internationalization process? Since the behavioral models of the internationalization process 

stress the role of perceived problems and opportunities in the internationalization of a firm, 

this paper pays special attention to the perceived cost associated with internationalization. 

The models assume that managers act on the basis of their cost perceptions and that those 

perceptions are based on past experience [Johanson and Vahlne 1977]. Accordingly, the 

purpose here is to identify and delineate the principal components of experiential knowledge 

that influence management’s perception of the cost in internationalization. The main 

constituents of experiential knowledge, and the links between them and the cost of 

internationalization in service industry firms, are investigated. The perceived cost may 

concern not only the direct cost of starting up business abroad, in the form of traveling costs, 

salaries, collecting foreign market information, purchase or hire of office space, etc., but also 

the costs due to changes in the organizational set-up of the firm, such as training and 

retraining of staff, and changes in routines, reporting systems and procedures. In addition, 

opportunity costs for seeking and evaluating local partners may also be included in the case 

of joint ventures or other alliances abroad. This paper is, however, not concerned with 

operationalizing or measuring the individual cost components. 
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Since the internationalization process models are based on the experience of manufacturing 

firms, most empirical studies of internationalization also concern such firms. Most of the 

studies on service industries supply limited insight into the internationalization process of 

service firms [Lo and Yung 1988; Weinstein 1974, 1977]. A secondary purpose of this paper 

is thus to apply the experience-based internationalization process models to firms in the 

service industry and suggest possible extensions. At the same time, the study tests the validity 

of the role of experiential knowledge in the model. 

The study differs from previous research in the methodology used. In previous research, 

experience, as indicated by age or number of countries entered by firms, has been used to 

explain the pattern of internationalization observed [Erramilli 1991; Johanson and 

Wiedersheim-Paul 1975; Yu 1990]. This study goes beyond that explanation and introduces 

perceived cost as a mediating variable and formulates a structural model of the influence of a 

number of aspects of experiential knowledge on perceived cost of an incremental step in the 

internationalization of the firm. Moreover, while most other studies focus on entry mode as 

the incremental step, this paper, in the spirit of the process model, attempts to capture a more 

general incremental step by considering additional commitments to foreign customers. In this 

way, our approach falls more in line with the basic assertions of the internationalization 

process model. 

We begin with a discussion of the internationalization process. This leads to three hypotheses 

on the perceived cost in the internationalization process. The hypotheses focus on the role of 

experiential knowledge in this process. Following a presentation of the method and data 

employed, the empirical analysis is conducted in two steps: construct analysis and structural 

model analysis. The results are then discussed and some implications examined. 



5 

THE INTERNATIONALIZATION PROCESS OF FIRMS 

In a review of internationalization process models Andersen [1993] distinguishes between a 

U-model (Uppsala) by Johanson and Vahlne [1977] and the I-models (Innovation) by Bilkey 

and Tesar [1977], Cavusgil [1980, 1984], Czinkota [1982] and Reid [1983]. This paper is 

based on the U-model developed by Johanson and Vahlne [1977]. The main reason is that the 

U-model is assumed to be valid for firms of any size while the I-models may be applied to 

small firms only [Andersen 1993]. The models are similar, however, in that they are 

behavioral in nature and in that experiential knowledge is a prominent factor in the 

internationalization process. 

The behavioral model of internationalization is based on the theory of the growth of the firm 

[Penrose 1959] and the behavioral theory of the firm [Aharoni 1966; Cyert and March 1963], 

and asserts that the internationalization of a firm is an incremental process [Johanson and 

Vahlne 1977]. The model rests on the assumption that firms have imperfect access to 

information and explains internationalization as a process of increasing experiential 

knowledge. It postulates an unpredictable incremental interplay between market commitment 

and market knowledge development. It also posits that experiential knowledge of the market, 

the clients, the problems and the opportunities abroad are acquired by operating in the 

international market. Experiential knowledge not only yields a reduction of the risks involved 

in going abroad, but also provides a vehicle for acquiring knowledge of internal and external 

resources and of opportunities for combining them. 

The model identifies state and change aspects. The state aspects consist of market knowledge 

and market commitment. The market commitment concept is composed of two factors: the 

amount of resources committed to a market and the degree of that commitment. The degree of 

commitment refers to the ease with which resources can be moved from one market to 

another. Knowledge is divided into objective knowledge and experiential knowledge [cf. 

