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Abstract


The purpose of this paper is to study how experience affects the performance of individual market commitments in Central and Eastern Europe. In a study of 211 market commitments in Central and Eastern Europe we found that variety in international experience leads to better performance of the market commitment. We also found that longer international experience and larger size of the firm have a negative impact on the performance of the market commitment. There was no significant relation between political risk and performance. These results suggest that firms with experience from more countries are better at changing their routines for doing business in new and changing circumstances and thus outperform firms with less varied international experience. In contrast, however, firms that have been doing business abroad for a longer time are caught in the way they usually operate at foreign markets and have more difficulties in a rapidly changing market. Changing routines is also found difficult in larger firms, which can for instance be explained from increasing  coordination problems.

Introduction


The former planned economies in Eastern Europe provide a great opportunity for western firms. Since they opened up in the beginning of the 1990s many companies have invested in these transition markets (Paliwoda, 1994; Meyer, 1998; Peng, 2000). However, this is also a risky market, where initial rosy prospects often get revised downwards and many foreign companies have failed to develop successful businesses (McCarthy, Puffer and Simmonds, 1993; Luo and Peng, 1999). This paper studies how western firms can gain experience that allows them to expand successfully in Eastern Europe. The objective of committing resources to activities in the former East European countries is to develop profitable business. Hence our dependent variable is the profitable growth of the local venture. We frame profitability within the internationalization process model, which states that firms learn through individual market commitments (Johanson and Vahlne 1977). A market commitment, in this context, represents the additional incremental increase of resource commitments in a specific market, but does not concern a completely new entry. Market commitment can refer to an additional investment in an existing affiliate or joint venture. Yet, almost no studies focus on the performance of these individual market commitments. Performance is almost exclusively studied at the firm level (e.g. Tallman and Li, 1996; Zahra, Duane and Hitt, 2000), and in some cases the level of the joint venture (Delios and Beamish 1998). This paper will therefore focus on the performance of market commitments in Eastern European countries. 


The internationalization process model identifies experience based knowledge development as antecedent to market commitments, and these experiences presumably also influence the performance of the market commitment.
Experiences are an important source of learning in organizations (Penrose, 1959). Organizations acquire knowledge in the diverse situations that they are exposed to (Huber, 1991) and accumulate this knowledge in a knowledge base from which they are able to retrieve information when they need it in later, related situations (Walsh, 1995; Cohen and Bacdayan, 1994). In the context of international expansion, prior experiences provide the firm with routines and knowledge on how to search, understand and interpret information in the unfamiliar national and business context as well as how to cope with problems related to these differences. Many studies have found support for this learning effect from prior international experiences in later expansions (e.g. Barkema, Bell and Pennings, 1996; Chang, 1995; Tallman and Li, 1996). However, are prior experiences still beneficial to later expansions when the environment changes radically? In other words, does experience lead to better performance in situations of environmental change or are firms unable to adapt because inertia hinders them to develop routines to handle change (Stinchcombe 1965). Before firms are able to learn about and adapt to the changed environment they first have to unlearn the routines and behaviours that lead to success before (Huber, 1991; Bettis and Prahalad, 1995). To unlearn previous routines and behaviours is a very difficult and time-consuming process, however (Hedberg 1981).


This paper tests the broad hypothesis that experience leads to higher performance also in the individual market commitment in Eastern Europe. However, we feel that this needs to be further investigated, because the transition markets in Eastern Europe confront western firms with such different circumstances that the prior knowledge developed in other markets may be irrelevant to expansions in the region. To our knowledge, there are no previous such studies. Researchers that have studied international firms that establish outside of Eastern Europe provide the theoretical framework of the present paper.

The purpose of this paper is to study how experience affects the performance of an individual market commitment in Eastern Europe. 


The paper is structured as follows we start with a short discussion of the changes in the transition economies of Central and Eastern Europe. Thereafter we go on to describe the constructs in our model: performance, duration and variation of international experience. We shall also discuss the role of size of firm and political risk in the area for performance. We then turn to the data and model and conclude the paper with a discussion of the role of experience in international expansion in general and expansion into transition economies in particular.

