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Abstract

Drawing from the knowledge-based internationalisation process, we examine how the change
in SMEs’ foreign market knowledge influences its international performance. We also
examine the effects of the change in foreign market knowledge with respect to international
equity and non-equity mode of entry. The study of 100 Croatian SMEs was conducted
between March and July 2015 by the means of questionnaire survey. Results show that in
cases of non-equity mode of entry a decrease in knowledge about foreign customers and
competitors led to an increase in international performance. Moreover, we observe that
Croatian SMEs’ increase in knowledge about foreign distribution channels leads to equity
mode of entry.
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1. Introduction

A large body of economic research on the topic of knowledge accentuates its importance and
usage (Alavi & Leidner, 2001; King, 2009; Li et al., 2010; Sveiby, 2007; Marr et al., 2004;
Nonaka et al., 2000; Yang et al., 2008; Hsu, 2012). Studies on knowledge transcend the field
of economics and business studies and encompass interdisciplinary, often epistemological,
studies (Davenport & Prusak, 1998; Brodie & Brodie, 2009; Choo, 2005; Schiele et al.,
2014). The economic application of knowledge pioneered with Teece (1977) and Mansfield
and Romeo (1984), thereby acknowledging various theories of the firm and emphasizing
different sets of characteristics and behaviours of a firm (Grant, 1996). As the most
important strategic resource (Horisch et al., 2014), the knowledge-based theory argues that
knowledge impacts the nature of coordination within a firm, its organisational structure, the
role of management, the allocation of decision-making rights, determinants of firm
boundaries and the theory of innovation (Vliamos & Tzeremes, 2012). However, the
knowledge-based theory is *“...more about managing the organization’s responses to
knowledge absences than about managing knowledge assets” (Spender & Scherer, 2007, p.
15).

Firms can profit from country specificity and market imperfections that occur due to the
absence of knowledge or knowledge gap. Efficiency in international markets occurs with the
diminishing knowledge gap between domestic and foreign market. The knowledge gap,
therefore, has an influence on a firm’s international mode of entry. Moreover, a choice of
international mode of entry depends on the efficiency of the specific knowledge and
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technology transfer whose purpose is an increase in a firm’s competitive global market
position (Cui et al., 2006).

Therefore, this paper studies how the change in small and medium sized enterprises’ (SMES’)
foreign market knowledge influences their international performance and international mode
of entry.

2. Theoretical approach and hypotheses development

There are a number of perspectives and contexts in which knowledge can be observed. Some
of the definitions arose from information science and are based on the epistemological
approach (Schiele et al., 2014; Zins, 2007; Blair, 2002), while others are more applicable to
the organisational context (Ployhart et al., 2014; Nonaka, Toyama, & Hirata, 2009; Yang et
al., 2008; Brodie & Brodie, 2009; Davenport & Prusak, 1998; Rennie, 1999). Knowledge
taxonomies have been developed to help firms and scholars study knowledge-related topics.
Within the organisational context, knowledge asset can be characterised according to
knowledge location or the function of knowledge within an organisation (Yang et al., 2008;
Li et al., 2010; Nonaka, Toyama, & Nagata, 2000, etc). Knowledge is not restricted to a
particular firm. It resides in individuals, learning alliances, clusters, industrial and intra- and
inter-organisational networks (Blomberg and Werr, 2006). This paper emphasizes knowledge
as an organisational resource and examines knowledge in terms of firms’ internationalizing
behaviour, both international performance and international mode of entry.

We combine the knowledge-based theory with the network perspective (Penrose, 1959;
Ghoshal & Bartlett, 1990, Kogut and Zander, 1993; Foss & Pedersen, 2012) and adopt Yang
et al. (2008), Demarest (1997) and Hsu’s (2012) perspective on organisational knowledge as
a firm’s capacity to deploy resources and profit from them. Furthermore, we take on the
network level internationalisation perspective that considers the change in knowledge to be a
crucial prerequisite for internationalisation (Johanson and Vahlne, 2009). Specifically, we
examine how the change in the firm knowledge about institutions (international institutional
knowledge), customers, suppliers and competitors (market knowledge) influences SMEs’
international performance and international mode of entry (Casillas et al., 2009; Hohenthal et
al., 2014). The paper’s conceptual framework is presented in Figure 1.
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Figure 1: Conceptual framework

