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When evaluating a potential direct investment in a foreign market, a company must 

evaluate a complex set of key factors before making its decision.  For example, one of the 

main reasons that US companies invest in foreign operations is to realize cost savings for 

production, transportation or administrative activities; however, a particular project 

should be carefully analyzed in advance to see whether the projected cost savings is 

realistic.  The election to launch a new foreign branch or subsidiary may also be driven 

by sales goals and objectives such as the need to follow a key domestic customer, 

diversify, build a new customer base or respond to competitive pressures.  Finally, direct 

foreign investment may be required in order to avoid or minimize the impact of trade 

restrictions in foreign countries or a company may be drawn to invest in a particular 

foreign market by incentives offered by local governments.  

 

These factors are not immutably fixed.  The importance of one or more over others can 

vary depending on economic, financial, and political conditions.  Economic conditions in 

a nation may change drastically, which can have a direct impact on the cost of doing 

business there.  In a downturn, labor may become cheaper and therefore it may be better 

to produce in an economy suffering slow, stagnant or declining growth.  If, however, 

sales occur in the nation where the product is produced, a slow economy may not be the 

place to produce.  Financial conditions can also have a major impact.  If money is not 

available or expensive, it may not be possible to expand operations.  Additionally, as 

finance costs increase the cost of doing business in that location rises, which may make it 

infeasible to conduct production in that location.  Similarly, political instability may force 

a company to move production out of a country, while the possibility of politically 

imposed trade restrictions may encourage the company to locate production within its 

borders. 

 

Reduction of Production Costs.  Although it can be described in terms of rationalized 

production or vertical integration, a key factor behind many decisions to produce 

overseas is that it is cheaper to do so.  Many companies, for instance, find 20% or more 

cost savings on producing products in Asia.  Often this is based on lower labor costs; 

however, it may also be easier and cheaper to build newer and more efficient production 

facilities in foreign markets.  However, costs, and perceived savings, are never static.  For 

example, companies that have set up operations in China to reduce labor costs should 
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take note of recent reports indicating that there is a growing labor shortage, which is 

likely to reduce and possibly eliminate such savings. 

 

Reduction of Transport Costs. Having the cheapest produced product is little advantage if 

the cost of transporting it to the customer means that the delivered cost is more than 

competitors’ delivered costs.  One of the driving forces behind the growth of Japanese 

exports was that most of their factories were on the Japanese coastline and could be 

loaded directly onto ships.  Since shipping is the cheapest form of transport, the cost of 

shipping across the Pacific Ocean to the US was cheaper in many cases than the cost of a 

truck delivering competing product in the US from 100 miles away.  Shipping costs can 

be a significant portion of a delivered price if the product is heavy or bulky.  

Transportation costs are also significant in industries as varied as newspapers (Thompson 

Newspapers, Canadian), margarine (Unilever, British-Dutch), dynamite (Nobel, 

Swedish), and soft drinks (Pepsi, US).  For these companies, and others, if they want to 

sell abroad, they must produce overseas.  Such movements are called horizontal 

expansions.  

 

Efficiencies of Domestic Production. In many cases, production in existing home-country 

factories can be cheaper than in an overseas location, even when labor is much cheaper in 

the foreign location.  The home-country factory is already built, and may be fully 

depreciated, so that adding production to meet a foreign need may only require raw 

materials, wages for a second shift and a portion of overhead.  A foreign plant, on the 

other hand, would require a new investment in property, plant and equipment that must 

be covered – either carried for the land, or depreciated for the plant and equipment.  A 

home-country producer may even decide to charge all overhead costs to domestic sales 

until foreign sales have reached a self-sustaining level.  In such case, foreign sales must 

only cover variable rather than full costs.   

