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Learning Objectives

N | After reading this chapter, you will be able to:

Explain the three basic decisions that firms contemplating foreign expansion must
make: which markets to enter, when to enter those markets, and on what scale.

Compare and contrast the different modes that firms use to enter foreign markets.
Identify the factors that influence a firm’s choice of entry mode.

Recognize the pros and cons of acquisitions versus greenfield ventures as an
entry strategy.
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expect. lkea Hej Home reflects IKEA’s understanding of life at home in India and its unique home furnishing

solutions, including food and room settings, for Indian homes.
The preparation to get to the IKEA Hej Home concept and ultimately to the first large-scale store

opening in Hyderabad was a long research-oriented endeavor. The Swedish home furnishings giant with a
reputation for being very Swedish in almost everything they do sent one of its top design executives, Marie
Lundstrém, to India with a mission to understand the Indian mindset and aesthetic. IKEA had decided that
it needed to learn everything it possibly could-about the Indian customers in a variety of indian homes,
places, and settings. The entry into China in 1998 went well but was also undertaken before the social
media world we now live in. India could not go wrong for IKEA; the brand depended on it.

Marie Lundstrom didn’t leave a single stone unturned. She visited nearly 200 Indian homes all across
the large landscape of India. She spent countless hours interacting with Indian family members. IKEA also
did the customary customer surveys with a large cross-section of the potential customers. In all, under the
leadership of Marie Lundstrém, IKEA found some important characteristics of the Indian customers that
could be effectively used by IKEA to make sure that their market entry into the country in 2018 was as
successful as it could possibly be. Some of the findings indicated that Indians love color. Indians’ family lives
center around the couch. They watch TV while eating, which is not much different than Americans and
many other nationalities, but nevertheless a finding that was helpful to understand India, the country’s
customers, and their characteristics. Unfortunately, customers in India are not also big fans of the IKEA

trademark of do-it-yourself.
Taking all of this into account, IKEA could now plan accordingly. The company meticulously planned its

large-scale store design and product range for one of the largest economies in the world with one of the
largest potential customer populations. It is a remarkable journey that took IKEA through five years from
initiation of the idea of entering India, to three years of detailed planning and research, and a couple of
years of actually building the first store in Hyderabad. It is a fascinating story, journey, and a deviation from
normal practice for IKEA—the company that prides itself on being Swedish in its processes, product names,
and food served in its restaurants! To date, IKEA has about 400 employees in India and the company has
plans to increase that number to 15,000 employees by 2025, with half being women.

Sources: Rathna Bhushan, “lkea Betting on New Markets; Will Open Stores in India Next Year,” The Economic Times, April 27, 2017; Ashish Gupta,
“Is India Ready for IKEA?" Fortune India, March 24, 2017, Natasha Lomas, “IKEA Does Emoji,” Tech Crunch, February 11, 2015; V. Rishi Kumar,
“IKEA Opens First Hej Home in India at Hyderabad,” Business Line, November 22, 2017; and Saurabh Singh, “IKEA’s India Plan: To Hire 15,000

Co-Workers with Equal Representation from Women,” EnTrackr, December 7, 2017.

Did You Know?
Did you know increasingly more
companies are born global?

Visit your Connect SmartBook® to
view a short video explanation from
the authors.

Introduction

This chapter is concerned with two closely related topics: (1) the decision of which foreign
markets to enter, when to enter them, and on what scale; and (2) the choice of entry mode. We
covered strategic alliances in Chapter 12 when we discussed the strategy of international business,
which also has implications for entering foreign markets. Specifically, a company can engage ina
strategic alliance to enter a foreign market, and this becomes the company’s internationalization
strategy. However, most companies are not strategic and instead choose a market entry mode that
requires lower levels of commitment and involvement. This includes choices between entering
foreign markets by exporting, licensing, or franchising. Strategic alliances, like joint ventures:
which we also cover as a market entry form in this chapter (in addition to the material we cover
on strategic alliances in Chapter 12), require greater involvement and commitment. _
At-the basic level, any firm thinking about foreign expansion must first struggle with tlh"'j
issue of which foreign market or markets to enter and the timing and scale of entry. The Cho":‘_"-:
of which markets to enter should be driven by an assessment of the potential for relative lor‘lg'.
run growth and profit. For example, in the opening case, how to go about entering 2 fort‘,_IS{‘_?
market is a major issue with which IKEA wrestles even today. Keep in mind that IKEA is the
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|

| foreign expansion. Ultimately, the choice must be based on an assessment of a nation’s long-run
l. 1 \ | revenue potential. This potential is a function of several factors, many of which we have studied

|" ' ' in earlier chapters. Chapters 2 and 3 looked in detail at the economic and political factors that tha
L — RE=r R % L8 I-.-:

influence the potential attractiveness of a foreign market. The attractiveness of a country as a
potential market for an international business depends on balancing the benefits, costs, and risks Tesco’s | nternati 6
onal Growth Str
ategy

|
| associated with doing business in that country.
‘ 1 Chapters 2 and 3 also noted that the long-run economic benefits of doing business in a country Tesco, founded in 1919 by Jack Cohen, is a Briti .
| are a function of factors such as the size of the market (in terms of demographics), the present lcligezn; merchandise retaifer It Is the 'Jargest“glf;c?rumnat,m"a_f gro-
wealth (purchasing power) of consumers in that market, and the likely future wealth of consum- second-| figaam, W‘_“" 9 28 percent share of the local n):;ita”er e
| argest retailer in the world after Walmart measurezt'bzn?etwhe
e_
billion)