Market entry into the transition economies


The transition markets in Central and Eastern Europe are particularly interest​ing for study​ing the rela​tion​ship be​tween expansion processes and performance, because all West​ern firms started their opera​tions in this region at the same time around 1990 after commu​nism fell (com​pare Hedlund and Kverneland, 1983, on Swedish investment in Japan in the early 1970s). The transition markets differ from other emerging markets in for instance South Ame​rica and East Asia (Hoskisson, Eden, Lau, and Wright 2000). First, they are both geo​graphi​cal​ly and culturally closer to Wes​tern firms, though perceived cultural differences may still vary. Second, transition markets distinguish themselves from other emerging markets through their relati​vely high level of educa​tion. But third, as we learned in recent years, the pro​blems of the trans​for​mation of central​ly plan​ned econo​mies into market eco​nomies were enor​mously unde​res​timated in the years directly after the fall of the commu​nist regimes around the 1990s. The most important problems that lead to the failure of the communist system, mainly coordination and incentive problems, are still part of the managerial heritage that the system left behind (Peng, 2000; Lyles and Salk, 1996). Managers in transition markets are therefore likely to lack managerial, marketing and manufacturing skills as well as an entrepreneurial mindset, which Western investors have to acknowledge when entering these markets (Lyles and Salk, 1996; Luthans, Stajkovic and Ibrayeva, 2000). Our study focuses on Western investments in Russia, Poland, Ukraine, Czech Republic, Romania and Hungary. These include countries that attracted much Western investment (Poland, Hungary and Czechia) and countries that lag behind in this respect (Russia, Ukraine and Romania). The countries also differ significantly with respect to their level of eco​nom​ic devel​op​ment, economic and political stability, and the pace of politi​cal and eco​nom​ic restruc​tur​ing. Poland adopted a fast transition program and was the first country to show economic growth (Peng, 2000; Paliwoda, 1994). Most other transition markets followed Poland and its fast reform path, and among these the Czech Republic and Hungary achieved success and are known for their advanced investment climates (EBRD, 1999). Romania, but more specifically Russia and Ukraine took a slower path to reforms and restructuring (Paliwoda, 1994; EBRD, 1999). 

Performance of an individual market commitment


Individual market commitments reflect the state of the resource deployment in a market, and are composed of the degree of commitment and the amount of commitment (Johanson and Vahlne 1977). The degree of commitment refers to the extent to which resources can almost only be used in the foreign market, and the amount of commitment is the investment made. Market commitment is defined as a state aspect. The internationalization process model stipulates that market commitment is the result of changes in activities that are done when commitment decisions are made (ibid.). The state of market commitment is associated with a state of local market knowledge, and this knowledge influences the commitment decisions that change the state of market commitment. 


The dependent variable in this study is perceived performance of an individual market commitment. This would imply assessing the performance of a state of resource deployment at a given time in an ongoing process. Such a performance assessment is thus based on the situation at that particular point in time. This is different from previously used performance measures, such as survival or longevity (e.g., Barkema et. al., 1996, 1997). The reason for this is that many individual resource commitments can be made over the lifetime of a joint venture, or a particular mode of establishment. Instead of being a descrete conceptualization of performance, it is the perceived performance of ongoing business. The performance assessment of ongoing business is the firm’s enacted view of the success of the market commitment. It represents the current state of knowledge about how profitable it is to make market commitments, which is a major determinant of firm behavior (Penrose 1959).
International Experience


Experience has been an important factor in the international business literature at least since Johanson & Vahlne (1977) presented their internationalization process model. In this model international expansion is seen as an interplay between increasing commitment to foreign markets and increasing experiential knowledge about the markets leading to a gradual evolutionary path from lower to higher involvement entry modes and from markets at a shorter psychic distance to markets at a longer psychic distance. This model does not consider entry into markets that are characterized by extensive environmental change, such as the transition markets in Eastern Europe today. We therefore need to understand what types of international experience lead to a better performance in transition economies. We explore two distinct experience aspects: duration of international experience and variation of international experience.


Variation of experience is an often discussed construct in international business (Barkema and Vermeulen 1998, Delios and Beamish 1999). Eriksson et al. (2000) found that variation has a positive effect on the accumulation of experiential knowledge in internationalizing firms. Two types of experience on performance can be indentified: intensity of exposure to a certain country (length of operations, or duration) and diversity of such exposure (breadth of activities in a given host country, in other words, variation) (Luo and Peng 1999, Henisz and Delios 2002). They found that both duration and variation of experience constitute an important driving force underlying high performance in another complex and uncertain transition market: China. Their findings suggest, however, that the positive effect of variation on performance is sustained longer than that of duration, which declines after some time (though stays positive). Erramilli (1991), furthermore, claims that variation of experience is more effective in preparing firms for entry into culturally distant markets than duration.


