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11
Entry mode  dynamics 1: Foreign distributors
Five learning objectives
1.   To explain the reasons why MNEs establish long-term relationships with local distributors, even when they also command a wholly owned distribution network.
2.   To foster an understanding of the role foreign distributors can play in the FSA
development process.
3.   To provide concrete guidelines to MNEs on how to manage local distributors in host countries.
4.   To  describe the  challenges facing large MNEs  in  dealing  with  mega-
distributors such as Wal-Mart and the beneﬁts of direct sales.
5.   To deﬁne the ‘bullwhip eﬀect’ and to illustrate how manufacturing companies should manage uncertainty on the input and output sides of the supply chain.
This chapter examines Arnold’s idea that, when selling in foreign markets, MNEs should maintain relationships with local distributors over the long term even after establishing their own local network to handle major clients. In theory, local distributors provide insight into the local market, knowledge of local regulations and business practices, existing major customers at low cost, and the ability to hire appropriate staﬀ  and develop relationships with potential new customers. Selecting and managing distributors is diﬃcult, though, and Arnold provides a list of seven best practices. These ideas will be examined and then criticized using the framework presented in  Chapter 1.
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Significance
In an important HBR article, David Arnold studied the role of external actors, speciﬁcally foreign distributors, in international strategy.1 Arnold focused on the evolving role of local distributors when MNEs ﬁrst establish themselves in new markets and then try to grow in these markets. He observes that many MNEs
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initially establish relationships with local distributors in order to reduce costs and minimize risks. In other words, the local distributor’s complementary capabilities (e.g., knowledge of local regulations and business practices, ability to hire appro- priate staﬀ and relationships with potential customers) substitute for developing
new, location-bound FSAs required to access the host country market, in cases
where market success is highly uncertain. Unfortunately, however, after enjoying some early market penetration, sales often ﬂatten and may even start declining. Typically, the MNE then responds by calling into question the eﬀectiveness of the local partner and its ability to make good on performance commitments and expectations. The MNE’s reﬂex may even be to take control of local oper- ations by buying out the distributor or by reacquiring the distribution rights in order to build a self-owned, dedicated distribution network. The resulting transition period is often diﬃcult, disruptive and costly – problems that could be avoided, according to Arnold, through better strategic planning of distributor selection and governance of the relationships with local distributors.
Arnold’s research included a two-year ﬁeld study of the international distribu- tion strategies of eight MNEs active in the consumer, industrial and service sectors as they entered nearly 250 new host country markets. Arnold observed, perhaps surprisingly, that MNEs often select new countries for market seeking purposes in a largely unplanned or reactive way. This approach typically begins with a positive response to unsolicited proposals from local distributors, advertising the location advantages of the host country in which they operate and their own capabilities to help the MNE serve that market.
The MNE then aligns itself with an independent local distributor in order to minimize up-front risk and to tap existing knowledge about the local market and potential major customers at low cost. Here, the distributor is supposed to add complementary capabilities to the MNE’s internationally transferable FSAs, which are embodied in the products it wishes to export.
Typically, the MNE invests very little in marketing and business development, as it assumes that the local distributor will take care of these areas critical to foreign market penetration. But in doing so, “companies cede control of strategic marketing decisions to the local partners, much more control than they would cede in home markets”.2  Arnold calls this minimal, low-risk, low-investment strategy the ‘beachhead  strategy’.  The MNE’s  attitude is to wait and see what can be achieved with such minimal commitment.
Behind this hands-oﬀ  ‘beachhead’ approach may be the MNE’s longer-term intent to eventually take direct control of local operations and to integrate these
into the MNE’s existing international network after some initial market penetra- tion has been achieved. Arnold notes that “for many multinationals, it’s a fore- gone conclusion that local distributors have merely been vehicles for market entry, temporary partners incapable of sustaining growth in the long term”.3
Observing this past behaviour by MNEs, many local distributors conclude, quite
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reasonably, that the relationship will only be temporary. In such cases, the local partners  may be unwilling to  make the  signiﬁcant  investments in  strategic
marketing and business development that are necessary to grow the business
over the longer term. Thus, a vicious cycle of increasing bounded reliability challenges is set in motion:  the distributor’s  expectation of MNE unreliability (to provide adequate long-term support) in turn creates distributor unreliability (to invest for the growth of the business).
If sales growth falters, once the initial ‘low-hanging fruit’ (selling the MNE’s core products to the distributor’s existing customer base) has been captured, each side may embark on a path of blaming the other for the disappointing results. Typically, the MNE laments that the local distributor “didn’t know how to grow the market . . . didn’t invest in business growth . . . [and] just wasn’t ambitious enough”,4  whereas the local partner  counters that the MNE did not provide enough support to match its overly high expectations.
In reality, both parties may share responsibility for the relative failure of the distribution agreement. Arnold’s research shows that “the same themes repeat- edly emerge: neither party – the multinational nor  the distributor  – invests suﬃciently in strategic marketing or in aggressive business development”.5
However, according to Arnold, senior MNE managers usually deserve the main
burden of responsibility, as they should realize that: “distributors are implement- ers of marketing strategy, rather than marketing departments in the country- market”.6 Arnold’s point is that MNEs often relegate too much of their strategic marketing planning activities and the control thereof to local distributors when ﬁrst entering new markets without providing proper direction and resources. In addition, the local market’s life cycle stage typically changes after entry, but the MNE often fails to adjust its market strategy or market commitments to reﬂect the evolution from early penetration to rapid growth. Instead, the MNE sticks with its initial market-entry strategy (i.e., the beachhead strategy) for too long.
What is the solution to these common problems between MNEs and their international  distributors,  especially in  developing countries? According to Arnold, “The key to solving the problems of international distribution in devel- oping countries is to recognize that the phases are predictable and that multi- nationals can plan for them from the start in a way that is less disruptive and costly than the doomed beachhead strategy.”7
Interestingly, Arnold ﬁnds that companies usually have success when they evolve from a beachhead strategy to a mix of direct distribution by the MNE
itself and long-term relationships with local distributors. This mixed strategy often lets the MNE retain control of distribution where feasible, while relying on the complementary capabilities of distributors where necessary:
It seems probable that some national distributors will become part of a mixed distri- bution system, in which the multinational corporation will manage major customers
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directly, while other, independent, distributors will focus on discrete segments of national markets or smaller accounts . . . independent local distributors often provide the best means of serving local small and medium accounts.8
In other words, MNEs are advised to maintain relationships with independent local partners for distribution activities over the long term even after establishing their own local network to handle major clients. The key for the MNE is to ﬁnd the correct balance between three competing objectives: strategic control over important cus- tomers, beneﬁts from the local partner’s market knowledge and market access, and risk reduction when faced with high demand uncertainty in the new market.
Arnold’s research also contains recommendations for local distributors who want to continue to work with the MNE as it gains market share. Arnold’s research shows that, in the cases where distributors successfully maintained their relation- ship with an MNE over the longer term, these local partners shared a number of characteristics: they did not distribute competing product lines from rivals, they shared market information with the MNE, they initiated new projects and they collaborated with other distributors in adjacent markets. They also invested in areas such as training, ICT and promotion to grow the business.9
The article concludes by oﬀering a list of seven guidelines for MNEs when dealing with local distributors. These guidelines should help MNEs avoid the
commonly observed pattern  of local market underperformance  as a result of underinvestment and over-reliance on distributors, followed by an over-correction in the form of complete internalization of all distribution activities:
1.   Proactively select locations and only then suitable distributors. The MNE should identify for itself the countries it wants to enter, in relation to its strategic objectives (and the related country-level location advantages), and then suitable partners in those countries, rather than expanding internation- ally to particular locations in response to unsolicited proposals from local distributors (e.g., in the context of trade fairs). The best partners are not necessarily the largest distributors, as the latter may already have contracts with (competing) MNEs for similar product lines, and may thus have an interest in dividing the existing local market among MNE rivals, rather than rapidly building the market for one ﬁrm.
2.   Focus on distributors’ market development capabilities. It is critical to ﬁnd the best ‘company ﬁt’ in terms of strategy, culture, willingness to invest and to train staﬀ, etc., rather than merely a ‘market ﬁt’ with those distributors already serving key target customers with related products.
3.   Manage distributors as long-term partners. This approach, which may include incentives related to actual sales performance, will make distributors willing to invest more in strategic marketing and long-term development. Using distrib- utors for short-term market penetration purposes only, and making this clear through distribution rights buy-back clauses in the contract, takes away the
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incentive for distributor investment in market development and may even increase bounded reliability problems. For example, if the buy-back price depends on sales volumes, irrespective of proﬁt margins achieved, the distrib-
utor may attempt to position the MNE’s product as a commodity, rather than
extract the highest possible price from customers. The distributor may thereby harm the product’s future positioning in the local market.
4.   Provide resources (managerial, ﬁnancial  and knowledge-based) to support distributors for market development purposes. Arnold’s  research indicates
that MNEs rarely withdraw fully from a new export market. Committing more resources earlier may therefore foster better relationships with local partners as well as higher performance. The resources provided may include skilled support staﬀ, minority equity participations (e.g., to co-fund invest- ments) and knowledge sharing (e.g., to augment simple equipment selling with related service provision to customers).
5.   Do not delegate marketing strategy to distributors. While distributors should be able to adapt the MNE’s strategy to the needs of local markets, it is up to the MNE to provide clear leadership in terms of the choice of products to be marketed, the positioning of these products and the size and use of marketing budgets.
6.   Secure shared access to the distributors’ critical market and ﬁnancial intelli- gence. In many cases, local distribution partners may be the only economic
actors holding such valuable information in the host country, and their will- ingness to share this information signals their commitment to becoming a solid, long-term partner. At the same time, the distributors reduce the MNE’s bounded rationality problems by improving its limited understanding of the idiosyncrasies of the local market.
7.   Link national distributors with each other, especially at the regional level
(spanning several countries). Such linkages, in the form of regional head- quarters to coordinate distribution eﬀorts, or autonomous distributor coun- cils, may lead to the diﬀusion of best practices inside the distributors’ network, and act as an internal monitoring mechanism, stimulating more consistent strategy implementation throughout the region.
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Context and com plementary perspectives
Arnold’s work can be interpreted as a complement to Bartlett and Ghoshal’s perspective, discussed in Chapter 5, which addressed the MNE’s need to tap its foreign subsidiaries as new sources of competitive advantage. It is also consistent with Kuemmerle’s view on innovation, discussed in Chapter 6, that foreign R&D centres are key to acquiring new sources of advanced knowledge, and Ferdows’ assessment, discussed in Chapter 7, that successful manufacturers should develop their foreign factories into sources of new FSAs.
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Whereas Bartlett and Ghoshal’s, Kuemmerle’s and Ferdows’ views are applicable in principle to all MNE types, but especially to the international projector, Arnold’s article is especially relevant to the  centralized  exporter. For the  latter MNE category, neither simple market contracts with foreign distributors nor the full internalization of international distribution operations may be the optimal way to bring exported products to the overseas customer. In cases where the key to success in a host market is continued, long-term access to the (not generally available) market knowledge and management expertise of local partners to reach customers, strategic partnerships with distributors may be the optimal entry mode.
Arnold’s ‘seven rules of international distribution’ are in line with a key theme in international business thinking throughout the past 20 years, namely that com- panies may beneﬁt from strengthening their international linkages with external
parties that command complementary FSAs, rather than trying to develop such
FSAs within the company, especially if such FSAs would take a long time to develop internally and cannot be simply purchased in the host country market.
Andrew R. Thomas and Timothy J. Wilkinson provide a ﬁrst complementary perspective on international distribution, suggesting that MNEs may also face a
critical distribution challenge at home, with implications for international strat- egy.10 Their SMR piece argues that many US manufacturing MNEs, especially those active in consumer goods industries, have made an important  strategic mistake in managing their domestic distribution system, and should try to avoid a similar mistake abroad. They observe that, since the early 1970s, many large manufacturing ﬁrms have focused on their so-called ‘core competencies’ and have adopted total quality control systems in production, thereby largely neglecting the distribution and sales side of their business. The dual outcome has been increased eﬃciency in production, where allegedly (according to business gurus and consultants) the ﬁrm’s core competencies are located, and outsourcing of distribution, often to non-dedicated distributors.
Unfortunately, a problem may then arise when these non-dedicated, down- stream partners include mega-distributors such as Wal-Mart and The Home Depot – partners that represent a substantial portion of the ﬁrm’s total sales volume. For many US manufacturers this has meant the evolution from “having a global network of loyal and faithful dealers and strong brand loyalty to becoming the manufacturer of a commodity that could be purchased at an ever-growing number of outlets for a lower price”.11 Importantly, the market power of the mega-distributors has led to continuous downward pressures on prices, and therefore to almost forced oﬀshoring of production to low-cost locations such as China. Unfortunately, according to the authors, such oﬀshoring mainly serves the proﬁt margins of the mega-distributors, not the manufacturers, as any cost reductions on the input side yield only further price squeezes at the output side.
The authors urge manufacturers to regain control over domestic distribution and to engage in direct marketing, citing US-based computer manufacturer Dell
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Inc. as one example of a company that successfully controls its own distribution, bypassing conventional distribution channels and selling directly to consumers. In the international context, manufacturers should avoid their past domestic mistakes: “In high-growth emerging markets around the world, manufacturers
still possess the ability to directly inﬂuence what happens to their products once they enter the distribution chain.”12
This view is consistent with Arnold’s recommendation to keep control of the strategic marketing aspects of foreign distribution, and not give foreign distrib- utors free rein to grow market share using any means they wish. In fact, if large manufacturers had applied Arnold’s prescription of not relegating strategic mar- keting to distributors in the domestic context, they might have been able to avoid the tyranny of mega-distributors. Note, however, an important diﬀerence: where Arnold emphasizes the advantages of using distributors if managed properly, Thomas and Wilkinson emphasize the disadvantages of using distributors and the beneﬁts of direct sales.
Thomas and Wilkinson’s point is that long-term relationships with distributors can lead to an almost irreversible and undesirable lock-in for the manufacturer, when these distributors transform the product’s positioning into that of a com- modity and purchase a large part of the manufacturer’s entire output.
Hau L. Lee provides a second complementary perspective in an insightful CMR paper on how manufacturing companies should manage uncertainty on both the input market and output market sides of the supply chain.13
Obviously, demand and supply side uncertainties are detrimental to the ﬁrm’s ability to serve customers eﬀectively and eﬃciently. For example, even if demand were predictable, the bullwhip eﬀect, meaning “the ampliﬁcation of order vari- ability as one goes upstream along a supply chain”,14 could occur if there is poor