Penrose 1959]. Objective knowledge is acquired through standardized methods of collecting 
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and transmitting information, i.e. market research, and can easily be transferred to other 

countries and replicated by other firms. A critical assumption of the model by Johanson and 

Vahlne [1977], supported by Ayal and Zif [1979], Denis and Depelteau [1985], Reid [1984], 

Simpson [1974], and Sunzook [1978], is that objective knowledge is of minor importance in a 

firm's internationalization process. The remainder of this paper focuses on experiential 

knowledge, which is viewed as a driving force in the internationalization process [Johanson 

and Vahlne 1977]. Experiential knowledge is country-specific and cannot be transferred 

between firms or business units. Accumulating experiential knowledge is costly. These costs 

arise because collection, transmission and interpretation are all based on specific situations 

[Carlson 1974]. Current activities, part of the change aspect, are the primary source of 

experiential knowledge. The other change aspect is the decision to commit resources. 

Decisions are made when problems and opportunities arise. Firms apply the solutions which 

have been successfully applied in the past [Cyert and March 1963]. 

In the internationalization model, two dimensions of international expansion are identified: 

psychic distance and establishment chain. The model postulates that as the psychic distance 

between markets increases, the more difficult it becomes for firms to collect and interpret 

incoming information properly. The firm's experiential knowledge derived from the domestic 

market is of limited value in markets located at a great psychic distance. The psychic distance 

between the home and foreign markets affects market selection as well as choice of entry 

mode. Firms with little experience of foreign markets prefer those which are similar to their 

own domestic market and which are not located at too great a psychic distance. As firms 

accumulate experiential knowledge, the influence of this kind of distance on the choice of 

entry mode decreases. In their study of Swedish manufacturing firms, Hörnell, Vahlne and 

Wiedersheim-Paul [1972] found that the firms first entered markets at a short psychic 

distance and later went into more distant markets. This study was replicated by Nordström 

[1990] who reported almost the same establishment pattern. Among US-based firms, Vernon 

[1966], and Kogut and Singh [1988] report a steady shift from culturally familiar to culturally 
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less familiar markets. Firms with vast stocks of experience show less preference for similar 

markets. Davidson [1983] reports that US-based firms first prefer to enter English-speaking 

countries. Studies of service firms in this context are few. Two studies from the US, 

Weinstein [1977], and Erramilli and Rao [1993], find that such firms start their 

internationalization with countries at a short psychic distance. 

In each country the firm increases its commitment incrementally as it learns about the market, 

the model postulates. This is manifested in a sequence of operational forms labeled the 

establishment chain. First the firm exports, then a marketing subsidiary is established, 

followed by foreign production. Johanson and Wiedersheim-Paul [1975] noted such a pattern 

among Swedish manufacturing firms. Davidson [1980], Franko [1989] and Gatignon and 

Anderson [1988] have observed an increasing propensity to select wholly-owned subsidiaries 

as experiential knowledge increases. Davidson [1980], Goodnow and Hansz [1972], and 

Kogut and Singh [1988] show that, among American companies, the usage of joint ventures 

increases with sociocultural distance from the domestic market. Similar results are reported 

by Gatignon and Anderson [1988], Green and Cunningham [1975], and Stopford and Wells 

[1972]. Calof and Beamish [1995] report rather mixed findings, but on the whole results in 

line with the above presentation. 

Some confusion does, however, exist. Maclayton et al. [1980] found no significant 

correlation between a firm's experience in foreign markets and its evaluation of individual 

markets. Daniels et al. [1976] and Shetty [1979] reported a shift toward licensing and joint 

ventures as a firm's experiential knowledge grew. Davidson and McFetridge [1985] and 

Hedlund and Kverneland [1985] showed a decrease in the reliance on wholly-owned 

subsidiaries as foreign experience increases. Bureau of Industry Economics [1984], 

Millington and Bayliss [1990], and Newbould et al. [1978] published similar findings. 

Stopford and Wells [1972], studied US investments in Europe, concluding that almost three-

quarters of initial ventures used wholly-owned subsidiaries. In general, these researchers have 



8 

studied only the early stages of foreign market entry [Erramilli 1991]. In light of these 

findings, Erramilli [1991] postulates a U-shaped relationship between experiential knowledge 

and a firm's propensity to rely on high-control modes of entry into foreign markets. O’Grady 

and Lane [1996] demonstrate that entering a foreign market near the domestic market may 

result in poor performance. On the whole, current research supports the view that, in the 

internationalization process, experience is important in the selection of entry mode. 

THE COST OF LACK OF EXPERIENTIAL KNOWLEDGE IN THE 

INTERNATIONALIZATION PROCESS: THREE HYPOTHESES 

On the basis of the literature on the internationalization process of firms reviewed above, 

three hypotheses can now be developed and specified. 