 

Another situation where domestic production in a foreign country may be advantageous 

is when the goods being produced must be customized to meet local preferences and thus 

economies of scale in production are not relevant.  It is well accepted that economies of 

scale are present when large output volumes can be produced at a lower cost per unit than 

small output volumes.  Examples of products with high economies of scale include 

computer chips, semiconductor wafers, and most hi-tech consumer products including 

televisions, VCRs and computers.  Hi-tech industrial products such as pharmaceuticals, 

chemicals, and steel can also have significant economies of scale.  Even low-tech 

products can have economies of scale.  Products with significant economies of scale, 

such as these, can benefit from concentrated production facilities in a handful of global 

locations, even when shipping costs are high.  However, if customers in an attractive 

foreign market have specific requirements regarding the design and functionality of a 

particular product, the manufacturer may have little choice but to establish a local 

production facility even though manufacturing costs may be higher than those for the 

more standardized products distributed elsewhere around the world. 
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Rationalized Production. Rationalized production is based on increasing sophistication of 

products, and seeks to locate the best source for each factor of production, whether land, 

labor or capital.  In doing so, it looks beyond borders and is willing to consider any 

reliable source. The concept recognizes that as products become more sophisticated, 

resources from different sources (including different countries) become more likely.  For 

instance, silicon wavers may be produced by an American company in the US, shipped to 

Taiwanese board producers, and then sent to computer manufacturers in Mexico that are 

Japanese-owned.  The risk of having so many parties involved is that a great deal of 

coordination is required. 

 

At times, rationalized production may seek lowest cost sources.  At other times, it may be 

reflect an attempt to obtain materials that are unique or not available elsewhere.  For 

instance, some European and Japanese companies have set up operations in the US to 

obtain access to US technology, management expertise or capital.  Similarly, some US 

companies have established a presence in Japan to tap Japanese technology and market 

information. 

 

Rationalized production can apply to specific raw materials or individual parts.  For 

companies concerned about dependency of overseas suppliers and not wanting to take a 

chance on parts from different nations arriving as needed, rationalized production can 

refer to the purchase of completed products from different countries, which are then 

added to a company’s product offering.  For instance, a seller of clothes may source some 

dresses from a factory in the Philippines, while others are sourced from an Indonesia 

plant.  To achieve economies of scale, both factories supply the seller’s worldwide needs. 

 

A side benefit to rationalized production is diversification of exchange risks.  For 

instance, Honda produces some cars in Japan and exports them to the US.  Other cars 

produced in the US are exported to Japan.  If the Japanese Yen appreciates, imports from 

the US will be helped, which can then offset increasing costs and reduced margins on 

reduced sales of Japanese cars exported to the US. 

 

Vertical Integration. Vertical integration refers to the control of different stages (or value 

chain) of a product as it moves from raw materials to production, distribution and sale.  

Such integration can be upstream as supply-oriented, or downstream as market-oriented.  

Between the two alternatives, companies tend to be supply-oriented, particularly when 

raw material supply is uncertain or unreliable.  Rather than trying to integrate outsiders, 

some companies have found it easier to perform all the functions by themselves.  Such 

internalization cuts back on the coordination and potential conflicts, and allows one 

company to exercise control over all aspects of the production.  It also allows the single 

company to achieve economies of scale since knowing it has a fairly certain supply, it 

may be willing to cut back on inventory, and thus reduce a critical cost.  And, to the 

extent permitted by applicable law, a vertically integrated company may be able to shift 

profits to operations in lower tax jurisdictions. 
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Increased Efficiency. Many studies have found that multinational companies are more 

efficient than those lacking global operations are.  While which one comes first can be 

debated, i.e., whether they are more profitable because they are multinational or 

multinational because they are more profitable, companies with foreign direct investment 

tend to be more successful domestically.  

 

One explanation for increased success among companies conducting business overseas is 

that they go overseas because they find they have superior technology or resources, 

which makes them even more efficient and profitable.  If the resource is the result of 

exclusive ownership, such as a patent, which makes it unavailable at the same price or 

terms to others including those in the foreign market, it is called a monopoly advantage.  

Even with a monopoly advantage, the holder is likely to require a higher return on its 

investment than it receives on its domestic investments.  The reason for such insistence is 

that an overseas investment involves more risk since operations cannot be as closely 

observed and monitored.  The monopoly holder is also likely to insist on a higher return 

than its local competitor in the foreign market, since it will want to be rewarded for the 

monopolistic advantage that it holds, and because of the advantage it assumes it can 

demand such higher return. 

 

Another explanation for the greater efficiency of companies doing business overseas is 

that they are better able to spread their costs.  Particularly where large-scale expenditures 

are involved, such as for research and development (“R&D”), global production and sales 

mean that the costs can be depreciated over more assets.  When expensed, they have 

more sales to be offset against and will not have as material an impact on earnings.  For 

this reason, in industries with large operating costs for R&D and advertising, companies 

with international operations earn more than those without international operations. 

