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CHAPTER 1

Introduction to

International Joint Ventures

Is A JV THE BEST STRATEGY?

INTERNATIONAL OPERATIONS HAVE BECOME an important part of overall business
strategy in recent years, and the commencement of activities in foreign markets
has become a natural milestone for any growing business regardless of its size
in terms of employees, products, or revenues. Each foreign market offers unique
opportunities and risks, and many firms naturally look to strategic relationships
with one or more partners for assistance in entering new markets.

One of the most popular forms of strategic relationship is a “joint venture,”
referred to herein as a JV. A JV utilizes a separate business entity (e.g., corporation,
limited liability company, or partnership) to allow two or more parties to collabo-
rate in conducting specified business activities. By using a separate entity, parties
can limit the liabilities associated with the relationship. They may also qualify for
incentives and concessions under local foreign investment programs that are of-
fered to businesses using JVs as the means for distributing products and services
into the foreign market.

A JV is only one of several ways that a party might approach a given busi-
ness opportunity. An understanding of the advantages and disadvantages of
this type of structute in relation to your own business goals is therefore essential.
For example, assume that a manufacturer desires to enter into a new foreign
market. To achieve sales there, the manufacturer might use a series of contrac-
tual relationships, such as license and distribution agreements with local parties.
These strategies might be an advantage because they limit the degree of inte-
gration between the parties, provide for compensation rather than a split of
profits, and can usually be terminated on fairly short notice. However, if the
manufacturer prefers a more dynamic relationship with the local party, it may
form an equity JV in which the manufacturer contributes a license to make the
products and the local party contributes the manufacturing and distribution
facilities, capital, and personnel. The parties will then share the profits of the
JV. Assessment of your business goals is the first step in deciding whether to
use a JV, and your deliberations should include the following considerations.

General Legal Characteristics of JVs

In the broadest terms, a JV is simply a business arrangement between at
least two individuals or legal entities (such as partnerships, corporations, lim-
ited liability companies, and so forth) that undertake together either (a) a single
transaction or specific series of transactions for the gain of all parties or (b) a
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specific commercial enterprise in which the parties all share mutually in the
profits and losses. This broad definition encompasses a wide variety of coop-
erative business relationships, all of which might be characterized as a JV.
Nevertheless, certain features of a JV can be identified. In most national laws,
the following characteristics are the essential elements of a JV:

1. CONTRACTUAL ARRANGEMENT JVs are established by express or implied con-
tracts that consist of one or more agreements involving two or more individu-
als or organizations and that are entered into for a specific business purpose.

2. SPECIFIC LIMITED PURPOSE AND DURATION JVs are formed for a specific and
definable business objective and are established for a limited duration because (a)
the complementary production activities involve a limited subset of the assets of
the JV participants, (b) the complementary assets have only a limited service life,
and/or (c) the complementary production activities will be of only limited efficacy.

3. JOINT PROPERTY INTEREST Each JV participant contributes its own property,
cash, or other assets and organizational capital for the pursuit of a common and
specific business purpose. Thus, a JV is not merely a contractual relationship, but
rather the contributions are made to a newly-formed business enterprise, usually
a corporation, limited liability company, or partnership. As such, the participants
acquire a joint property interest in the assets and subject matter of the JV.

4. COMMON FINANCIAL AND INTANGIBLE GOALS AND OBJECTIVES The JV partici-
pants share a common expectation regarding the nature and amount of the ex-
pected financial and intangible goals and objectives of the JV. The goals and
objectives of a JV tend to be narrowly focused, recognizing that the assets de-
ployed by each participant represent only a portion of the overall resource base.

5. SHARED PROFITS, LOSSES, MANAGEMENT, AND CONTROL The JV participants
share in the specific and identifiable financial and intangible profits and losses,
as well as in certain elements of the management and control of the JV.

Functional Types of JV Relationships

While an understanding of the general characteristics of a JV is important,
the significance and usefulness of a JV can be more clearly understood by ex-
amining the most common purposes for forming JVs. A JV can be classified by
its primary function. For example, a JV may be formed to conduct research and
development work on a new product or technical application, to manufacture
or produce various products, to market and distribute products and services in
a specified geographic area, or to perform a combination of these functions.
The function of the JV will be linked to the overall objectives of the parties and
will dictate to a large extent the substantive terms of the JV arrangement.

RESEARCH AND DEVELOPMENT JVS
A research and development JV is particularly useful for combining the creative
resources and assets of two entities to facilitate technical exchange and, hopefully,
to reduce the time that might otherwise have been required to complete the devel-
opment work. “R&D” JVs usually involve technology licenses from one or both
parties to the new enterprise, an agreement as to scope and duration of the research
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plan, covenants from both parties to protect the technology developed and, in most
cases, an agreement defining each party’s use of that technology.

