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Entering Foreign Markets

Text A
to learn the different modes that firms use to enter a foreign market

to understand the advantages and disadvantages of each entry mode
Text B

to understand the differences between EJV and CIV

to learn the advantages of CJV and its application in China

ext

Deciding How to Enter Foreign Markets

Once a firm has decided to enter a foreign market, the question arises as to the best mode
of entry. Firms have six modes to use when entering foreign markets:
indirect exporting
direct exporting
licensing
joint ventures
direct investment
Each entry mode has advantages and disadvantages. Managers need to consider these

carefully when deciding which to use.

The normal way to get involved in a foreign market is through export. Companies
typically start with indirect exporting—that is, they work through independent intermediaries
to export their products. There are four types of intermediaries:

1. Domestic-based export merchant: Buys the manufacturer’s products and then sells

them abroad.

2. Domestic-based export agent: Seeks and negotiates foreign purchases and is paid a

commission. Included in this group are trading companies.




3. Cooperative organization: Carries on exporting activities on behalf of several
producers and is partly under their administrative control. Often used by producers of
primary products—fruits, nuts, and so on.

4. Export-management company: agrees to manage a company’s export activities for a
fee.

Indirect export has two distinct advantages. First, it involves less commitment. The firm

does not have to develop an export department, an overseas sales force, or a set of foreign
contacts. Second, it involves less risk. Because international marketing intermediaries bring

know-how and services to the relationship, the seller will normally make fewer mistakes.

Companies eventually may decide to handle their own exports. The investment and risk
are somewhat greater, but so is the potential return as a result of not paying an intermediary.'
The company can carry on direct exporting in several ways:

1. Domestic-based export department or division: An export sales manager carries on

the actual selling and draws on market assistance as needed. The department might
evolve into a self-contained export department performing all the activities involved in

export and operating as a profit center.

(38

. Gverseas sales branch or subsidiary: An overseas sales branch allows the
manufacturer to achieve greater presence and program control in the foreign market.
The sales branch handles sales and distribution and might handle warehousing and
promotion as well. It often serves as a display center and customer-service center also.

3. Traveling export sales representatives: The company can send home-based sales

representatives abroad to find business.

4. Foreign-based distributors or agents: The company can hire foreign-based

distributors or agents to sell the company’s goods. These distributors and agents might

be given exclusive rights to represent the manufacturer in that country or only limited

rights.

Whether companies decide to enter foreign markets
through direct or indirect exporting, one of the best ways
to initiate or extend export activities is by exhibiting at an
overseas trade show. A U.S. software firm might test the
waters by showing its wares at an international software
expo in Hong Kong, for instance.

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, in order to enter the Japanese market, Xerox, the 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 this case, the license was originally
granted for 10 years, and it has been renegotiated and extended several times since.

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.” Thus, licensing is a very attractive
option for firms lacking the capital to develop operations overseas. 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, Coca-Cola has licensed
its famous trademark to clothing manufacturers, which have incorporated the design into their
clothing.

The greatest risk associated with licensing is that most firms can quickly lose control
over its technology by licensing it.” RCA Corporation, for example, once licensed its color TV
technology to a number of Japanese firms including Matsushita and Sony. The Japanese firms
quickly assimilated the technology, improved it, and used it to enter the US market. Now the
Japanese firms have a bigger share of the US market than the RCA brand.

A joint venture entails the establishment of a firm that is jointly owned by two or more
otherwise independent firms. Establishing a joint venture with a foreign firm has long been a
popular mode for entering a new market. The most typical joint venture is a 50/50 venture, in
which there are two parties, each of which holds a 50 percent ownership stake and contributes
a team of managers to share operating control.” Some firms, however, have sought joint
ventures in which they have a majority share and thus tighter control.’ Many companies have
announced joint ventures, for instance:

% Coca-Cola and the Swiss company Nestle are joining forces to develop the
international market for “ready to drink” tea and coffee, which currently sell in
significant amounts only in Japan.

“  Procter & Gamble has formed a joint venture with its Italian arch-rival Fater to
cover babies” bottoms in the United Kingdom and Italy. Their diaper joint venture
will give the combined group almost 60% of the U.K. market and up to 90% of the
Italian market.

% Domestic appliance manufacturer Whirlpool has taken a 53% stake in the Dutch
electronics group Philip's white-goods business to leapfrog into the European mar-
ket.

I Hun



Forming a joint venture might be necessary or desirable for economic or political
reasons. The foreign firm might lack the financial, physical, or managerial resources to
undertake the venture alone. Or in many countries, political considerations make joint
ventures the only feasible entry mode. Even corporate giants need joint ventures to crack the
toughest markets. When it wanted to enter China’s ice cream market, Anglo-Dutch giant
Unilever joined forces with Sumstar, a state-owned Chinese investment company.