planning or execution by the foreign distributor. Only if suﬃcient information on demand  is shared – and  replenishment/distribution  planning and  execution aligned – with the MNE’s supply chain management, can this eﬀect be avoided, and distributor-driven demand uncertainty removed.
Lee notes that  another  way to manage demand  uncertainty is to adopt a postponement strategy, whereby some production activities are performed at the end of the production process, thereby maximizing this process’ ﬂexibility. In this way, customization of end products is done as late as possible, in line with changing customer demand. For example, Benetton, the Italian clothing retailer, delays dying its sweaters with particular colours until very late in the production process. In the international business sphere, the optimal location for postponed activities such as ﬁnal  assembly, testing and packaging is often a distribution centre close to the ﬁnal customer, e.g., European Distribution Centres (EDCs) in the European Union.
On the supply side, the MNE must also attempt to eliminate unnecessary uncertainty. Here, risk hedging is critical, e.g., by setting up inventory pools at
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the regional level, close to the customer, to mitigate supply interruptions and to stabilize order fulﬁlment.
Lee’s main point is that much of the uncertainty on the input and output market
sides can be reduced or avoided by eﬀective supply chain management. Here, vertical integration need not substitute for strategic partnerships with a variety of actors on the input market side (suppliers) or output market side (distributors). However, the management of such uncertainties requires substantial eﬀorts in information shar- ing, joint coordination and planning with suppliers and distributors. Here, the MNE can develop a new, non-location-bound FSA in the form of an ‘agile supply chain’, common among international coordinators. For example, Cisco Systems, a US- based supplier of networking equipment and network management for the Internet, created an ‘e-Hub’ that uses ‘intelligent planning software’ allowing “the identiﬁca- tion of potential supply and demand problems early, with proper warning given to the appropriate parties and resolution actions taken promptly via the Internet”.15
Even though the argument  in Lee’s paper addresses only speciﬁc types of uncertainty, Lee’s recommendations and his conceptual analysis have broad applic- ability to all manufacturing ﬁrms. His recommendations are particularly relevant in the context of MNE supply chain challenges when penetrating foreign markets, because such penetration has enormous uncertainty surrounding both demand and the optimal supply chain to link sourcing, production and distribution.
In the case of penetrating foreign markets, demand uncertainty on the output market side is not primarily the consequence of innovative product characteristics (in contrast to Lee’s paper). Rather, demand uncertainty results from the MNE’s limited capability to understand beforehand what set of new location-bound FSAs in the distribution sphere will need to be developed to penetrate the new market, as a complement to its internationally transferable FSA bundle, embodied in its exported products.
Supply uncertainty on the input market side, in the context of MNE manage- ment, is not primarily the consequence of a lack of maturity and stability of the supply chain in a technological sense (as it is in Lee’s paper). Rather, uncertainty in the supply chain, starting on the input market side, results from bounded rationality challenges faced by senior MNE managers in their quest to optimize logistics when a new country needs to be linked to the existing supply chain.
Whereas Arnold’s HBR piece addressed the broad, strategic challenges in MNE–distributor relationships, Lee’s CMR piece usefully proposes adopting an agile supply chain in cases of high demand and supply uncertainties. With an agile supply chain, the MNE, its suppliers and distributors can all beneﬁt from
concerted action to reduce such uncertainties. Furthermore, Lee agrees with
Arnold that vertical integration (i.e., ownership of the entire supply chain) is not necessary to manage uncertainty – with eﬀective information sharing, joint coordination and planning, the MNE can eﬀectively manage uncertainty together with (external) suppliers and distributors.
Entry mode dynamics 1: Foreign distributors
One of Arnold’s main points in his HBR piece on foreign distribution is that, when penetrating a host country, MNEs should develop location-bound FSAs. Arnold’s research essentially reveals that in the early stages of an MNE’s entrance into a new market, FSA development is usually neither the main focus of the MNE’s strategy, nor of its local distribution partner. Rather, the MNE’s primary goal is typically to reap the beneﬁts  of its bundle of existing, internationally
transferable FSAs, embodied in its exported products, while minimizing costs
and investment risks associated with foreign market penetration. This is made possible by using the existing, location-bound FSAs of distributors that allow easier market access.
As Arnold points out, however, MNEs thereby often cede strategic decision- making control to the local partner, assuming that this partner will handle critical areas of marketing and business development. The local distributor, however, often remains focused on short-term  sales growth, knowing that this is the MNE’s primary interest. The local distributor assumes (often correctly) that little MNE support or long-term commitment will be forthcoming to improve the outcome of the distribution arrangement, and that great market success might actually lead to MNE attempts to internalize the distribution activity, especially in cases whereby both parties would need to invest heavily in proprietary knowledge (e.g., brand name development) to sustain and further strengthen such success. The develop- ment of new FSAs suﬀers because of this lack of credible, mutual commitments.
By contrast, in the few examples Arnold provides of successful, long-term
distribution  partnerships  and  in his recommendations  for properly building such partnerships, both sides place greater importance on new FSA development, even in the short run, especially in terms of eﬀectively linking the MNE’s and the distributor’s  knowledge base. Distributors who have managed to remain suc- cessful over the long run have contributed to MNE competitiveness by sharing market intelligence and helping to build new FSAs, e.g., by initiating new projects and working collaboratively with other distributors in neighbouring markets. Such distributor commitments have been associated with similar commitments from the MNE, in terms of managerial, ﬁnancial and knowledge-based resources to develop the market.
Such credible, mutual commitments only make sense, according to Arnold, if there is an overall ‘company ﬁt’ between the MNE and its local distributor. That is, they must be willing and able to work together as partners in building new FSAs, rather than focusing solely on the immediate ‘market ﬁt’ when linking the MNE’s products (and thus the MNE’s underlying, internationally transferable FSAs) with the  distributor’s  existing customer  base (and  thus  its location-bound  FSAs, providing local market access). The linking of internationally transferable FSAs held by the MNE and location-bound FSAs held by the distributor should thus not be assessed merely in static terms, at the time of the agreement. Rather, such linkages must be crafted over time, and initial similarities between the MNE and
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International Business Strategy
the distributor (e.g., in terms of corporate culture, incentive systems or supply chain routines) can greatly facilitate this crafting process.
This idea of distributors – actors external to the MNE – contributing to the generation of FSAs provides an interesting extension of this book’s framework for analysing patterns of FSA development. In earlier chapters, we assessed whether FSA development took place through  the  parent  organization  in  the  home country or through subsidiaries in host markets. Arnold’s article adds another level to the analysis by assessing whether, and to what extent, FSA development in foreign host markets should take place internally, through wholly owned subsid- iaries, or externally, through partnerships with local distributors.
Arnold’s prescription for the long term is to adopt a mix of the two governance mechanisms: establishing subsidiaries to control the company’s international marketing strategy, especially in the context of serving key global customers, while also retaining external distributors as partners to service optimally smaller, local customers. The normative conclusion is thus clearly to establish long-term strategic alliances with external partners, in this case local distributors, to beneﬁt
from their FSAs – a concept covered in greater depth in Chapter 12.
Following Arnold’s advice – adopting a mix of ‘internal’ and ‘external’ distri- bution operations – would allow an MNE to pursue a mix of strategies of FSA development, which can be analysed using our framework of FSA development patterns. According to Arnold, the subsidiary should play to its strengths (i.e., transferable FSAs) and adhere to a more standardized approach focusing on large international accounts. By contrast, the local distribution partner should play to its strengths (i.e., location-bound FSAs) and should be nationally responsive in providing service coverage that is unique and adapted to each host market. These strategies correspond to Pattern I and Pattern IV of our framework, respectively (see Figure 11.1).
Pattern I builds upon standard, internationally transferable FSAs in the realm of distribution that the MNE can deploy in its foreign subsidiaries around the world to manage large global clients (this is really the equivalent of global account management, discussed in Chapter 9). In contrast, Pattern IV here involves external distributors, who are supposed to provide unique, location-bound FSAs to satisfy the requirements of smaller, local customers, but with their exploitation potential
largely conﬁned to the speciﬁc host country market.
Arnold’s ﬁfth guideline for MNEs, that  they should maintain  control over strategic decision making, is a warning against domination of international dis-
tribution by Pattern IV, with independent local distributors aﬀorded such a high level of autonomy and control that each country operates independently of the others, with market success determined by each national distributor’s FSAs. This outcome would reduce the MNE’s potential to reap economies of scope by sharing valuable knowledge across borders.
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I             Internalization of international distribution
III           Mix of internalization and external distribution
IV           Independent local distribution
IX           Local customization of distributors’ network knowledge
X            Transformation of knowledge from distributors’ networks
If the MNE relies solely on independent, foreign distributors – and if strategic control exerted by central headquarters remains weak – FSA development is unlikely to occur through Pattern V or Pattern VIII, even in the longer run, since the independent distributors will have little incentive to act as entrepreneurs and to generate new FSAs either autonomously (Pattern V) or collectively (Pattern VIII),
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International Business Strategy
to be shared subsequently with other MNE distribution partners or MNE subsid- iaries. In this case, the independent distributors will not generate and share such FSAs  because they know they will receive no beneﬁt  from successes achieved
outside of their local markets.
If the MNE subsidiary cooperates with the local distributor, FSA development in the broad sense may end up resembling Pattern III, with the MNE introdu- cing internationally transferable FSAs to the market and the local distributor adding unique location-bound FSAs to optimize sales and distribution within the country.
Arnold’s  seventh guideline, recommending the crafting of linkages between national distributors at the regional level, is a pitch for Pattern IX and Pattern X. Here, subsidiaries and local distributors work together as a network to create new FSA bundles that can then be customized with location-bound additions for each host market, in the case of Pattern IX, or transformed into internationally transferable FSAs and exploited internationally under the guidance of central headquarters, as in Pattern X.
In spite of its useful managerial prescriptions, Arnold’s work has two major limitations. First, Arnold mistakenly recommends internalizing some customers and outsourcing others based primarily on the customer’s size. According to Arnold, larger (and  thus  presumably more  important)  customers should be served by the MNE itself. In reality, however, parameters other than size may be more strategically important. The key question is whether a customer requires extensive interaction and customization, and expects continuous product adap- tation. These customers should be dealt with internally, because such attention requires substantial resources, and because continuous product adaptation will probably be easier and more eﬃcient if carried out directly by the MNE subsidiary
rather than the distributor. (The subsidiary will have a closer and more direct
relationship to the production facilities than the distributor will.) On the other hand, if a customer just purchases large quantities without any need for custom- ization or continuous technical improvements, the use of an external distributor with strong location-bound FSAs may be the optimal solution.
Figure 11.2 incorporates this modiﬁcation of Arnold’s work. The ﬁgure shows two parameters critical to deciding the optimal governance of international
distribution.
The vertical axis measures the ﬁnal customer’s needs for technical customization/ adaptation of the product oﬀering (low or high). Note that the word ‘technical’ is  used  here  to  indicate  that  these  customer  requirements  are  intrinsically unrelated  to  the  customer’s  location. In  other  words, the  MNE’s  success in meeting technical customer requirements depends upon its proprietary technical capabilities, which are in principle non-location-bound. In contrast, the horizontal axis measures the level of customer requirements that are location-determined
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Figure 11.2
Optimal governance of international distribution
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High Requirements for location-determined customization/adaptation
(low or high), e.g., so as to meet prevailing health and safety standards considered normal in the host country. A high level of location-determined customer require- ments on the right-hand side of Figure 11.2 implies that the necessary custom- ization/adaptation  cannot be performed simply by recombining and deploying internationally transferable knowledge, but necessitates deep knowledge of the local situation. The right-hand side of the horizontal axis is further subdivided into two segments, which address the need for external sourcing to develop the required location-bound knowledge (versus the ability to develop it internally). The latter need is again expressed as being low or high.16
In cell 2 of Figure 11.2, exports can occur without major governance compli- cations, perhaps using simple market contracts with distributors if these can operate with low costs, since the customer imposes no requirements to alter the product  oﬀering.  In  cell 1, substantial technical customization/adaptation  to
customer requirements is necessary, thus providing an incentive for the internal-
ization of distribution to facilitate smooth adaptation. In cells 3A and 4A, there is an  additional  need  to  satisfy location-determined  customization/adaptation, and this need can be met internally by the MNE, i.e., by developing new, location- bound FSAs inside the company. Note that in cell 3A, the MNE has exceptional recombination capabilities: it can develop further and recombine both technical knowledge  (internationally   transferable)   and   location-bound   knowledge. Finally, in cells 3B and 4B, only external parties can satisfy the need for location- determined  customization/adaptation.  Cell 3B represents  perhaps  the  most intriguing case: here, the MNE can customize/adapt its product oﬀering to purely technical customer requirements, but  it must  also meet location-determined requirements  for  customization/adaptation  which cannot  be met  internally.
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Figure 11.3
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This is likely to lead to complex distribution arrangements, perhaps in the form of equity joint ventures, since both the MNE and its distributor need to engage in customization/adaptation processes to satisfy customer requirements.
Second, Arnold’s sole focus on distribution leads to a relative neglect of the remainder of the supply chain, especially the input market side and the need for an integrative approach to the various supply chain components. Figure 11.3 displays such an integrative approach: here, the value chain consists of three main components – the left-hand side describes the input market, whereby external actors provide at least some inputs to the MNE. The middle section describes the upstream and downstream activities performed by the MNE itself. Finally, the right-hand side describes the output market, where distributors may play a key role, as discussed above.
For reasons of simplicity, Figure 11.3 does not show explicitly the dispersed geography that may characterize this supply chain. However, dispersed geog- raphy imposes additional needs for combination capabilities to coordinate the various components of the supply chain.
To increase eﬃciency, the MNE will typically try to adopt similar routines on the input market and output market sides. For example, if JIT systems are adopted
on the input market side, a similar system will probably be used on the output market side. If production coordination occurs to a large extent through the use of sophisticated ICT systems, then sophisticated ICT will probably be used at the boundaries with suppliers and distributors. The point is simply that understand- ing a relationship with a foreign distributor, in terms of why and how it was set up, and how it should be managed in the future, may require an understanding of the MNE’s entire supply chain setup, rather than simply an understanding of the distributor and the MNE’s distribution needs. Figure 11.4 illustrates the case of routine-type FSAs (which may span the entire supply chain) being transferred to
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Figure 11.4
Managing foreign distribution
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The NLB FSAs in the realm of distribution transferred to foreign operations in different host countries are indicated by A, B and C.  The complementary resources provided by distributors in each of these host countries to meet local requirements, are indicated by D, E and F.
host countries, where these are then augmented with complementary resources of distributors.
Five management takeaways
1.   Review your international distribution strategy and portfolio of relationships with local distributors.
2.   Follow the  seven guidelines for MNEs when using local distributors  in international expansion.
3.   Consider the disadvantages of using distributors and the beneﬁts of direct sales.
4.   Assess in a comparative fashion the uncertainty in your input and output markets in your supply chain.

