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Abstract
An analysis of 924 foreign market entries made by a sample of Chinese
exporters reveals that psychic distance moderates the relationship between

foreign market size and entry sequence. In doing so, this study challenges the

extant hypothesis that the establishment of foreign operations conforms to a
simple pattern of increasing psychic distance to markets. The findings also

reveal that psychic distance is asymmetrical in nature, and that assessments

made by sellers and their buyers are inherently inequivalent.
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INTRODUCTION
The internationalization process of the firm describes the set of
decisions that alter both the location and the mode of control of an
organization’s international production and marketing activities.
One of the more popular research themes within the literature
concerns the relationship between psychic distance and the
pattern of foreign expansion (Dow, 2000; Engwall & Wallenstål,
1988; Johanson & Wiedersheim-Paul, 1975; Nordström &
Vahlne, 1994; O’Grady & Lane, 1996; Stöttinger & Schlegelmilch,
2000). Research in this area is united by the intuitively appealing
idea that a firm’s early internationalization activities will be
constrained by the psychic distance separating the home and
foreign markets. Yet even a cursory glance at some of the titles of
studies done – for example, ‘‘The psychic distance paradox’’
(O’Grady & Lane, 1996) and ‘‘Psychic distance: A concept past
its due date?’’ (Stöttinger & Schlegelmilch, 2000) – suggests all
is not well with psychic distance research. Empirical results
are inconclusive, with some scholars finding a role for psychic
distance (Dow, 2000; Johanson & Wiedersheim-Paul, 1975) while
others find none (Benito & Gripsrud, 1992; Engwall & Wallenstål,
1988). This has prompted claims that the construct has been
misused (Child, Ng, & Wong, 2002), mismeasured (Evans &
Mavondo, 2002), or not properly tested at all (Dow, 2000). Yet an
even more fundamental shortcoming is identified here. Specifi-
cally, this study challenges the widely accepted, but weakly
supported, idea that psychic distance has any direct link with
export market selection. Rather, it is proposed that psychic distance
moderates the link between market size and market entry
sequence. Firms initially gravitate to large markets, but the benefits
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of these markets are weighed against the costs (e.g.,
from overcoming psychic distance) associated with
market entry.

THE INTERNATIONALIZATION PROCESS
OF THE FIRM

Internationalization process research aims to
explain the ‘‘pattern and pace’’ of firms’ foreign
expansion activities (Johanson & Vahlne, 1977).
However, existing research tends to be episodic in
nature, focusing on those modal and locational
decisions confronting firms at particular points at
time. There have been comparatively few attempts
to chart and interpret dynamic patterns of inter-
nationalization (cf. Child et al., 2002; Ellis & Pecotich,
2001; Johanson & Wiedersheim-Paul, 1975).
Despite this limited empirical work, a number of
candidate explanations for this broader process
have been advanced, stimulating an ongoing dis-
course between ideas and evidence (see Andersen
(1993) for a review).

For the sake of expository convenience, extant
explanations of firm internationalization can be
grouped into two camps. In the first camp are those
models derived from the neoclassical tradition that
view trade and investment patterns as the conse-
quence of decisions made with near-complete
knowledge and grounded in comparisons of
rates of return (Anderson & Coughlan, 1987;
Buckley & Casson, 1998; Dunning, 1988; Terpstra
& Yu, 1988; Vernon, 1966). Whether motivated
by the desire to exploit the historic compara-
tive advantages of Ricardo (1817/1923), or the
contemporary ownership, internalization and loca-
tion advantages of Dunning (1988), the defining
element of models in this camp is the assumption
of rational optimization, leading to a pattern of
international expansion that approximates the
economist’s ideal of efficient resource allocation.
In contrast, models in the second camp assume
that uncertainty avoidance is the defining factor
behind firm internationalization (Axelsson &
Johanson, 1992; Ellis & Pecotich, 2001; Johanson
& Vahlne, 1977, 1990; Reid, 1981). Knowledge
about foreign market opportunities is not freely
available, and this compels managers to make
expansion decisions with reference to the neigh-
borhood of past experience (Johanson & Vahlne,
1977), and to rely on cognitive heuristics to
simplify vendor search and evaluation (Liang &
Stump, 1996). To reduce the costs of information
acquisition, managers may draw on the resources of
those industrial networks (Axelsson & Johanson,

1992) and migrant communities (Rauch & Trin-
dade, 2002) of which they are members. Conse-
quently, patterns of internationalization, at least in
the early stages, can appear to be serendipitous,
lacking any apparent ‘‘rhyme or reason’’ (Ellis &
Pecotich, 2001).

One of the more prominent attempts to account
for firm internationalization in this second, beha-
vioral, camp is the so-called Uppsala- or U-model of
internationalization (Johanson & Vahlne, 1977,
1990; Johanson & Wiedersheim-Paul, 1975). The
U-model starts from the premise that the
dominant barrier to internationalization is a lack
of experiential knowledge concerning foreign
markets. Experiential knowledge is acquired via a
firm’s current activities. Any increase in market
knowledge leads to an increase in market commit-
ment, which, in turn, promotes a further increase
in market knowledge. Being market-specific,
acquired knowledge has little value in promoting
entry into new markets. Appropriately, in one of
the earliest contributions to this model, Johanson
and Vahlne (1977) limited the focus of the theory
to the extension of operations within existing
markets. However, these authors then speculated
that the establishment of operations in new
markets would reflect a pattern of increasing
cultural or ‘‘psychic’’ distance, and it is this testable
claim that has since become synonymous
with the U-model. By 1990 these same authors
were claiming that the firm’s entry into markets of
successively greater psychic distance was one of
the two central patterns of internationalization
explained by the model: the ‘‘model predicts,
taking only psychic distance into account, that
firms start out by invading ‘neighboring’ (in
the cultural sense) markets and later, as experience
grows, more distant markets will be entered’’
(Johanson & Vahlne, 1990: 17). Indeed, this
theme had already become the accepted logic
in internationalization research, with Gripsrud
(1990: 470) noting that ‘‘exporting activities
tend to start with the psychologically nearest
countries,’’ while others, like Nordström and
Vahlne (1994: 42), reasoned that ‘‘the tendency to
start the internationalization process in markets
close – in terms of psychic distance – to the home
market y no doubt makes sense.’’ Similarly,
Stöttinger and Schlegelmilch (2000) justified
psychic distance research on ‘‘the assumption that
managers are less likely to initiate and/or pursue
business relations with countries perceived to
be dissimilar.’’
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THE ‘‘SPECIAL PROBLEM’’ OF PSYCHIC
DISTANCE

Beckerman (1956) was the first to speculate that
some foreign markets will be perceived as being
nearer to home than others when evaluated in
psychic terms. To use Beckerman’s example, a Swiss
supplier will be closer to an Italian buyer than a
Turkish rival, irrespective of shipping costs (which
may favor the latter). The existence of psychic
distance constituted what Beckerman called a
‘‘special problem’’ confounding the search for
empirical patterns linking geography and trade.

The problem of psychic distance was generally
ignored by those economists who subsequently
confirmed Beckerman’s finding that trade is nega-
tively correlated with geographic distance (e.g.,
Davidson, 1980; Leamer, 1974). But in the mid-
1970s psychic distance became the centerpiece of
an account of the internationalization of four
Swedish multinationals in a study by Johanson
and Wiedersheim-Paul (1975). Since then, research
examining the effects of psychic distance, as
opposed to geographic distance, has become one
of the most enduring streams of work within
the international business domain (Child et al.,
2002; Dow, 2000; Dow & Karunaratna, 2006;
Engwall & Wallenstål, 1988; Evans & Mavondo,
2002; Nordström & Vahlne, 1994; O’Grady &
Lane, 1996; Sousa & Bradley, 2006; Stöttinger &
Schlegelmilch, 1998).

