Entering Foreign Markets
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opening case

n 1979, JCB, the large British manufacturer of construction equipment, entered into a joint
venture with Escorts, an Indian engineering conglomerate, to manufacture backhoe loaders for
sale in India. Escorts held a majority 60 percent stake in the venture, and JCB 40 percent. The
joint venture was a first for JCB, which historically had exported as much as two-thirds of its pro-
duction from Britain to a wide range of nations. The decision to enter into a joint venture in India
was driven by a number of factors. First, high tariff barriers made direct exports to India difficult.
Second, although JCB would have preferred to go it alone in India, government regulations at
the time required foreign investors to create joint ventures with local companies. Third, JCB felt
that the Indian construction market was ripe for growth, which could become very large indeed.
The company’s managers believed that it was better to get a foothold in the nation, thereby
gaining an advantage over global competitors, rather than wait until the growth potential was
realized.

Twenty years later, some of JCB's foresight had been rewarded. The joint venture was sell-
ing some 2,000 backhoes in India, and it had an 80 percent share of the Indian market. More-
over, after years of deregulation, the Indian economy was booming. However, JCB felt that
the joint venture limited its ability to expand. For one thing, much of JCB’s global success
was based upon its utilization of leading-edge manufacturing technologies and relentless
product innovation, but the company was hesitant about transferring this know-how to
a venture in which it did not have a majority stake and therefore lacked control. The
last thing JCB wanted was for these valuable technologies to leak out of the joint
venture into Escorts, which was one of the largest manufacturers of tractors in
India and might conceivably become a direct competitor in the future. Moreover,
JCB was unwilling to make the investment in India required to take the joint
venture to the next level unless it could capture more of the long-run
returns. Accordingly, in 1999 JCB took advantage of changes in govern-
ment regulations to renegotiate the terms of the venture with Escorts,
purchasing 20 percent of its partner's equity to give JCB majority





[image: image2.jpg]control. In 2002, JCB took this to its logical end when it responded to further
relaxation of government regulations on foreign investment to purchase all
of Escorts’ remaining equity, transforming the joint venture into a wholly
owned subsidiary. Around the same time, JCB also invested in wholly owned
factories in the United States and Brazil.

Having gained full control, in early 2005 JCB increased its investment in
India, announcing that it would build a second factory that it would use to
serve the fast-growing Indian market. At the same time, JCB also announced
that it would set up another wholly owned factory in China to serve that mar-
ket. The strategy was clear; India and China, the two most populous nations
in the world, were growing rapidly, construction was booming, and JCB,
then the world’s fifth-largest manufacturer of construction equipment, was
eager to expand its presence in order to match its global rivals, particularly
Caterpillar, Komatsu, and Volvo, which were also expanding aggressively in
these markets. By mid-2006 there were signs that JCB's foreign investment
was starting to bear fruit. The product line had been expanded from
120 machines in 2001 to some 257 in 2006. JCB's sales approached £1.5 billion,
earnings were a record £110 million, and the company had moved up to
number four in the industry, with almost 10 percent of global market share.
Sources: P. Marsh, "Partnerships Feel the Indian Heat,” Financial Times, June 22, 2008, p. 11, P. Marsh, “JCB
Targets Asia to Spread Production,” Financial Times, March 16, 2005, p. 26; D. Jones, “Profits Jump at JCB,”

Daily Post, June 20, 2006, p. 21; and R. Bentley, “Still Optimistic about Asia,” Asian Business Review, October 1,
1999, p. 1.



Basic entry Decisions

There are three basic decisions that a firm contemplating foreign expansion must make:

1. Which markets to enter?

2. When to enter those markets?

3. On what scale?

1.1 Which foreign markets?

Ultimately, the choice must be based on an assessment of a nation's long run profit potential. That depends on balancing the benefits, costs, and risks associated with doing business in that country.