2.1 Foreign market knowledge and internationalisation performance

International business literature emphasizes international knowledge transfer as the main
source of international organisations’ competitive advantage (Bartlett & Ghoshal, 1989;
Kogut & Zander, 1993; Argote & Ingram, 2000; Rugman & Verbeke, 2001; Tallman &
Phene, 2007; Mudambi et al., 2014). International knowledge transfer induces
internationalisation, which occurs as a result of the increase in the knowledge base and
external organisational embeddedness (Eriksson et al., 1997). Embeddedness is based on
organisation’s internal and external technological and organisational competencies. Two
types of external sources of knowledge can be employed on the foreign markets that enhance
organisational embeddedness: cluster- and network-based knowledge sources (Foss &
Pedersen, 2002). Cluster-based knowledge sources are found in strengths of a specific
country, industry, networks, well-educated work force or local institutions like technical
universities (Porter & Solvell, 1998).

Organisational embeddedness is proportional to the level of knowledge in an organisation and
emerges with the development of lasting business relationships between an organisation and
other stakeholders (Andersson et al., 2007; Andersson et al., 2002; Uzzi, 1997; Figueiredo,
2011; Ciabuschi, et al., 2014; Andersson et al., 2014; Yamin & Andersson, 2011; Garcia-
Pont et al., 2009). Therefore, external sources of knowledge rely on external relationships.
They start with simple market (arms-length) transactions between a buyer and a seller, and
evolve into business relationships. Moreover, foreign markets enable the extension of the new
or existing business relationships (McLoughlin & Horan, 2002; Yamin & Andersson, 2011).
In their study Martin et al. (1998) found that the pattern of international expansion of
Japanese automotive component suppliers was shaped with the knowledge coming from their
relationships with suppliers and buyers.
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Hence, the first set of hypotheses:

Hla: Decrease in knowledge about foreign customers implies better first international
venture performance.

H1b: Decrease in knowledge about foreign competitors implies better first international
venture performance.

Hilc: Decrease in knowledge about foreign distribution channels implies better first
international venture performance.

H1d: Increase in knowledge about foreign institutions implies better first international
venture performance.

2.2 Foreign market knowledge and internationalisation modes

The transfer of novel, difficult to codify and idiosyncratic knowledge affects firms’
international competitive advantage (Kogut & Zander, 1993; Teece & Pisano, 2004; Liu et
al., 2010, Gorovaia & Windsperger, 2010). Given the imperfections of knowledge markets
(Fletcher & Harris, 2012), firms choose different international modes of entry. The initial
dichotomy between equity (e.g., subsidiary) and non-equity (export) international mode of
entry (Arndt & Kierzkowski, 2001) is complemented with numerous hybrid structures, such
as joint ventures (Chang et al., 2013) or strategic alliances (Amine & Raizada, 2015). The
rationale comes from the cost perspective that states that the cost of coordinating activities
within a firm may be lower than the cost of coordinating them through external markets
(Buckly & Casson, 2011). Coviello and Munro (1995, 1997) found significant correlation
between different network relationships and international modes of entry in the context of
small software firms. Relationships with local customers, suppliers, distributors and
institutions provide new external knowledge for a firm and imply different sources or
directions of knowledge transfer (Andersson & Forsgren, 2000; Medcof, 2001; Forsgreen et
al., 1999; Achcaoucaou et al., 2014). Therefore, knowledge-related factors that influence
firms’ choice of international mode of entry include: the growth in demand for technology-
intensive products, increased efficiency, economies of scale, problems associated with the
organisation of the market for new knowledge, reduction in the cost of international
communications and possible tax reductions (Buckley & Casson, 1976). This demonstrates
that the progress and learning about foreign markets can be done more effectively by
employing equity than non-equity international mode of entry.

Hence, our second set of hypotheses:

H2a: There is a difference in progress in learning about foreign customers and the
internationalisation mode.

H2b: There is a difference in progress in learning about foreign competitors and the
internationalisation mode.

H2c: There is a difference in progress in learning about foreign distribution channels and the
internationalisation mode.

H2d: There is a difference in progress in learning about foreign institutions and the
internationalisation mode.