Firms start their operations in domestic markets. Initially, firms develop routines and 

administrative structures to manage domestic market operations. The routines and 

administrative structures thus developed are not sensitive to the signals flowing from the 

overseas markets. As firms operate abroad, they accumulate experiential knowledge and 

change their routines and administrative structures. This process is gradual. The 

internationalization process model explicitly emphasizes that the internationalization of a 

firm entails the commitment of exchange-specific and market-specific resources. These 

exchange-specific commitments are triggered when firms acquire experiential knowledge of a 

particular market [Bilkey and Tesar 1977; Bureau of Industry Economics 1984; Millington 

and Bayliss 1990; Newbould et al. 1978]. Indeed, in their original model, Johanson and 

Vahlne [1977] explicitly postulate a positive relation between experiential knowledge of a 

market and the level and speed of resource commitment in that market. This relation is due to 

a greater ability to detect the opportunities and reduce the uncertainties of going abroad. 

These market-specific resource investments can take the form of human resources, 

technology or know-how. Resources are by definition valuable and are costly to obtain. 
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Increasing experiential knowledge triggers greater resource commitment to a particular 

market. The experience-seeking firm must engage in foreign operations. This implies a 

presence abroad, exposure to the situation abroad, and interaction with specific customers, 

intermediaries and other firms in the international market. Acquiring local experiential 

knowledge is time-consuming and important for performance as demonstrated by a study of 

Japanese ventures in Asia [Makino and Delios 1996].  

A critical consideration in internationalization, is the compatibility between a firm’s existing 

resources and those needed in a particular foreign market. Knowledge is required both about 

the market and the firm [Johanson and Vahlne 1977; Madhok 1996, 1997]. Thus, there is a 

need for experiential knowledge of the firm's capability and resources to engage in 

international operations, which we label “internationalization knowledge“, and knowledge of 

the foreign markets in which the firm is going to operate [Yu 1990]. Experiential market 

knowledge pertains to two different aspects: business knowledge and institutional knowledge. 

By “foreign business knowledge“ we mean experiential knowledge of clients, the market, and 

competitors. “Foreign institutional knowledge“ refers to experiential knowledge of 

government, institutional framework, rules, norms and values. 

A lack of experiential knowledge on a particular client’s way of working, his organization 

and decision-making, and its particular needs regarding goods and services, is problematic 

for an internationalizing firm. All this calls for the cultivation of business contacts to acquire 

a first-hand feel for the preferences, practices and customs in the market [Denis and 

Depelteau 1985; Reid 1984]. A local presence, e.g. a subsidiary, allows the internationalizing 

firm to gain more differentiated knowledge of the clients and the local business. Likewise, it 

enables the internationalizing firm to accumulate the kind of information it really needs, and 

to interpret the information in a firm-specific context [Carlson 1974]. With increasing 

experiential knowledge of the clients, the market and the demand situation, firms become 

more able to perceive opportunities in foreign markets, thereby reducing uncertainty [Kogut 
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and Singh 1988]. Firms with experiential knowledge develop a position in a particular 

market, and their engagement in that specific market gradually increases. Thus, Davidson 

[1980, 1983] and Franko [1989] noted that having a production base in a foreign market has a 

positive impact on the subsequent penetration of that market. As discussed above, there are 

some empirical results that contradict this, but generally speaking, it can be said that 

experiential knowledge does influence a firm's internationalization process. 

The extent to which a firm's current experiential business knowledge may be used in the 

internationalization process may vary. Firms that elicit the assistance of their current 

exchange relationships in internationalization, have access to the experiential knowledge 

required for this internationalization. These firms have already committed client-specific 

resources to facilitating exchange [Dunning and McQueen 1983; Jones 1981; Sagari 1992; 

Seymour 1986; UNCTC 1981; Walter 1985]. Few extra resources have to be invested in 

seeking experiential knowledge [Erramilli and Rao 1990; Sharma and Johanson 1987]. These 

firms have already incurred costs that may be attributed to the internationalization process. 

Other firms must internationalize on their own and spend resources on detecting and 

exploiting the business opportunities in the international market. They lack experience of new 

markets abroad and of specific foreign clients, and must acquire experiential knowledge of 

the international market. This is costly. And depending upon the level of the firm's 

experiential business knowledge, the cost in the internationalization process will vary. 

H 1: The greater a firm's lack of foreign business knowledge, the higher the 

perceived cost in the internationalization process. 