Within the literature on learning, experience from more situations is expected to increase competence (Bandura 1986), create tacit knowledge (Polanyi 1968), and lead to better performance (Levinthal & March 1993). Variation is connected to exploration of new possibilities, and should thus lead to second-loop learning (Argyris & Schön 1978); that is, to learning about learning, or learning to learn. Second-loop learning is needed when firms are confronted with changing environmental conditions. It requires managers to change their mental maps and build new ones that fit the changed external circumstances (Hedberg, 1981; Barr, Stimpert and Huff, 1992). Variation therefore leads to better competence to cope with and operate in new situations, hence we hypothesize:

H1: Variation in firms’ international experience positively affects the performance of their investments in Central and Eastern Europe .

Duration, or length of international operations, and its effects on knowledge development is also an often-discussed factor in international business studies (Eriksson, Johanson, Majkgård & Sharma 2001). Erramilli (1991) for instance, found that service firms choose culturally similar markets at low levels of experience, but favor increasingly unfamiliar territories at higher levels of experience. Further, the probability of service firms choosing full control modes appears to be high at low levels of experience, low at moderate levels, and again high at high levels of experience. Erramilli (1991) concludes that length, not scope, of experience is important in determining entry mode choice. Mudambi (1998) found that firms with longer tenure of operations are significantly more likely to invest in any given period. Barkema et al. (1997), studying international joint ventures, suggest that domestic operations are a way of learning skills also usable in international operations. They found that the longer firms have carried out operations in the home market, and the longer they have carried out international operations, the more knowledge they have acquired from which to benefit in later international joint ventures.


Within the organizational learning literature, learning from experiences entails developing routines and knowledge from prior experiences, linking these to current experiences (Levitt and March, 1988; Cohen and Levinthal, 1990). Therefore, learning is a cumulative process that unfolds over time (Cohen and Levinthal, 1990; Zollo and Winter, 2002). Experiences and the knowledge and routines developed from those experiences, are added to the organization’s memory and can be retrieved when necessary to solve problems in similar situations (Cyert and March, 1963; Nelson and Winter, 1978; Cohen and Bacdayan, 1994). Though ”the literature does not contain any attempt at a straightforward answer to the questions of how routines are generated and evolve” (Zollo and Winter, 2002: 341), still there is agreement on the fact that accumulating knowledge and learning are processes that need time (Cyert and March, 1963; Cohen and Levinthal, 1990; Vermeulen and Barkema, 2002).


Therefore, the longer a firm’s foreign operations endure, the more knowledge it has accumulated and stored in the collective memory, and the more usable activity patterns there are to choose from. We thus expect firms to perform better with increasing duration of their international presence.

H2a: The duration of firms’ international experience positively affects the performance of their investments in Central and Eastern Europe.


In contrast, however, long experience has also been claimed to hinder adaptation to a changing environment (Cohen and Levinthal, 1990). It takes time to build up valid and shared cognitive maps including values, skills, systems and operational routines that guide the behavior of organizational members (Walsh, 1995; Levitt and March, 1988). Therefore, if experiential knowledge has resulted in routines that have proven to be successful over time, there is a danger that firms get caught in their way of doing and fail to change their routines when necessary (Levinthal and March, 1993; Leonard-Barton, 1992). Changing long valued routines (or unlearning, cf. Hedberg, 1981) in order to adapt to a different and more importantly changing environment, such as investing firms in Central and Eastern Europe face, appears to be very difficult and firms very often stick to their successful routines of the past irrespective of their current fit (Cohen and Bacdayan, 1994; Leonard-Barton, 1992). In this sense inertia prevents the firm to change its behavior and the ways things are done to suit a new environment (Stinchcombe, 1965). In fact, the longer firms have used a particular set of routines, the more difficult it appears to unlearn these routines and adapt the organization to new environmental circumstances (Bettis and Prahalad, 1995). For instance, the longer firms operate with a particular customer, the more relationship specific assets do they develop (Levinthal and Fichman 1988). These relationship specific assets constitute a sunk cost that have little or no value outside of it (Bensau and Anderson 1999). It thereby represents a considerable resource commitment that is irreversible, and that the firm cannot easily abandon. We therefore formulate an alternative hypothesis on the possible negative effect of duration of international experience on performance of operations in changing foreign environments.

H2b: The duration of firms’ international experience negatively affects the performance of their investments in Central and Eastern Europe.

Controlling for size and political risk


Our results might be influenced by two additional factors: firm size and political risk in the region. Size is one of the most investigated factors in studies of internationalization patterns and success (Bonacorsi 1992, Calof 1994). Calof (1994), in an overview of 14072 Canadian manufacturers, found that there was a small but distinct positive relationship between firm size and export behavior. He found that size was positively related to export behavior, but that the amount of variance explained was modest. Ali & Camp (1993) found that size has nominal impact on market entry strategies. We would thus expect the investments of larger firms to perform better than those of smaller firms.