2.3 Foreign market knowledge and international venture performance in non-equity
versus equity internationalisation mode of entry

Foreign market knowledge allows firms to tailor products for specific markets (Wills et al.,
1991; Zhao et al., 2014). It is found in knowledge about acquisitions (Nadolska & Barkema,
2007), foreign market entry (Sapienza et al., 2006), foreign entry modes (Padmanabhan &
Cho, 1999) and core business (Chang, 1995). Knowledge about the resources and capabilities
of foreign market competitors, suppliers and customers, increases firms’ commitment, which
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is pivotal for successful internationalisation (Bonaccorsi, 1992; Erramilli & Rao, 1990;
Majkgard & Sharma, 1998; Sharma & Johanson, 1987; Johanson & Vahine, 2009).
Internationalisation is a causal cycle in which firms’ international activities intensify as firms
gradually commit more resources to foreign markets, thereby acquiring more foreign market
knowledge (Johanson & Vahlne, 1990; Casillas et al., 2015). An increase in foreign market
knowledge, i.e., organisational learning (Cyert and March, 1963), originates from a firm’s
decision making model that stresses the role of rules, procedures and routines that respond to
external knowledge sources (Easterby-Smith & Lyles, 2003; Kogut, 2000; Johanson &
Vahlne, 2009). Accordingly, the lack of institutional market knowledge, business knowledge,
knowledge about language, laws or rules have different effects on the perceived cost of
internationalisation (Eriksson et al., 1997). Therefore, firms are motivated to use equity rather
than non-equity mode of entry to absorb all the knowledge gained from cooperation with
external environment. On the other hand, Argyris and Schon (1978) criticise Cyert and
March’s (1963) model on rational assumptions that human behaviour does not always go in
line with economic rationality. Namely, ...neo-rationalist approach which suggest that it is
desirable to maximise the efficient use of knowledge in organisations, while recognizing that
there are substantial largely human obstacles in its way” (Easterby-Smith & Lyles, 2003, p.
10). Hence, we hypothesise that the change in foreign market knowledge better explains
equity than non-equity international mode of entry (Achcaoucaou et al., 2014).

H3a: Decrease in knowledge about foreign customers leads to better international
performance in cases of non-equity internationalisation mode.
H3b: Decrease in knowledge about foreign competitors leads to better international
performance in cases of non-equity internationalisation mode.
H3c: Increase in knowledge about foreign distribution channels leads to better international
performance in cases of non-equity internationalisation mode.
H3d: Increase in knowledge about foreign institutions leads to better international
performance in cases of non-equity internationalisation mode.

H4a: Decrease in knowledge about foreign customers leads to better international
performance in cases of equity internationalisation mode.
H4b: Decrease in knowledge about foreign competitors leads to better international
performance in cases of equity internationalisation mode.
H4c: Increase in knowledge about foreign distribution channels leads to better international
performance in cases of equity internationalisation mode.
H4d: Increase in knowledge about foreign institutions leads to better international
performance in cases of equity internationalisation mode.

4. Methods

4.1 Data source and sample

Our study was done on the sample of companies drawn from the Croatian Chamber of
Commerce database. The database contains the business register of all Croatian companies.
The study was done between March and July 2015 by means of the structured questionnaire
survey. All respondents were firstly contacted by email, and then by telephone to fill in the
survey. The confidentiality of responses was guaranteed. Initially 183 responses were
recorded. However, the final sample consists of 100 small and medium size companies.
Namely, there was a large amount of responses with more than 15% of missing data, and
companies that have more than 250 employees filled in the survey. Since the aim of this
paper is to examine the effect of the change in knowledge on international performance and
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international mode of entry of small and medium-sized companies, our analysis was confined
to 100 companies that contain less than 250 employees.

The study was done in the setting of the transitional Croatian economy. Since 1990s, Croatian
economy underwent a tremendous amount of changes, both economic and political. Firstly,
the Independence war and the privatisation process in the 1990s. Secondly, the period of
political stability and economic growth in the early 2000s. Thirdly, since 2008 Croatian
economy is experiencing and absorbing the economic recession that started in the developed
economies with the subprime mortgage crisis. Fourthly, Croatia’s 2013 accession into the
European Union marks the most recent socio-economic and political transition for which the
preparations lasted since 1990s. Croatia exports more than 70 per cent of its products and
services into the more developed countries of the European Union (i.e., Italy, Austria and
Germany), and the majority of the remaining exports go to some of its neighbouring countries
such as Bosnia and Herzegovina. Therefore, Croatian SMES portray an interesting sample for
examining the impact of the changes in knowledge on international performance and
international mode of entry into more developed markets.