I.e. The size of the market, the present wealth of consumers, the likely future wealth, the political stability, economic growth and inflation.
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Another Perspectlve

Microsoft in China: Where Does Freedom of
Information Fit into Modes of Entry?

The almost meteoric rise of information on the Internet
presents decisions and challenges that extend to human
rights issues.

Microsoft says it was simply “facing reality” when it
agreed to shut down the MSN Spaces Web site, a demand
made by the Chinese government, in order to gain access
to the 103 million Chinese Internet users—and that figure is
growing wildly. China added almost 10 million new Internet
users in the first six months of 2005. Microsoft's official
statement about the site shutdown in China was:

Microsoft does business in many countries around the
world. While different countries have different stan-
dards, Microsoft and other multinational companies
have to ensure that our products and services comply
with local laws, norms and industry standards.

Reporters Without Borders, a group in Paris that tracks
censorship around the world, vehemently protested
Microsoft's actions. They call on all corporations to uphold
the free flow of information and even recommend that
Western governments take action against corporations
that restrict the flow of information. They see it as a loss of
freedom for Chinese Web users and a fundamental human
rights issue.

How do you see it? Give your answer some serious
thought. (Tom Zeller Jr., “China, Still Winning against the
Web,” The New York Times, January 15, 2006)





2 timing of entry

We say that entry is early when an international business enters a foreign market before other foreign firms and late when it enters after other international businesses have already established themselves.

Advantages

Early entry gives the first-mover advantages, which is the ability to preempt rivals and capture demand by establishing a strong brand name.

A second advantage is the ability to build sales volume in that country and ride down the experience curve ahead of rivals, giving the early entrant a cost advantage over later entrants.

A third advantage is the ability of early entrants to create switching costs that tie customers into their products or services.

Disadvantages

An early entry may entail pioneering costs. Those costs arise when the business system in a foreign country is so different from that in a firm's home market that the enterprise has to devote considerable effort, time, and expense to learning the rules of the game.

A certain liability is associated with being a foreigner, and this liability is greater for foreign firms that enter a national market early.

It cost more promoting and establishing a product offering, i.e. Educating customers.

Regulations can change in a way that diminishes the value of an early entrant' s investment.

3 scale of entry and strategic commitments

entering a market on a large scale involves the commitment of significant resources; it also implies rapid entry.

Such a strategic commitment has a long-term impact and is difficult to reverse.

Advantages

It makes it easier for a company to attract customers and distributors,

The scale may also gives other foreign competitors pause!!

disadvantages

By committing so much resources in one market the firm have fewer for other markets.

How actual and potential competitors might react to large-scale entry.

Small scale entry

Benefits:

Allows a firm to learn about the market a foreign market while limiting the firm's exposure.

Gather information before deciding whether to enter on a significant scale and how best to enter.

Negatives;

lack of commitment makes it more difficult to build market share and to capture first-mover advantages.
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International Expansion at ING Group

ING Group was formed in 1991 from the merger between the
third-largest bank in the Netherlands and the country’s larg-
estinsurance company. Since then, the company has grown
rapidly to become one of the top 10 financial services firms in
the world, with operations in 65 countries and a wide range
of products in banking, insurance, and asset management.
ING's strategy has been to expand rapidly across national
borders, primarily through a series of careful acquisitions. Its
formula has been to pick a target that has good managers
and a strong local presence, take a small stake in the com-
pany, win the trust of managers, and then propose a takeover.
After the deal, the management and products of the acquired
companies have been left largely intact, but ING has required
them to sell ING products alongside their own. ING’s big push
has been the selling of insurance, banking, and investment
products, something it has been doing in Holland since the
original 1991 merger (in Holland, some 20 percent of ING's
insurance products are sold through banks).