As we have noted, the internationalization model rests on the assumption of imperfect 

knowledge on the part of the decision-makers in the internationalization process. This lack of 

knowledge concerns the institutions to be found in foreign markets, foreign governments and 

bureaucracies and the ways in which these work. A lack of experiential institutional 

knowledge is problematic, as it is difficult for the company to acquire an adequate 
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understanding of the technical and commercial laws and norms that apply in a foreign 

market. It is not only important to know what the statute-books say, but also how that is 

applied in practice at a particular time by a particular government agency. It may be a 

question of the import and export of goods and services, tariffs, local taxes, general 

conditions in the market, as well as related problems and prospects. Knowledge of these 

institutional matters is a source of advantage [Jansson et al. 1995;  Lenway and Murtha 1994; 

Murtha and Lenway 1994; Stopford and Strange 1991; Yoffie 1988]. The same is true of 

knowledge of the language [Dichtl et al. 1990] and of the local culture [Hofstede 1984a, 

1984b], both of which facilitate becoming acquainted with local needs and requirements. A 

knowledge of local institutional norms and laws reduces the cost in internationalization. 

H 2: The greater a firm's lack of foreign institutional knowledge, the higher the 

perceived cost in the internationalization process. 

But the experiential cost of the internationalization process is not only related to knowledge 

of foreign business and institutions, it is also a matter of learning how to organize and manage 

internationalization efforts [Ball and Tschoegl 1982; Terpstra and Yu 1988]. Organizational 

routines, procedures and structures matter, and are decisive in controlling behavior in 

organizations [Cyert and March 1963; March and Simon 1958]. They make up an 

organization's knowledge assets, are accumulated over time, and constitute conditions for 

subsequent behavior. Internationalization is no different. Organizational routines are, 

however, opaque [Kilduff 1992, 1993; Nelson and Winter 1982; Polanyi 1962] and decision-

makers’ knowledge on these routines is imperfect. This, as pointed out by Winter [1987], is 

because decision-makers in a firm are the "symbol processing brains" of the organizations. A 

great part of organizational routines operate outside the formal hierarchy and structure of a 

firm [Kilduff 1993]. Moreover, as routines outlast individuals, decision-makers lack a 

complete knowledge of organizational routines. A firm must consider new situations and 

problems that arise in connection with international business initiatives and how they affect 
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the existing resources and routines of the firm [Madhok 1997]. When entering a foreign 

market, experiential knowledge about international business is gained and stored in the firm’s 

routines and programs [Nelson and Winter 1982]. This accumulated experiential knowledge 

then exerts an influence on the future internationalization of the firm through its influence on 

information search processes, e.g., what type of information is sought, and where. It also 

affects the firms’ ability to evaluate international initiatives. It can be expected that the less 

experience a firm has of international business, the less knowledge it will have on how to 

organize international operations [Madhok 1996] The perceived cost of further 

internationalization will therefor be greater [Yu 1990]. Accumulated experience in 

internationalization is neither specific to a country nor to a mode of entry. It is firm-specific 

and constitutes a particular firm’s “way of going international“. A firm’s experience of 

organizing internationalization, experiential internationalization knowledge, means knowing 

what knowledge is required in different situations and different settings connected with 

internationalization, and where to seek this knowledge. 

H 3: The greater a firm's lack of internationalization knowledge, the higher the 

perceived cost in the internationalization process. 

The three hypotheses are combined in a structural model, with perceived cost in the 

internationalization process as a dependent variable. The model is tested empirically on a 

sample of service firms. 

As mentioned at the outset of the paper, there is reason to discuss whether the arguments 

presented in the previous pages apply to firms in both the manufacturing and the service 

sectors. The question is somewhat controversial. On the one hand, there are researchers 

[Grönroos 1990; Lovelock 1988; Normann 1984] who argue that service firms differ in 

nature from manufacturing companies. Others [Buckley et al. 1992; Erramilli 1991; Levitt 

1972; Quinn and Gatignon 1986; Sauvant and Mallampally 1993] claim that these differences 

are differences of degree, not of nature. Although we cannot hope to resolve this controversy 
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in a study based on service firms alone, we can take a step towards resolving it by comparing 

firms in which the services are product-related and firms offering pure services. There is 

reason to expect that the need for experiential knowledge in the internationalization of a firm 

may vary depending upon the type of industry in which the firm is active. In more product-

related industries, a firm may benefit more from experiential knowledge of the product and of 

its functioning. As the service content of a firm’s offer increases, market-related experiential 

knowledge becomes more important. Consequently, we have reason to investigate the 

differences between these two types of industry as regards the experiential cost in the 

internationalization process. 

EMPIRICAL METHOD 

The general incremental character of the internationalization process, wherever or whenever 

it occurs, is a fundamental assumption of the process model. Obviously, it is difficult to 

operationalize this process in a standardized research design. In order to capture it, however, 

the study is designed to focus on an incremental internationalization commitment. 