4.2 Variables and measures

This study employs one dependent variable, four control variables and five independent
variables. The constructs of the survey were taken from Musteen et al.’s (2010) study, which
was conducted on the sample of Czech Republic’s SMEs. The authors of the survey kindly
gave us the right to use the survey which was translated to the Croatian language. Some of
the constructs are the same as in the original study (e.g. international performance), and we
developed the constructs of the change in foreign market knowledge.

4.2.1 Dependent variables

International performance was measured with the managers' amount of satisfaction with the
company's performance in: a) the realisation of goals and objectives, b) profits, and c) sales.
The responses were recorded on a five-point Likert scale (1 = very dissatisfied, 5 = very
satisfied). Cronbach's alpha was a = 0.943 (Nunnally, 1978). As recorded by Musteen et al.
(2010), this is the subjective measure of performance that is a result of reluctancy of
managers to provide the objective performance measures in transitional economies.

4.2.2 Independent variables

In order to evaluate the change in SMEs' knowledge about foreign market, we employed the
Musteen et al. (2010, 2014) study on international networks and international performance
and speed of internationalisation. We examined the satisfaction with the amount of
knowledge in two points in time: (1) prior the internationalisation and (2) after the
internationalisation. Musteen et al. (2014) depicted six types of knowledge: knowledge about
foreign competitors, knowledge about foreign culture, knowledge about foreign political or
legal environment, knowledge about business opportunities in foreign markets and
knowledge about foreign channels of distribution. However, our study is confined to four
foreign market knowledge variables. Four variables depicted are consistent with the
knowledge-based theory of internationalisation (Penrose, 1959), knowledge about foreign:
customers, competitors, distribution channels and institutions. All questions were evaluated
on a five-point Likert scale (1 = low level of knowledge, 5 = high level of knowledge).
Knowledge about foreign customers was examined through the knowledge about foreign
customer preferences, foreign new customer opportunity and foreign customer needs
(Cronbach’s alpha: ax = 0.799; ar = 0.839). Knowledge about foreign competitors was
examined through the knowledge about foreign competitors, foreign competition level and
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foreign competitor strategy (Cronbach’s alpha: au = 0.810; ar = 0.847). Knowledge about
foreign distribution channels was examined through the knowledge about available foreign
distribution channel quality, foreign suitability of distribution channel and existing
distribution channel quality (Cronbach’s alpha: au = 0.876; ar2 = 0.828). Knowledge about
foreign institutions was examined through the knowledge about foreign business practices,
foreign market risk, foreign rules and foreign legal systems (Cronbach’s alpha: ax = 0.853;
ar = 0.804). Change in foreign market knowledge was calculated such that the (Knowledger.
— Knowledgei1)/ Knowledgen. Hence, the variables of the change in foreign market
knowledge were regressed on the international venture performance and international mode
of entry: the change in knowledge about foreign customers, competitors, distributions
channels and institutions.

International mode of entry was assessed with the question on first international mode of
entry: (1) export, (2) licensing, (3) joint venture, (4) foreign subsidiary, and (5) other. In order
to identify equity and non-equity international mode of entry these answers were coded in
two groups (Ahsan & Musteen, 2011; Musteen et al., 2010, 2014). One group included SMEs
whose mode of entry was export, licensing or other. The category “other” was put under the
non-equity mode of entry as possible results of strategic alliances or franchising result in non-
equity. This group was named non-equity mode of entry. On the other hand, joint venture and
foreign subsidiary implied equity mode of entries and SMEs with equity international mode
of entry were grouped in the other group.

4.2.3 Control variables

Consistent with Musteen et al. (2010, 2014), we controlled for the effects of firm age, firm
size, and foreign experience through the number of international ties and employees with
foreign work experience. Firm size was measured with the number of employees. Previous
studies have found that companies with greater size have better international performance and
we wanted to control for that influence. Secondly, we controlled the firm age. Firm age was
measured through the year in which a firm was founded. Namely, older SMEs tend to have
established products and reputation on the market which we wanted to control. Thirdly, more
international contacts SMEs have they might experience greater increase in foreign market
knowledge, which we wanted to control. Lastly, we controled the amount of employees with
the foreign work experience as they tend to be more knowledgeable about foreign markets
(Oviatt & McDougall, 1994; Jones & Coviello, 2005; Ruzzier et al., 2006; Sapienza et al.,
2006; Hou et al., 2013; Harvey et al., 2011; Dabi¢ & Harvey, 2011; Harvey et al., 2012).
Although previous studies found that international experience of Croatian top managers does
not influence the firms' global characteristics (Poloski Voki¢ et al., 2007), the time span and
numerous institutional changes allow for control of this variable with respect to Croatian
SMEs.

