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Internationalization of SMEs:
A Tool for Analysis

JEAN-PAUL DAVID*

O ver the last 40 years, research into the strategies used in the
internationalization of companies in general has been based on the
performance of transnational or large groups. Despite recent advances made
by small and medium-sized enterprises (SMEs) on the international scene, the
process of internationalization carried out by these enterprises has been
studied very little, and consequently, efforts made to explain their evolution
often use models formulated for large-sized enterprises. Classic approaches,
such as linking the internationalization of companies to product life cycle,1 do
not correspond to the reality of small and medium-sized enterprises evolving in
foreign markets. Nevertheless, over the course of the last decade, more
research has been conducted in this regard, as a result of new information
technologies.

In the present study, we examine the decision-making process for SME

directors in response to the range of options for internationalization open to
their companies (direct or indirect exporting, joint ventures, direct investment,
etcetera). And, we offer a tool for business owners to use in the framework of
formulating and validating their internationalization strategy.

This text is divided into three parts. In the first part with an empirical focus,
we examine various case studies of the internationalization of SMEs. On the
basis of that investigation, we developed an initial model that was used in the
following two parts of this research study. The second part includes a review of
the literature on this topic, and the third offers a series of interviews conducted
with 20 SMEs located throughout Quebec. The companies selected for the
interviews had already been operating at the international level (outside the
United States) for at least five years, and their sales had reached a level of ten
million Canadian dollars or more. The sample was quite varied, as were the
strategies chosen (importing and exporting, sale of permits or franchises,
foreign direct investments, and strategic alliances).

                                               
* Professor at the School for Advanced Commercial Studies in Montreal and general
director of Mercadex International, Inc. <jpdavid@mercadex.ca>. The model used by
this company in providing consultation for international business is presented.
1 R. Vernon, �International Investment and International Trade in the Product Life
Cycle,� The Quarterly Journal of Economics, 1966.
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SOME CHARACTERISTICS OF SMES

The position occupied by SMEs in the international scene is still marginal, if we
compare their trade exchanges, in terms of both volume and value, with those
of transnational companies. For SME directors, moving beyond national borders
involves taking risks and making increasingly large investments. While not all
of these companies are interested in transcending borders, it is important for
them to plan for the long-lasting growth of their enterprises in a market that is
in a constant process of internationalization.

SMEs evolving in the international arena find the same challenges, market
options, risks and obstacles �in proportion� as those experienced by large
companies. The results of this study provide us with certain specifications for
SMEs.

Competitive advantage and varying forces

Most of the companies studied acknowledge that they are unable to speculate
as to the pertinence of transferring their competitive advantages to a desired
foreign market. In effect, since they have not assessed their foreign
competition, they are unaware of how to use the term �advantage a priori.� It
is better to refer to �varying forces� or perhaps hypothetical competitive
advantages (that are yet to be verified). Only by measuring homologous or
rival societies is it possible to relativize or verify competitive advantages or
disadvantages. In the case of a company that is large enough to have the
necessary resources and access to an abundant amount of information (often
public information) regarding its rivals (annual reports, financial analyses, and
analyses in the press, etcetera), the exercise of weighing and identifying
advantages and disadvantages is easier than for small or family-owned
companies. At any rate, SMEs maintain some advantages in comparison to
large companies, especially in terms of flexibility and speed of intervention.2

And it is also necessary to consider that making comparisons is even more
complex for a SME when its competition is located in other countries.

Productivity and competitiveness

Our study indicates that it is unusual for SME competitiveness to result from the
concept of productivity or of economies of scale. The great majority of
manufacturing companies produces in short series, subcontract some of their
production operations, and manufacture made-to-order products
(clientelization). Nonetheless, it is worth highlighting that internationalized
SMEs reflect higher productivity than those which are not internationalized.
Also, beyond productivity, the level of competitiveness of SMEs in foreign
                                               
2 N. Karagozogin and M. Lindell, �Internationalization of Small and Medium-sized
Technology-based Firms: An Exploratory Study,� Journal of Small Business
Management, Vol. 36, No. 1, January 1998.
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markets depends on other elements, such as flexibility and speed of
intervention.