5.   Evaluate the  optimal governance of international  distribution  and  apply an integrative approach to coordinate various components of your supply
chain.
CASE 
The direct sales  model
A college dropout after his freshman year, Michael Dell capitalized on the opportunity of selling PCs directly to consumers when he noticed a number of anomalies in the computer business. For the components of an IBM PC, manufacturers would pay around US $700; for the assembled PC, retailers would pay US $2,000;  and customers would then pay US $3,000  without receiving much technical support. This was  the traditional channel model followed by the biggest players in the industry such as IBM and Apple: manufacturers built computers, distributed them to dealers, and dealers sold them to businesses and individual consumers.
Michael Dell thought that end users paid too much. He thought that he could make the process of buying a PC easier and better. In 1983, when Michael was only a freshman, he bought PCs at retail stores, upgraded them by purchasing components, and sold upgraded PCs to people he knew. For him, this was a good opportunity: he could bypass much of the retailer’s markup and pass savings on to end users. In 1984, Michael Dell created Dell Computer Corporation, the

first computer manufacturer to sell PCs directly to end users.  By the end of 1986, Dell’s annual sales had reached US $60 million.
Much  of the success  was  attributed  to  the direct  sales  model.  Dell  redesigned  and integrated its supply chain: it received orders from end users first, then ordered components from its suppliers, assembled PCs and finally shi pped PCs directly from  Dell’s factories to end users. Compared with the traditional supply chain in the computer industry, the direct model had two major advantages. First, the closeness to end users helped Dell better understand users’ needs, forecast demand more accurately and build long-term relationshi ps with end users. Second, the elimination of distributors helped Dell reduce not only its selling cost, but also  its  inventory  through both accurate  forecasting  and integration  with  components suppliers.
The direct sales model seemed to meet two trends in the 1980s very well. First, corporate customers and individuals were becoming very sophisticated and experienced technology users. They often knew exactly what they wanted and did not need intense personal selling. Second, mass customization was also becoming viable as components became standard modules.18
In 1990,  Dell experimented with selling computers through retail stores like CompUSA, Best Buy and Sam’s, but pulled out of the retail distribution channel in mid 1994.  Dell made a core decision  to stick  to the direct  sales  model:  ‘never  sell  indirect’  finally  became one of the three golden Dell rules, the other two being ‘disdain inventory’ and ‘always listen to the customer’.19
International expansion and exporting to China: pre-1998
Although Dell always stressed the direct sales model as a ‘golden’ Dell rule, the company applied this golden rule selectively in its international expansion, assessing each host country individually. Dell’s decision as to which model to adopt depended on characteristics along the country’s whole value chain. First, to what extent would end users accept direct sales, especially given Dell’s reputation in the host country? If end users had neither heard of nor seen Dell computers, it would be difficult to convince customers to buy via telephone. Second, to what extent would Dell be able to recruit a skilled sales force for direct sales? Third, were capable suppliers and carriers available to meet just-in-time management? Fourth, was the market size large enough?
International forays began in June 1987 when Dell started its business in the UK. In spite of wide scepticism, Dell’s business in the UK was profitable from the very beginning.20  In the next four  years,  Dell established subsidiaries in 14 countries. In 1995,  Dell established the Asia Pacific Customer Center in Penang, Malaysia, which functioned as the hub for sales and marketing in Australia, China, Hong Kong, India, Indonesia, Korea, Malaysia, New Zealand, the Philippines, Singapore, Taiwan and Thailand.
Dell’s  history  in  China  can be traced  back to 1993, when Dell  chose   Star  Advertising
Corporation as its sole agent in mainland China and set up a network of four resellers.21
The cooperation lasted less than a year. In 1995, however, Dell re-entered mainland China. From this time until late 1998,  Dell imported PCs from other countries and then sold Dell PCs