Bl | ers, which depends on economic growth rates. While some markets are very large when measured
| by number of consumers (e.g., China, India, Brazil, Russia, and Indonesia), one must also look at
living standards and economic growth. On this basis, China and India, while relatively poor, are

growing so rapidly that they are attractive targets for inward investment. Alternatively, weak
| growth in Indonesia implies that this populous nation is a far less attractive target for inward in- to come from strong competencies |
vestment. As we saw in Chapters 2 and 3, likely future economic growth rates appear to be a 1 logistics and Nventory management, and its :
| function of a free market system and a country’s capacity for growth (which may be greater in | By the early 1990s, these competencies h' own labe| Product offerings. g e &
, less developed nations). Also, the costs and risks associated with doing business in a foreign ' a leading position in the United Kingdom ?ri Sheady given the Company W 3 z ! ' e o e e
country are typically lower in economically advanced and politically stable democratic nations, | ;:::ng free cash flows, and senior manaéersehgzrriga; T Sy ' ' _—t A}\ u ‘
and they are greater in less developed and politically unstable nations. A;;f:' |0ne 5”5“?9}’ they settled on was overseas e::;ii‘how e Tesco s the fargest grocery retailer in the Uniteg |
The discussion in Chapters 2 and 3 suggests that, other things being equal, the benefit—cost—risk Opportun};ﬂzgkid at Jnte{rnationar markets, they soon t:cnncim:fr:.'}:.tf1 .lh ﬁecond-rargest retaller worldwide after Wajmart

! €1€ ot in established markets, such s those in ;:iﬁ _ ouang Niu/Getty images

Kingdom ang the

’ ‘ trade-off is likely to be most favorable in politically stable developed and developing nations that
have free market systems and where there is not a dramatic upsurge in either inflation rates or '

i
. private-sector debt. The trade-off is likely to be least favorable in poliFically unstable developing there were few capable competi
| | gatlops tha.t operate with a mixed or command economy or in developing nations where specula- 'tr\'-.‘ndsi Tesco's first internationaﬁ folrg I wam; strong underlying growth  behind only Walmart (Tesco is also beh
. | tive financial bubbles have led to excess borrowing. it acquired an injtial 51 percent stake{n Ga:s nto Hungary in 1994 when  @reused). Of the three, however T ehind Carrefour of France i profits
I Another important factor is the value an international business can create in a foreign market. grocery chain. By 2019, Tesco was the m OTL a 43-store, state-owned ~ termationally, By 2019, all its fore.f en5co may be the most successfy| in
| This depends on the suitability of its product offering to that market and the nature of indigenous more than 200 stores and additional [)pen?r et leader in Hungary, wih In explaining the company’s sucgesve?tures were making money,
competition.? If the international business can offer a product that has not been widely available acquired 31 stores in Poland from Stavia; a ngj Tfann?d_ In 1995, Tesco @ number of important factors, First t;r; CESCO S managers have detailed
'l in that market and that satisfies an unmet need, the value of that product to consumers is likely to Et:‘cmsed from Kmart in the Czech Rep'ubl)i(c a;: tselg\:rt i&_ﬂcfed 13 stores !a tention to transferring its core Cahabirlt?e??r? ';Ytdevotes o deratie
be much greater than if the international business simply offers the same type of product that 450”;?0};:’., it ;ntered the Republic of lrejand, Tesco noiv r:é: nd the fol- eufr& flt the same time, it does not send in an afmi:[g}g to its new van-
| . indigenous competitors and other foreign entrants are already offering. Greater value translates 120 stores :1] Slorand" some 80 stores in the Czech Republic rr:r?rr: tt:an sr.?ppf:rtothmn IDFBI _Operatigns' preferring to hire 10calenx12?|t:ate o
, into an ability to charge higher prices and/or to build sales volume more rapidly. By considering Togents Meqan E;‘;:al:s.‘and more Fhan 100 stores in Ireland, an fesond thimc:,::h a few Operational experts from the vt P?iirij and
. such factors, a firm can rank countries in terms of their attractiveness and long-run profit 75 percent of Lotu: alsc'z:'bfegan 11998 in Thailand when it purchased ~ been a lgreaz BSS’;‘?”¥ believes that its partnering strategy in As?a E:s.
II ! | potential. Preference is then given to entering markets that rank highly. For example, Tesco, the base, Tesco had more than 3;3‘1 tretarier with 13 stores, Building on that ~ have a deep unders‘r ar?;;? hc‘;s teamed up with googd companies that
large British grocery chain, has been aggressively expanding its foreign operations, primarily by company entered South Koreg wi:eﬁrifs in Thailand by 2015, | 1999, the g but that lack Tesco 4 f?n(; rlthelmarkets In which they are participat-
a chain of hypermarkets, This was foll Partnered with Samsung to develop  Consequently, both Tesco and ”;fa o g retailing capabilities
owed by entry into Taiwan in 2000, the venture increasing the pmbs;";”;:fflszve brought useful assets to
ccess. As the venture pa-

focusing on emerging markets that lack strong indigenous competitors (see the accompanying
Malaysia in 2002, Japan i
yJapanin 20 ot
03, and China in 2004, The moveinto Ching ~ COMes established, Tesco has typically |

1
' Management Focus).