Two changes in the regulatory environment have helped
ING pursue this strategy. One has been a trend to remove
regulatory barriers that traditionally kept different parts of the
financial services industry separate. In the United States, for
example, a Depression-era law known as the Glass-Steagall
Act disallowed insurance companies, banks, and asset man-
agers such as mutual fund companies from selling each oth-
er’s products. The U.S. Congress repealed this act in 1999,
opening the way for the consolidation of the U.S. financial
services industry. Many other countries that had similar
regulations removed them in the 1990s. ING's native Holland
was one of the first countries to remove barriers between
different areas of the financial services industry. ING took
advantage of this to become a pioneer of banking and insur-
ance combinations in Europe. Another significant regulatory
development occurred in 1997 when the World Trade Organi-
zation struck a deal between its member nations that effec-
tively removed barriers to cross-border investment in
financial services. This made it much easier for a company
such as ING to build a global financial services business.

ING's expansion was initially centered on Europe where its
largest acquisitions have included banks in Germany and
Belgium. However, in recent years the centerpiece of ING's
strategy has been its aggressive moves into the United
States. While ING’s Dutch insurance predecessor, Nationale-
Nederlanden, had owned several small, regional U.S.
insurance companies since the 1970s, the big push into the
United States began with the 1997 acquisition of Equitable
Life Insurance Company of Lowa. This was followed by the
acquisition of Furman Selz, a New York investment bank,
whose activities complement those of Barings, a British-
based investment bank with significant U.S. activities that

ING acquired in 1995. In 2000, ING acquired ReliaStar
Financial Services and the nonhealth insurance units of
Aetna Financial Services. These acquisitions combined to
make ING one of the top 10 financial services companies in
the United States.

ING was attracted to the United States by several factors.
The United States is by far the world’s largest financial
services market, so any company aspiring to be a global
player must have a significant presence there. Deregulation
made ING's strategy of cross-selling financial service
products feasible in the United States. Despite some state-
by-state regulation of insurance, ING says it is easier to do
business in the United States than in the European Union,
where the patchwork of languages and cultures makes it
difficult to build a pan-European business with a single
identity. Anather lure is that with more and more Americans
responsible for managing their own retirement with 401(k)
plans and the like rather than traditional pensions, the
personal investment business in the United States is booming,
which hasincreased ING's appetite for U.S. financial services
firms. In contrast, pensions are still primarily taken care of by
national governments in Europe. Furthermore, in recent years
U.S. insurance companies have traded at relatively low
price—earnings ratios, making them seem like bargains
compared to their European counterparts, which trade at
higher valuations. Building a substantial U.S. presence also
brings with it the benefits of geographic diversification,
allowing ING to offset any revenue or profit shortfalls in one
region with earnings elsewhere in the world.

Finally, ING has found it somewhat easier to make
acquisitions in the United States than in Europe, where
national pride has made it difficult for ING to acquire local
companies. ING's initial attempt to acquire a Belgian bank
in 1992 was rebuffed, primarily due to nationalistic
concerns, and it took ING until 1997 to make the acquisition.
Similarly, a 1999 attempt to acquire a major French bank,
Credit Commercial de France, in which it already held a
19 percent stake, was turned down. According to news
reports, French regulators had expressed concerns over
what would have been the first foreign acquisition of a
French bank, and the board of CCF believed the acquisition
should not proceed without the regulators’ blessing.

Sources: J. Carreyrou, “Dutch Financial Giant Maps Its U.S. Invasion,”

The Wall Street Journal, June 22, 2000, p. A17; J. B. Treaster, “ING Group
Makes Its Move in Virtual Banking and Insurance,” The New York Times,
August 26, 2000, p. C1; “The Lion’s Friendly Approach,” The Economist,
December 18, 2000; S. Kirsner, “Would You Like a Mortgage with Your
Mocha?” Fast Company, March 2003, pp. 110-14; 0. 0’Sullivan, “Tough
Love Bank Thrives,” ABA Banking Journal, December 2003, p. 12; L. Bielski,
“Bucking the Back to Bricks Trend,” ABA Banking Journal, November
2004, pp. 25-32; and |. Bickerton, “ING Permanently Watching for Deals,”
Financial Times, May 3, 2006, p. 27.
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The Jollibee Phenomenon—A Philippine
Multinational

Jollibee is one of the Philippines’ phenomenal business
success stories. Jollibee, which stands for “Jolly Bee,”
began operations 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 successful global
competitor. Jollibee benchmarked its performance against
that of McDonald’s and started to adopt operational sys-
tems similar to those used at McDonald’s to control its
quality, cost, and service at the store level. This helped Jol-
libee to improve its performance.