through its distributors. The distribution system included four first-tier distributors located in metropolitan areas including Beijing, Shanghai, Guangzhou and Xi’an, as well as second- and third-tier resellers. Dell’s representative office in China decided on the sales plan, designed promotion  strategies  such as sales  rebates  and coordinated  the relationshi ps among the distributors.
However, Dell’s performance was not very good. By 1996,  Dell sold only 20,000  PCs in China, giving it only a 1 per cent market share and putting it in tenth place among PC vendors.22 These unimpressive results were largely due to the country’s relatively small market size and the lack of effort from both Dell and its distributors. Dell was  waiting for the right time to apply its direct sales model, with no intention of keeping a long-term relationship with the distributors. At the same time, these distributors did not want to invest much in developing the market, anticipating that Dell would soon switch to its famous direct model.
Replicating the direct model  in China: 1998–2004
Phil  Kelly,  President  of Dell  Asia  Pacific, had been pushing Dell  headquarters to  build a manufacturing base  in China and to sell  directly. Finally,  the tremendous  growth of the Chinese PC market  convinced the headquarters. In 1998,  Dell set up a China Customer Centre (CCC) in Xiamen to manufacture and sell PCs, as well as to provide service and technical support.
Characteristics of the mainland China  PC market
The PC market in China grew significantly during the mid and late 1990s: sales rose from  RMB 7.6 billion in 1990 to RMB 66.2 billion in 1996.23 In 1998, China became the fifth largest PC market in the world, behind only the US, Japan,  Germany  and Britain. According to the prediction of the Market Information Centre (MIC) in June 1998, the PC market of mainland China would continue to grow and was  very likely to become the third largest PC market in the world by 2000.
The Chinese market was distinctive in two important ways.24 First, retail buyers accounted for only
about 10 per cent of total sales, and a PC would cost nearly two years of an average person’s savings. Thus, buying a PC was something very big for average Chinese families, and the whole family would want to go to a store, touch the machine and test it. Therefore, Dell targeted the corporate market, including MNEs and government institutions. The information officers in these organizations were usually technologically savvy, and they already knew what they needed. Seeing and touching the machine was not necessary. Moreover, these firms did not need much service either.
Second, credit cards in China were issued primarily to corporate bodies and people of high social status. Most Chinese people were not used to credit card sales.
Replicating the direct sales model with minor adaptations
Dell was  confident that its direct sales model would work well in China if it focused on the corporate segment.