Intuition

Most SMEs do not have internal resources for carrying out intensive
investigative activities, and therefore the manager�s intuition is highly
important.3 However, in the case of internationalization, such capacity applied
to a foreign market quickly loses its efficiency. Differences in culture, in the
rules of the game and in business practices place into question the pertinence
of managers� instincts. The SMEs that triumph beyond their borders are
constantly seeking to increase their knowledge with regard to new markets,
and do not hesitate to reconsider their hypotheses and question their intuition
�despite the great usefulness of the latter in the domestic market.

Information

For SMEs attempting to enter into another country, errors are not forgiven. The
process of internationalization must be planned carefully, since the possibility
of having a second opportunity is unlikely. And in certain cases efforts at
internationalization can lead to a catastrophe if careful analysis is missing. It is
necessary to have sufficient, prior knowledge regarding market perspectives,
risks and conditions for success, despite the limited financial resources
available to SMEs. In addition, Terpstra and Johanson and Vahlne acknowledge
that in international marketing, the high degree of uncertainty linked to
business expansion in a new market increases the need for the availability of
information.4 This is confirmed by Harty Tzokas who states that companies that
gather more information regarding export markets tend to present results that
are significantly higher, as expressed in the quotient of companies� export
sales and total sales, or in the benefits from exporting over the company�s
global benefits.5 Consequently, improvisation must be replaced by a precise,
structured search for information.

Uppsala school

According to the theory of internationalization by learning, companies
gradually increase their presence in foreign markets, and their activity evolves

                                               
3 P.A. Julien, R. Beaudoin and R. Ndjambou, �PYME exportatrices et information en
zones rurales ou zones urbaines,� Reveu internationale PYME, Vol. 12, Nos. 1-2, Institut
de recherche sur les PYME, Université du Quebec à Trois-Rivières, 1999.
4 J. Johanson and J. Vahlne, �The internationalization Process of the Firm. A Model of
Knowledge Development and Increasing Market Commitment,� Journal of International
Business Studies, Vol. 8, No. 1, 1977; V. Terpstra and B. Simonin, �Strategic Alliance
in the Triad: An Exploratory,� Journal of International Marketing, Vol. 1, No. 1, 1993.
5 S. Hart and N. Tzokas, �The Impact of Marketing Research Activity on SME Export
Performance: Evidence from the UK,� Journal of Small Business Management, West
Virginia University, Vol. 37, No. 2, April 1999.
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with increasingly complex strategies in terms of the acquisition of knowledge
and their experience in the international scene.6 This is a mechanical approach
that proposes a process ranging from simple export activities, often episodic,
to more elaborate internationalization strategies (for example, permit
agreements, joint ventures and direct investment). This current of thought is
reflected less and less in today�s reality, especially in relation to SMEs. Root, for
his part, states that while the exercise of strategic formulation may present
itself as a sequential form of activities and decisions, it can be found in
interactive events and perpetual flux.7

The process of the internationalization of SMEs is not linear, and can even be
reversible (strategic retrocession). Poisson and Zhan question the
generalization of the stage approach. As well, many of the SMEs studied
revealed that since their initial efforts at internationalization, they had
implemented advanced strategies. The case of high-technology SMEs is
particularly revealing in this aspect: internationalization has taken shape
particularly with the conclusion of strategic alliances. The set of factors
contributing to this phenomenon includes the reduction of the product life cycle
(which makes broad-based, accelerated diffusion necessary), the multiplication
of information technologies, and the growth of international trade in services.

F I  G  U  R E  1  
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Source: Franklyn Root, Entry Strategies for International Markets, Maxwell Macmillan Canada,
1994. p. 23.