Respondents in eight different service industries were asked questions related to their lack of 

the three kinds of knowledge and about the perceived cost associated with an incremental 

market commitment. In order to get a measure that did not relate to any specific 

internationalization decision, incremental market commitment has been measured as the 

execution of an additional client order abroad. The term “additional“ implies receiving a new 

assignment from customers. This includes situations where a firm is going abroad for the first 

time or where a firm that is already operating abroad executes an additional assignment 

abroad. The firm may provide the service abroad without moving abroad. The respondents 

were not asked to consider any specific market. This made it possible to analyze the general 

effect of the knowledge factors on the perceived cost in the internationalization process. 
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On the basis of information from personal interviews, a questionnaire-based statistical survey 

was conducted. We systematically searched for Swedish service firms engaged in 

international operations. The Central Statistical Bureau in Sweden did not have data on the 

international operations of the Swedish service firms. Therefore, we searched for information 

from three secondary sources; trade registers, branch registers and business publications.1 We 

also conducted some 70 face-to-face interviews with CEOs of Swedish service firms. During 

these interviews, we requested the respondents to supply the names of other firms in their 

branch that were doing business abroad. As Table 1 shows, there is a higher representation of 

firms in engineering, architecture, and management consulting. 

************************* 
Put Table 1 here 

************************* 

Altogether 774 companies were included in the mail survey. The questionnaires were 

addressed to the presidents of these companies, who were deemed most likely to be involved 

in the internationalization decision process of their firms. The information was supplied by 

executives actually engaged in foreign operations of the firm. They are presidents (329 

cases), and vice president foreign operations, vice president finance and others (33 cases).  A 

five-point Likert scale (ranging from "not at all important" to "very important") was used. 

73 questionnaires were returned undelivered and 49 companies expressed regret at their 

inability to participate for various reasons, the most common of which was their no longer 

being engaged in international business. Of the remaining 652 potential respondents, usable 

answers were submitted by 409. The response rate of 62.7% compares favorably with rates 

reported in other surveys involving service firms [e.g. Erramilli 1991; Zeithaml et al. 1985]. 

An additional 47 of the 409 were dropped from the analysis for having insufficient 

information on a number of variables. The remaining 362 firms provided data on all the key 

variables. 
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Among the respondent firms, 34 went abroad during the 1960s or earlier. 171 firms carried 

out their first assignment abroad in 1980 and later. One firm, VBB, carried out their first 

foreign operation as early as 1902. 152 firms had 1-10 employees, and 68 firms had 100 or 

more employees. 

A standard test of non-response bias was conducted. Early respondents were compared to late 

respondents, with late respondents being assumed to be similar to non-respondents 

[Armstrong and Overton 1977]. Accordingly, the sample was split into two categories on the 

basis of survey return dates, with the first 65% classified as early and the last 35% as late 

respondents. They were viewed as representative of actual non-respondents. We found no 

significant differences between these two groups on variables such as number of employees, 

total turnover and industry distribution. Non-response bias is thus not a problem. 

LISREL 

The hypothesized causal relations were investigated by LISREL, which is a structural 

equation modeling method. On the recommendation of Jöreskog and Sörbom [1993], we used 

LISREL for explorative purposes as well as hypothesis-testing. A structural model with 

LISREL has two components. The first is a set of indicators related to a higher order variable, 

which represents latent, common properties of the indicators. The second is the definition of 

causal relations between the latent variables in a structural model. In technical terms, 

LISREL derives causal structures by analyzing both error covariances and regular 

correlations [Bollen 1989; Bollen and Long 1993; Hayduk 1987; Jöreskog and Sörbom 

1993]. 

The confirmatory analysis is performed in two steps, the first step of which investigates 

whether the indicators are valid measures of the theoretically deduced constructs. For this 

purpose, the indicators are grouped according to theoretical assumption. In the second step, 
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the causal relations between the constructs are analyzed according to the hypothesized 

structural model. 

The validity of LISREL models is estimated by the validity of the entire model (nomological 

validity), and also by the extent of separation between constructs (discriminant validity) and 

the homogeneity of constructs (convergent validity). The overall fit of the LISREL models is 

assessed by Error! Reference source not found.2 and degree of freedom measures and a 

probability estimate (p-value) [Jöreskog and Sörbom 1993:121]. The Error! Reference 

source not found.2 and degree of freedom, together, measure the distance between data and 

model, and the p-value is a significance estimate. Together these constitute our measure of 

nomological validity. Discriminant and convergent validity are judged by studying the t-

values and R2-values of each relation in the model. The R2-value is a measure of the strength 

of a linear relationship estimate [Jöreskog and Sörbom 1993:121]. As a test of significance, 

the t-values are studied [Jöreskog and Sörbom 1993:108]. The results of the validity of our 

constructs are shown in Table 2. 