5. Data Analysis Method and Results

5.1 Method

Table 1 portrays means, standard deviations and correlations between the examined variables.
All data were standardized for the purpose of analysis in order to minimize the discrepancies
that might have been caused by comparing variables with different measures.
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Table 1: Descriptive statistics and correlation

Variables Mean S.D. 1 2. 3 4 5. 6 7 8 9, 10
1. International performance 0.000 1.000 1
2. Internationalization mode 1710 1241 -0.202* 1
3. Firmsize <0306  0.189 0.082 -0.025 1
4. Firmage 0.238 0.562 -0.046 0052 -0.518*** 1
5. International experience -0.187 0.570 0.049 0.026  0.537*** -0.345%** 1
6. International ties -0.089 0.019 -0.045 -0.105  0.183**  0.001 0.036 1
7. Learning about international customers -0.244 8602 -0.306** 0117  -0.194**  -0.011 0.045 -0.013 1
8. Learning about international competitors -0.887 4710 -0.265** 0102  -0.195**  0.053 -0.090 0.008 0.093 1
9. Learning about international distribution channels -0.715 3538 0.002 0.135*  -0.019  0.138* 0.005 -0.031 0.054 -0.086 1
10.  Learning about international institutions -1.113 3418 0179  0.041 0.083 0.139* 0.059 0.075  -0.144*  -0.035 0.059 1

Note: N = 100. S.D. = standard deviation. One-tailed test. All variables were standardized.
#¥% < 0.01, ** p<0.05, *p<0.10

5.2 Results and Discussion

5.2.1 Effect of the change in foreign market knowledge and internationalisation mode on
international venture performance
Surveyed Croatian SMEs pointed Slovenia (63%), Czech Republic (58%), Serbia (49%),
Germany (48%), Austria (44%) and Italy (38%) as the most commonly entered markets.
Studied SMEs’ foreign sales averages about 39% of total sales. Table 2 shows the results of
hypotheses testing done by employing the ordinary least square regression (OLS) on the
international venture performance.

Table 2: The change in international market knowledge and international mode of entry on

international performance

Model

Model

Variable 1 Model 2 3 Model 4 Model5 Model 6
Intercent -0.139  -0.309 0.041 -0.151 -0.355 8.951
P (0.498) (0.467) (0.498) (0.472)  (0.444)  (27.305)
Eirm size 0.497 -0.550 0.501 -0.499 -0.977 1.510
(0.725) (0.718) (0.713) (0.712)  (0.804)  (2.081)
Firm age 0.006 -0.161 0.032 -0.144 -0.142 -0.970*
g (0.214) (0.208) (0.211) (0.206)  (0.235)  (0.497)
. . 0.004 0.100 0.023 0.106 0.035 1.166
International experience  y»14  (0202)  (0.210) (0.200)  (0.215)  (0.793)
. . -3.256 -2.152 -4.448 -3.147 -2.747 -97.310
International ties (5518) (5.159) (5456) (5.143) (4.955) (294.829)
;r;‘t’;"’r:g:ge about foreign 0.033*** 0.031%** 0.049%** (8'822)
(0.012) (0.012)  (0.016) '
Knowledge about foreign -0.052** -0.048** -0.042** -0.217*
competitors (0.021) (0.021)  (0.021) (0.116)
Knowledge about foreign -0.001 0.005 0.025 0.062
distribution channels (0.027) (0.027)  (0.029) (0.099)
Knowledge about foreign 0.044 0.046 0.056* 0.168
institutions (0.029) (0.029)  (0.030)  (0.138)
Internationalisation mode 0.169** (%%)?7’{13)
0.081)
F-statistic 0.249  2.483** 1.064 2.564**  2.237** 1.814
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Table 2: The change in international market knowledge and international mode of entry on
international performance

R? 0.010 0.179 0.054 0.204 0.216 0.461

Durbin-Watson test 2.051 2.192 1.819

Note: N = 100. OLS regression. Standard error is reported in the brackets. No
multicollinearity was observed using the variance inflation indicator (VIF). (VIF <5).
The data were tested for homoskedastisity (residual plots). Durbin-Watson test did not
indicate autocorrelation.

