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In general, companies follow one of four main strategies when they elect to participate 

directly in the economy of a foreign country.  First, the company may establish a 

“permanent establishment,” or branch, which is in essence a foreign operation that 

remains part of the company for legal purposes (i.e., a new entity, such as a subsidiary 

corporation, is not formed).  It can vary in size from a department such as a financial 

office to a single plant.  Where a permanent establishment is formed, only a few 

formalities may be involved.  Frequently, it is only necessary to lease or purchase the 

necessary real and personal property, hire companies to construct or install any 

equipment, and seek new employees.  Second, the company may create a separate legal 

entity to conduct business in the foreign country.  This strategy is sometimes referred to 

as a “central enterprise.”  Third, the company may enter the market in conjunction with 

another party, typically a local investor or entrepreneur, and do so by creating a new 

entity and sharing control thereof with the partner.  This strategy is usually referred to as 

a “joint venture”.  The creation of a central enterprise or joint venture is likely to be more 

tedious and time consuming.  Finally, direct investment may take the form of an 

acquisition of the assets or ownership interests of an existing entity.  In most cases, the 

acquisition is done with the intent to obtain control over the assets or entity; however, it 

is also possible to simply acquire a minority ownership interest in a local entity in a 

foreign country. 

 

A. New Branches or Permanent Establishments 

 

A permanent establishment is a local operating unit in a foreign country, larger than a 

mere agency, of the US central enterprise, or parent company.  It performs only some 

management functions and then only on instruction from the parent.  The activity it 

conducts may obviously be a vital part of the local economy, such as a utility operation in 

a foreign country with its local plant, customers and management; or the activity may be 

purely financial or administrative, such as an investment business or administrative 

processing of accounts.  The essential point of a permanent establishment is that it does 

not originate under the laws of its location.  Since it is created and controlled by the 

parent, its origin is in the laws of the parent’s laws; however, this does not mean that it is 

totally exempt from local laws and regulations. 
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The most important disadvantage of a permanent establishment is that the American 

company will be liable for the acts of the permanent establishment.  Also, where the US 

company exercises control over a permanent establishment directly or indirectly through 

a subsidiary, an important disadvantage is that the American entity is subject to the laws 

of two nations – the US and the nation where the overseas organization operates.  Thus, it 

will be subject to income taxes of the foreign government although a credit will be 

granted for foreign taxes incurred and paid.
 
  Similarly, foreign antitrust and consumer 

legislation will apply to the American business. 

 

Ownership.  The sponsor of the permanent establishment can either be the parent or a US 

subsidiary of the parent created solely to manage and control the permanent 

establishment.  If a US company must use an establishment, then a subsidiary should be 

formed.  The reason is that direct responsibility of the parent for the establishment unduly 

exposes the assets of the parent to risk by exposing all of its assets wherever found to the 

satisfaction of foreign judgments obtained in the country of operations.  Such direct 

ownership by the parent company may also subject the parent to demands not usually 

contemplated.
 
 

 

Rather than simply managing the establishment, the subsidiary, if one is created, could be 

used for other purposes.  For instance, the parent could sell to the subsidiary with the 

establishment being a sales office of the subsidiary.
 
 If the subsidiary obtains accounts 

receivable financing on its own, it could be used to finance the parent company’s sales 

without tying up the parents lines of credit.  The subsidiary could also be used to manage 

and coordinate the operations of permanent establishments around the world. 

 

Care should be exercised that the subsidiary is formed with adequate capital.  Otherwise, 

courts will be tempted to pierce the corporate veil and hold the parent responsible for the 

acts of the establishment. Assuming proper capitalization, the subsidiary should be 

registered in the locale where the establishment will operate.  This will mean the 

subsidiary will be fairly taxed at a rate equal to that levied on local companies in many 

nations.  Many lawyers warn against permanent establishments for another reason.  In 

some places, a national taxing authority where the establishment functions will attempt to 

tax not only the income of the establishment but that of the parent as well. 