i
!‘_ L::y";i:r:yt;ht::a - TIMING OF ENTRY  Once attractive markets have been identified, it is important to :]Z:irnese Market b}( 1ts large size and rapid growth. In the end t
"I' market before other foreign firms and consider the timing of entry. Entry is early when an international business enters a foreign mar- COntr(;Tiead ?;CthD Joint venture with Hymall, 5 hypermaieetn ;TT?SEG set- n?g‘EhEd '_fesca owned 51 percent. Third, the com any |
‘ | fate when a firm enters after other ket before other foreign firms and late when it enters after other international businesses have e Y Ting Hsin, a Taiwanese group, which had bee bl 5 il good growth potential bt that Iac: 1y b foc.USEd -
| ! L:ﬁ:laell':::' businesses have established 5 ready established themselves. The advantages frequently associated with entering a market il veﬁ; Sk years. In 2014, Tesco combined ts 1 31 stor és”rgr::e;atmg in COmpetitors, which provides Tesco with ripe ground f.;rrzng Indigenous
| 1| early are commonly known as first-mover advantages.? One first-mover advantage is the ability nearly 3'0”&3 ::grt;hi state-run China Resources Enter prise (CRE}Izic:'r}tz aurces: hana Kottasovs, "Women i Supe ‘-
‘ first-mover advantages to preempt rivals and capture demand by establishing a strong brand name. This desire has driver Nsarasittar thés?;? owns 20 percent of the jain venture. :;gg;fo:ey February 7, 2018; P, Chug, Ei::;tiefsg 165[:: ?P?" as Warehouse Workers,*
bl ’:t::::::tges accruing to the first o enter e rapid expansion by Tesco into developing nations (see the Management Focus). A second billion outside of the Untf}!‘;zs}(w 2039 Tesco generated sales of §25 31k }éur'g'{:s\:rs"‘re{sﬂc?:] Tesco Sets Out s Stall in Chirg” pg,;; }g&fﬁiﬁ?ﬁmﬂ
‘ ‘ ; ' advantage is the ability to build sales volume in the country and ride down the experience curve about $52 p llion). The additi(i}:gd:':” (its Uf( annual revenues were  2004.p.22.J, ﬁtragga:%f::;f;;"::;;ff: on Chinese Partnership,” Einancioy n,',?;:?jmﬁ 15 |
' first-mover disadvantages ahead of rivals, giving the early entrant a cost advantage over later entrants. This cost advantage Make Tesco the second-largest m;p;n; ef”i;’onal stores has helped ﬁg‘f‘;‘;a;”: Tesco's annual reports, mfigggiis:np:;ﬁﬁfﬁ” Grocer, March 1, '
i ? isadvantages associated with enteringa - Imay enable the early entrant to cut prices below those of later entrants, thereby driving them out Y1 e global grocery market Push Areag rneﬁ:fnﬁii'ﬁ;”[jﬁf Lﬁ“mu"”’”‘”' December EW;O:E;::; dTilciilgi‘:g
il b°J:if:S;“;”‘el before other international  of the market. A third advantage is the ability of early entrants to create switching costs that 1€ v 1he WollStreet Journal, October 5, 2010, p, 19,
' ' customers into their products or services. Such switching costs make it difficult for later entrants || |
pioncering costs to win business. fl‘(]m that in 4 fi |
Costs an early entrant bears that later There can also be disadvantages associated with entering a foreign market before other inter” “Xpense Iearu?n s home market that the enterprise has to de
| z;‘f“)’rﬁ!"i‘:lz‘:@rﬁﬁh aslt“e time and national businesses. These are often referred to as first-mover disadvantages.* These disadva!" ., e firy duen]tng. th? rules of the game, Pioneering costs m";ltz considerable effort, time and
IS e rilee faure due o tages may give rise to pioneering costs, costs that an early entrant has to bear that a later entrant Ifahil-i:\- is . .<0 s 'enorance of the foreign envi;:o e e costs of business failure
ey . associated with being a fol'eignerf:and this fimEn;t m.akes major mistakes, A certai
1ability is greater for foreign firms that I

& nationg]
market early,s are
¥-" Research seems to confirm that

‘ ignorance, and the liability of being a ifferent
can avoid. Pioneering costs arise when the business system in a foreign country is s differet®
the probability of survi val

] | foreigner.
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E_—C:'J increases if an international business enters a national market
after several other foreign firms have already done s0.° The late

Is First-Mover Advan tage entrant may benefit by observing and learning from the mis-

takes made by early entrants.
ina? . . . )
Alway s a Good Thlng : Pioneering costs also include the costs of promoting and
Timing of entry into a foreign market is one of the most critical

establishing a product offering, including the tosts of educating
aspects of going international. Popularized by Marvin Lieberman customers. These can be significant when the product being
and David Montgomery in 1988, first-mover advantage was an promoted is unfamiliar to local consumers. In contrast, later
idea that resonated with every company. But 10 years later, in entrants may be able to ride on an early entrant’s investments in
.‘I998, Lleber'man and Montgomgry actua_lly backed off their own learning and customer education by watching how the early
idea that taking advantage of being the first mover was always a - . . .
good strategy. At this time, it was too late: Venture capitalists, entrant proceeded in the market, by a""‘dm,g ‘costly mistakes
companies, people, and many scholars had already latched onto made .by the early entrant, and by .explomng .the market
the positive things about being first in a new foreign market and potential created by the early entrant’s investments in customer
stressed this approach over any other timing of entry. Now we are education. For example, KFC introduced the Chinese to
some 20 years into the twenty-first century, and the realization is American-style fast food, but a later entrant, McDonald’s, has
that first-mover advantages also come with pioneering costs, If capitalized on the market in China by correcting mistakes that
you had a choice of being the first-mover into a new emerging KFC made and implementing a better approach.
foreign market (e.g., Turkey) and being the fifth company entering An early entrant may be put at a severe disadvantage, relative
that market with your product, what would you choose and why? to a later entrant, if regulations change in a way that diminishes
the value of an early entrant’s investments. This is a serious risk
in many developing nations where the rules that govern
business practices are still evolving. Early entrants can find
themselves at a disadvantage if a subsequent change in regula-
tions invalidates prior assumptions about the best business

model] for operating in that country.

Sources: M. B. Lieberman and D. B. Montgomery, “First-Mover Advantages,”
Strategic Management Journal 9 (1988), pp. 41-58; and M. B. Lieberman and

D. B. Montgomery, “First-Mover (Dis)Advantages: Retrospective and Link with the
Resource-Based View,” Strategic Management Journal 19 (1998), pp. 1111-1125,

SCALE OF ENTRY AND STRATEGIC COMMITMENTS  Another is-
sue that an international business needs to consider when contemplating market entry is the scale
of entry. Entering a market on a large scale involves the commitment of significant resources and
implies rapid entry. Consider the entry of the Dutch insurance company ING into the U.S. insur-
ance market in 1999. ING had to spend several billion dollars to acquire its U.S. operations. Not
all firms have the resources necessary to enter on a large scale, and even some large firms prefer
to enter foreign markets on a small scale and then build slowly as they become more familiar
with the market.