As it came to better understand McDonald's business
model, Jollibee began to look for a weakness in Mc Donald'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
langka and peach mango pies for desserts. By pursuing this
strategy, Jollibee maintained a leadership position over the
global giant. By 2006, Jollibee had over 540 stores in the
Philippines, a market share of more than 60 percent, and

revenues in excess of $600 million. McDonald’s, in contrast,
had around 250 stores.

In the mid-1980s, Jollibee had gained enough confidence
to expand internationally.

Its initial ventures were into neighboring Asian countries
such as Indonesia, where it pursued the strategy of local-
izing the menu to better match local tastes, thereby differ-
entiating 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 2004,
Jollibee opened eight stores in the United States, all 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 expatri-
ate Filipino community, where Jollibee’s brand awareness
is high, non-Filipinos increasingly are coming to the restau-
rant. In the San Francisco store, which has been open the
longest, more than half the customers are now non-Filipino.
Today, Jollibee has 37 international stores and a potentially
bright future as a niche player in a market that has
historically been dominated by U.S. multinationals.

Sources: Christopher Bartlett and Sumantra Ghoshal, “Going Global:
Lessons from Late Movers,” Harvard Business Review, March—April 2000,
pp. 132-45; “Jollibee Battles Burger Giants in US Market,” Philippine 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; and www.jollibee.com.ph.




 

Entry modes

Firms can use six different modes to enter foreign markets; exporting, turnkey project, licensing, franchising, establishing joint-venture, or setting up a new wholly subsidiary.

Each entry mode has advantages and disadvantages.

Exporting

advantages

1) Avoids the often substantial costs of establishing manufacturing operations in the host country;

2) help achieve experience curve and location economies. 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. (Sony, Toyota, Samsung)

disadvantages

1) Exporting from home base may not be appropriate if lower-cost locations for manufacturing the product can be found abroad;

2) High transportation costs can make exporting uneconomical, particularly for bulk products. Bulk products should be manufactured regionally. 

3) Tariff barriers can make exporting uneconomical.

4) A firm delegates its marketing, sales, and service in each country where it does business to another company. Local agents often carry the products of competing firms and so have divided loyalties.

Turnkey projects

In a turnkey project, the contractor agrees to handle every detail of the project for a foreign client, including the training of operating personnel. 

At the completion of the contract, the foreign client is handed the key to a plant that is ready for full operation.

Turnkey projects are most common in the chemical, pharmaceutical, petroleum refining, and metal refining industries, all of which use complex, expensive production technologies.

Advantages

Can bring high technology to a country without direct investment.

Especially useful in countries where direct foreign investments are restricted.

A turnkey can also be less risky than a conventional direct investment. Here there is no long term investment that could expose the firm to unacceptable political or economic risks.

Disadvantages

Three main drawbacks: firms that enter into a turnkey deal :

1) will have no long-term interest in the foreign country.

2) may inadvertently create competitors

3) selling competitive advantage to potential or actual competitors.

Licensing

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.

i.e. Xerox established a joint-venture with Fuji photo, in return for a 5% royalty on direct sales to the Asian pacific region.

Advantages

In this deal the licensee puts up most of the capital necessary the licensor does not have to bear the development costs and risks associated with opening a foreign market.

Licensing is attractive when a firm is unwilling to commit substantial resources to an unfamiliar or politically volatile foreign market.

A firm may use licensing when it is prohibited to do direct investments due to barriers to foreign investment.