Pairwise deletion is used to account for missing values. The total number of missing values 

ranges from 35 to 106, depending on the item (see Appendix). We have also tested the results 

by listwise deletion and received more or less the same result. 

CONSTRUCT ANALYSIS 

The construct "lack of business knowledge" is meant to capture the lack of business 

knowledge about competitors, clients and markets abroad. The construct consists of two 

indicators (Table 2). The two indicators reflect two important ways of gaining foreign 

business knowledge. They concern the respondents' evaluation of the lack of foreign 

subsidiaries or representative companies abroad, or the lack of cooperative agreements. These 

may include agreements with agents and alliance partners. The t-values are 16.32 and higher, 

and the R2-values are above 0.68, suggesting good convergent validity for the constructs. 
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************************* 
Put Table 2 here 

************************* 

The construct "lack of institutional knowledge" reflects knowledge about the institutional 

conditions of foreign markets. The construct consists of two indicators. They concern a lack 

of knowledge about the language, laws, norms and standards in foreign markets. That both 

indicators constitute a latent variable is validated by t-values above 14.42, and R2-values 

above 0.56. 

 

The construct "lack of internationalization knowledge" represents the accumulated 

internationalization experience gained by a firm in its international operations. The construct 

consists of two indicators. The first is the respondent's evaluation of the importance of a lack 

of experience in doing business abroad. The second is a lack of unique knowledge and/or 

competence. The construct is valid, t-values are above 13.87 and the R2-values are above 

0.49. 

The construct "perceived cost" consists of one indicator based on the perception of the overall 

cost of executing an additional client order abroad. This single indicator is assumed to 

capture the overall cost judgments made by managers. 

To assess discriminant validity, a model with no causal relations between constructs 

(measurement model) is created. Our set of constructs are discriminantly valid. Key statistical 

estimates show that no pair of constructs are unidimensional. 
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STRUCTURAL MODEL ANALYSIS 

The second step of the empirical investigation is to test the model of causal relations 

hypothesized. Figure 1 depicts the model of relations between institutional knowledge, 

business knowledge, internationalization knowledge and cost. The model’s key statistical 

measures are acceptable, since Error! Reference source not found.2 = 16.76 (9) and p = 

0.053. T-values are 1.96 and higher, and R2-values are 0.21 and higher, except for 

internationalization knowledge whose relation to perceived cost is insignificant. Lack of 

institutional (0.19) and business (0.26) knowledge both lead to higher perceived costs. 

************************* 
Put Figure 1 here 

************************* 

The insignificant relation between internationalization knowledge and perceived cost 

provides some clues to a further elaboration of the model. In the discussion of the hypotheses, 

the need for compatibility between knowledge about the firm's resources and knowledge 

about the market is stressed. According to this view, it is not possible to articulate the need 

for market knowledge without knowing the specific resources of the firm. This suggests that 

there is reason to expect causal relations from lack of internationalization knowledge to lack 

of both business knowledge and institutional knowledge. Such a structural model is depicted 

in Figure 2. The model’s key statistical estimates are good since Error! Reference source 

not found.2 = 19.37(11) and p = 0.055. All t-values are 3.09 or higher and the lowest R2 is 

0.22. The statistics of this model (Figure 2) are better than those of the previous model 

(Figure 1). 

************************ 
Put Figure 2 here 

************************* 



19 

The analysis shows that causal relations between internationalization knowledge on the one 

hand, and business and institutional knowledge on the other, are strong. Both business 

knowledge and institutional knowledge, in turn, influence the perceived cost of 

internationalization. There is no direct relation, however, between internationalization 

knowledge and perceived cost. Internationalization knowledge operates only via the more 

specific constructs of business and institutional knowledge. The LISREL estimates show, 

however, that the indirect effects of lack of internationalization knowledge on perceived cost 

are 0.36, t = 7.87. The magnitude of the cost associated with collecting business knowledge 

and institutional knowledge in the internationalization process is fairly equal, i.e. managers 

perceive that it costs as much to gather business knowledge as it does to gather institutional 

knowledge. 

In order to test the validity of the analysis, the sample was divided into two groups, one in 

which the tangible elements in the services sold are more readily identified such as product-

related businesses, like computer software, engineering and architecture firms (n = 100, 

33%), and one, in which the tangible elements in the service provided are less readily 

identified such as non-product-related firms dealing in management consulting, education, 

accounting, advertising and legal service (n = 207, 67%). The analysis shows the groups to be 

identical     (Error! Reference source not found.2 = 50.08(39), p = 0.11). 