The consequences of entering on a significant scale—entering rapidly—are associated
with the value of the resulting strategic commitments.” A strategic commitment has a long-
term impact and is difficult to reverse. Deciding to enter a foreign market on a significant
scale is a major strategic commitment. Strategic commitments, such as rapid large-scale
market entry, can have an important influence on the nature of competition in a market. For
example, by entering the U.S. financial services market on a significant scale, ING signaled
its commitment to the market. This will have several effects. On the positive side, it will make
it easier for the company to attract customers and distributors (such as insurance agents). The
scale of entry gives both customers and distributors reasons for believing that ING will re-
main in the market for the long run. The scale of entry may also give other foreign institutions
considering entry into the United States pause; now they will have to compete not only against
indigenous institutions in the United States but also against an aggressive and successful
European institution. On the negative side, by committing itself heavily to one country
the United States, ING may have fewer resources available to support expansion in other
desirable markets, such as Japan. The commitment to the United States limits the cornpany,s

strategic flexibility.
As suggested by the ING example, significant strategic commitments are neither unambigi=
ously good nor bad. Rather, they tend to change the competitive playing field and unleash

a number of changes, some of which may be desirable and some of which will not be. It iSt

important for a firm to think through the implications of large-scale entry into a market an(-i 4
accordingly. Of particular relevance is trying to identify how actual and potential competitors
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The Jollibee Phenomenon

Jollibee Foods Corporation, abbreviated JFC and more popularly
known as Jollobee, is one of the Philippines’ phenomenal business
success stories. Jollibee, which stands for “Jolly Bee,” began opera-
tions in 1975 as a two-branch ice cream parlor. It later expanded its
menu to include hot sandwiches and other meals. Encouraged by early
success, Jollibee Foods Corporation was incorporated in 1978, with a
network that had grown to seven outlets. In 1981, when Jollibee had
11 stores, McDonald's began to open stores in Manila. Many observers
thought Jollibee would have difficulty competing against McDonald's.
However, Jollibee saw this as an opportunity to learn from a very suc-
cessful global competitor. Jollibee benchmarked its performance
against that of McDonald’s and started to adopt operational systems
similar to those used at McDonald’s to control its quality, cost, and ser-
vice at the store level. This helped Jollibee improve its performance.
As it came to better understand McDonald’s business model, Jollibee
began to look for a weakness in McDonald’s global strategy. Jollibee
executives concluded that McDonald’s fare was too standardized for
many locals and that the local firm could gain share by tailoring its menu
to local tastes. Jollibee’s hamburgers were set apart by a secret mix of
spices blended into the ground beef to make the burgers sweeter than
those produced by McDonald's, appealing more to Philippine tastes. It
also offered local fare, including various rice dishes, pineapple burgers,
and banana longka and peach mango pies for desserts. By pursuing this
strategy, Jollibee maintained a leadership position over the global giant.
By 2019, Jollibee had over 801 stores in the Philippines for its Jollibee
brand and some 2,040 total stores across all of its brands (e.g., Jollibee,
Chowking, Greenwich, Red Ribbon, Mang INasal, and Burger King),
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Compare and contrast the different
modes that firms use to enter foreign
markets.

I exporting
: Sale of products produced in one country
[ to residents of another country.

a market share of more than 60 percent, and revenues in excess of
$600 million. McDonald’s, in contrast, had about 400 stores.

The international expansion started in the mid-1980s. Jollibee’s initial
ventures were into neighboring Asian countries such as Indonesia,
where it pursued the strategy of localizing the menu to better match
local tastes, thereby differentiating itself from McDonald’s. In 1987,
Jollibee entered the Middle East, where a large contingent of expatriate
Filipino workers provided a ready-made market for the company.
The strategy of focusing on expatriates worked so well that in the late
1990s, Jollibee decided to enter another foreign market where there
was a large Filipino population—the United States.

Between 1999 and 2019, Jollibee opened 32 stores in the United
States, 20 of which are in California. Even though many believe the U.S.
fast-food market is saturated, the stores have performed well. While
the initial clientele was strongly biased toward the expatriate Filipino
community, where Jollibee’s brand awareness is high, non-Filipinos
increasingly are coming to the restaurant. In the San Francisco store,
which has been open the longest, more than half the customers are
now non-Filipino. Today, Jollibee has some 500 international stores
and a potentially bright future as a niche player in a market that has
historically been dominated by U.S. multinationals.

Sources: Tina G. Santos, “Up to 10,000 Jollibee Workers to Be Regularized,” Inquirer.net,
April 6, 2018; “Jollibee Battles Burger Giants in US Market,” Phifippine Daily Inquirer, July
13, 2000; M. Ballon, “Jollibee Struggling to Expand in U.S.," Los Angeles Times,
September 16, 2002, p. C1; J. Hookway, “Burgers and Beer,” Far Eastern Economic
Review, December 2003, pp. 72-74; S. E. Lockyer, “Coming to America,” Nation's
Restaurant News, February 14, 2005, pp. 33-35; Erik de la Cruz, “Jollibee to Open 120
New Stores This Year, Plans India,” inquirer Money, July 5, 2006, business.inquirer.net;

and www.jollibee.com.ph.

Entry Modes

Once a firm decides to enter a foreign market, the question arises as to the best mode of entry.
Firms can use six different modes to enter foreign markets: exporting, turnkey projects, licensing,
franchising, establishing joint ventures with a host-country firm, or setting up a new wholly
owned subsidiary in the host country. Each entry mode has advantages and disadvantages.

Managers need to consider these carefully when deciding which to use.!!

EXPORTING Many manufacturing firms begin their global expansion as exporters and
only later switch to another mode for serving a foreign market. We take a close look at the
mechanics of exporting in Chapter 14. Here we focus on the advantages and disadvantages of

exporting as an entry mode.

Advantages Exporting has two distinct advantages. First, it avoids the often substantial
costs of establishing manufacturing operations in the host country. Second, exporting may help 8
firm achieve experience curve and location economies (see Chapter 12). By manufacturing the
product in a centralized location and exporting it to other national markets, the firm may realize
substantial scale economies from its global sales volume. This is how many Japanese automakers
made inroads into the U.S. market over the last two decades (although more and more they
are also setting up factories in the United States due to the favorable tax incentives and also

restrictions placed on them for SUVs).
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licensing agreement
Arrangement in which a licensor grants
the rights to intangible property to a
licensee for a specified period and
receives a royally fee in return.

the operation. Second, the firm that enters into a turnkey project with a foreign enterprise may
inadvertently create a competitor. For example, many of the Western firms that sold oil-refining
technology to firms in Saudi Arabia, Kuwait, and other Gulf states now find themselves compet-
ing with these firms in the world oil market. Third, if the firm’s process technology is a source of
competitive advantage, then selling this technology through a turnkey project f1§s also selling

competitive advantage to potential and/or actual competitors.