Dell thus divided its customers into three groups: relationship companies (companies with more than 3,000 employees), mid-sized companies (companies with 500–3,000 employees) and small-sized companies and family customers (companies with less than 500 employees and individual customers). The first two segments were the major targets.
After selecting its target markets in China, Dell modified its direct sales model in two ways to meet China’s distinctive characteristics. First, to contact corporate customers in China, Dell relied more on door-to-door sales and telephone sales rather than Internet sales. Normally, a sales team was comprised of an external salesperson and an internal one, with the former responsible for developing and retaining big accounts and the latter answering customers’ inquiries and handling purchase orders. On average, the salespeople made three to four  calls a day and spent one third of the day visiting customers.
Second, Dell recognized that most Chinese people were not used to credit card sales, so it did not insist on pre-payment through the Internet. Instead, Dell signed agreements with several banks to facilitate payments; Dell’s delivery men could also collect cash or transfer money through wireless debit card machines carried by them.
Dell worked hard to reduce its costs in China, as a door-to-door sales channel was very costly, given salespeople’s salaries and commissions “commensurate with those paid in Hong Kong and the US”.25 Dell tried to improve efficiency across the whole value chain. For example, in 1999, the time from order to delivery in China was about the same as the 9-day period in the US. In addition, Dell tried to draw on local talent. Although Dell brought in some  Dell employees from Southeast Asia, the company soon hired local talent for most positions, even for many mana- gerial ones.
Dell’s direct sales efforts resulted in a much improved market penetration.26 By 1999,  Dell was
ranked seventh among the top PC manufacturers in China, with a market share of 2.3 per cent. By 2004,  Dell became the top company in sales of servers and commercial computers.
The dual system model:  1998–2004
While replicating its direct sales model in China, Dell continued to sell PCs and provide technical support through a network of authorized distributors, creating the first ‘dual system’ business model for Dell  anywhere  in the world. Dell  named these authorized distributors ‘system integrators’. They received orders from their customers and then ordered PCs from  Dell.
These system integrators played an important role. When retail buyers in the form of small- sized businesses and family customers lacked technological knowledge and wanted advice, Dell could not meet their needs, but system integrators could. Moreover, the sales volume through system integrators was too large for Dell to simply dismiss. In 2001, Foo Piau Phang, President of Dell’s operations in China, announced that around 75 per cent of Dell’s sales in China came from direct sales,27 although some insiders said that the percentage of direct sales was only around 60 per cent.28
However,  Dell  was  never   completely happy with the system  integrators. Obviously, they partially  competed with  Dell’s  direct  Internet  and telephone  sales.  When system integrators