Johanson and Wiedersheim-Paul (1975: 308)
defined psychic distance as those ‘‘factors prevent-
ing or disturbing flows of information between firm
and market.’’ Differences in language and business
practices incur learning costs. Internationally
expanding firms thus have an economic incentive
to enter known, or psychically similar, markets in
the early stages of internationalization. A point that
has been lost on many scholars working in the
Johanson and Wiedersheim-Paul tradition is that
these authors conceded that psychic distance is not
the sole factor influencing the selection of foreign
markets. Equally important is the size of the market
opportunity: ‘‘We should expect that market size
influences decisions in the internationalization
process’’ (1975: 308). Evidence from their case
histories recording the establishment of foreign
sales subsidiaries bears this out. As anticipated,
market entry sequence was found to be correlated
with both increasing psychic distance and decreas-
ing market size.

Despite this promising start, empirical support for
the link between psychic distance and internatio-

nalization remains elusive. In their study of the
internationalization histories of three Swedish
banks, Engwall and Wallenstål (1988) were unable
to establish a link between expansion activities and
cultural affinity, their proxy for psychic distance.
These firms were far more likely to enter new
markets on the basis of market size, as proxied by
the number of banks already present in a particular
financial center. In a similar vein, Benito and
Gripsrud (1992) examined 201 investments made
by 93 Norwegian companies and found no relation-
ship linking cultural distance with investment
sequence.

As with Engwall and Wallenstål (1988), Benito
and Gripsrud (1992) measured cultural distance
using data originally provided by Hofstede (1980).
Yet comparative country rankings, such as those
performed by Nordström and Vahlne (1994), sug-
gest that cultural and psychic distance assessments
are measuring different things. In Nordström and
Vahlne’s (1994) study, cultural distance from
Sweden was measured using Kogut and Singh’s
(1988) index. In contrast, their measure of psychic
distance was based on distance estimates contrib-
uted by Swedish managers enrolled in an executive
training program. The results of this comparison
revealed that a country can be culturally similar
without being psychically close, and vice versa. For
example, Canada and the Netherlands were found
to be much closer to Sweden on cultural than
psychic terms, whereas the opposite was true for
Switzerland and Germany.

The issue of dealing with familiar markets was
also examined by O’Grady and Lane (1996) in their
investigation of 32 Canadian retailers operating in
the US market. These authors proposed that
expanding first to psychically close countries
should improve a company’s chances of success in
those markets. Operations in similar markets will be
easier to manage, suggesting an inverse relationship
between psychic distance and a firm’s performance
in those markets. Yet, in their study, Canadian
managers’ preconceptions about the US market
created barriers to their learning, leading to the
paradoxical situation of closeness being a handicap.
However, this conclusion is somewhat speculative,
as no comparative evidence was presented from
distant markets.

Returning to the question of internationalization,
a study by Dow (2000) revealed that psychic
distance was significantly and negatively correlated
with the early market choices of 315 Australian
exporters. Following Nordström (1991), Dow
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measured psychic distance directly by asking a
panel of knowledgeable experts (Australian trade
commissioners) to independently provide distance
estimates for a list of export markets. The combined
ratings of eight judges were then used in a
regression model explaining the frequency with
which a country was among the first five markets
entered. Dow found that the frequency of early
market selections was both negatively related to
psychic distance from Australia and positively
related to market size (as proxied by GDP and
GDP per capita). The findings also showed that
distance measures based on Hofstede’s (1980)
cultural data were comparatively poor predictors
of foreign expansion.

Child et al.’s (2002) five Hong Kong case studies
represent one of the few occasions in which psychic
distance has been examined in a non-Western
context. In three of these cases initial investments
were made in the psychically close markets of
Southeast Asia, while the distant US market
featured prominently in the early entries of four
cases. Interestingly, in some instances firms entered
the US market to cater to expatriate communities of
overseas Chinese, leading Child et al. to speculate
on the effects of distance-compressing and dis-
tance-bridging factors such as migration and the
personal networks of top managers. Pre-existing
social ties (e.g., in the form of common ethnic
links, business networks, family connections, etc.)
may reduce the effects of psychic distance by
lowering the uncertainty associated with entering
specific markets (Wong & Ellis, 2002). The value of
such ties was highlighted in a study examining 133
foreign market entries (FMEs) made by Hong Kong
toy-makers (Ellis, 2000). In that study exporters
typically headed first to the large markets of North
America and Europe rather than the psychically
closer markets of East and Southeast Asia.

Psychic Distance Research Summarized
In summary, the psychic distance construct has
been tied to at least three separate internationaliza-
tion outcomes: the order in which foreign markets
are entered (Child et al., 2002; Johanson &
Wiedersheim-Paul, 1975); the modes of control
used to enter foreign markets (Kogut & Singh,
1988); and firm performance in those markets
(Evans & Mavondo, 2002; Stöttinger & Schlegel-
milch, 1998). Consistent with the traditional
emphasis on explaining patterns of foreign expan-
sion, the remainder of this paper will be concerned
with the first of these outcomes. The question to be

answered, then, is whether there is a positive
correlation between the psychic distance to mar-
kets and the order or sequence in which those
markets are entered. The available evidence is both
limited and mixed, with some studies indicating
the existence of just such a link (Dow, 2000;
Johanson & Wiedersheim-Paul, 1975) while other
studies report the absence of a link (Benito &
Gripsrud, 1992; Engwall & Wallenstål, 1988).

A number of reasons explaining the disparity of
findings have been advanced in the literature,
including differences between manufacturers and
service providers (Engwall & Wallenstål 1988);
problems with adopting the foreign country as
the unit of analysis (Child et al., 2002); and the
possibility that globalization renders psychic differ-
ences meaningless (Stöttinger & Schlegelmilch,
1998). In addition, three other plausible reasons
might be relevant. First, whenever psychic distance
has been operationalized in cultural terms, a result
of no effect has been returned (Benito & Gripsrud,
1992; Engwall & Wallenstål, 1988). The direct
comparison of psychic and cultural distance mea-
sures done by Dow (2000) shows that cultural
distance is a poor substitute for psychic distance
when the aim is to explain the frequency of market
selection in the early stages of internationalization.
Sousa and Bradley (2006) add that cultural
distance describes gaps separating national cul-
tures, and exists beyond the firm, whereas psychic
distance reflects individual perceptions, which
may vary even within the firm. Consequently,
conflicting conclusions may reflect measurement
inconsistencies.

Second, psychic distance – or any other proxy for
information acquisition costs – is likely to be a poor
predictor of foreign expansion activities involving
substantial commitments of company resources,
such as foreign direct investment. With such high
stakes involved, the marginally increasing costs
associated with overcoming psychic distance may
have little impact on the preference for one
investment location over another. This may explain
why psychic or cultural distance has been found to
influence comparatively low-risk export entries
(Dow, 2000) but not the selection of high-risk
investment locations (Benito & Gripsrud, 1992).

Third, even where studies are limited to expor-
ters, psychic distance effects will be obscured to the
extent that FMEs are initiated by parties external to
the exporting firm. Psychic distance is usually taken
to describe the gap separating the seller from the
foreign market. But if exports to new markets occur

Psychic distance and foreign market entry Paul D Ellis

4

Journal of International Business Studies



as a consequence of approaches made by foreign
buyers, seller-oriented perceptions of psychic dis-
tance may be meaningless. That is, distance
effects may be obscured as a result of measuring
the wrong gap (Ellis, 2000). This issue is not easily
dismissed. Among those scholars who have attem-
pted to identify the actors responsible for initiating
exports, the consensus is that outside parties
(e.g., buyers, brokers) often play a larger role than
the exporters themselves (Bilkey, 1978; Ellis, 2000,
2007; Liang, 1995).