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.

Disadvantages

three serious drawbacks:

1) It does not give a firm the tight control over manufacturing, marketing, and strategy. This limits the firm's ability to realize experience curve and location economies.

2) Competing in a global economy may require a firm to coordinate strategic moves across countries by using profits earned in one country to support competitive attacks in another.

3) Technological know-how constitutes the basis of many multinational firm' competitive advantage.

Franchising

 A specialized form of licensing in which the franchiser not only sells intangible property to the franchisee, but it also insists that the franchisee agree to abide by strict rules as to how it does business.

Whereas licensing is pursued primarily by manufacturing firms, franchising is employed primarily by service firms. I.e. McDonald's.

Advantages

the firm is relieved of many of the costs and risks of opening a foreign market on its own. The franchisee assumes those costs and risks which provide him with an incentive to build a profitable operation.

Disadvantages

Quality controls. The foundation of a franchising agreements is that the firm's brand name conveys a message to consumers about the quality of the firm's product. Foreign franchisees may not be as concerned about quality as they are supposed to be. Hence a possibility of declining worldwide reputation.

Joint Ventures

Establishing a firm that is jointly owned by two or more otherwise independent firms.

Advantages

A firm benefits from a local partner's knowledge of the host country's competitive conditions, culture, language, political systems, and business systems.

When the development costs of opening a foreign market are high, a firm might gain by sharing these costs with a local partner.

Disadvantages

A firm that enters into a joint venture risks giving control of its technology to its partner.

A joint venture does not give a firm the tight control over subsidiaries that it might need to realize experience curve or location economies.

Nor does it a firm the tight control over a foreign subsidiary that it might need for engaging in coordinated global attacks against its rivals.

The shared ownership arrangement can lead to conflicts and battles for control between the investing firms if their goal and objectives change or if they take different views as to what the strategy should be.

Wholly owned subsidiaries

The firm owns 100 % of the stock: a) can set up a new operation (a greenfield venture); b) can acquire an established firm i that host nation and use that firm to promote its products.

Advantages

When a firm's competitive advantage is based on technological competence, a wholly owned subsidiary will often be preferred because it reduces the risk of losing control over that competence.

A wholly own subsidiary gives a firm tight control over operations in different countries.

A subsidiary may be required if a firms is trying to realize location and experience curve economies.

The risks associated with learning to do business in a new culture are less if the firm acquires an established host-country enterprise.

Disadvantages

the most costly method of serving a foreign market.

Summary
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Tesco is the largest grocery retailer in the United Kingdom,
with a 25 percent share of the local market. In its home
market, the company’s strengths are reputed to come from
strong competencies in marketing and store site selection,
logistics and inventory management, and its own-label
product offerings. By the early 1990s, these competencies
had already given the company a leading position in the
United Kingdom. The company was generating strong free
cash flows, and senior management had to decide how to
use that cash. One strategy they settled on was overseas
expansion. As they looked at international markets, they soon
concluded that the best opportunities were not in established
markets, such as those in North America and Western
Europe, where strong local competitors already existed, but
in the emerging markets of Eastern Europe and Asia where
there were few capable competitors but strong underlying
growth trends.

Tesco's first international foray was into Hungary in 1994,
when it acquired an initial 51 percent stake in Global, a 43-store,
state-owned grocery chain. By 2004, Tesco was the market
leader in Hungary, with some 60 stores and a 14 percent market
share. In 1995, Tesco acquired 31 stores in Poland from Stavia;
a year later it added 13 stores purchased from Kmart in the
Czech Republic and Slovakia; and the following year it entered
the Republic of Ireland.

Tesco's Asian expansion began in 1998 in Thailand when it
purchased 75 percent of Lotus, a local food retailer with
13 stores. Building on that base, Tesco had 64 stores in Thailand
by 2004. In 1999, the company entered South Korea when it
partnered with Samsung to develop a chain of hypermarkets.