As a further test of the model, the sample was divided in large and small firms. It is 

sometimes assumed that firm large size is associated with more experience than small size. 

With the limit  set at 20 employees, the number of small firms is 158 (62%), and of large 

firms 95 (38%). The group analysis shows that the causal structure is valid in both groups 

after three modifications (Error! Reference source not found.2 = 50.05(36), p = 0.06). The 

modifications show that the magnitude of indicator loadings vary between groups. The 

structural model is valid for both large and small firms. 



20 

Since several of the empirical studies of the internationalization process use time of 

international operations as a proxy for experience (Erramilli 1991) we also divided the sample 

into firms with short and long prior international operations. The group of firms with less than 

three years of international experience is 91 (36%), and the group with more than three years 

are 162 (64%). Results show that the causal structure is valid in both groups after one 

modification (Chi2 = 53.17(38), p = 0.05). This third test of the robustness of the cost model 

demonstrates that the model is valid irrespective of time of international operations. 

Altogether, the three group analyses provide a strong test of the general validity of the causal 

structure linking the experiential knowledge components to each other and to perceived cost 

in the internationalization process. 

DISCUSSION AND CONCLUDING REMARKS 

In contrast to earlier empirical research on internationalization of firms, this study addresses 

the effect of experiential knowledge on the cost of the internationalization process. Our 

results confirm that there is a cost tag associated with experiential knowledge in the 

internationalization of a firm. The analysis shows that in the process of internationalizing, 

firms have to seek experiential knowledge on individual clients and markets, as well as on 

institutional factors such as local laws, local governments and local cultures. This 

information is collected through activities abroad and through a presence in foreign markets. 

Activities and presence abroad entail costs. These costs are related to collecting, encoding, 

transferring and decoding knowledge, as well as changing the resource structures, processes, 

and routines in the organization. 

The analysis also shows that a firm's experience of the internationalization process influences 

the perceived cost in this process. This implies that some experiential knowledge is located in 

the firm, in its decision-making routines and structures. Johanson and Vahlne [1977] suggest 

that the relevant experience of a firm concerns specific markets. Our findings indicate, 
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however, that accumulated internationalization experience that affects both business 

knowledge and institutional knowledge, is not related to specific country markets. It is a firm-

specific experience relevant to all markets. But firm-specific internationalization knowledge 

affects the perceived cost in internationalization only indirectly, through experiential market 

knowledge. It seems reasonable to regard it as a kind of procedural knowledge concerning, 

for instance, what kind of knowledge a firm needs in different situations. This finding may 

explain the results obtained by Erramilli [1991], that scope, measured in terms of the number 

of countries in which the firm has entered in the past, explains the choice of entry mode into a 

new foreign market. More differentiated research on the nature of this knowledge and how it 

is accumulated and transferred from one country to another is needed. 

Rather than being conclusive, the findings of this study open new avenues for further 

research. Both modeling and measurement can be developed. There are other samples to be 

investigated and other measures to be used. In future research, constructs such as managers 

“perception of costs“ should, for example, be measured in a more sophisticated manner. The 

study has, however, indicated a possible fruitful approach to further study of 

internationalization processes. Such an approach implies a focus on the perceptions and 

cognitive structures of managers who enact and have personal experience of the 

internationalization of firms. As shown by this study, LISREL analysis of structural models 

can be a powerful tool in enhancing our understanding of internationalization processes. 

The findings of the study also have managerial implications. First, the view that 

internationalization is a matter of learning is supported. But it is not only a matter of learning 

about foreign markets and institutions. Knowledge must also be gained on the internal 

resources of a firm, and what the firm is capable of when exposed to new and unfamiliar 

conditions. The results suggest that, in internationalizing, a firm must develop structures and 

routines that are compatible with its internal resources and competence, and that can guide 

the search for experiential knowledge about foreign markets and institutions. On a different 
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level, this can be viewed as the need to develop a cognitive framework showing what further 

knowledge about foreign markets is relevant.  

Our results show that Swedish managers feel that a deficiency in knowledge of language is a 

problem in the internationalization process of firms. In this respect our findings are different 

from those of Beamish and Calof [1989]. 

One critical issue of this paper is the perceptions of the firms involved in internationalization. 

How do these perceptions relate to the real situation? This is important for the 

internationalizing firm. Managerial perceptions guide decision-making, whose outcome, in 

time, will reveal the success or failure of these decisions and the accuracy of the cost 

perceptions [O´Grady and Lane 1996]. The outcomes are real and form the platform for 

experiential knowledge. Success and failure teaches a firm what course of action is suitable in 

a specific international setting. In fact, there is reason to expect that internationalization 

decisions based on inaccurate cost perceptions will have a stronger impact on experiential 

learning than those based on accurate perceptions. Outcome-based knowledge is invested in 

the organizational routines and processes, and there is reason to assume that many small 

mistakes in gradual internationalization allows management to form more realistic 

perceptions than does a single great mistake in a leap-frogging approach to 

internationalization. This should, however, be investigated empirically. 