Rethinking Psychic Distance
Several reasons have been suggested to explain the
paucity of evidence supporting the proposed link
between psychic distance and firm internationali-
zation. Yet a more fundamental concern touches on
the logic underlying the link. Psychic distance has
been promoted as a proxy for the costs of learning
or overcoming the uncertainty created by ‘‘differ-
ences in language, business practices, political
systems, etc.’’ (Johanson & Vahlne, 1990). The
implication is that foreign market entry decisions
are cost-constrained, made with little regard for the
benefits attached to different markets. Granted,
given two markets of equal size, it is not difficult
to see that a firm would choose to enter the
psychically closer market. But markets are rarely
of equal size, and the attractions of large markets
sometimes compensate for the disadvantages of
distance (Gripsrud, 1990).

In contrast with previous psychic distance
research, this paper is premised on the assumption
that firm internationalization is driven primarily by
market opportunities, however defined. This pre-
mise is consistent with a long-standing tradition in
both the mainstream economics and international
business literatures that views managers as entre-
preneurial, motivated by the ceaseless search for
new markets (Kirzner, 1982; Reid, 1981; Schump-
eter, 1954; Young, 1928). Managers are attracted
towards large markets first, but the benefits of
these markets are weighed against the costs (e.g.,
from overcoming psychic distance) associated with
market entry. Thus the central proposition of this
paper is that psychic distance operates as a
moderator, rather than a primary driver, of firm
internationalization.

HYPOTHESES
The inherent risk associated with international
expansion provides managers with a compelling
reason to select those markets where the benefits of

entry are most likely to exceed the costs. Benefits
are conventionally framed in terms of market
opportunities, and so market size has come to be
recognized as the primary driver of firm internatio-
nalization (Mitra & Golder, 2002). Among trade
economists, market size provides the trade-attract-
ing force captured in the well-documented gravity
model (Leamer & Levinsohn, 1995). At the level of
the firm, market size has been consistently linked
with the direction and value of both exports and
foreign direct investment (Davidson, 1980; Dow,
2000; Engwall & Wallenstål, 1988; Johanson &
Wiedersheim-Paul, 1975; Mitra & Golder, 2002;
Terpstra & Yu, 1988). In view of the difficulty in
identifying market boundaries for specific firms
(Bharadwaj, Clark, & Kulviwat, 2005), scholars
typically measure market size using national
gross domestic product, which is the sum of all
market values for final goods and services produced
in a country.

The entrepreneurial opportunity that drives
international expansion is correlated with market
size. But opportunities in distant or dissimilar
markets may not be readily discernible to man-
agers. Hence psychic distance, which expressly
captures the uncertainty or foreignness separating
managers from markets, is directly relevant to our
understanding of the process by which managers
learn about foreign market opportunities. But what
is less clear is how psychic distance and market
size relate to each other. In their seminal paper,
Johanson and Wiedersheim-Paul (1975) tested the
effects of both constructs on foreign establishment
patterns independently. The implication was that
psychic distance and market size are complemen-
tary; that both directly and independently affect
the sequence in which foreign markets are entered.
Other scholars followed suit (Dow, 2000; Engwall &
Wallenstål, 1988; Mitra & Golder, 2002). But what
is especially noteworthy is that, in introducing
psychic distance, Johanson and Wiedersheim-Paul
(1975: 308) described not a direct effect with entry
sequence, but a classic interaction effect with
market size:

We could expect either that the firm first starts operations in

countries with large markets or that they prefer to start in

smaller markets. In the latter case the argument may be that

small markets are more similar to the domestic Swedish

markety

In other words, Johanson and Wiedersheim-Paul
(1975) postulated that market size would be
negatively related to market entry sequence except
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in those circumstances affected or moderated by
psychic distance considerations. Thus psychic dis-
tance was originally conceived as a moderator – a
variable that affects the direction of the relation-
ship between two other variables (Baron & Kenny,
1986). Unfortunately this interaction effect was
never examined by Johanson and Wiedersheim-Paul
(1975), and no further mention of it was made in
subsequent studies.

The Moderating Effect of Psychic Distance
The idea that psychic distance moderates the
market size–entry sequence relationship is appeal-
ing. Remove all the uncertainties of internationa-
lization and managers will prefer large markets to
small ones. But factor in the additional learning
costs of psychic distance, and the strength of this
underlying relationship diminishes. Faced with the
uncertainties of dealing with foreign customs and
cultures, managers may discount larger markets in
preference for smaller, more familiar markets. This
discounting behavior will be particularly relevant
in exchanges governed by low-risk entry modes
(e.g., exporting) and will feature only marginally
in exchanges involving the added uncertainties
of foreign direct investment. Hence the empirical
scope of the proposition may be limited to low-risk
entry modes, principally the establishment of
export arrangements directly with buyers in foreign
markets.

A further qualification is needed to accommodate
the often catalytic role of unsolicited export orders
received from outsiders (Bilkey, 1978; Ellis &
Pecotich, 2001; Liang, 1995). In such cases it is
the psychic distance of the external initiator, rather
than the exporter, that is relevant for explaining
expansion patterns (Ellis, 2000). Past research is
generally silent on this point, but there are good
reasons to suspect that psychic distance is asymme-
trical between buyers and sellers. Stöttinger and
Schlegelmilch (1998) observed that the gap separ-
ating the US market from Japanese managers is
smaller than the gap separating the Japanese
market from American managers. This perceptual
gap is reflected in broader trade flows: the US is
Japan’s largest export market, but Japan is only the
fifth largest supplier to the US (WTO, 2006). It
seems reasonable to conclude that the distance to
the US market as perceived by a Japanese exporter is
not the same as the distance to Japan as perceived
by an American importer.

Psychic distance diminishes with experience.
Market entries that come early (or late) in the

seller’s international experience may represent late
(or early) sourcing decisions from the buyer’s point
of view. Thus psychic distance effects will be
initiator-specific. This assertion leads to the testable
claim that stronger effects will be observed in FMEs
initiated by the focal seller.

In contrast with past research that assumes
psychic distance is the primary driver of firm
internationalization, the central proposition of this
study is that psychic distance moderates the
relationship between market size and entry
sequence. However, the ability to detect this
moderator effect in studies of exporter behavior
will be contingent upon the conditions under
which each market entry decision is made. These
ideas are expressed in hypothesis form, as follows:

Hypothesis 1: Psychic distance moderates the
relationship between market size and FME
sequence. Specifically, the negative relationship
between market size and foreign market entry
sequence will be greater in exchanges character-
ized by low psychic distance.

Hypothesis 2: The ability to detect the moderat-
ing effect of psychic distance will be context-
dependent, as follows:

(a) seller-initiated exports – larger effect
(b) non-seller-initiated exports – weaker effect

Experience Effects
Psychic distance is not fixed, but diminishes in
tandem with international experience and organi-
zational learning (Johanson & Vahlne, 1990).
Having acquired experience in one market, man-
agers may feel more confident about entering
other, similar markets (Davidson, 1980; Ellis,
2007; Mitra & Golder, 2002). This learning effect
is consistent Nordström and Vahlne’s (1994: 42)
conceptualization of psychic distance as those
‘‘factors preventing or disturbing firms’ learning
about and understanding a foreign environment.’’
International experience lowers search costs and
widens the ‘‘consideration set’’ of potential new
markets (Gripsrud & Benito, 2005). Exposure to
foreign markets also widens managers’ personal
networks, raising the possibility that new social
connections will serve as bridges into otherwise
distant markets (Child et al., 2002; Ellis, 2000).

Cultural differences initially impede learning,
constraining managers’ expansion options. But,
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with experience, the liability of foreignness is
reduced, leading to greater managerial certainty
when making expansion decisions. This leads to
the testable claim that any interaction effect
between market size and psychic distance will be
more evident in the earlier stages of internationa-
lization, as follows:

Hypothesis 3: The moderating effect of psychic
distance will be stronger for early FMEs than for
later FMEs.