***n<0.01, ** p<0.05, *p<0.10

Model 1 illustrates the results of the OLS regression for the control variables. Model 2 tests
Hypothesis 1. It examines the effect of the change in knowledge about the foreign customers,
foreign competitors, foreign distribution channels and foreign institutions on the international
venture performance. Model 3 examines the effect of internationalisation mode on
international venture performance. Model 4 examines the total effect of changes in
knowledge about foreign market and international mode of entry on international venture
performance. The results imply that a decrease in knowledge about foreign customers and
competitors increases the level of satisfaction with international performance.

Model 5 examines the effect of the change in foreign market knowledge on international
performance of SMEs' with non-equity international mode of entry. It tests Hypothesis 3 and
shows that a decrease in knowledge about customers and competitors and an increase in
knowledge about institutions raise the level of satisfaction with international venture
performance.

Model 6 examines the effect of the change in foreign market knowledge in SMEs with equity
international mode of entry and tests Hypothesis 4. It shows that a decrease in knowledge
about competitors raises the satisfaction with international performance. However, this
hypothesis is only partially supported as the Model 6 is not statistically significant (F-statistic
= 1.814).

5.3.2 Effect of the change in foreign market knowledge on internationalisation mode

Binary logistic regression was employed to test Hypothesis 2 (Table 3). ANOVA was
performed prior the binary logistic regression in order to inspect whether there exist group
differences between SMEs with different international modes of entry. The results have
shown that different international modes of entry show no statistical significance in cases of
change in knowledge about foreign customers (F statistic = 0.579, p-value = 0.678), foreign
competitors (F statistic = 0.460, p-value = 0.765) and foreign institutions (F statistic = 0.365,
p-value = 0.833). However, differences exist in the change in knowledge about foreign
distribution channels on 10 per cent significance level (F statistic = 2.340, p-value = 0.061).

Table 3: The effect of change in international market knowledge
on international mode of entry

Variable Model 1 Model 2

-50.644  -51.490

Intercept (48.212)  (47.998)

Firm size D ore 998
(2.010)  (2.388)

Firm age 0.531 -0.017
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Table 3: The effect of change in international market knowledge
on international mode of entry

(0.675) (0.750)
International experience -1.604 -1.362
(1.386) (1.532)
International ties ©525.088 ~ -537.098
(518.298) (516.142)
. 0.047
Knowledge about foreign customers (0.030)
Knowledge about foreign competitors 0.027
(0.071)
Knowledge about foreign distribution 0.379
channels (0.146)*
Knowledge about foreign institutions 0.034
(0.100)
Log likelihood 84.857 72.710
Chi? 6.321  18.467**
Pseudo R? 0.061 0.169

Note: N = 100. Binary logistic regression. Cox and Snell R? reported.

% p <0.01, ** p<0.05, * p<0.10Note: N = 100. Binary logistic regression. Cox and Snell
R2 reported.

**% p <0.01, ** p<0.05, *p<0.10

Model 1 in Table 3 portrays the binary logistic regression with only the control variables, and
Model 2 comprises the entire model that tests the change in foreign market knowledge on the
mode of entry. It shows that the increase in knowledge about foreign distribution channels (p

< 0.10) raises the probability of a SME internationalising through equity mode of entry.

Finally, Table 4 presents the summary of tested hypotheses.

Table 4: Summary of hypotheses’ tests

Paths Expected Empmgal
sign conclusion
H1a !(nowle_dge about foreign customers— First Negative Supported
international venture performance
H1b !(nowle_dge about foreign competitors— First Negative Supported
international venture performance
Knowledge about foreign distribution channels— . Not
H1lc . . Negative
First international venture performance supported
H1d !(nowle_dge about foreign institutions— First Positive Not
international venture performance supported
Knowledge about foreign customers - international . Not
H2a Negative
mode of entry supported
H2b Knowledge about foreign competitors - international Positive Not
mode of entry supported
Hoe _Knowle_dge about foreign distribution channels - Positive  Supported
international mode of entry
H2d  Knowledge about foreign institutions - international Positive Not
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Table 4: Summary of hypotheses’ tests

mode of entry supported
Knowledge about foreign customers— First

H3a . A : Negative Supported
international non-equity venture performance
H3b _Knowle_dge about for@gn competitors— First Negative Supported
international non-equity venture performance
Knowledge about foreign distribution channels— " Not
H3c . . . Positive
First international non-equity venture performance supported
Knowledge about foreign institutions— First e Not
H3d . . : Positive
international non-equity venture performance supported
Knowledge about foreign customers— First . Not
H4a . . . Negative
international equity venture performance supported
Hab _Knowle_dge abou_t foreign competitors— First Negative Partially
international equity venture performance supported
Knowledge about foreign distribution channels— . Not
H4c . . . Positive
First international equity venture performance supported
Knowledge about foreign institutions— First . Not
H4ad . . : Positive
international equity venture performance supported