LICENSING A licensing agreement is an arrangement whereby a licensor grants the
rights to intangible property to another entity (the licensee) for a specified period, and in return,
the licensor receives a royalty fee from the licensee.'? Intangible property includes patents,
inventions, formulas, processes, designs, copyrights, and trademarks. For example, to enter the
Japanese market, Xerox, inventor of the photocopier, established a joint venture with Fuji Photo
that is known as Fuji Xerox. Xerox then licensed its xerographic know-how to Fuji Xerox. In
return, Fuji Xerox paid Xerox a royalty fee equal to 5 percent of the net sales revenue that
Fuji Xerox earned from the sales of photocopiers based on Xerox’s patented know-how. In the
Fuji Xerox case, the license was originally granted for 10 years, and it has been renegotiated and
extended several times since. The licensing agreement between Xerox and Fuji Xerox also
limited Fuji Xerox’s direct sales to the Asian Pacific region (although Fuji Xerox does supply
Xerox with photocopiers that are sold in North America under the Xerox label).!?

Advantages In the typical international licensing deal, the licensee puts up most of the
capital necessary to get the overseas operation going. Thus, a primary advantage of licensing is
that the firm does not have to bear the development costs and risks associated with opening a
foreign market. Licensing is very attractive for firms lacking the capital to develop operations
overseas. In addition, licensing can be attractive when a firm is unwilling to commit substantial
financial resources to an unfamiliar or politically volatile foreign market. Licensing is also often
used when a firm wishes to participate in a foreign market but is prohibited from doing so by
barriers to investment. This was one of the original reasons for the formation of the Fuji Xerox
joint venture. Xerox wanted to participate in the Japanese market but was prohibited from setting
up a wholly owned subsidiary by the Japanese government. So Xerox set up the joint venture
with Fuji and then licensed its know-how to the joint venture.
Finally, licensing is frequently used when a firm possesses some intangible property that might
have business applications, but it does not want to develop those applications itself. For example,
Bell Laboratories at AT&T originally invented the transistor circuit in the 1950s, but AT&T decided

it did not want to produce transistors, so it licensed the technology to a number of other companies,
such as TI (Texas Instruments). Similarly, Coca-Cola has

licensed its famous trademark to clothing manufacturers, which
have incorporated the design into clothing. Harley-Davidson
licenses its brand to Wolverine World Wide to make footwear

Exporting or Licensing?
In Chapter 13, we discuss a series of advantages and disadvan-
tages of exporting and licensing (as well as turnkey projects,
franchising, joint ventures, and wholly owned subsidiaries as
other entry mode choices). Exporting refers to the sale of products
produced in one country to residents of another country.
Licensing refers to an arrangement in which a licensor grants the
rights to intangible property to the licensee for a specified period
and receives a royalty fee in return. Both of these modes of entry
into a foreign market have unique advantages and disadvan-
tages. Oftentimes, selecting exporting or licensing depends on
myriad factors—one being the global mindset of the business
owner. Assume you have a choice to enter three emerging
markets—Bolivia, Chile, and Peru, neighboring countries in South
America. You have a great product, with lots of technological
innovation and a lightweight packaging. Would you opt for
exporting or licensing, and why?
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that embodies the spirit of the open road, which Harley-Davidson
emphasizes in its advertisements and product positioning.

Disadvantages Licensing has three serious drawbacks.
First, it does not give a firm the tight control over manufactur-
ing, marketing, and strategy that is required for realizing expe-
rience curve and location economies. Licensing typically
involves each licensee setting up its own production operations:
This severely limits the firm’s ability to realize experience
curve and location economies by producing its product in 2
centralized location. When these economies are important;
licensing may not be the best way to expand overseas.

Second, competing in a global market may require a firm to
coordinate strategic moves across countries by using
earned in one country to support competitive attacks in an
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with Fuji Xerox, giving the venture’s management considerable free
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Ad vantages There are several clear advantages of wholly owned subsidiaries. First, when
a firm’s competitive advantage is based on technological competence, a wholly owned subsidiary
will often be the preferred entry mode because it reduces the risk of losing control over that
competence. (See Chapter 8 for more details.) Many high-tech firms prefer this entry mode for
overseas expansion (e.g., firms in the semiconductor, electronics, and pharmaceutical industries).
Second, a wholly owned subsidiary gives a firm tight control over operations in different
countries. This is necessary for engaging in global strategic coordination (i.e., using profits from
one country to support competitive attacks in another).

Third, a wholly owned subsidiary may be required if a firm is trying to realize location and
experience curve economies (as firms pursuing global and transnational strategies try to do). As
we saw in Chapter 11, when cost pressures are intense, it may pay a firm to configure its value
chain in such a way that the value added at each stage is maximized. Thus, a national subsidiary
may specialize in manufacturing only part of the product line or certain components of the end
product, exchanging parts and products with other subsidiaries in the firm’s global system.
Establishing such a global production system requires a high degree of control over the opera-
tions of each affiliate. The various operations must be prepared to accept centrally determined
decisions as to how they will produce, how much they will produce, and how their output will be
priced for transfer to the next operation. Because licensees or joint-venture partners are unlikely
to accept such a subservient role, establishing wholly owned subsidiaries may be necessary.
Finally, establishing a wholly owned subsidiary gives the firm a 100 percent share in the profits

generated in a foreign market.

Disadvantages Establishing a wholly owned subsidiary is generally the most costly
method of serving a foreign market from a capital investment standpoint. Firms doing this must
bear the full capital costs and risks of setting up overseas operations. The risks associated with
learning to do business in a new culture are less if the firm acquires an established host-country
enterprise. However, acquisitions raise additional problems, including those associated with
trying to marry divergent corporate cultures. These problems may more than offset any benefits
derived by acquiring an established operation. Because the choice between greenfield ventures
and acquisitions is such an important one, we discuss it in more detail later in the chapter.