METHODOLOGY

Sampling and Data Collection
Data used to test these hypotheses were collected
from a sample of manufacturer-exporters head-
quartered in eastern and central China, mainly
around the cities of Shanghai and Xi’an. The choice
of China as a research setting was motivated partly
by the desire to compensate for the Eurocentric bias
of existing psychic distance research. Also, by
studying non-Western exporters in the world’s
fastest-growing large economy, the hope was to
collect internationalization data exhibiting mean-
ingful variation on the constructs of interest. In
recent years Chinese exporters have led the world
in forging trade links to markets. In the period
2000–2005 China’s exports grew at an annual
average rate of 25%, more than four times the
export growth recorded for the rest of the world
(World Bank, 2007). As a result, China’s share of
world trade has increased substantially. In the late
1970s, when China began to normalize relations
with the rest of the world, its external trade was
worth around US$20 billion, making it the world’s
32nd largest exporting nation (Lardy, 1992). By
2005 China had jumped to third place, with
exports worth US$762 billion (WTO, 2006).

Data were collected by a team of skilled inter-
viewers at each location. Both teams were recruited
and supervised in the field by Mandarin-speaking
colleagues based at the Shanghai University of
Finance and Economics and Xi’an Jiatong Univer-
sity. Although the outsourcing of data collection is
not without risks, one advantage of using locals in
China research is that they are better at navigating
local controls and customs (Roy, Walters, & Luk,
2001). Nevertheless, a number of quality controls
were implemented to ensure the efficacy of the data
collection exercise. First, the questionnaire was
designed with the intent of collecting non-sensitive
data describing firms’ export histories. Second, the

questionnaire was pre-tested on six Chinese man-
agers, with the aim of rendering the instrument
comprehensible to interviewees and ensuring its
user-friendliness for interviewers working indepen-
dently in the field. Third, the two interviewing
teams were personally trained by the author during
visits to Shanghai and Xi’an. Fourth, field super-
visors in both cities took responsibility for review-
ing the quality of incoming questionnaires. Any
uncompleted interviews were immediately fol-
lowed up with a phone call or a repeat visit to the
manufacturer. Completed transcripts along with
detailed logs recording site visits and field notes
were sent by registered post to the author each
week. Fifth, completed interview transcripts were
checked as they arrived by two independent
Chinese research assistants unaffiliated with either
of the interviewing teams in China. These Mandar-
in-speaking assistants also made random phone
calls to more than 70% of the interviewees as an
additional validity check.

During the interviews managers were asked to list
their foreign markets and then provide detailed
information regarding their entry into each market.
This entailed the recording of dates of entry into
specific markets, the proportion of sales going to
those markets, and the control modes used to enter
those markets. To facilitate consistent responses on
this last point, informants were shown a list of 11
different entry modes.1

At the close of the data collection period 316
usable questionnaires had been collected (215 came
from Shanghai; 101 were from Xi’an). This figure
represented 62.5% of all firms contacted. During
the interviews descriptive details were recorded for
1140 discrete FMEs. This database was subsequently
purified to remove those FMEs involving indirect
exports or which failed to clearly identify country
markets. (For example, 22 FMEs pertained to ‘‘Eur-
ope’’; three informants identified ‘‘Africa’’ as their
foreign market.) A small number of FMEs involved
high-risk control modes such as FDI or joint
ventures, and these were also removed from the
database for theoretical reasons. The final database
contained full descriptive information regarding
924 FMEs from 302 firms. Representing 81% of
the original data collected, the final database may be
considered a substantially complete picture of the
internationalization histories of the firms studied.

Measurement
The dependent variable – the foreign market entry
sequence – was operationalized from information
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provided by informants regarding the dates of entry
into particular foreign markets. The average num-
ber of FMEs per firm was 3.14 and the range was
from one to nine. Inevitably, sequence data are
heavily skewed towards early entries (Dow, 2000).
To remedy this situation of non-normality, a
natural logarithm transformation was applied to
the sequence data.2

Market size and psychic distance measures were
based on post hoc analyses of firms’ market entry
data. As with previous work in this area, market size
was defined in terms of each country’s gross
domestic product or GDP (Davidson, 1980; Dow,
2000; Gripsrud & Benito, 2005; Johanson & Wieder-
sheim-Paul, 1975; Mitra & Golder, 2002; Terpstra &
Yu, 1988). GDP was measured in terms of purchasing
power with data sourced from the World Bank’s
(2007) Development Indicators. GDP-based mea-
sures are admittedly coarse indicators of market size,
but they possess the distinct advantage of being
widely available and broadly comparable across
nations. The continuing use of such measures also
permits the comparison of effects obtained in
different research settings. However, in contrast
with the past practice of relying on GDP at a single
point in time, size data were computed in this study
for the specific year of a firm’s market entry. With
more than 40 years separating the earliest from the
most recent FMEs recorded, and with many of those
entries involving rapidly growing Asian markets, it
was necessary to accommodate the possibility that a
large market today may not have been a large
market at the time of entry.3

Measurement of the psychic distance construct
was adapted from the procedures used by Nord-
ström (1991) and Dow (2000). In his doctoral
research (cited in Nordström & Vahlne, 1994),
Nordström (1991) asked managers enrolled in an
executive training program to subjectively rate the
psychic distance from Sweden to 22 foreign
countries. In Australia, Dow (2000) asked a panel
of knowledgeable trade commissioners to provide
data for 25 countries. Both approaches assume that
psychic distance perceptions are shared by expor-
ters and non-exporters within a society. No such
assumption was made in this study. Instead, data
on psychic distance were solicited from a subsam-
ple of 14 informants who had already been
interviewed as part of the larger study. The aim
was to tap directly into the distance perceptions of
Chinese exporters.

To measure the psychic distance to foreign
countries, a comprehensive list of 55 foreign mar-

kets was generated from questionnaires already
completed at the halfway stage of data collection.
Informants then rated each country on a scale from
1 to 100, with China anchored on 1. Prior to
making these ratings, informants were given two
Chinese-language definitions of psychic distance
taken from Johanson and Wiedersheim-Paul (1975)
and O’Grady and Lane (1996).4 Each participating
exporter returned a fully completed list. Individual
country ratings were then aggregated and checked
for consistency. Four data points (out of 770) were
subsequently identified as being outliers – defined
as being more than 2.5 standard deviations from
the mean score for each country – and these four
ratings were dropped from the analysis. The final
psychic distance ratings placed Hong Kong as the
closest market to China and Kenya as the most
distant (see the Appendix).

For comparison purposes, cultural distance was
also calculated using Kogut and Singh’s (1988) equa-
tion with data drawn from the updated appendices
found in Hofstede (2001). This approach suffers
from all the limitations inherent in Hofstede’s
original study (e.g., reliance on data drawn from a
single company) as well as additional complica-
tions resulting from the aggregation of indicators
into a single construct (Dow & Karunaratna,
2006; Shenkar, 2001). Nevertheless, a compelling
advantage of this approach is that cultural data
are available for a large number of country markets.
Consequently, the Kogut and Singh index remains
the measure du jour for many studies measu-
ring cultural distance (e.g., Dow, 2000; Gripsrud &
Benito, 2005; Mitra & Golder, 2002; Sousa &
Bradley, 2006).

RESULTS
The unit of analysis in this study is the entry of the
firm into any new foreign market (Cavusgil & Zou,
1994; Ellis, 2000). When the interview period was
complete, data had been collected for 924 separate
FMEs involving 73 different countries. In terms of
the potential for including variation on both
sequence data and market characteristics, these
figures compare favorably with other studies chart-
ing internationalization patterns: Johanson and
Wiedersheim-Paul (1975) examined 80 FMEs invol-
ving 20 countries; Engwall and Wallenstål (1988)
reported data for 83 FMEs involving 24 countries;
Child et al. (2002) had data for 34 FMEs involving
just 10 countries.