H3a: Firm size positively affects the performance of investments in Central and Eastern Europe.


Pennings, Barkema & Douma (1994), on the other hand, found that firm size should diminish the effects of organizational learning. Large firms are probably more fragmented, and it is difficult both to spread and find knowledge stored in the collective memory of the firm. It could thus be that larger firms perform worse in the area. Therefore, alternatively,

H3a: Firm size negatively affects the performance of investments in Central and Eastern Europe.


Studies on foreign investment in transition markets often emphasized the high level of political risks that investing firms face in the region (McCarthy et al., 1993; Luo and Peng, 1999). Political risk is found to influence strategic decisions of firms (Delios and Henisz, 2003; Brouthers, 2002) and is assumed to have a negative effect on operations in a given country (Brouthers, 2002; Luo and Peng, 1999; Child, Chung and Davies, 2003). We therefore expect that performance of western firms’ operations in Central and Eastern 

European countries decreases with higher political risk.

H4: Political risk in the target country negatively affects the performance of firms' investments in Central and Eastern Europe.

Data


The tests are based on a sample of 211 business assignments in the transition economies of Central and Eastern Europe. The response rate is 27%. The respondents are 211 CEO’s or managers in charge of international operations in Dutch, Swedish, Danish, South Korean, Finnish and New Zealand firms. The questionnaires were sent out in 1998 in all six countries as a mail survey. Complete questionnaires were returned on 108 assignments from 76 Dutch firms, 22 from Swedish firms, 12 from South Korean firms, 42 from Finnish firms, 5 from New Zealand firms and 22 from Danish firms. The firms in the sample vary from small firms to very large multinationals. The median number of employees is 183 where the smallest firm has 3 employees and the largest has 270,000 employees. The firms in the sample have been involved in international business for an average of 25 years, where the most experienced firm has been international for 118 years and the least experienced firm has been international for 2 years. 

Construct validity

Performance

In a study on the measurement if IJV performance, Geringer and Hebert (1991) found that perceptual performance measures were significantly related with objective measures, especially IJV survival, followed by IJV duration. However, in the case of new ventures in Eastern Europe, survival or longevi​ty (e.g., Barkema et. al., 1996, 1997) is not an appropriate measure for performance, given the relative young age of Western companies’ activities in this region (Hoskisson et al. 2000). The performance of new foreign ventures, therefore, is best measured using perceptual measures (Brouthers, Brouthers, and Werner, 2000, Birkinshaw and Morrison, 1995).  Subjective measures were used in some previous studies on performance as well (e.g. Geringer and Hebert, 1991; Birkinshaw and Morrison, 1995). Geringer and Hebert (1991) used a 15-item Likert-type scale to compare present performance with initial projections regarding the foreign subsidiary. Of these 15 items, three items measuring market performance (sales level, market share, profitability) and one overall performance item correlated significantly with all three objective measures of performance included in the study (survival, duration, and stability). Therefore, following their approach, this study employs a perceptual performance measure consisting of two indicators, one measuring market performance and the other the general performance of the local venture.

Variation

Variation of experience is an often used construct in international business, and it is commonly operationalized in terms of the number of national markets in which the firm operates (Barkema and Vermeulen 1998, Erramilli 1991). 

Duration

Duration is operationalized in terms of the length of time that the specific assignment has lasted. Duration of an individual market commitment has not been operationalized before, but duration of business relationships (Levinthal and Fichman 1988) and international host country establishment (Delios and Beamish 2001) has.

Political risk

Political risk is operationalized using the Euromoney political risk index at the time of response to the questionnaire. The Euromoney index is a composite of legal, economic and financial conditions.

Results


The statistical analysis is done in a statistical analysis technique known as structural equations modelling The statistical package used is LISREL 8. LISREL models are evaluated through two types of validity considerations: the validity of the whole model and the validity of the separate relationships in the model. The measures used in this paper are: 1) P-value which should be above 0.05, 2) the GFI, which checks for sample size effect, and which should be above 0.90; 3) the RMSEA which measures population discrepancy per degree of freedom and should be below 0.08; and 4) the CFI, checking for non-normal distributions and should exceed 0.90. To check the separate relationships we use t-values, R2-values and factor loadings. The resulting model is depicted in Figure 2. The model is valid since we have a chi-square of 3.44 with 3 degrees of freedom at a probability of 0.33, the RMSEA is 0.028, the GFI is 0.96 and the CFI is 0.91.   