MANUFACTURING OR PRODUCTION JVS

A manufacturing and production JV is primarily dedicated to combining the
resources of the parties to produce goods that would be available for use or sale
by one or both of the parties. For example, a party may wish to license certain
production technology and trade secrets to a new JV, while the other party would
contribute facilities, equipment, and personnel to manufacture the products. The
finished products could then be delivered to the licensor for sale or sold by the
JV, perhaps under a distribution arrangement with the manufacturing party.

MARKETING AND DISTRIBUTION JVS

A marketing and distribution JV sells goods and services of the parties in a
given geographic area. For example, if a company seeks to enter a new foreign
market using the assistance of a local partner with substantial expertise in that
market, a new JV might be created. The foreign party would contribute the
products, as well as any trade secrets or trademarks, while the local partner would
provide the capital, facilities, and human resources required to exploit fully the
products in the market. In addition, the local partner may be able to provide the
JV with access to various marketing channels and scarce supplies and utilities.

HYBRID JV RELATIONSHIPS

Hybrid JV relationships combine two or more of the basic product devel-
opment and distribution functions described previously. A JV of this type usu-
ally serves as an integrated business enterprise, owning or controlling all of the
assets and resources that might be required to develop and manufacture new
products, plus marketing and distributing the products in specified markets.
Each of the parties will contribute, either directly or through licensing or simi-
lar contractual arrangements, all the capital, technology, facilities, and human
resources required to fulfill the objectives of the JV’s original business plan.

Advantages and Disadvantages of JVs

A JV carries with it a number of advantages and disadvantages. On the one
hand, it can provide a party with access to resources and skills that are unavail-
able to it at reasonable cost. On the other hand, use of a JV can be quite risky
given the reliance that must be placed on the ability and willingness of the other
party to perform its obligations during the term of the arrangement. When
deciding whether a JV is the appropriate business strategy, the parties must
always review the various generic advantages and disadvantages of joint ventur-
ing and consider how each might apply to the specific opportunity.

CAPITAL REQUIREMENTS

B ADVANTAGE: FINANCIAL RESOURCES CAN BE SHARED.
One of the most commonly cited advantages of a new JV is the opportu-
nity to reduce the amount of capital that one party must contribute to get in-
volved in the specific business. For example, a party may be considering a project
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that will require a substantial amount of investment in development work and
product testing. The party may have sufficient intangible assets in the form of
skilled professional labor and marketing networks, but its financial resources
may be inadequate to take on this particular project alone. Such projects are
good candidates for the JV structure. To undertake the project, the party may
seek a JV partner to assist in sharing the financial burden and other risks of the
project. A partner may even be located who is willing to provide most, if not all,
of the funding in exchange for access to the other’s intangible assets.

The reduction of capital requirements is usually an important factor when
the parties stand on common ground with respect to their financial resources.
However, this factor is likely to be more significant to a foreign party making an
investment with a local partner in a developed country than in a less developed
country. In either country, there will probably be costs for building a new manu-
facturing plant or substantially remodeling an existing one, plus expenses of
assembling a trained work force and experienced management team. However,
if the country is developing, as opposed to developed, the foreign party will
usually assume that few local partners will be able to make a substantial finan-
cial investment, and therefore the decision to enter the market with a local part-
ner will be based on factors other than the reduction of capital investment (e.g,,
relations with the local government). Accordingly, it is not surprising that part-
ners with money are a hot commodity for projects in developed countries.

B DISADVANTAGE. JV PROFITS ARE SHARED.

An obvious disadvantage of sharing capital obligations is the need to share
profits generated from the actual operation of the JV. Issues can arise in this
area not so much because of the cash contributed, but because of the fact that
the parties will also be contributing intangible assets to the business, such as
intellectual property rights and technical know-how. These assets are difficult,
if not impossible, to value. The intangible contributions of one of the partners
will quite possibly result in returns that are out of proportion to the profit-
sharing ratio determined solely by reference to the cash made available to the
JV. In fact, if one party comes to believe that the other is not carrying its weight
with respect to operations, the JV is likely to end up in trouble.

REDUCTION OF BUSINESS RISKS

B ADVANTAGE. A JV ALLOWS FOR INVESTOR DIVERSIFICATION.

Closely connected with capital saving as a motive for joint venturing is the
reduction in business risk. By sinking less capital into a JV and diversifying
investments among industries, areas, and countries, the investor obviously gains
an element of protection. In turn, diversification allows the investor to enter
into a market that has significant growth potential but is a little riskier than
other markets that have already proved stable and profitable.

B ADVANTAGE: A JV REDUCES LOCAL FRICTION.

The entreprenecurial skills and experience of local partners facilitate adapta-
tion to the particular dangers of a new business environment with which the
foreign investor may be relatively unfamiliar. The risk of doing business in a for-
eign land can be further reduced if collaboration with a local partner makes the
entire project less subject to the danger of adverse action by the local government.