During the interviews, managers were asked to
identify the initiating actor in each FME and were
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given a list of five possible responses to choose
from.5 Consistent with previous research (Bilkey,
1978; Ellis, 2000), the pattern of initiation revealed
that outsiders played a major part in setting up new
FMEs, with importer-buyers accounting for 181
entries and mutually related third parties an
additional 126 FMEs. In contrast, exporters sought
out foreign buyers on just 209 occasions, represent-
ing less than a quarter of all FMEs. More common
were entries arising from meetings made at trade
fairs (N¼381).

The top 25 foreign markets entered are listed in
Table 1, according to initiation type. Across the
sample four countries accounted for 43% of all
FMEs: USA (145 entries), Japan (133 entries), Korea
(65 entries), and Germany (55 entries). The relative
emphasis placed on these and other markets may
have been affected by the initiating actor in each
case. To assess this possibility the mean scores for
market size and the two distance measures were
compared across the initiation subsamples (seller-,
outsider- and trade-fair-initiated FMEs). The results,

which are presented in Table 2, show that no
statistically significant differences were observed
across the three groups. However, when specific
regional destinations were examined, two small
differences were found. When Chinese exporters
chose new markets, they exhibited a slight pre-
ference towards other East Asian markets such as
Japan, Korea, Malaysia and Singapore. Altogether,
East Asian markets accounted for 45% of all the
seller-initiated FMEs listed in Table 1. In contrast,
only 36% of the non-seller initiations involved
buyers from these markets. Balancing this East
Asian bias was a tendency to be reactive when
entering the South Asian markets of India and
Pakistan. Across the database there were 46 entries
into these two markets, but sellers were the ini-
tiators on only five occasions. Although the relative
importance of certain countries was affected by
initiation type (e.g., the UK was the 12th most
popular destination for sellers, but ranked fifth for
trade-fair-initiated FMEs), the selection of foreign
markets was generally unaffected by initiation type.

Table 1 Modal market choices

Seller initiations N % Outsider initiations N % Trade fair initiations N %

Japan 35 16.7 Japan 46 15.0 USA 62 16.3

USA 34 16.3 USA 45 14.7 Japan 45 11.8

Korea 16 7.7 Germany 22 7.2 Korea 30 7.9

Germany 9 4.3 Korea 17 5.5 Germany 23 6.0

Malaysia 9 4.3 India 14 4.6 UK 22 5.8

Singapore 7 3.3 Malaysia 11 3.6 India 17 4.5

Canada 6 2.9 Canada 13 4.2 Australia 14 3.7

France 6 2.9 Australia 10 3.3 France 13 3.4

Indonesia 6 2.9 France 12 3.9 Malaysia 11 2.9

Taiwan 6 2.9 Italy 10 3.3 Italy 11 2.9

Thailand 6 2.9 Singapore 9 2.9 Thailand 10 2.6

UK 5 2.4 Vietnam 8 2.6 Canada 9 2.4

Australia 4 1.9 UK 8 2.6 Vietnam 8 2.1

India 4 1.9 Brazil 7 2.3 Singapore 7 1.8

Russia 4 1.9 Indonesia 7 2.3 Spain 7 1.8

Vietnam 4 1.9 Taiwan 7 2.3 Pakistan 6 1.6

Brazil 3 1.4 Thailand 5 1.6 Iran 5 1.3

Nigeria 3 1.4 Russia 5 1.6 Russia 5 1.3

Norway 3 1.4 Pakistan 4 1.3 South Africa 5 1.3

Sweden 3 1.4 South Africa 4 1.3 Indonesia 4 1.0

Austria 2 1.0 Finland 3 1.0 Saudi Arabia 4 1.0

Bangladesh 2 1.0 Mexico 3 1.0 UAE 4 1.0

Belgium 2 1.0 Philippines 3 1.0 Belgium 3 0.8

Denmark 2 1.0 Poland 3 1.0 Brazil 3 0.8

Greece 2 1.0 Belgium 2 0.6 The Netherlands 3 0.8

Others 26 12.4 Others 29 9.4 Others 50 13.1

Total 209 100 Total 307 100 Total 381 100
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To test the hypothesis that psychic distance
moderates the market size–entry sequence relation-
ship, it was necessary to examine the correlat-
ions between the variables of interest prior to
searching for interaction effects (Sharma, Durand,
& Gur-Arie, 1981). Correlations for both the seller-
and non-seller initiation groups are reported in
Table 3. The non-seller subsample includes all
FMEs initiated by outside parties or as a result of
attending a trade fair. For seller-initiated FMEs,
psychic distance was found to be unrelated to
either market size or entry sequence. However,
psychic distance was weakly correlated with market
size and entry sequence in the non-seller subsam-
ple. This has implications for interpreting any
interaction effect, as explained below.

Moderated Regression Analysis
Moderated regression analysis was used to deter-
mine the significance of possible interaction effects
generated by the distance moderators (Friedrich,
1982; Jaccard & Turrisi, 2003; Sharma et al., 1981).
This implied the estimation of three sets of
equations for each initiation subsample of the kind:

Y ¼ b0 þ b1X ð1Þ

Y ¼ b0 þ b1X þ b2Z ð2Þ

Y ¼ b0 þ b1X þ b2Z þ b3XZ ð3Þ

where Y represents the dependent variable (log of
entry sequence), X represents the independent
variable (market size), Z represents the moderator

Table 2 The three initiation types compared

Mean (s.d.) Initiation subsamples Significant difference?

Sellers Outsiders Trade fairs

Market size (US$t) 2.20 (2.84) 2.21 (2.72) 2.25 (2.84) NS

Distance measures:

Psychic 34.08 (8.46) 34.75 (7.50) 34.90 (7.71) NS

Cultural 2.35 (1.15) 2.26 (1.08) 2.29 (1.02) NS

FME counts (%)

East Asia 94 (45.0) 117 (38.1) 129 (33.8) w2¼5.79*

South Asia 5 (2.4) 18 (5.9) 23 (6.0) w2¼4.19*

North America 40 (19.1) 59 (19.2) 71 (18.6) NS

Central/South America 3 (1.4) 11 (3.5) 5 (1.3) NS

Middle East 5 (2.4) 4 (1.3) 17 (4.5) NS

Africa 6 (2.9) 7 (2.3) 8 (2.1) NS

Western Europe 41 (19.6) 67 (21.8) 89 (23.4) NS

Eastern Europe 7 (3.3) 9 (2.9) 10 (2.6) NS

Others 8 (3.8) 15 (4.8) 29 (7.6)

Total 209 (100.0) 307 (100.0) 381 (100.0)

*po0.05.
Notes: ANOVA was used to compare the means for distance and market size across the three initiation groups. Chi-square tests were used to compare
seller and non-seller initiations for the FME counts. NS¼not significant.

Table 3 Correlation matrices

1 2 3 4 Mean (s.d.)