                                               
6 R. Poisson and Su Zhan, Les stratégies d�internationalisation des PYME: état actuel des
recherches et perspectives, working document, Faculté des sciences de
l�administration, University of Laval, Quebec, 1996.
7 F. Root, Entry Strategies for International Markets, Maxwell Macmillan Canada, 1994.
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A DECLINING MODEL OF GENERIC STRATEGIES

A strategy for internationalization needs to be defined for each new duple
product-market. There is clearly no basis for assuming that the same approach
will work indistinctly for whatever product or service one wishes to
commercialize abroad. According to Root, the formulation of international
strategy can be broken down into five elements: 1) the adoption of the duple
product-market; 2) the goals and objectives associated with the target market;
3) the application of the strategy for penetrating the target market; 4) the
marketing plan; and 5) the system for monitoring the target market.

The model we are presenting here has been formulated for the purpose of
allowing SME directors to respond to the third element of this process,
specifically the definition of the strategy for internationalizing SMEs. This
strategy must take into account a multitude of variables and
questions/answers associated with the company, the market (supply and
demand) and the business environment on foreign soil.

Among the variables that can be used to analyze and plan the path to be taken
by SMEs on the international scene, one type makes it possible to define the
degree to which the company can become engaged within the country (level of
integration), and another type will determine the way in which it enters the
market (mode of penetration).

In order to illustrate the above, we will present the case of one of the
companies that participated in the study �one that opted to increase its
integration on the international scene on the basis of its excellent knowledge of
the market, a certain familiarization with business practices and with the
language in the receiving country, as well as on its antecedents in international
commerce, the control required for distribution circuits, the complexity of the
product, and finally a favorable perception of the foreign company in the host
country. In addition, this same company had planned for a contractual (permit
transfers, franchises, consortiums) and structural (joint ventures, acquisitions,
foreign direct investment) approach, instead of a transactional approach (direct
or indirect exporting), in relation to the following variables: reduced productive
capacity, high customs duties, significant costs for transportation of
merchandise, protection of property rights within the country, fiscal incentives
for foreign direct investment, and favorable legislation for developing alliances.

The model we present here proposes three levels of integration of SMEs in the
foreign country: delegation, cooperation and control, and three modes of
penetrating the foreign country: transactional, contractual and structural. The
intersection of these two axes (three levels of integration and three modes of
penetration) forms a matrix with nine generic options (strategies) for
internationalizing SMEs. These options are presented in Figure 2.
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F I  G  U  R E  2  

MERCADEX-DESJARDINS INTERNATIONALIZATION MODEL
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The company�s level of integration (participation inside a foreign market) is
represented by color codes: dark blue for delegation, light blue for cooperation
and medium blue for control. The penetration mode is illustrated with
geometric figures: a circle for transactional, square for contractual, and
triangle for structural. For example, a light blue triangle corresponds to a
structural-cooperation type of strategy (like joint ventures), while a dark blue
square corresponds to a contractual-delegation type strategy (like permit
agreements). In this model, the greater displacement to the right (on the
horizontal axis), the more distant the time horizon, and the greater downward
displacement (on the vertical axis) the stronger the integration of the SME in
the host country. In Table 1 we present some examples of the strategies
specified on the basis of the nine generic combinations in this model.

T  A  B  L   E   1 

OPTIONS FOR INTERNATIONALIZATION OF SMALL
AND MEDIUM-SIZED COMPANIES

Mode of penetration
Level of integration Transactional Contractual Structural
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Control Direct sale to a
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THREE LEVELS OF INCREASING INTEGRATION

The following metaphor illustrates the significance of the level of integration
within a foreign market. The president of a SME located in Ecully, on the
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outskirts of Lyon, initiates a business relationship with a client located in Belo
Horizonte, Brazil. On his inspection trip, the president will have to use the
services of a chauffeur to move around the area, if he is unable to
communicate in Portuguese and if he is not familiar with the city (level of
delegation). To the contrary, if he speaks Portuguese but is not familiar with
the city, he can decide whether he might drive a vehicle with the help of a co-
driver (level of cooperation). Lastly, if he can communicate well in Portuguese
and also feels confident to drive himself through the streets of Belo Horizonte,
he can drive a vehicle without any assistance (level of control).