Selecting an Entry Mode

As the preceding discussion demonstrated, all the entry modes have advantages and disadvan-
tages, as summarized in Table 13.1. Thus, trade-offs are inevitable when selecting an entry
mode. For example, when considering entry into an unfamiliar country with a track record for
discriminating against foreign-owned enterprises when awarding government contracts, a firm
might favor a joint venture with a local enterprise. Its rationale might be that the local partner
will help it establish operations in an unfamiliar environment and will help the company win
government contracts. However, if the firm’s core competence is based on proprietary technol-
ogy, entering a joint venture might risk losing control of that technology to the joint-venture
partner, in which case the strategy may seem unattractive. Despite the existence of such trade-
offs, it is possible to make some generalizations about the optimal choice of entry mode.?*

CORE COMPETENCIES AND ENTRY MODE We saw in Chapter 12 that
firms often expand internationally to earn greater returns from their core competencies, trans-
ferring the skills and products derived from their core competencies to foreign markets where
indigenous competitors lack those skills. The optimal entry mode for these firms depends t0
some degree on the nature of their core competencies. A distinction can be drawn between firn:ls
whose core competency is in technological know-how and those whose core competency 15 12

management know-how.

Technological Know-How As was observed in Chapter 8, if a firm’s competifi®
advantage (its core competence) is based on control over proprietary technological knoW'-how’
licensing and joint-venture arrangements should be avoided if possible to minimize the risk ©
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Greenfield Venture or Acquisition?

A firm can establish a wholly owned subsidiar
ground up, the so-called greenfield Strategy, or by acquiring an enterprise in the target marker, 26
The volume of cross-border acquisitions has been growing at a rapid rate for two decades. Over
most of the past decades, between 40 and 80 percent of g]| foreign direct investment (FDI)
inflows have beep in the for

yina country by building 4 subsidiary from (he

m of mergers ang acquisitions, 2

PROS AND CONS oOF ACQUISITIONS
in their favor, First, they are quick to execute, By acquiring
rapidly build jts presence in the target foreign market. When the German
Daimler-Benz decided it needed g bj

Eger presence in the .S, automobile m
that presence by building new factories to serve the U

Acquisitions haye three major points
an established enterprise, a firm can
automobile company
arket, it did pot increase
nited States, a Process that would haye taken
automobile company, Chrysler, and merged the two

operations to form Daimlchhrysler (Daimler spun off Chrysler into 4 private equity firm in 2007 ).
service provider Telefonica wanted to build a service pres-
series of acquisitions, purchasing telecommunications
companies in Brazi] ang Argentina, In these Cases, the firms made acquisitions because they knew
that was the quickest way to establish a sizable presence in the target market.

Second, in many cases, firms make acquisitions o preempt their competitors, The need for
preemption is particularly great in markets that are rapidly globalizing, such s telecommunica-

tions, where 2 combination of deregulation within nations and liberalization of regulations

Stment has made it much easier for enterprises to enter

may see concentrated waves of acquisitions
. In the telecommunications industry, for example,
regulatory changes triggered what can be called 5 feeding frenzy, with firms entering each othey’s
markets via acquisitions to establish billion acquisition
of AirTouch Communications in the United States by the British company Vodafone, which was
the largest dcquisition ever; the $13 billion acquisition of Ope 2 One in Britain by the German
company Deutsche Telekom; and the $6.4 billion acquisition of Excel Communications in the
United States by Teleglobe of Canada.® A similar wave of cross-border acquisitions oceurred in
the global automobije industry, with DaimJey acquiring Chrysler, Ford acquiring Volvo (
selling Volvo ag well), and Renault acquiring Nissan,

Third, Managers may believe acquisitions to be Jess risky than gre
firm makes an acquisition, it buys a set of assets that are producing a known revenue and profit
Steam. In contrast, the revenue and profit stream that g greenfield ventyre might generate is
incertain because it does not yet exist. When a firm makes an acquisition in 4 foreign market, it
ot only acquires a set of tangible assets, such as factories, logistics systems, and customer
Service systems, but it also acquires valuable intangible assets, including a loca] brand name anq
Managerg’ knowledge of the business environment in that nation, Such knowledge can reduce the
Tisk Of mistakes caysed by ignorance of the national culture.

and then

gaging in acquisitions, many acquisitions ofte
Pointing results.?® For example, a study by Mercer M g
Sitions worgh more than $500 million each 30 The Mercer study concluded that 50 percent of
€S acquisitions eroded shareholder value, while another 33 Percent created
Telurns, Op;

Y 17 percent were judged to pe successful. Simil

only marginal
g ang i

arly, a study by KPMG, an account-

anagement consulting company, looked at 700 large acquisitions. The study found that

While ese actually created valye for the acquiring tompany, 31 percent
had little impact.3' A similar study by McKinsey

y & Company
" mergers and acquisitions failed to achieve expected revenue
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synergies.** In a seminal study of the postacquisition performance of acquired companies, David
Ravenscraft and Mike Scherer concluded that on average, the profits and market shares of ac-
quired companies declined following acquisition.>* They also noted that a smaller but substantial
subset of those companies experienced traumatic difficulties, which ultimately led to their being
sold by the acquiring company. Ravenscraft and Scherer’s evidence suggests that many acquisi-
tions destroy rather than create value. While most research has looked at domestic acquisitions,
the findings probably also apply to cross-border acquisitions.3*