 

Management of Changes in Exchange Rates. Exchange rates affect foreign investment in 

two ways.  First, existing rates may result in access to funds.  For instance, prior to World 

War I, Great Britain was the world’s largest foreign investor and London was the world’s 

dominant financial center.  Due to the strength of the pound, demand for the pound was 

high.  With more money flowing into the pound, the oversupply of funds drove the price 

of the pound (i.e., interest rates on the pound) low.  With low interest costs, British 

investors could invest around the world at a lower cost than investors in other currencies 

could.  Following World War II and up to the mid-1980s, the American dollar benefited 

from similar advantages, which led to a substantial increase in US foreign investment 

during this period.  Japanese investors also benefited from low cost funds during the 

period of substantial Japanese investment in 1980s and 1990s.  Second, direct foreign 

investment can reduce and manage exchange rate risks.  One of the advantages of having 

a plant in the foreign market where the products will be sold is that expenses for the 

products produced and revenue when sold are in the same currency.  A producer does not 

have to worry about whether the exchange rate will change between the time when 

expenses are paid and revenue received, and whether any such change will reduce or 

eliminate the expected profit. 
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Protecting or Increasing Sales Revenues. To a large extent, the decision on whether to 

invest in a foreign market through an investment in a new company or acquisition of an 

existing one reflects an attempt at protecting existing or obtaining potential sales.  In 

many cases, companies will begin to produce in foreign markets in order to be as close as 

possible to their major customers.  For example, Bridgestone opened a factory in the US, 

in part, to be near to two major customers – Toyota and Honda.  Not surprising, its plant 

is in Tennessee with easy access to the main plants of both companies.  Later, it followed 

the same companies to markets in Asia.  In addition, production in a foreign market can 

also be a means of obtaining new customers.  For instance, foreign customers may only 

be interested in buying from local suppliers.  There may be several reasons for such an 

attitude. Local preference for local goods may be based on the belief that goods produced 

locally will more likely be delivered on time, more readily serviced or more quickly 

replaced if defective.  Particularly in industries and companies that have adopted just-in-

time delivery under which supplies are delivered as needed for production and not 

stockpiled in inventory, suppliers may be required to have facilities adjacent or near to 

major customers.  Local production may also be an attempt to overcome negative 

impressions associated with the foreign production.  For instance, if a country is known 

as a low-cost producer, a manufacturer in that country who wants to move up the product 

chain may want to avoid being associated with its original country and try to portray 

itself as a local producer.  

 

Strategic Considerations. Direct foreign investment is also driven by significant strategic 

considerations.  For example, selling in foreign markets, directly or indirectly, is a chance 

for producers to diversify their risks and reduce the risk that economic, financial or 

political problems in one market will have a significant impact on their financial 

statements.  If a company’s sales, for instance, are only in the US, and that market 

encounters a slowdown, its business will be materially affected.  If, however, its sales are 

spread out equally over ten country markets, a downturn in one may not have a material 

impact on its sales, profits, ratios or stock price.  Also, many companies move their 

production facilities to new countries in response to product life cycles.  Finally, 

companies may attempt to enter a potentially lucrative foreign market and either take 

business away from existing sellers or enter the market before competitors do or follow 

competition so as to not loss market share in the long run.   

 

Political Considerations. Political considerations, notably the attitude and regulatory 

policies of local governments in foreign countries, are also important in any direct foreign 

investment decision.  For example, governments can penalize foreign companies for not 

producing goods within its borders through trade restrictions that limit imports or make 

them more expensive; however, this threat will usually only work when the particular 

country is a large and attractive market for foreign companies.  It can also encourage 

local production by offering incentives to companies setting up plants in its territory.  In 

some cases, companies will invest in a foreign market in order to obtain political 

influence.  They feel that having a presence in the country, including paying taxes and 

hiring employees, will mean that the foreign government must consider its needs.  Such 

influence can be important if, for instance, the foreign country is home to a needed 

resource, and the investor wants to make certain that the government does not seize or 
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nationalize its source.  The strategy also makes sense to manage negative publicity as was 

the case when Japanese companies opened factories in the US during the wave of Japan-

bashing that swept the US in the 1980s.  In that case it was hoped that the US and the 

various states where Japanese investment occurred would recognize and appreciate the 

benefits associated with new jobs and tax revenues from Japanese facilities.  

 