Joint ownership has certain drawbacks. The partners might disagree over investment,
marketing, or other policies. One partner might want to reinvest earnings for growth, and the
other partner might want to withdraw these earnings.” The joint venture between AT&T and
the Italian computer maker Olivetti collapsed due to the companies’ inability to formulate a
clear, mutually agreeable strategy. Furthermore, joint ownership can hamper a multinational
company from carrying out specific manufacturing and marketing policies on a worldwide
basis.

The ultimate form of foreign involvement is direct ownership of foreign-based assembly
or manufacturing facilities. The foreign company can buy part or full interest in a local
company or build its own facilities. In a wholly owned subsidiary, the firm owns 100 percent
of the stock. Establishing a wholly owned subsidiary in a foreign market can be done two
ways. The firm can either set up a new operation in that country or it can acquire an
established firm and use that firm to promote its products in the country’s market.

As a company gains experience in export, and if the foreign market appears large
enough, foreign production facilities offer distinct advantages:

% The firm could secure cost economies in the form of cheaper labor or raw materials,
foreign-government investment incentives, freight savings and so on.’

% The firm will gain a better image in the host country because it creates jobs.

“ The firm develops a deeper relationship with government, customers, local
suppliers, and distributors, enabling it to adapt its products better to the local
environment.

% The firm retains full control over its investment and therefore can develop
manufacturing and marketing policies that serve its long-term international
objectives.

% The firm assures itself access to the market in case the host country starts insisting
that purchased goods have domestic content."

The main disadvantage of direct investment is that the firm exposes its large investment
to risks such as devalued currencies, worsening markets, or expropriation. The firm will find
it expensive to reduce or close down its operations, since the host country might require
substantial severance pay to the employees. The firm has no choice but to accept these risks if
it wants to operate on its own in the host country.
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. The investment and risk are somewhat greater, but so is the potential return as a result of
not paying an intermediary.

R leg EEaTEAFXATEEONEN AENKRELL2H A,

...the net sales revenue that Fuji-Xerox earned from the sales of photocopiers based on
Xerox's patented know-how.
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. 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.
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. Coca-cola has licensed its famous trademark to clothing manufacturers...
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. The greatest risk associated with licensing is that most firms can quickly lose control
over its technology by licensing it.
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. The most typical joint venture is a 50/50 venture, in which there are two parties, each of
which holds a 50 percent ownership stake and contributes a team of managers to share
operating control.
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. ... have a majority share and thus tighter control.
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9. The firm could secure cost economies in the form of cheaper labor or raw materials,
foreign-government investment incentives, freight savings and so on.
Wb fe 45 3 2 R A, T DU BR A B 2 B 7 SR AR A [ BORE 69 3R MO R LB R
EHERETH.
10. ... in case the host country starts insisting that purchased goods have domestic content.
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/" xercises

1. According to the article, what are the modes that firms can use to enter a foreign
market?

2. What are the advantages of indirect and direct exporting?

3. What is licensing? What are the advantages and disadvantages of licensing?

4. What are the major risks of establishing a joint venture with the local partner?

5. What are the advantages and disadvantages of direct investment?

Il. Analyze the case below and di
A small Canadian firm that has developed valuable medical products using its
unique biotechnology know-how is trying to decide how best to serve the EU market. Its
choices are:

a. Manufacture the products at home and let foreign sales agents handle marketing.

b. Manufacture the products at home and set up a wholly owned subsidiary in
Europe to handle marketing.

c. Enter into a strategic alliance with a large European pharmaceutical firm. The
product would be manufactured in Europe by the 50/50 joint venture and
marketed by the European firm.

The cost of investment in manufacturing facilities will be a major one for the

Canadian firm, but it is not outside its reach.
wueslt

If these are the firm’s only options, which one would you advise it to choose? And

why?
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A B
. core competence A. any business that engages in international trade or in-
vestment
. merger and acquisition B. exclusive legal rights of authors, composers, play-

wrights, artists, etc., to publish and dispose of their

work

3. economies of scale C. skills within the firm that competitors cannot easily
match or imitate

4. home country D. reduction in the unit cost achieved by producing a large
volume of a product

5. patent E. designs and names, often officially registered

6. trademark F. combining of two or more entities through the direct
acquisition by one of the net assets of the other

7. location economies G. document giving the inventor exclusive rights to the
manufacture, use, or sale of that invention

8. international business H. the country in which a multinational corporation’s
headquarters is based

9. exporting . producing goods at home and shipping them to the
receiving country for sale

10. copyright J. economies that arise from performing a value creation

activity in the optimal location for that activity

commitment secure crack assimilate incorporate

withdraw expose grant exclusive hamper

l.

. That would help Tsingtao beer to

. Compared to other entry modes, exporting requires a far less

. The 5% tax on imports is bound to

The municipal government ~ them permission to develop the small
island as a tourist center.
~ the list of 25 best-selling foreign

brands in the U.S.—now topped by Mexico’s Corona beer.

. These services may be requested by the recipient firm until the technical “know-how"

or expertise has been

. Individual consumers and business executives will be able to

international business considerations into their thinking and planning.

of capital, management, and other company resources.

~ Chinese companies from
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