Why Do Acquisitions Fail?  Acquisitions fail for several reasons. First, the acquiring
firms often overpay for the assets of the acquired firm. The price of the target firm can get bid up
if more than one firm is interested in its purchase, as is often the case. In addition, the manage-
ment of the acquiring firm is often too optimistic about the value that can be created via an ac-
quisition and is thus willing to pay a significant premium over a target firm’s market capitalization.
This is called the “hubris hypothesis” of why acquisitions fail. The hubris hypothesis postulates
that top managers typically overestimate their ability to create value from an acquisition, primar-
ily because rising to the top of a corporation has given them an exaggerated sense of their own
capabilities.* For example, Daimler acquired Chrysler in 1998 for $40 billion, a premium of
40 percent over the market value of Chrysler before the takeover bid. Daimler paid this much
because it thought it could use Chrysler to help it grow market share in the United States. At the
time, Daimler’s management issued bold announcements about the “synergies” that would be
created from combining the operations of the two companies. However, within a year of the
acquisition, Daimler’s German management was faced with a crisis at Chrysler, which was
suddenly losing money due to weak sales in the United States. In retrospect, Daimler’s manage-
ment had been far too optimistic about the potential for future demand in the U.S. auto market
and about the opportunities for creating value from “synergies.” Daimler acquired Chrysler at the
end of a multiyear boom in U.S. auto sales and paid a large premium over Chrysler’s market
value just before demand slumped (and in 2007, in an admission of failure, Daimler sold its
Chrysler unit to a private equity firm, now owned by Fiat Chrysler Automobiles).3
Second, many acquisitions fail because there is a clash between the cultures of the acquiring
and acquired firms. After an acquisition, many acquired companies experience high manage-
ment turnover, possibly because their employees do not like the acquiring company’s way of
doing things.’” This happened at DaimlerChrysler; many senior managers left Chrysler in the
first year after the merger. Apparently, Chrysler executives disliked the dominance in decision
making by Daimler’s German managers, while the Germans resented that Chrysler’s American
managers were paid two to three times as much as their German counterparts. These cultural
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differences created tensions, which ultimately exhibited themselves in high management
turnover at Chrysler.® The loss of management talent and expertise can materially harm the
performance of the acquired unit.** This may be particularly problematic in an international
business, where management of the acquired unit may have valuable local knowledge that can
be difficult to replace.

Third, many acquisitions fail because attempts to realize gains by integrating the operations of
the acquired and acquiring entities often run into roadblocks and take much longer than forecast.
Differences in management philosophy and company culture can slow the integration of opera-
tions. Differences in national culture may exacerbate these problems. Bureaucratic haggling be-
tween managers also complicates the process. Again, this reportedly occurred at DaimlerChrysler,
where grand plans to integrate the operations of the two companies were bogged down by endless
committee meetings and by simple logistical considerations such as the six-hour time difference
between Detroit and Germany. By the time an integration plan had been worked out, Chrysler was
losing money, and Daimler’s German managers suddenly had a crisis on their hands.

Finally, many acquisitions fail due to inadequate preacquisition screening.*® Many firms
decide to acquire other firms without thoroughly analyzing the potential benefits and costs. They
often move with undue haste to execute the acquisition, perhaps because they fear another
competitor may preempt them. After the acquisition, however, many acquiring firms discover
that instead of buying a well-run business, they have purchased a troubled organization. This may
be a particular problem in cross-border acquisitions because the acquiring firm may not fully
understand the target firm’s national culture and business system.
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firm to enter via an acquisition. In such circumstances, a greenfield venture may be too slow to |'
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ng control
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preferred, since they best control technology. When
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the acquisition, and wh
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L 1. When the firm is pursuing |3

timing of entry, p. 360
first-mover advantages, p. 360
first-mover disadvantages, p. 360

pioneering costs, p. 360

exporting, p. 364

franchising, p. 367

This chapter reviewed basic entry decisions and entry modes (ex-
porting, turnkey projects, licensing, franchising, joint ventures,
and wholly owned subsidiaries), and how to go about selecting
an entry mode. We reviewed entering foreign markets in devel-
oped countries (e.g., United Kingdom, Sweden, United States,
and similar countries) and emerging markets (e.g., Argentina,
Brazil, China, India, Indonesia, Mexico, Poland, South Africa,
South Korea, Turkey). We touched on market entry into less de-
veloped nations as well. The chapter made the following points:

1. Basic entry decisions include identifying which markets
to enter, when to enter those markets, and on what scale.

2. The most attractive foreign markets tend to be found in
politically stable developed and developing nations that
have free market systems and where there is no dramatic
upsurge in either inflation rates or private-sector debt.

3. There are several advantages associated with entering a
national market early, before other international businesses
have established themselves. These advantages must be
balanced against the pioneering costs that early entrants often
have to bear, including the greater risk of business failure.

4. Large-scale entry into a national market constitutes a
major strategic commitment that is likely to change the
nature of competition in that market and limit the entrant’s
future strategic flexibility. Although making major
strategic commitments can yield many benefits, there are
also risks associated with such a strategy.
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turnkey project, p. 365
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joint venture, p. 368
wholly owned subsidiary, p. 369

licensing agreement, p. 366

5. There are six modes of entering a foreign market:
exporting, creating turnkey projects, licensing,
franchising, establishing joint ventures, and setting up a
wholly owned subsidiary.

6. Exporting has the advantages of facilitating the realization
of experience curve economies and of avoiding the costs
of setting up manufacturing operations in another country.
Disadvantages include high transport costs, trade barriers,
and problems with local marketing agents.

7. Turnkey projects allow firms to export their process
know-how to countries where foreign direct investment
(FDI) might be prohibited, thereby enabling the firm to
earn a greater return from this asset. The disadvantage is
that the firm may inadvertently create efficient global
competitors in the process.

8. The main advantage of licensing is that the licensee bears
the costs and risks of opening a foreign market. Disadvan-
tages include the risk of losing technological know-how to
the licensee and a lack of tight control over licensees.

9. The main advantage of franchising is that the franchisee’

bears the costs and risks of opening a foreign market.
Disadvantages center on problems of quality control of
distant franchisees.