Delegation

A company�s initial experiences (steps) at the international level are often
through a business partner (one that provides order, a foreign trade company,
etcetera) that will purchase the products and distribute them in the location.
The company will not be informed of the final destination of its products,
especially in the case of industrial components. This approach makes it
possible for a SME to initiate �slowly but surely� a path toward
internationalization, and to obtain an initial assessment of the potential of its
products in foreign markets.

Cooperation

A company that intends to actively carry out its business in foreign countries
must seriously take into account the possibility of forming partnerships.
Strategic partnerships have turned out to be highly important to the degree
that the demands of entry are often greater than the resources at the
disposition of a SME. In the cooperative approach, the SME becomes relatively
familiar with the foreign market (supply, demand, language, business culture,
etcetera), but does not have access to a network of contacts that will facilitate
commercializing its products. The service provided after sale is important
although technical assistance from the manufacturer may not appear to be
indispensable. Nonetheless, a minimum of control over the product and the
distribution circuits is necessary. Lastly, the company�s marketing strategy
requires collaboration from a national partner.

Control

SMEs often adopt this approach because they wish to conserve a higher level of
control over the product (for example, in the case of a complex commodity)
and distribution circuits, or in other words, on the force of sales and the
margins of intermediation. As well, it may be that the final clients demand a
short channel (a reduced number of intermediaries), thus motivating the SME

to engage more directly in the foreign market. To apply a control approach, the
SME must have access to an excellent knowledge of the foreign country, of its
business practices and its language. It is also important that there is a
favorable local perception of foreign companies.
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THREE MODES OF PENETRATING THE MARKET

In the example of a pattern in which a SME is traveling to Belo Horizonte to
carry out business, the company seeks to determine the ideal form of
accessing a car for traveling from place to place, on the basis of the nature of
the product and the frequency of visits to Brazil. With the model proposed
here, a transactional modality would translate into the regular renting of a car
in Belo Horizonte. Each time the company director would travel to this locality,
he would temporarily rent a car for the duration of his visit. To the contrary, a
contractual approach would imply, for example, the signing of a rent-to-buy
contract in which after a period of time (three years, for example), the renter
could choose between buying the vehicle, paying the remaining amount
required, or returning the car to its owner (a financing agency, contractor or
concessionaire, depending on the case). Lastly, the structural mode would
consist of simply buying a vehicle.

Transactional

This is a business approach oriented toward the conventional exchange of
goods and services, for example, the direct or indirect exporting or importing
of products. In this case, relations between partners are generally limited in
terms of both time and the business relation. The transactional penetration
mode is sometimes inevitable: this is the case for sectors in which a great
value is placed on the origin, as in the case of French champagne or perfume,
Canadian maple syrup or Mexican tequila. Compared with the other two
penetration modes, a transactional approach allows for a much simpler
strategic withdrawal (weaker barriers for the exiting of products).

Contractual

High customs duties, strict regulations, a reduced productive capacity, and
high transportation costs are among the many reasons for turning to a
contractual approach. The distinction between this entry mode and the
transactional approach lies especially in the importance of the legal dimension,
which requires participation by lawyers.

The provisions in the agreement basically involve establishing a link between
the signing parties (in terms of duration, in sharing resources or in results).
According to Muchielli, contractual approaches should create more long-lasting
ties than market (transactional) approaches, and should imply fewer
obligations than the hierarchal relations between headquarters and subsidiaries
(structural).8 This is the formula that is prioritized when the sale of services or
technological transfers in a foreign country are involved.