1. Entry sequence 0.133*** 0.095* 0.031 2.30 (1.54)

2. Market size 0.160* 0.135*** 0.403*** 2.23 (2.78)

3. Psychic distance 0.030 0.078 0.059 34.80 (7.61)

4. Cultural distance 0.165* 0.346*** 0.309*** 2.27 (1.05)

Mean (s.d.) 2.58 (1.81) 2.20 (2.84) 34.08 (8.46) 2.35 (1.15)

*po0.05; **po0.01, ***po0.001 (two-tailed tests).
Note: Correlations and descriptive statistics for the seller-initiated FMEs (N¼209) are reported below the diagonal; non-seller-initiated FMEs (N¼715) are
above the diagonal.
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variable (e.g., psychic distance) and XZ represents a
multiplicative interaction term. If b3 in the third
equation does not equal zero, and differs signifi-
cantly from b2 in the second equation, a moderator
effect is inferred (Sharma et al., 1981). Before
running these equations the independent and
moderator variables were centered, and the new
standardized variables (zx and zz) were then com-
bined to form the interaction term (zxzz). The
resulting unstandardized solution generated by
the statistical package SPSS was then considered
to be the appropriate ‘‘standardized’’ solution for
analysis (Aiken & West, 1991: 43; Jaccard & Turrisi,
2003: 25).6

One assumption underlying regression analysis is
that observations are independent. This assumption
will be violated in studies analyzing multiple market
entries reported by individual firms. That is, sequen-
tial entries made by the same firm are likely to be
serially correlated with each other. To assess the
threat of serial- or autocorrelation, a Durbin–Watson
test was performed (Huitema & McKean, 2007). The
Durbin–Watson test statistic falls in the range 0–4. A
result midway between these two points indicates
that there is no autocorrelation present. Results
approaching 0 or 4 indicate positive or negative
autocorrelation, respectively (Chatterjee, Hadi, &
Price, 2000). For the pooled sample, the Durbin–
Watson statistic (d) was 1.599. As this value falls
slightly below the sample-specific critical value (dL)
of 1.633 (a¼0.01; N4200, k¼3), the conclusion is
that there is some positive autocorrelation in the
data.7 This means that the standard errors associated
with the coefficients generated by the regression
analysis are underestimated (Chatterjee et al., 2000).
That is, positive autocorrelation inflates Type 1 error
rates, making regression coefficients more significant
than they actually are (Huitema & McKean, 2007).
Significantly, though, serially correlated errors do not
bias estimates of the coefficients themselves (Diel-
man, 2005: 254).

To correct for positive autocorrelation, an auto-
regressive procedure was run using the maximum
likelihood estimation method (Dielman, 2005). In
contrast with ordinary least-squares regression,
autoregression accounts for correlated errors and
generates precise standard error estimates under
conditions of first-order autocorrelation. The
results of the autoregression analysis were found
to be very similar to those obtained in the linear
regression. In only one case was there a material
change in the significance level of a regression
coefficient. (The coefficient for psychic distance in

Model 3 of the seller-initiated subsample was found
to be non-significant at the po0.05 level. This
result had no bearing on the hypothesis tests.) As
the results of the two procedures are close to
identical, only those results obtained by the mode-
rated regression analysis are reported.8

The results of the moderator analysis, for both the
full sample and the two initiation subsamples, are
presented in Table 4. An examination of the change
in R2 between the various main effects models
(Models 1 and 2) and their conditional effects
counterparts (Model 3) reveals that introducing an
interaction term significantly increases the expla-
natory power of the solution in each case. Examin-
ing the individual coefficients reveals that in the
main effects models, which include the indepen-
dent variables only, the coefficients for market size
are significantly and negatively related to entry
sequence, as predicted. However, in the conditional
effects models the interaction coefficients are all
significant and positive, indicating that the rela-
tionship between market size and entry sequence is
most negative for low values of psychic distance but
flattens as psychic distance increases. This can be
demonstrated by calculating the simple slope of the
regression of Y on X at Z with the following
expression: (b1þ b3Z). In the seller-initiated sub-
sample the coefficients for market size and the
interaction term are 0.029 and 0.882, respectively.9

This means the simple slope becomes positive when
0.882Z exceeds the value of �0.029. In other words,
the slope becomes positive when psychic distance is
greater than the standardized score of �0.033,
which equates to a raw psychic distance score of
33.8. Referring to the ranking of countries in the
Appendix, the implication is that market size will
be negatively related with entry sequence in
exchanges with countries that are psychically closer
to China than India. Beyond this point, psychic
distance considerations eliminate the direct link
between market size and entry sequence.

This interaction effect can also be shown by
plotting the relationship between market size and
entry sequence for different levels of psychic
distance (Aiken & West, 1991). The results of this
analysis are presented in Figure 1. The three psychic
distance levels in the figure correspond to the mean
and one standard deviation above and below the
mean. The figure reveals that the negative relation-
ship between market size and foreign market entry
sequence is greatest in exchanges characterized
by low levels of psychic distance, as predicted by
Hypothesis 1. As psychic distance increases, the
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relationship between market size and entry
sequence flattens and even reverses.

It is tempting but possibly incorrect to infer from
Figure 1 that the relationship between market size
and entry sequence becomes significantly positive
at high levels of psychic distance. To explore this
issue, the sample was split into high (top third) and
low (bottom third) psychic distance groups. The
correlations between market size and entry
sequence were then compared for both groups. In
the low psychic distance group, the correlation was
significantly negative (r¼�0.156, po0.004), as
predicted, but in the high psychic distance group
no significant correlation was observed (r¼0.067,
p¼0.245). The original conclusion stands: market
size and entry sequence are most negatively corre-
lated in low psychic distance exchange settings. As
psychic distance increases, this correlation becomes
weaker (less negative) and eventually disappears.

Having found an interaction effect for psychic
distance, the regression equations were run again,
substituting cultural distance as the candidate
moderator. In contrast with psychic distance,
cultural distance was found to be directly related
to both market size and entry sequence (Table 3),
and to have no moderating effect.

To test whether the psychic distance moderator
effect is context-dependent and influenced by
initiation type, as predicted in Hypotheses 2a and
2b, the relative sizes of the standardized coefficients
associated with the interaction terms were exam-
ined (Moorman, 1995; Pedhazur, 1997: 110).
Hypothesis 2a predicted that the largest effects
would be found for seller-initiated FMEs, and this
was found to be so (b¼0.882). In contrast, the
interaction effect recorded for non-seller initiations
was comparatively modest (b¼0.331), consistent
with the predictions of Hypothesis 2b.10 The
strength of an interaction effect can also be gauged
by considering the incremental difference between
Model 3 and Model 2 for each subsample. Subtract-
ing the square of the multiple correlation of one
from the other reveals the proportion of the variance
attributable solely to interaction effects (Jaccard &
Turrisi, 2003: 28). Following this approach, it can be
shown that the moderation effect of psychic
distance uniquely explains 2.4% of the variance in
the seller-initiated FME data (0.051�0.027). This
effect is nearly five times the proportion of variance
explained for non-seller initiations. A Chow test was
also used to examine whether the results obtained
for the seller and non-seller subsamples differed
significantly. The Chow statistic was found to beT
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significant, leading to the conclusion that the
moderator effect is context-dependent in the man-
ner predicted in Hypothesis 2.

To test Hypothesis 3, the moderated regression
analysis was rerun on two subsamples of the
database corresponding to early and later FMEs.
Early FMEs were defined as the first four market
entries made by a firm.11 The results of this test,
which are reported in Table 5, reveal that the
inclusion of the interaction term in the early
subsample leads to a small but statistically signifi-
cant improvement in the overall model. As with the
full database results, the coefficient for market size
is significant and negative in the restricted model
(Model 2), while the interaction term is positive
and significant in the conditional effects model
(Model 3). This indicates that the relationship
between market size and entry sequence becomes
less negative, even non-significant, for higher
values of psychic distance. In contrast, the addition

of the interaction term does not improve Model 3
in the subsample of later FMEs. Again a Chow test
was calculated to determine whether the two sets of
results differed significantly. The Chow statistic was
found to be significant, supporting the prediction
that a moderator effect exists for early-stage FMEs
but not for later FMEs.

DISCUSSION AND CONCLUSIONS
The findings of this study challenge the widely held
notion that the expansion of the firm into new
markets describes a pattern of increasing psychic
distance. Data collected from 302 firms revealed
no correlation between psychic distance and entry
sequence in exchanges initiated by exporters.
Instead, psychic distance was found to moderate
the negative relationship between market size and
entry sequence. This conclusion – that psychic
distance exerts a moderating effect but not a direct
effect – might explain why some studies have failed
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Figure 1 The effect of market size on entry sequence at different levels of psychic distance.