bundled orders from retail buyers, the resulting large orders would win the system integrator better per-unit prices than what retail buyers  would pay through Internet purchasing. For example, some notebooks  from system integrators could be RMB 1000–2000 cheaper than the listed price on Dell’s website.29  As a result, the system integrators took some sales volume away from the direct channel.
Dell was  willing to put up with this, though, because the system integrators helped Dell to maintain  and expand  its  market. What Dell  did  not tolerate,  however,  was  when system integrators placed large orders with Dell (thereby earning prices below retail) and then sold the PCs to resellers/agents rather than end users.  Dell tried to stop these unofficial agents. In
2003, the collision between Dell and these unofficial agents led to a widely reported lawsuit.30
Shanghai Zhiqi Corp. ordered  53 PCs from  Dell and prepaid for these at the price of RMB 5,699, but after one week  Dell China contacted Shanghai Zhiqi and cancelled the order, arguing that Dell had offered an inaccurate price and needed to triple the price. According to Dell’s spokes- man, Dell suspected that Shanghai Zhiqi was selling these PCs not to end users but to smaller distributors. The lawsuit ended with a private settlement between the two parties.
Despite such occasional problems between Dell and its distributors, the dual system worked very well when the retail buyer segment was negligible in the mainland Chinese PC market. Between 2000 and 2002,  Dell was delighted to see its market share in the retail market rise from
0.2 per cent to 4.7 per cent, most of which came from system integrators (because Dell itself focused on large and mid-sized companies).
However, the lawsuit case in 2003 signalled to Dell that its dual system model, with the main focus on direct sales, did not fit the market conditions very well anymore. Given the rapid market growth in China, the good reputation of the Dell brand and the impossibility of exercising proper control over independent distributors, the likelihood of opportunistic behaviour by some of these partners was considerable.
Faced with the growth of the retail market: after 2004
The mainland Chinese PC market continued to grow in the new millennium, but most of the growth has come from the retail market. The growth  rate of PC demand in urban centres such as Beijing and Shanghai fell to an annual rate of 2–3 per cent in 2004, while the growth rate in mid- sized cities and small towns soared to around 40 per cent. Compared with retail buyers in big cities, end users in rural areas had less savings to spend, knew less about computers, preferred to receive advice from retailers before they made the important decision to buy a computer, and required convenient technical service after bringing the PC back  home.31  Commentators noted that businesses were also requiring these services that Dell did not traditionally supply: “demand is emerging elsewhere – in hundreds of smaller cities . . . where even some business customers want to see products before they buy”.32
In China, Dell’s performance started to fall after 2004. From being second in 2003, it fell to fourth in 2004 with a market share of 7.2 per cent, even though PC shipments rose by 29 per cent. In 2006, Dell still lagged behind three local vendors: Lenovo, Founder and Tongfang. Lenovo, the market leader, had a market share of 25.1 per cent with around 4,800 retail outlets in China. In addition,

Acer was catching up in China, totally relying on distributors and outsourcing all production to factories in China.33  Compared with these rivals, Dell was  still doing very well in the corporate segment, but was falling further and further behind in the retail segment.
In 2003, Dell rejected a plan from its executives in China to sell computers online, but then accepted the plan one year later when statistics showed that more than 90 million people in the coastal cities in China had access to the Internet, either at home or work.34 At the same time,  Dell  exited  the low-end  PC  market, because that market required  distributors  with physical access to local consumers. In 2005 and 2006, the presidents of Dell China and Dell Asia-Pacific, together with four top executives in Asia, left Dell to join Lenovo. A m ajor reason for the exodus was that Chinese executives wanted to focus much more on distributors and resellers, while Dell headquarters disagreed.
In China, Dell has started to focus on low-end consumers again by designing a new computer in 2007, priced at US $335  to meet the needs of novice users in this emerging market.35 However, the lingering problem for the firm is that, according to one consultant, “ ‘Dell needs to establish more of a presence on the street’ either through kiosks or retailers.”36
Dell’s retail move
In  2006 and 2007,   Dell  lost  its  position  as the largest  PC  maker in  the world  to Hewlett- Packard.37  Additionally, Dell lost its top ranking for highest notebook and LCD shipments to Acer and Samsung respectively. Its reputation was also jeopardized with recalls of over four million laptops and allegations of fraud in financial reporting. Michael Dell, who had resigned as CEO in 2004, resumed this role in 2007 to help turn around the struggling company. In an email sent to Dell’s worldwide staff in April 2007, Michael Dell indicated that Dell would pursue new models of manufacturing and distributing computers.  “The Direct Model has been a revolution, but is not a religion . . . We  will continue to improve our business model, and go beyond it, to give our customers what they need.”38 Dell’s restructuring plan was to centre around the consumer.39
The year 2007 was a time of change for Dell as the company stepped away from its core strategy of direct ‘modeling’ and moved towards the more traditional retail approach. Dell recognized that its built-to-order strategy had been key to its success in the past, but acknowledged the fact that the PC industry was changing and that Dell would need to change with it.40  PCs were  now  being used as more of a ‘hub  for multimedia’,  creating a greater need for consumers to physically evaluate a product before making a purchase.41  In addition, the growing demand for PCs in emerging markets shifted attention to these new consumers. With its experience in China, Dell recognized that consumers in emerging markets did not benefit from the direct model as much as they did in developed markets. Although the direct model was still expected to be the primary method for selling in mature markets, the need to open up other distribution channels in emerging markets was evident.42
Dell initiated a change to its model in the US in June 2007. Moving away from its traditional reliance   on  the  direct   sales   model,   it   started   selling   computers  through  Wal-Mart.43
Internationally, Dell opened retail locations in Russia and Hungary and partnered with retail

