CHAPTER 9

International Strategy

LEARNING OBJECTIVES

Studying this chapter should provide you with the knowledge to:

1. Discuss the globalization of business. 4. Explain the three primary types of international strategy
and be able to use the inter‘@(ﬁ’onal strategy triangle

to determine which inteﬂrga?ional strategy is right for a
3. Describe different kinds of distance and how they specific firm. QQ}

affect successful international expansion and how 5. Exolain wh f'@? hould hof f .
this affects the choice of where firms should go when - Bxplanw \a@ 2 [ should use each ot four majorways
to enter(yoglg% market.

they expand.
%O (Q)‘b

2. Explain why firms choose to expand internationally.

objects together, known as welding consumables. Yet, in the last
20 years, Lincoln Electric captured the majority market share in the
United States competing against such big-name firms as GE. It then
went on to capture the largest share of the welding equipment and
consumables market in the entire world. Lincoln currently manu-
factures in 20 countries and has distributors and sales offices in
more than 160 countries worldwide.! Not bad for a Cleveland, Ohio-
based manufacturing company.

Lincoln’s success is often attributed to the way it pays its
workers. Management believes that the way it compensates its
workers maximizes their incentives to be productive. The three
cornerstones of the company’s compensation policy are:

1. Piecework:* Workers’ pay is based on the number of pieces
they produce rather than the number of hours they work.
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2. Year-end bonuses: Big bonuses at the end of the year, based
on personal evaluations and company performance, can often

double workers’ yearly earnings.
Lincoln Electric is one of the most celebrated companies in US his-

tory. Business schools across the entire world have made it the
No. 1 case study about how companies manage their workforces. At
first glance, it seems odd that Lincoln Electric should be so famous.
Unlike Apple or Exxon, it doesn’t have the highest market capi- Lincoln Electric’s success story has not been free of trials. In
talization. Unlike Facebook or Google, it isn’t in an industry that fact, the first time Lincoln Electric decided to expand internation-
is fashionable or that innovates quickly. Lincoln makes welding ally, it nearly killed the company. From the mid-1940s until 1986,
machinery and the sticks of metal that welders melt to bond two Lincoln Electric was primarily a US firm. Nearly all production

3. Guaranteed employment:®* Since 1951, Lincoln Electric has
promised not to lay off employees, no matter how difficult
things become, a promise the company has kept to this day.*
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occurred in Cleveland. The company had opened plants in Can-
ada, Australia, and France shortly after World War I, but these
were mostly autonomous units. However, from 1986 to 1992, the
company—fearing a slowdown in the US market and seeing for-
eign competitors grabbing market share in the United States—
embarked on a period of rapid international expansion.

During those 6 years, Lincoln Electric went from little inter-
national presence to buying or building three overseas plants per
year. Lincoln acquired and built a plant in Venezuela, acquired
existing plants in Mexico, Brazil, Scotland, Norway, the United
Kingdom, the Netherlands, Spain, and Germany, and built a plant
in Brazil and three in Japan, among others—a total of 17 plants in
15 countries. None of the top management team, however, had any
international experience. The company bought plants intending to
rely on the existing plant managers’ local knowledge. Lincoln also
decided to use the local brands of the plants it bought, because
local managers had assured Lincoln’s executives that Europeans,
in particular, would not buy US-branded products.

Lincoln’s leaders had hoped to install the renowned Lincoln
Electric incentive system in each of its new international plants.
However, none of the foreign units implemented the system. Lin-
coln’s managers were not aware that many local laws forbid parts
of the Lincoln system. In some locations, local management and
workers didn’t see its value. None of the foreign units except Can-
ada and Australia, the older ones, turned out to be profitable.

Top management in Cleveland knew that the foreign units
were struggling but, not having experience running a multinational
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company, they used a hands-off policy and weren’t aware of
exactly why things weren’t working. When Lincoln’s CEO retired in
1992, the new CEO was handed the reins to a company in which
losses in the foreign units had become so huge that Lincoln Electric
had to borrow money for the first time in its history. The company
then nearly defaulted on its bank loans—twice—surviving only by
begging the banks for more generous terms. Twice, Lincoln had to
borrow money to pay the year-end bonuses that were so critical to
its competitive advantage.