Table 5 Moderated regression results for early vs later FMEs

DV: Export market entry sequence Pooled sample (N¼924)

Early FMEs (o5) Later FMEs (44)

Model 2 Model 3 Model 2 Model 3

Constant 0.527 (0.02)*** 0.575 (0.02)*** 1.756 (0.02)*** 1.761 (0.02)***

Market size 0.078 (0.02)*** 0.018 (0.03) 0.013 (0.02) 0.005 (0.03)

Psychic distance 0.014 (0.02) 0.284 (0.10)** 0.005 (0.02) 0.042 (0.09)

Interaction 0.397 (0.14)** 0.052 (0.12)

R2 0.024 0.034 0.007 0.009

R2 adj. 0.022 0.030 0.014 0.023

F 10.057*** 9.536*** 0.328 0.275

F sig. 0.438 0.004 0.744 0.677

Chow test 136.042**

*po0.05; **po0.01; ***po0.001.
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to find a link between distance and foreign
expansion activities (Benito & Gripsrud, 1992;
Engwall & Wallenstål, 1988). But, if so, what
explains the direct correlation with expansion
sequence returned in Johanson and Wiedersheim-
Paul’s (1975) original study?

One plausible explanation is that psychic dis-
tance effects are inversely correlated with variations
in market size. If the initial markets chosen by a
firm are approximately equal in size (i.e., each is
more or less as attractive as the other), then psychic
distance effects (i.e., the differential costs of enter-
ing each market) will come into direct play. This
point can be illustrated with reference to the three
markets most likely to be chosen first by Johanson
and Wiedersheim-Paul’s (1975) Swedish managers:
Denmark, Norway and Finland. In terms of eco-
nomic size, the largest of these markets (Denmark)
was only one-third bigger than the smallest (Finland)
at the time of their study. This suggests that when
managers were deciding which market to enter
first, market size considerations were perhaps less
important than perceived differences in the psychic
distance to each market. Contrast this with the
variation observed in the first three markets
reported by Engwall and Wallenstål (1988). In their
study the largest market (USA) was nearly 50
times the size of the smallest market (Switzerland),
and no direct role for distance (cultural affinity)
was observed. Instead, the driving factor behind
the sequence of foreign expansion was found to be
market size. Similarly, in the current study the vari-
ation between the largest and smallest of the first
three markets entered was considerable, with the
US being about 13 times larger than Korea. In
contrast with the minimal variation observed in
Johanson and Wiedersheim-Paul’s (1975) study,
substantive size differences observed in this study
meant that market size effects were bound to be
more influential than psychic distance considera-
tions, at least up to a point.

While market size has largely been ignored by
psychic distance researchers (with the exception of
Johanson and Wiedersheim-Paul (1975) who found
that market size was correlated with foreign estab-
lishment patterns), other international business
scholars have shown that foreign expansion activ-
ities are influenced by market size considerations
(Davidson, 1980; Mitra & Golder, 2002; Terpstra &
Yu, 1988). In his study of foreign investment
decisions made by 180 US companies, Davidson
(1980) reported a significant correlation between
investment sequence and market size. Similarly,

Terpstra and Yu (1988) found that market size was a
significant factor affecting the foreign direct invest-
ment decisions of US advertising agencies. The
Chinese exporters in this study likewise revealed a
tendency to export to large markets first. But where
this study departs from previous work is by showing
that the correlation between market size and entry
sequence weakens when psychic distance is added to
the equation. In high psychic distance settings,
market size is insufficient to explain expansion
patterns. Beyond a certain point and the additional
uncertainties of overcoming psychic distance miti-
gate against the attractions offered by large markets.

A second point of departure from previous
research lies in the finding that psychic distance
effects are initiator-dependent, and that non-seller
initiations will return weaker effects than seller
initiations when psychic distance is gauged from
the exporters’ point of view. This does not mean
that psychic distance is less important to importers;
it means that the imputation of exporter-derived
psychic distance scores will obscure psychic dis-
tance effects to the degree to which non-exporters
were instrumental in the internationalization of
the firm. This finding confirms Stöttinger and
Schlegelmilch’s (1998) observation that psychic
gaps are perceived differently by different people.
In other words, psychic distance is asymmetrical
between buyers and sellers (Ellis, 2000). The ques-
tion then arises as to why this is so. Is psychic
distance filtered through cultural lenses? Are
uncertainty-avoiding societies predisposed to
amplifying the uncertainties of psychic distance?
While these questions remain to be examined, a
simpler explanation is that psychic distance is
reduced through the accumulation of exporting
experience and learning (Gripsrud & Benito, 2005;
Johanson & Vahlne, 1990). Distance asymmetries
will reflect different levels of international experi-
ence. This conclusion is supported by this study,
which found psychic distance effects were stronger
for earlier FMEs. As managers acquire experience
operating in foreign markets, the uncertainties
associated with exporting diminish, leading to a
corresponding reduction in the perceived psychic
distance to new markets.

Limitations and Directions for Further Research
By incorporating two previously separate lines of
inquiry pertaining to the foreign expansion effects
of market size and psychic distance, this study
represents a first step towards a more comprehen-
sive explanation of firm internationalization. Yet
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much remains to be learned about how these causal
links are affected by the exchange context. Further
work in this area can improve on the current study
in a number of ways. First, the measures used in this
study represent, at best, incremental gains on past
practice. The generally weak linkages between
market size and entry sequence returned in this
study can probably be attributed to the use of
coarse GDP-based size measures.12 It is unrealistic
to hope for greater explanatory power for as long as
models incorporating market size variables are
based on GDP data. Yet to date few alternatives to
this standard practice have been offered, and, given
the difficulties of defining market boundaries, none
may be available (Bharadwaj et al., 2005).

There are also persistent problems affecting the
measurement of psychic distance. Measuring the
distance perceptions of exporters, as was done in
this study, is a desirable but logistically demanding
alternative to relying on data provided by knowl-
edgeable non-exporters such as trade officials.
However, this approach fails to account for changes
in the distance to particular markets that arise as a
result of experience gained in those markets.
Experience lowers uncertainty. Post hoc assessments
tend to understate the distance to those markets
where exporters are already active. Unfortunately
the obvious remedy to this problem – assess each
manager’s psychic distance to markets prior to
market entry – would require such a high level of
researcher commitment to particular companies
over extended periods of time that studies would
inevitably be limited to samples of insufficient size
to detect broader patterns of the kind observed here.

An alternative solution to this problem is to assess
those macro-level factors or stimuli that shape
managerial perceptions of psychic distance. Dow
and Karunaratna’s (2006) recent analysis of inter-
country differences in culture, language, religion,
education and political systems is a good example
of this approach. However, others argue that
psychic distance is subjectively shaped by those
unique distance-compressing and distance-bridging
factors to which each manager is exposed (Child
et al., 2002; Ellis, 2000). This means that psychic
distance cannot be observed at the macro level
(Sousa & Bradley, 2006). Dow and Karunaratna
(2006) acknowledge this in their study by analyzing
bilateral trade flows and by explicitly ruling out the
possibility that their approach might be used to
explain firm-specific patterns of market selection.