--------------- Insert figure 1 here--------------

Table 1 summarizes the results with respect to the separate relationships: factor loadings, t-values (all significant at the 5%-level) and R2-values (see table 1). 

--------------------------Insert table 1 here-------------------


As we see in the figure hypotheses 1, 2b, and 3b are supported, while we found no significant path from political risk to performance. The firms in the sample thus perform better the more countries they have been active in, but perform worse the longer they have been international and the more employees they have. If we see routines as the genes of the firm (Nelson and Winter, 1982) this is not a surprising result. Routines are a collective capacity to perform recognizable patterns of action (Nelson & Winter, 1982) that help people form shared understanding about what actions are appropriate in a given situation (Feldman and Rafaeli, 2002). They refer to the way work is carried out, ranging from standard operating procedures to complex problem-solving schemes (Pentland and Reuter 1994). According to Cohen and Levinthal’s (1990) discussion on absorptive capacity, previous learning facilitates learning and application of new related knowledge and as such we understand the contribution of routines formed in past experiences to be beneficial to current operations. The extent to which the firm can use previous experience is one of the most discussed issues in the literature about international expansion (e.g. Johanson and Vahlne, 1977; Barkema et al., 1996; Martin, Swaminathan and Mitchell, 1998). 

Discussion


Our paper has empirically investigated the value of both duration and variation of experience for new operations of firms in the transition markets in Central and Eastern Europe. The rapid transformation of the Central and Eastern European markets between 1989 and 1998 has made it more difficult to handle the knowledge demands that come to firms when investing into these markets. Our results suggest that firms with more developed routines on how to internationalize under ‘normal’ circumstances, which have become deeply embedded knowledge to members of the firm for a long time (Leonard-Barton, 1992), have more difficulties in changing these routines to the rapidly changing environment in Eastern Europe. We clearly support Bettis and Prahalad’s (1995) assertion that unlearning becomes more difficult with the passing of time: the longer our firms’ international experiences, the more difficulty they experience in operating in the turbulent environment of Central and Eastern European markets. However, we find that firms that have built their routines in many different countries are used to adapting their ‘way of doing’ to changing local circumstances. The larger the variety in the knowledge and routines of the firm, the more capable they are found to operate in the constantly changing environment. This finding supports the earlier noted importance of learning from variety (Levitt and March, 1988; Levinthal and March, 1993; Eriksson et al., 2000) allowing for continuous adaptation of knowledge schemes (Barr et al., 1992).


Size of the firm, furthermore, is found to have a negative effect on performance as well. This can be explained from increasing coordination costs or loss of control in large firms to be reflected in dimishing results of local operations (cf. Pennings et al., 1994), or from increased levels of inertia in larger firms (cf. Stinchcombe, 1965) preventing the firm to adapt itself. The fact that the current research did not find support for the negative effect of political risk on performance of local operations may be due to the fact that we include operations in six target markets only.


This study’s main contribution lies in relating firm experiences (both duration and variation) to market performance at the level of the individual investment in turbulent host markets. We have shown that the variety of prior international experiences, more than the duration, has an impact on perceived performance of the investment. Our findings imply that firms expanding into the transition markets in Central and Eastern Europe and aiming to build a profitable business in these markets that demand such different skills from investors, benefit especially from having experiences in a large multitude of markets. This paper suggests, that firms use their variety of experiences to develop the specific routines for operating in these markets, adapting flexibly the routines that are available to them through these prior investments abroad. We were not able, however, to test whether firms benefitted differently from experience in different parts of the world, but future research may take up this point to investigate the effect of variety on future performance further. Future studies may further want to include investments in other fast changing markets (e.g. China, India) in order to investigate how firms use prior experiences in expanding successfully change-demanding environments.
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Figure 1: The effect of experience on performance and controls


Chi-square=3.44, df=3, p-value= 0.328, RMSEA=0.028, GFI= 0.99, CFI= 1.00

Table 1 

	Question
	
	R-square
	loading
	t-value

	How many countries are you active in?
	lnvaria
	1.00
	1.00
	N.A.

	How long have you been involved in international business
	lnyabr
	1.00
	1.00
	N.A.

	How many employees do you have
	lnemp
	1.00
	1.00
	N.A.

	How do you assess the financial profit from this business assignment?
	PROFITC
	0.85
	0.93
	N.A.

	How satisfied are you with this business assignment?
	GENPERFC
	0.31
	0.51
	5.73

	The political risk in the target country.
	polrisk
	1.00
	1.00
	N.A.
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