10. Joint ventures have the advantages of sharing the costs
and risks of opening a foreign market and of gaining
local knowledge and political influence. Disadvantages

transnational strategy. ¢

need for ti : i il

i a1’01 ll.ghr control over operations to realize location
?X‘]JEI.‘]EHCE curve economies suggests wholly owned

subsidiaries are the best entry mode

Critical Thinking and Discussion Questions

L. Review the Mana
Growth Strategy,’
questions:

.gement Focus “Tesco’s International
and then answer the following

a. Why did Tesco’s initia] international expansion
strategy focus on developing nations?
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Yy the 50-50 joint
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has developed valuable new
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best to serve the European

e given below. The cost of

g facilities will be a major one

ome, and let foreign sales
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Cutco Corporation—Sharpening Your Market Entry

i i me once
The name Cutco comes from “Cooking UTensils COm:)ZE)rI‘,g z:i]ork -
i now concentr
by Alcoa. Alcoa is a U.S. company . . e
I(?Wt?tewdeigyht metals and advanced manufacturing techniques. TogtethetA i
'9 d the joint venture
Alcoa create
. R. Case & Sons Cutlery Company, S
\élofporation in 1949, which subsequently became Cutco Corpor
e d subsidiaries Vector
jon includes the wholly owne
Cutco Corporation inclu ety R e e
i i ich it acquired in 1985, a
eting Corporation, whic o
?c?rr:orat?on Vector Marketing is the U.S.-basetI:l\l salt:(s a:(rmMzre et
which i tered in Olean, New York.
ation, which is headquar . e
ggz)p(r)nranufacturing and administrative employees work at the
locaéluot:;) is now the largest manufacturer of high-quaIiFy klit(cjhenkci:ct:]eer:
i da. The product line includes
i United States and Cana : N
Ikn 'tvhees and utensils, shears, flatware, cookware, and sportlng"l:(r:eI ¥
Lmok around your house and your friends’ houses, and yo|uTz:1re riceyfor
. ivesi itchen! The p
i ks of knives in the kitc
ne of their well-known bloc . il
- ((’)f the blocks with a dozen or so knives ranges fr<.)n.1 about f1 o
o;;ards of a couple of thousand dollars. Some 16 million people
u
ht Cutco knives. .
bougriginally Cutco was created as a product for Wear-Ev'e.r ,.B‘Ium|fnp|:l|m(a
mpany foc;Jsed on cookware), which at the time was a d|V|S|ondo . LOCk.
EO th:) evolved from there, eventually adding its sxg.nature Weh.g e
h:ndle and Double-D recessed edge on some of its knives. Two r: ma(_?-I b
have never changed are Cutco’s commitment to fine craﬁsmans ;pt 1
Fz\r,ever Guarantee. The guarantee means what it implles—tTe:]e e
tands behind its knives' performance and sharpness fore'ver. O,Zbuse
;ave a forever guarantee of replacing their knives for any misuse
alf the cost. . . N
3 hCutco as it operates today, was formed in 1982 following a marn:]gn
0 _ ; : ;
ment buyout that took the company private. As with any empltc;ye:ompany-
ager buyout, it was a leap of faith for the team that bought :tsecured
B?Jt based on the company’s story, it was also the momgnt;ggs o
Cutco's future for generations to come. In this process, in .mducts
Marketing Corporation became the exclusive marketer of (;utco ;:lom -
i ntatives located throug
irectly to consumers via sales represe : ‘ e
?Jlr:’ietcetdyStates and Canada. Cutco International Inc. is responsible for inte
ional marketing. - ! t
natlZnnual sales for Cutco now stand at about $200 million \{vorld(\j/vlde, E:Je
mainly in the United States and Canada. The product Imde :Elue ;sc:lr;des
i me alone. The extended lin
than 100 choices under the Cutco na : s Te T
i i tware, sporting and pocke L
kitchen utensils, gadgets and fla e e
ine, the products are marke
arden tools. For the Cutco line, . e
galled “direct selling” (marketing of products dlrectlY to'\lthrethcc:\::erica
away from a fixed retail location). Internationally, outsnde. oc o Rica,
Cutco has independent office arrangements in Austrahaé. oalso has,
Germany, South Korea, and the United Kingdom. Puerto Rico
independently run sales locations. . . §
IIF: the United States and Canada, Vector Marketing Corpor.atloz::/islg
cally employs college students in the 18-to-24 age range part;t':‘:neir e
the school year and full-time during the summers to be part of the

378 Part Five The Strategy of International Business

closing case
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les force. The sales pitch to students is good pay, flexible schedul:;
g | : wth, no experience needed, great training, and engagem ’
\[/)\l?':;o::aa;opro;iucts. In fact, 85 percent of the sales force at Cutco is
co"t;?ﬂes-zgifi ::::lc\g(:: :Iz.rastic change from the early days of tpfhcogp;?::.
Il independent sellers of the g
Ea'”y o'n, C”tC: :tzderh ::)(jirjftss.(::escToar Marke?ting became one of these sell;
o s'kmves1an d stayed in this role until 1984. In 1985, Cutco bought o:
- ar'] and Vector became the sole channel for sales across the
Ve?to; h:;rtkeesm;-\i,a core member of the Direct Selling Association, V;ec:::;
lhJ/l:;:lfeting Corporation drives Cutco sa.les us.ing colleget-:glzc: ts)tuuSiness
they pay $12 to $20 per hour in a d|re.ct-to-cu§ e
Wh(c)i: But internationally, Cutco products are still sold via a myri -
::pen'dent sellers in Australia, Costa Rica, Germany, South Korea,

United Kingdom.

i ; Vector Marketing Ccrpora_tmr]_.
e CUm;::gﬁigeéﬂ\ftc;::;éi{;%ueruiew of Cutco Corpo;;t:z;
e WAt 4, 20160 Berghofl, Cuttng Edge Soles.
e U?Snucc.:ess Influence & Self-Fulfiliment from the wafaringlnﬂ
Confessions O{New York: Morgan James Publishing, 2009); and el
:mtfige::i;‘tri‘s Vector Mar‘ket[ng Sales Record Holder Michael Arrieta,
e t

September 15, 2015.

CASE DISCUSSION QUESTIONS

—_

Corporation, and Cutco Cutlery Corporation, |t seems overly
cumbersome for customers to understand that Vector Marketing
Corporation js selling Cutco knives! Meanwhile, Cutco Is now the
largest manufacturer of high-quality kitchen cutlery in the United
States and Canada, How would you structure Cutco's branding if you
entered a new international market?

2. Two things that have never changed at Cutco are their commitment to
fine craftsmanship and the Forever Guarantee. The guarantee means
what it implies—that Cutco stands behind its knives' performance and
sharpness forever. They also have a forever Quarantee of replacing
their knives for any misuse or abuse at half the cost. Is this a viable
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