To fix the foreign operations, the new CEO moved to the
United Kingdom and spent more than a year personally oversee-
ing the plants in Europe. He broke local unwritten cultural rules
about taking market share from other local companies by aggres-
sively selling Lincoln Electric US-branded products at trade shows
and in every other venue he could introduce them. He also broke a
long-standing Lincoln Electric policy of promoting managers from
within the company. Instead, he worked to lure key managers from
other US firms that had significant international experience. He led
the company to close plants incGermany and Japan—despite hav-
ing just bought or built th B—and rationalized production in the
remaining plants, so th \ach was manufacturing a different prod-
uct, rather than com%lng with other Lincoln plants.

By th mldd@(\o 1994, Lincoln had turned things around. Its
foreign o]s@;i$&75 had become profitable as outlined in Table 9.1.
Smce(tﬁ?enpj lessons the company learned have been applied
ovep and@ver, with great success, leading to Lincoln’s current posi-
arket leader in many countries around the world.

United States 49.9 55900 L 530 28.2 30.8 24.9 426 717
: 2P
15 % 44 2.1 -14.4 -52.8 -68.9 3.9
urope C)@\:?\\
Other regions 13 REAd -0.6 6.8 -2.9 72 -22.9 5.5
Total 527 59 610 56.8 235 135 -35.1 ~49.2 811
N

This chapter will help you to answer three critical questions about strategy, specifically
concerning international expansion: Why, Where, and How. Carefully researched and thought-
ful responses to those three questions can make the difference between a successful expansion

effort and failure, or near failure, like Lincoln experienced.

The Globalization of Business

During the last 50 years, the scope of business has changed for most organizations. Com-
panies used to compete primarily within their own country. Technological advancements in
communications and transportation, along with falling trade barriers, have changed that for
most firms. The average tariff, the tax on goods imported into a country, dropped from more
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154 CHAPTER 9 International Strategy

foreign direct investment Direct
investment in production or
business in one country by a
business from another country.

multinational firms Firms
that sell or produce in multiple
countries.

than 40 percent to an average of 4 percent in developed nations. At the same time, countries
across the globe repealed regulations that kept foreign firms from buying local companies
and building plants and stores in their markets. As a consequence, the volume of interna-
tional trade and companies selling across national borders, has increased more than 28-fold
since 1970.

International trade in merchandise alone topped $12 trillion last year.® During the same
period foreign direct investment (FDI), companies building factories and stores in foreign
countries, increased more than 500 percent (see Figure 9.1).” Although there is no consensus on
why FDI flows to some countries and not others, common factors include low labor and tax
costs, low trade barriers, and favorable exchange rates.®

This trend toward increased international trade has allowed organizations to place parts of
their value chains in different countries, depending on where each part can generate the most
value. Manufacturing, as well as service industries, has become global. Trade in commercial
services, such as licensing and franchise fees, as well as other types of services such as finan-
cial, information, computing, insurance, and consulting services has increased 272 percent just
in the last decade, totaling more than $4.8 trillion in 2015.°

What this means for strategy is that both production and the market for many products
and services isn’t national anymore—it’s regional (a part of thgﬁforld) or global.?® For most
industries, the competition isn’t just local or national anymoyéyeither—it’s also global, and key
competitors may be located in another country. Indeed, theWorld Trade Organization says that
half of all the productive wealth in the world is gengratg‘\d y multinational firms that compete
with an international strategy. \(\0 ’{\‘\\

Even for small companies, internatiorvépét@”f%gy is the key to success. Of the more than
408,000 US firms that competed across border8in 2014, 98 percent were small to medium-sized
firms.”* Companies that do internatig al tegy right tend to dominate both at home and
throughout the world. Most orgagizatiafis that hope to be leaders in their industry realize that
they have to compete on a ?e\.“ Indeed, for many companies, even basic survival is
predicated on a clear understa dffig of international strategy.

Of course, competifig'ona global stage isn’t just about protecting oneself from foreign
competition. It also @i;éng@p tremendous new opportunities®® although these new opportu-
nities come with Yexpdnential increase in complexity. Just ask the top management team at
Lincoln Electr@%oc{@ of the differences between countries that increase complexity and affect
the succesqﬂ Lr&sé}ﬁational strategies include variations in:

. Custoq@gtastes, needs and income levels
\
. G%@rnment regulations
9
Pe al systems
Ké &

%O o Public tolerance for foreign firms

« Reliability, and even existence, of basic infrastructure, such as roads and electricity

« Strength of supporting industries, including distribution channels to customers
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m Global Foreign Direct Investments, 1970-2016 (in 2016 US. dollars)
Source: UNCTAD, Inward and outward foreign direct investment flows, annual, 1970-2016 and OECD FDI in Figures, February 2017.
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