chains in various countries including the UK, Japan,  and China. By 2008,  Dell products were located in roughly 10,000 retail locations. This was  still significantly lower than Hewlett-Packard, whose products were found in over 110,000 locations.44
Rethinking retail in China
Effectively capturing the market in China required Dell to compete in a similar retail fashion to its main competitors Lenovo and Hewlett-Packard. Selecting the right retailer was imperative for Dell as it wanted to pursue a selective strategy. Michael Dell stated “[Dell didn’t] want to just show up everywhere”.45  In 2007,  Dell partnered with Gome, the largest electronics retailer to provide the face-to-face contact that the Chinese consumers’ desired. Gome  is found extensively throughout China, with over 1,000 stores in 168 cities.46 Inventory in each store varies depending on the location, with some retail locations requiring no inventory.
The move to partner with a large retailer like Gome has been met with some criticism from industry executives as the majority of electronics is bought from small retailers located in IT malls. With close to 100 retailers, consumers are able to get access to numerous products at one location. It is estimated that around 80 per cent of all PC purchases  are made in these IT malls,  however  Dell’s  Consumer  VP  Michael  Tatelmen  foresees  a  consolidation  in  the
industry.47
To  establish  more commercial  clients,  Dell  has  developed  its  service  capabilities  to compete better with  rivals  in  the m arket. Hardware has become  a struggling  sector in terms of its capacity to make profits, so services such as storage and cloud computing have taken on a stronger focus. In 2009, Dell acquired Perot Systems, an IT service provider, for US  $3.9 billion  to further develop  its  service  competencies.48  Steve  Felice,  President  and Chief Commercial Officer, describes Dell’s  service and customer  focus as a “[return] to a value-products oriented company. At the same time, [Dell is] transforming into a solutions company.”49
In 2010,  Dell started to see its efforts pay off with record growth in China that has been unmatched by any other country. In the first quarter, Dell experienced 81 per cent growth over the previous year’s results.50 An increase in Dell’s commercial clients in 2011 can be attributed to turmoil at Hewlett-Packard after that company announced its intention to sell off its PC segment, causing customers to switch to more stable competitors even though Hewlett-Packard inevitably cancelled the initiative months later.
To continue its growth, Dell is now putting efforts into capturing the rural market in China. Although this segment has generally not been seen as containing many PC consumers,  the vast number of potential customers is attracting attention from many PC manufacturers. Accessing this segment requires Dell to display its technology and educate villagers on the benefits of using a Dell PC. By tapping into new customer segments, increasing service capabilities and improving distribution tactics, Dell hopes to cling to its position as the second largest PC manufacturer in China.51
).
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Entry mode  dynamics 2: Strategic alliance partners
Five learning objectives
1.   To describe the meaning of ‘strategic alliances’ and their main beneﬁts.
2.   To explain the concept of ‘dependency spiral’ and the ways to avoid it when
outsourcing.
3.   To develop an understanding of the risks of dependence, exploitation and abuse in strategic alliances.
4.   To support a reﬂection on the meaning of the ‘learning race’ and ‘learning asymmetry’ concepts in the alliance context.
5.   To illustrate how MNEs select wholly owned aﬃliates versus alliances in the emerging economy context.
This chapter examines Hamel et al.’s idea that, when pursuing strategic alliances with partners who are also rivals, ﬁrms should try to learn as much as possible from their partners while giving away as few of their FSAs as possible. In theory, strategic alliances have three main beneﬁts: they allow ﬁrms to share risks and costs (partic- ularly R&D costs), they allow ﬁrms to beneﬁt from their partner’s complementary resources, and they allow the quicker development of capabilities to deliver products and services valued by the output market. Hamel et al. provide other advice on carrying out strategic alliances, including the advice to keep developing FSAs inde- pendently and to avoid a vicious cycle of dependency on the partner. These ideas will be examined and then criticized using the framework presented in Chapter 1.
Significance
In 1989, Gary Hamel, Yves Doz and C. K. Prahalad wrote an inﬂuential HBR article on the dynamics of international strategic alliances.1 They focused on the phenomenon  whereby large MNEs form strategic alliances with equally large foreign ﬁrms that are also rivals in the international marketplace.
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One of Arnold’s main points in his HBR piece on foreign distribution is that,      MA NA GE M E N T when penetrating a host country, MNEs should develop location-bound FSAs.     INSIGHT S Arnold’s research essentially reveals that in the early stages of an MNE’s entrance


into a new market, FSA development is usually neither the main focus of the MNE’s strategy, nor of its local distribution partner. Rather, the MNE’s primary goal is typically to reap the beneﬁts  of its bundle of existing, internationally transferable FSAs, embodied in its exported products, while minimizing costs and investment risks associated with foreign market penetration. This is made possible by using the existing, location-bound FSAs of distributors that allow easier market access.


As Arnold points out, however, MNEs thereby often cede strategic decision- making control to the local partner, assuming that this partner will handle critical areas of marketing and business development. The local distributor, however, often remains focused on short-term  sales growth, knowing that this is the MNE’s primary interest. The local distributor assumes (often correctly) that little MNE support or long-term commitment will be forthcoming to improve the outcome of the distribution arrangement, and that great market success might actually lead to MNE attempts to internalize the distribution activity, especially in cases whereby both parties would need to invest heavily in proprietary knowledge (e.g., brand name development) to sustain and further strengthen such success. The develop- ment of new FSAs suﬀers because of this lack of credible, mutual commitments.


By contrast, in the few examples Arnold provides of successful, long-term


distribution  partnerships  and  in his recommendations  for properly building such partnerships, both sides place greater importance on new FSA development, even in the short run, especially in terms of eﬀectively linking the MNE’s and the distributor’s  knowledge base. Distributors who have managed to remain suc- cessful over the long run have contributed to MNE competitiveness by sharing market intelligence and helping to build new FSAs, e.g., by initiating new projects and working collaboratively with other distributors in neighbouring markets. Such distributor commitments have been associated with similar commitments from the MNE, in terms of managerial, ﬁnancial and knowledge-based resources to develop the market.


Such credible, mutual commitments only make sense, according to Arnold, if there is an overall ‘company ﬁt’ between the MNE and its local distributor. That is, they must be willing and able to work together as partners in building new FSAs, rather than focusing solely on the immediate ‘market ﬁt’ when linking the MNE’s products (and thus the MNE’s underlying, internationally transferable FSAs) with the  distributor’s  existing customer  base (and  thus  its location-bound  FSAs, providing local market access). The linking of internationally transferable FSAs held by the MNE and location-bound FSAs held by the distributor should thus not be assessed merely in static terms, at the time of the agreement. Rather, such linkages must be crafted over time, and initial similarities between the MNE and
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the distributor (e.g., in terms of corporate culture, incentive systems or supply chain routines) can greatly facilitate this crafting process.


This idea of distributors – actors external to the MNE – contributing to the generation of FSAs provides an interesting extension of this book’s framework for analysing patterns of FSA development. In earlier chapters, we assessed whether FSA development took place through  the  parent  organization  in  the  home country or through subsidiaries in host markets. Arnold’s article adds another level to the analysis by assessing whether, and to what extent, FSA development in foreign host markets should take place internally, through wholly owned subsid- iaries, or externally, through partnerships with local distributors.


Arnold’s prescription for the long term is to adopt a mix of the two governance mechanisms: establishing subsidiaries to control the company’s international marketing strategy, especially in the context of serving key global customers, while also retaining external distributors as partners to service optimally smaller, local customers. The normative conclusion is thus clearly to establish long-term strategic alliances with external partners, in this case local distributors, to beneﬁt


from their FSAs – a concept covered in greater depth in Chapter 12.


Following Arnold’s advice – adopting a mix of ‘internal’ and ‘external’ distri- bution operations – would allow an MNE to pursue a mix of strategies of FSA development, which can be analysed using our framework of FSA development patterns. According to Arnold, the subsidiary should play to its strengths (i.e., transferable FSAs) and adhere to a more standardized approach focusing on large international accounts. By contrast, the local distribution partner should play to its strengths (i.e., location-bound FSAs) and should be nationally responsive in providing service coverage that is unique and adapted to each host market. These strategies correspond to Pattern I and Pattern IV of our framework, respectively (see Figure 11.1).


Pattern I builds upon standard, internationally transferable FSAs in the realm of distribution that the MNE can deploy in its foreign subsidiaries around the world to manage large global clients (this is really the equivalent of global account management, discussed in Chapter 9). In contrast, Pattern IV here involves external distributors, who are supposed to provide unique, location-bound FSAs to satisfy the requirements of smaller, local customers, but with their exploitation potential


largely conﬁned to the speciﬁc host country market.