It is regrettable that, in the more than 30 years
since the publication of Johanson and Wiedersheim-

Paul’s (1975) pioneering work, no consensus has yet
emerged regarding the operationalization of psy-
chic distance. Even if researchers were able to solve
this intractable problem, the analysis of distance
effects would still be hampered by the inordinate
difficulty of measuring distance perceptions of non-
sellers identified as being influential in the firm’s
internationalization. (In this study this would have
meant asking 396 different buyers or brokers located
in 73 nations to recall details about ventures dating
as far back as 1972.) Given these methodological
challenges, scholars investigating firm internationa-
lization probably should resign themselves to the
fact that their datasets will be somewhat ‘‘noisy,’’ and
that sought-after effects will tend to be weak. The
implication is that studies investigating expansion
patterns will need to be designed with sufficient
statistical power (e.g., arising from large sample sizes)
to detect these effects.

A final limitation arising from this study stems
from the external validity of results obtained from
exporter-manufacturers located within single coun-
try. Specifically, is the moderator effect contingent
upon a set of exchange factors that are unique to
the shared experiences of Chinese exporters? There
are a number of plausible scenarios under which
this moderator effect might not be observed else-
where. For example, in exchange settings where
managers have the option of exporting to a number
of equally attractive markets, psychic distance
considerations may directly affect the order in
which markets are entered. Exporters in isolated
countries may also be especially susceptible to the
uncertainty-enhancing effects of distance, leading
to a direct correlation with entry sequence. Mod-
erator effects may also be contingent upon the
nature of the product being traded, and be greater
for traditional goods exported in traditional ways
and lower for services or digital products traded
electronically. For all these reasons further research
is needed before any claims regarding the univers-
ality of the moderator effect can be made.

Summary
This study makes three important contributions to
the internationalization process literature. First, the
study has provided evidence supporting the hypo-
thesis that psychic distance weakens the negative
relationship between market size and market entry
sequence. In doing so this study challenges the
idea that the establishment of operations in new
markets conforms to a simple pattern of increasing
psychic distance. Second, by comparing effect sizes
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attached to different initiation scenarios, this
study has shown that psychic distance is asymme-
trical between buyers and sellers, and generates
effects that are context-dependent. Third, this
study has provided evidence indicating that dis-
tance asymmetries reflect differences in managers’
experience and learning. This suggests that the
mitigating effects of psychic distance diminish
over time and as a natural consequence of firm
internationalization.
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NOTES
1The full list of control modes shown to interviewees

was as follows: exports (three options: direct export to
a foreign firm or subsidiary and indirect exporting via
an intermediary); contractual entry modes (three
options; licensing, alliances and contractual joint
ventures); equity joint ventures (three options: minor-
ity, 50/50 and majority joint ventures); and subsidi-
aries (two options: acquisition and greenfield).

2Prior to transformation, the minimum (maximum)
sequence data points were 0.84 (4.09) standard
deviations below (above) the mean (2.36), indicating
positive skewness. After transformation, the minimum
(maximum) data points were 1.04 (2.46) standard
deviations below (above) the mean, indicating a more
balanced distribution.

3The US economy in 2005 was about five times its
size from 40 years ago; 40 years ago it was the same
size as the UK economy in 2005.

4Psychic distance was defined as: (1) the sum of
‘‘factors preventing the flow of information to and
from the market’’ resulting from ‘‘differences in
language, culture, political systems, education level,
industrial development, etc.’’ (Johanson & Wieder-
sheim-Paul, 1975: 308); and (2) ‘‘a firm’s degree of
uncertainty about a foreign market resulting from
cultural differences and other business difficulties that
present barriers to learning about the market and
operating there’’ (O’Grady & Lane, 1996: 330).

5Managers were asked: ‘‘Who first established
contact between you and your customer in this foreign
market?’’ Response options were: (1) we approached
them (seller-initiated); (2) they contacted us (outsider-
initiated); (3) we were introduced by a mutual
associate/acquaintance (outsider-initiated); (4) we
met at a trade fair/exhibition (trade fair-initiated);
and (5) don’t remember.

6There are several reasons for manually standardiz-
ing predictors, but the best one is that any auto-
matically generated standardized solution will be
based on the standardization of all predictors, and a
standardized interaction term will generally be some-
thing other than the cross-product of standardized
predictor variables. Aiken and West (1991: 40–47)
provide a good overview of the issues.

7As expected, positive autocorrelation was higher
(or closer to zero) in the seller-initiated subsample
(d¼1.323) than in the non-seller-initiated subsample
(d¼1.706). This is because firm-specific entries in the
first group were made by a single initiator (the seller),
whereas most of entries in the second group were
initiated by various buyers and third parties.

8The autoregression results are available from the
author.

9The sometimes negative (and non-significant)
coefficients for market size in the conditional models
have no direct connection with the corresponding
negative (and significant) coefficients in the main
effects models (Aiken & West, 1991: 38). In the condi-
tional effects model the b1 coefficient represents the
regression of Y on X at Z¼0. With centered variables, a
value of Z¼0 equates to a raw score of 34.08, the
mean psychic distance score for seller-initiated FMEs.
As this score is almost identical to the point at which
the simple slope becomes positive, it is not surprising
to find that the regression of entry sequence on market
size at this point is close to zero.

10The presence of a significant interaction term in
the non-seller subsample is indicative of some kind of
interaction effect. However, as psychic distance was
found to be correlated with both the independent and
dependent variables for this group, the best conclu-
sion is that psychic distance is a quasi-moderator of the
link between market size and entry sequence for non-
seller initiated FMEs (Sharma et al., 1981).

11Restricting early entries to the first three
FMEs returned essentially the same results as those
reported here.

12The correlations between market size and entry
sequence constitute small effects, according to
Cohen’s (1988) classification of effect sizes, but small
does not imply trivial (Prentice & Miller, 1992). Effects
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will be small and difficult to detect when the
phenomena being investigated are tricky to measure
and subject to extraneous sources of variation (Cohen,

1988: 25). These conditions describe some of the
challenges associated with measuring the market size–
entry sequence relationship.
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APPENDIX

PSYCHIC DISTANCE RATINGS

Rank Market Mean Std. dev.

1 China 1.00 0.00
2 Hong Kong 8.31 4.94
3 Macau 9.69 6.96
4 Malaysia 21.15 15.53
5 Singapore 21.36 15.46
6 Thailand 22.85 11.88
7 Taiwan 23.21 22.01
8 United Kingdom 26.79 19.24
9 Korea 28.14 23.22

10 Russia 31.00 12.42
11 Japan 32.50 31.83
12 Canada 32.93 20.24
13 Germany 33.14 19.43
14 USA 33.43 25.75
15 Mongolia 33.50 24.74
16 India 35.79 19.29
17 Australia 36.43 20.46
18 France 36.43 18.34
19 Vietnam 38.43 26.80
20 Turkey 39.21 20.67
21 Indonesia 40.57 24.10
22 Philippines 40.57 23.37
23 Italy 40.64 16.37
24 Switzerland 40.71 22.09
25 Netherlands 41.07 20.76
26 Iran 41.21 21.10
27 Myanmar 41.86 21.10
28 Poland 44.14 18.96
29 Brazil 44.43 25.32
30 Saudi Arabia 44.57 23.08
31 Iraq 44.71 26.21
32 Mexico 44.71 24.01
33 Yugoslavia 44.93 19.66
34 Denmark 45.36 21.34
35 Belgium 46.43 21.98
36 Chile 46.93 23.53
37 Spain 46.93 22.85
38 Colombia 47.07 21.23
39 Norway 47.36 21.55
40 Austria 47.71 23.70
41 Argentina 48.00 19.86
42 Pakistan 48.36 22.77
43 Czech Republic 49.00 21.09
44 Finland 49.21 21.62
45 UAE 49.93 27.20
46 Laos 50.21 28.61
47 Egypt 50.64 23.36
48 South Africa 51.14 26.82
49 Israel 51.64 26.24
50 Greece 51.71 17.99
51 Nepal 53.21 19.60
52 Syria 54.50 23.54
53 Kyrgyzstan 59.21 29.06
54 Nigeria 60.07 24.52
55 Kenya 62.50 27.32
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