420 Part Five Competing in the Global Marketplace

This was followed by entry into Taiwan in 2000, Malaysia in 2002,
and China in 2004. The move into China came after three years
of careful research and discussions with potential partners.
Like many other Western companies, Tesco was attracted to
the Chinese market by its large size and rapid growth. In the
end, Tesco settled on a 50/50 joint venture with Hymall, a
hypermarket chain that is controlled by Ting Hsin, a Taiwanese
group, which had been operating in China for six years.
Currently, Hymall has 25 stores in China, and it plans to open
another 10 each year. Ting Hsin is a well-capitalized enterprise
in its own right, and it will match Tesco's investments, reducing
the risks Tesco faces in China.

As a result of these moves, by early 2005 Tesco had
814 stores outside the United Kingdom, which generated
£9.2 billion in annual revenues. In the United Kingdom, Tesce
had some 1,900 stores, generating £32 billion. The addition of
international stores has helped to make Tesco the fourth-
largest company in the global grocery market behind
Wal-Mart, Carrefour of France, and Ahold of Holland. Of the
four, however, Tesco may be the most successful internationally.
By 2005, all of its foreign ventures were making money.

In explaining the company’s success, Tesco’'s managers
have detailed a number of important factors. First, the
company devotes considerable attention to transferring its
core capabilities in retailing to its new ventures. At the same
time, it does not send in an army of expatriate managers to
run local operations, preferring to hire local managers and
support them with a few operational experts from the United
Kingdom. Second, the company believes that its partnering
strategy in Asia has been a great asset. Tesco has teamed up
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markets in which they are participating but that lack Tesco's
financial strength and retailing capabilities. Consequently,
both Tesco and its partners have brought useful assets to the
venture, which have increased the probability of success. As
the venture becomes established, Tesco has typically
increased its ownership stake in its partner. Thus, under cur-
rent plans, by 2011 Tesco will own 99 percent of Homeplus, its
South Korean hypermarket chain. When the venture was
established, Tesco owned 51 percent. Third, the company has
focused on markets with good growth potential but that lack
strong indigenous competitors, which provides Tesco with
ripe ground for expansion.

In March 2006, Tesco took its international expansion
strategy to the next level when it announced it would enter
the crowded United States grocery market with its Tesco
Express concept. Currently running in five countries, Tesco
Express stores are smaller, high-quality neighborhood grocery
outlets that feature a large selection of prepared and healthy
foods. Tesco will initially enter on the West Coast, investing
some £250 million per year, with breakeven expected in the
second year of operation. Although some question the
wisdom of this move, others point out that in the United
Kingdom Tesco has consistently outperformed the ASDA

chain which is owned by Wal-Mart. Moreover, the Tesco
Express format is not something found in the United States.
Sources: P. N. Child, “Taking Tesco Global,” The McKenzie Quarterly,
no. 3(2002); H. Keers, “Global Tesco Sets QOut Its Stall in China,”
Daily Telegraph, July 15, 2004, p. 31; K. Burgess, “Tesco Spends
Pounds 140m on Chinese Partnership,” Financial Times, July 15,
2004, p. 22; J. McTaggart, “Industry Awaits Tesco Invasion,”

Progressive Grocer, March 1, 2008, pp. 8-10; and Tesca’s annual
reports, archived at www.tesco.com.

Case Discussion Questions

1. Why did Tesco’s initial international expansion strategy
focus on developing nations?

2. How does Tesco create value in its international
operations?

3. InAsia, Tesco has a long history of entering into joint
venture agreements with local partners. What are the
benefits of doing this for Tesco? What are the risks? How
are those risks mitigated?

4. In March 2006, Tesco announced that it would enter the
United States. This represents a departure from its
historic strategy of focusing on developing nations. Why
do you think Tesco made this decision? How is the U.S.
market different from others Tesco has entered? What
are the risks here? How do you think Tesco will do?
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