Arnold’s ﬁfth guideline for MNEs, that  they should maintain  control over strategic decision making, is a warning against domination of international dis-


tribution by Pattern IV, with independent local distributors aﬀorded such a high level of autonomy and control that each country operates independently of the others, with market success determined by each national distributor’s FSAs. This outcome would reduce the MNE’s potential to reap economies of scope by sharing valuable knowledge across borders.
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Figure 11.1


Generic FSA-type                                                                                                           FSA development in international


Geographic                Internationally transferable                  Non-transferable                           distribution: Arnold’s
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If the MNE relies solely on independent, foreign distributors – and if strategic control exerted by central headquarters remains weak – FSA development is unlikely to occur through Pattern V or Pattern VIII, even in the longer run, since the independent distributors will have little incentive to act as entrepreneurs and to generate new FSAs either autonomously (Pattern V) or collectively (Pattern VIII),
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to be shared subsequently with other MNE distribution partners or MNE subsid- iaries. In this case, the independent distributors will not generate and share such FSAs  because they know they will receive no beneﬁt  from successes achieved outside of their local markets.


If the MNE subsidiary cooperates with the local distributor, FSA development in the broad sense may end up resembling Pattern III, with the MNE introdu- cing internationally transferable FSAs to the market and the local distributor adding unique location-bound FSAs to optimize sales and distribution within the country.


Arnold’s  seventh guideline, recommending the crafting of linkages between national distributors at the regional level, is a pitch for Pattern IX and Pattern X. Here, subsidiaries and local distributors work together as a network to create new FSA bundles that can then be customized with location-bound additions for each host market, in the case of Pattern IX, or transformed into internationally transferable FSAs and exploited internationally under the guidance of central headquarters, as in Pattern X.


In spite of its useful managerial prescriptions, Arnold’s work has two major limitations. First, Arnold mistakenly recommends internalizing some customers and outsourcing others based primarily on the customer’s size. According to Arnold, larger (and  thus  presumably more  important)  customers should be served by the MNE itself. In reality, however, parameters other than size may be more strategically important. The key question is whether a customer requires extensive interaction and customization, and expects continuous product adap- tation. These customers should be dealt with internally, because such attention requires substantial resources, and because continuous product adaptation will probably be easier and more eﬃcient if carried out directly by the MNE subsidiary


rather than the distributor. (The subsidiary will have a closer and more direct


relationship to the production facilities than the distributor will.) On the other hand, if a customer just purchases large quantities without any need for custom- ization or continuous technical improvements, the use of an external distributor with strong location-bound FSAs may be the optimal solution.


Figure 11.2 incorporates this modiﬁcation of Arnold’s work. The ﬁgure shows two parameters critical to deciding the optimal governance of international


distribution.


The vertical axis measures the ﬁnal customer’s needs for technical customization/ adaptation of the product oﬀering (low or high). Note that the word ‘technical’ is  used  here  to  indicate  that  these  customer  requirements  are  intrinsically unrelated  to  the  customer’s  location. In  other  words, the  MNE’s  success in meeting technical customer requirements depends upon its proprietary technical capabilities, which are in principle non-location-bound. In contrast, the horizontal axis measures the level of customer requirements that are location-determined
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Need for external sourcing     Figure 11.2
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(low or high), e.g., so as to meet prevailing health and safety standards considered normal in the host country. A high level of location-determined customer require- ments on the right-hand side of Figure 11.2 implies that the necessary custom- ization/adaptation  cannot be performed simply by recombining and deploying internationally transferable knowledge, but necessitates deep knowledge of the local situation. The right-hand side of the horizontal axis is further subdivided into two segments, which address the need for external sourcing to develop the required location-bound knowledge (versus the ability to develop it internally). The latter need is again expressed as being low or high.16


In cell 2 of Figure 11.2, exports can occur without major governance compli- cations, perhaps using simple market contracts with distributors if these can operate with low costs, since the customer imposes no requirements to alter the product  oﬀering.  In  cell 1, substantial technical customization/adaptation  to


customer requirements is necessary, thus providing an incentive for the internal-


ization of distribution to facilitate smooth adaptation. In cells 3A and 4A, there is an  additional  need  to  satisfy location-determined  customization/adaptation, and this need can be met internally by the MNE, i.e., by developing new, location- bound FSAs inside the company. Note that in cell 3A, the MNE has exceptional recombination capabilities: it can develop further and recombine both technical knowledge  (internationally   transferable)   and   location-bound   knowledge. Finally, in cells 3B and 4B, only external parties can satisfy the need for location- determined  customization/adaptation.  Cell 3B represents  perhaps  the  most intriguing case: here, the MNE can customize/adapt its product oﬀering to purely technical customer requirements, but  it must  also meet location-determined requirements  for  customization/adaptation  which cannot  be met  internally.
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Figure 11.3
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This is likely to lead to complex distribution arrangements, perhaps in the form of equity joint ventures, since both the MNE and its distributor need to engage in customization/adaptation processes to satisfy customer requirements.


Second, Arnold’s sole focus on distribution leads to a relative neglect of the remainder of the supply chain, especially the input market side and the need for an integrative approach to the various supply chain components. Figure 11.3 displays such an integrative approach: here, the value chain consists of three main components – the left-hand side describes the input market, whereby external actors provide at least some inputs to the MNE. The middle section describes the upstream and downstream activities performed by the MNE itself. Finally, the right-hand side describes the output market, where distributors may play a key role, as discussed above.


For reasons of simplicity, Figure 11.3 does not show explicitly the dispersed geography that may characterize this supply chain. However, dispersed geog- raphy imposes additional needs for combination capabilities to coordinate the various components of the supply chain.


To increase eﬃciency, the MNE will typically try to adopt similar routines on the input market and output market sides. For example, if JIT systems are adopted


on the input market side, a similar system will probably be used on the output market side. If production coordination occurs to a large extent through the use of sophisticated ICT systems, then sophisticated ICT will probably be used at the boundaries with suppliers and distributors. The point is simply that understand- ing a relationship with a foreign distributor, in terms of why and how it was set up, and how it should be managed in the future, may require an understanding of the MNE’s entire supply chain setup, rather than simply an understanding of the distributor and the MNE’s distribution needs. Figure 11.4 illustrates the case of routine-type FSAs (which may span the entire supply chain) being transferred to
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Figure 11.4
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The NLB FSAs in the realm of distribution transferred to foreign operations in different host countries are indicated by A, B and C.  The complementary resources provided by distributors in each of these host countries to meet local requirements, are indicated by D, E and F.














host countries, where these are then augmented with complementary resources of distributors.
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Case 11.1 The direct sales  model  or a ‘dual system’  model:  Dell’s distribution strategy in China
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Case 11.1 The direct sales  model  or a ‘dual system’  model:  Dell’s distribution strategy in China�
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Many people have been very skeptical about Dell’s ability to replicate its famous direct sales model abroad. According to Dell’s CEO, when  the US-based computer hardware company first expanded internationally (into the UK in 1987), “of the twenty-two journalists who came to our press announcement,  about twenty-one predicted that we would fail. The direct model is an American concept, they claimed; nobody will buy computers direct from the manufacturer . . . It’s a bad idea, they said. Go home.”17


Similar doubts were expressed when Dell entered China. In China, Dell gradually evolved from an indirect sales model to a ‘dual system’ model (i.e., a system that uses both direct sales and distributors). At first, in the early 1990s,  Dell exported PCs to China using only distributors. Then, in 1998, Dell set up a manufacturing base in Xiamen, China, and applied a dual system model. In August 2004, Dell pulled out of the low-end PC market in China, thereby reducing the weight of distributors in its dual system model.


In the US, Dell has evolved in the opposite direction, from a direct sales model to a dual system model: Dell USA started to sell PCs at Wal-Mart in 2007.


What future changes should we expect for Dell China?�
�
�
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Entry mode  dynamics 2: Strategic alliance partners





Significance