The results imply that decreases in knowledge about foreign customers and competitors lead
to better international performance in cases of non-equity mode of entry. Additionally, when
SMEs enter into foreign markets by owning equity in those foreign markets, a decrease in
knowledge about foreign competitors induces better international performance. It is
interesting to note that a decrease, rather than an increase in foreign market knowledge leads
to better international performance. Foreign market conditions might be tougher than
expected, which induces the knowledge gap and creates the “shock effect” for SMEs, i.e., a
temporary decline in the perceived knowledge about the foreign market, which is mainly tacit
and embedded in products partially customized to foreign market needs and preferences
(Pedersen & Petersen; 2004). Tacit knowledge impedes imitation, increases its costs and
decreases the speed of knowledge transfer (Kogut & Zander, 1993; Tuppura et al., 2008).
This notion corresponds to the Croatian SMEs who responded to the survey, and export to the
Slovenian and Serbian markets, whose customers have similar preferences and cultural
backgrounds as Croatian customers. On the other hand, in July 2013 Croatia exited the
Central European Free Trade Association to fully join the European Union. No custom duties
in trade with the European Union member states imply lower prices of Croatian products in
the European Union member states. Higher custom duties in trade with the Central European
countries imply higher prices of Croatian products in the Central European countries.
Therefore, a decrease in foreign market knowledge can be attributed to the shift between
foreign markets.

Competition on the developed market of the European Union might have resulted in an
increase in the quality of Croatian SMEs’ products. Additionally, a shift towards the
European Union member states might have caused a decrease in knowledge about customers
and competitors in the Central European countries, and increases in quality and international
venture performance. This shift is more significant in cases of non-equity than equity mode
of entry, wherein a possible rationale comes from a small sample size.

Regardless of Croatian SMEs’ slight preference toward equity rather than non-equity mode of
entry in cases of an increase in foreign market knowledge, a majority of changes in foreign
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market knowledge are not significant: (i) knowledge about foreign customers, (ii) knowledge
about foreign competitors and (iii) knowledge about foreign institution. Nonetheless, an
increase in knowledge about distribution channels implies equity rather than non-equity mode
of entry. This notion reflects the importance of distribution channels for the Croatian SMEs’
equity mode of entry.

6. Conclusion

This paper studies how the changes in foreign market knowledge affect international
performance of Croatian SMEs and their mode of foreign market entry. In our hypotheses a
distinction is made between the institutional and business knowledge (Eriksson et al., 1997;
Cassillas et al., 2009). More specifically, we examine how the change in knowledge about
foreign customers, competitors and distribution impacts the Croatian SMEs’ international
performance and mode of entry.

Our data indicate that a decrease in knowledge about foreign customers and competitors
increases international performance of Croatian SMEs. Although this reasoning might seem
unusual, it can be compared to the study of Pedersen and Petersen (2004), who found the
knowledge gaps between SMEs’ perceived and actual foreign market knowledge. These
knowledge gaps might cause lower international performance. It is possible that the Croatian
SMEs overestimated their foreign market knowledge before entry, thereby needing time to
familiarise themselves with foreign customers and competitors (Pedersen & Petersen, 2004).
Additionally, the transitions, which the Croatian economy experienced recently, might have
caused discrepancies between formerly similar markets and resulted in a decrease in
knowledge about foreign customers and competitors connected to those markets. This is
especially true in cases of non-equity mode of entry because in times of uncertainty, which
Croatian SMEs experienced, companies prefer non-equity modes of foreign market entry
(Choo & Mazzarol, 2001; Brouthers & Nakos, 2004).

Limitations of our study pertain to its cross-sectional and static nature. We used a single
country data representing a small open economy. This makes the results of the study valid for
small open economies and difficult to interpret in the settings of the large open economies.
Future studies should be made in a multi-country setting, include both SMEs and large
companies and incorporate the secondary output variable, which would allow the
generalisation of results. Other methods, such as case studies and mixed method research,
could be useful to explain this phenomena.
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