                                               
8 J.L. Mucchieli, Multinationales et mondialisation, Seuil, 1998.
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Structural

The structural mode of penetration leads to a change in the company�s
accounting structure. Investment and permanence are the primarily elements
that distinguish this approach. The company will invest in a foreign country
primarily in order to relocate its production or bring itself closer to a desired
market. It is possible that relocalization based on sources of raw materials or a
skilled labor force is more important than the desire to move closer to a
market (which can also be located in a third country). At any rate, the
structural strategy does not exclude the legal dimension found in the
contractual mode.

The entry mode is determined by the medium-term cost of the project. As
explained by Ciborra,9 the selection of one of the various entry modes will
depend on, for example, the costs of transaction in comparison to the costs of
transition (for relocating a company to another country). In an atmosphere in
which the initial costs are assessed as higher than the second costs (for
examples, the costs linked to installation in a foreign country), a structural
strategy would seem to be the best choice. And to the contrary, when
transaction costs are reduced with respect to transition costs, a transactional
strategy such as exporting would appear to be the best choice.

Lastly, if both transaction and transition costs are high, then the contractual
strategy would seem to be the best choice, through permit agreements or
franchises, for example.

In addition, certain variables adopt a hybrid nature with respect to the two
axes for determining strategic formulation. These variables serve to specify
both the level of integration and the mode of penetration for SMEs within the
receiving countries. Table 2 (variables that serve to define the mode of
penetration and the level of integration) demonstrates that the determining
factors are the company�s financial resources, the vision shared by the
administration, and the geographic distance between the country of origin and
the country of destination.

                                               
9 I.C. Ciborra, �Alliances as Learning Experiments: Cooperation, Competition and
Change in Hightech Industries,� in L. Mytelka, Strategic Partnership, States, Firms and
International Competition, Frances Printer, 1991.
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T  A  B  L   E   2 

VARIABLES FOR DEFINING MODE OF PENETRATION
AND LEVEL OF INTEGRATION OF SMALL AND MEDIUM-SIZED COMPANIES

Company Market Environment
Integration
variables

Knowledge of
country�s customs

Importance of
service after sale

Living conditions in
host country

Knowledge of
country�s language

Importance of
technical assistance

Knowledge of
foreign market

Perception with
regard to
intermediaries

Required control
over product

Penetration
variables

Production capacity
utilized

Market structure Fiscal policy

Trade barriers Size of market Incentives for direct
investment

Type of product
(service)

Level of significant
rivalry

Infrastructure

Costs of
transportation and
insurance for
merchandise

Sector of activity Local labor force

Patents and trade
brands

Type of product
(service)

Access to
components

Capacity to adapt
product to the
demand

Status of life cycle Legal framework

Access to market
(example: tariffs)
Protection of
intellectual property
rights

Hybrid
(circumstantial)
variables

Vision, intentions,
hypotheses and
objectives of the
top administration

Perception with
regard to foreign
products and
companies

Political risks

Level of complexity
of product

Geographic
distances

Financial resources
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A TOOL TO ASSIST IN DECISION-MAKING

The role of SMEs in foreign countries is still a modest one, even though their
internationalization is a guarantee of permanence. The stage approach
(Uppsala school) seems to be increasingly non-representative of SMEs in a
process of becoming internationalized. Based on the nature of the products and
services, and the sector of activity, companies are progressively adopting more
refined approaches, such as strategic alliances, joint ventures, and direct
investments �from the first times they venture out into other countries.

The model described here provides a tool for decision-making that allows for
learning the process of formulating strategies for international business
undertaken by a SME from a new angle. In this sense, it makes it possible to
channel the thought process and decision-making of company directors.
Nonetheless, there is a limit with regard to the typology of the proposed
strategies: clearly, companies find they have a continuum of options, and thus
the boundaries between the generic strategies are not impermeable, neither at
the level of the penetration mode nor at the degree of integration. The relative
importance of these variables, as well as the impact of information
technologies on SME strategic decisions in foreign countries may become
additional lines of research. It would also be interesting to study the pertinence
of this tool in the framework of large companies.