Moreover, this demonstrates that internationalization is a process that is difficult to plan in 

advance. The structures and routines mentioned above cannot be established beforehand, but 

must be built gradually as a consequence of learning both what a firm is capable of and what 

a foreign market needs. In this process, understanding the history of the firm is crucial. The 

planning of internationalization efforts must allow for considerable adjustment, use of slack 

resources and restructuring. 
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The paper indicates the importance of three roads to experiential knowledge: local presence, 

repetition and variation. We argue that experiential knowledge of foreign markets requires 

durable and repetitive interactions abroad. Sporadic interaction with market actors abroad 

produces little experience. Variation, i.e. presence of an internationalizing firm in a variety of 

foreign markets, will enrich the organizational routines and procedures in the firm. This will 

also improve information-searching and interpreting capabilities of the firm. Attention to 

these aspects is critical to a firm’s efforts to internationalize operations. 
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NOTES 

1. The following sources were used Advokatsamfundets matrikel, Affärsvärlden, Dagens 

Industri, Företagskatalogen, Konsultguiden, Tekniska Konsultguiden, The Association of 

Public Relations Consultancies in Sweden and Veckans Affärer. 
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APPENDIX 
Correlation Matrix 

 
 
Sample size = 362 
       1   2   3   4   5   6   7 
1. COST    1.00 
2. LANGUAGE  0.29  1.00 
3. INSTITUTE  0.30  0.60  1.00 
4. SUB     0.36  0.25  0.34  1.00 
5. COOP    0.34  0.35  0.35  0.71  1.00 
6. FOREXP   0.35  0.51  0.54  0.46  0.48  1.00 
7. UNIQCOM   0.27  0.40  0.37  0.32  0.40  0.65  1.00 
Mean:     2.70  2.78  2.84  2.35  2.40  2.90  2.64 
Standard deviation: 1.15  1.26  1.12  1.29  1.24  1.25  1.32 
Missing values:  36   37   38   103  106  39   35 
 
 
The managers were asked the following questions. 
 
How important are the following factors as obstacles for the possibilities of your firm to 
acquire assignments from abroad? 
 
1. High costs 
2. Lack of language knowledge 
3. Lack of knowledge of foreign laws/norms/standards 
4. Lack of subsidiaries/branches outside Sweden 
5. Lack of cooperative agreements with foreign firms 
6. Lack of foreign experience 
7. Lack of unique knowledge/competence 
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TABLE 1 
Sample Size by Industry 

 
 

Service Industry   n % 
Legal   16   4.5 
Engineering and architecture 119 32.9 
Computer software and data processing   36   9.9 
Advertising   54 14.9 
Accounting   17   4.7 
Education   19   5.2 
Management consulting   78 21.5 
Miscellaneous services (maintenance, leasing, etc.)   23   6.4 
Total  362 100 
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TABLE 2 
The Constructs and their Indicators 

 
 
Constructs    Indicators       λ     R2   t 
 
Lack of business  Lack of cooperative    0.86    0.75   17.22 
knowledge    agreements (COOP) 
       Lack of subsidiary    0.82    0.68   16.32 
       (SUB) 
 
Lack of institut-  Lack of knowledge about  0.79    0.63   15.21 
ional knowledge  foreign laws/norms/ 
       standards (INSTITUTE) 
       Lack of foreign language  0.75    0.56   14.42 
       (LANGUAGE) 
 
Lack of internat-  Lack of foreign experience 0.93    0.87   19.12 
ionalization   (FOREXP) 
knowledge    Lack of unique knowledge/ 0.70    0.49   13.87 
       competence (UNIQCOM) 
 
 
Perceived cost   Perceived cost of an    1.00        1.00 
       additional assignment 
       abroad (COST) 
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FIGURE 1 
Model of Hypothesized Causal Relations 

 
 
 
 

cost
Lack of 

Lack of 

knowledge

knowledge

business

Perceived
institutional
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0.19 (1.96)
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knowledge
 

 
          χ2 = 16.76(9)      p = 0.053 
 
Note: The figures given are factor loadings of causal relations with t-values in parentheses. 
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FIGURE 2 
Final Structural Model 
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          χ2 = 19.37(11)      p = 0.055 
 
Note: The figures given are factor loadings of causal relations with t-values in parentheses. 
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