 

Sales Offices. A sales office is one of the most common forms of permanent 

establishment or branch.  A company based in the US may decide that it can increase 

sales substantially by merely opening a sales office overseas.  As the sales volume 

increases, the office may begin to perform operations besides forwarding sales orders to 

the parent.  The office may eventually keep its own books – receiving orders and billing 

customers.  While many feel it is only at this point that the office becomes a permanent 

establishment, we have defined it as performing any function as long as it is controlled by 

a parent.  The only criterion of an office as defined here is that it is not a separate entity 

performing all necessary functions for its existence.  The purpose and value of a sales 

office overseas is obvious -- it facilitates sales.  By establishing a local sales office the 

company presumably increases the chances that customers will discover the company’s 

products and be willing to place an order.  Moreover, a sales office allows the company 
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to launch its own advertising and sales call campaigns.  In many cases the company is 

forced to open up a permanent establishment in attractive markets to meet competition.   

 

Plants. A plant is often the next step after an office.  If sales have been substantial 

enough, a company in the US may decide that it can reduce transportation costs by 

opening a foreign plant.  This may permit a reduced price based on lower delivery costs 

that will hopefully attract additional customers.  The decision to build a plant will hinge 

on several factors.  First, there must be sufficient local demand to warrant a factory 

devoted to serving that demand.  Second, the company must have sufficient financial 

resources to make the necessary investment to build the plant.  Third, the company may 

need to retain ownership of local manufacturing facilities in order that secret processes 

will not be divulged to partners.  Fourth, the company may find that a plant is needed in 

order to service or assemble products sold in the foreign market.
 
  It would seemingly be 

less expensive to build replacement parts in the local market than to ship them from the 

US – assuming there is enough demand for at least a minimum economy of scale.  

Finally, just as a company may be goaded into opening an office overseas because of the 

competition, the same reason may force a parent to construct a plant.  When the market is 

profitable, few businesses are willing to gently and quietly surrender.   

 

B. New Subsidiaries or Central Enterprises 

 

The central enterprise is a complete and self-sustaining creature.  In this chapter, the 

relevancy of a central enterprise is that a company based in the US forms a separate entity 

overseas, or establishes one in the US to control a permanent establishment.  In regards to 

an enterprise, there are three widely recognized forms.  A corporation is a legal entity in 

which shareholders are liable only to the extent of their investment.  In a partnership, the 

partners have unlimited liability.  A limited liability company provides for the liability of 

each partner-shareholder to the extent of its subscription, though in other ways it permits 

the flexibility more commonly associated with partnerships.  Since we refer to a 

subsidiary or a central enterprise as an entity that is wholly-owned and controlled by the 

company from the US (i.e., the parent company), the partnership form is not relevant and 

the choice of entity ultimately comes down to either a corporation or a limited liability 

company.   

 

A subsidiary can be used to control any foreign operations, whether establishment or 

central enterprise or joint venture.  Ideally, the American subsidiary should be used only 

to isolate the parent from any liability.  This would restrict its use to instances in which 

the foreign operation is not a legal entity with limited liability.  This will only be when a 

permanent establishment or partnership is created since the other types of central 

enterprise and joint ventures permit limited liability.  Otherwise, an unnecessary 

intermediary would be created.  A third party of this sort would mean extra expenses and 

possibly impeded information flows.  The other alternative is for the American company 

to form a foreign subsidiary abroad that will manage its own affairs.  The subsidiary 

would be organized under the laws of that other country. 
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An important advantage to the American company using a central enterprise without 

involvement of a local partner, as would be the case with a joint venture, is that it has a 

right to all the profits without needing to share.  A second advantage is that the American 

company does not have to worry about conflicts between it and a foreign partner.  Where 

two independent parties are involved, there are bound to be some disagreements.  The 

only way to completely avoid this problem is for there to be only one party.  Also, where 

the American company controls the foreign enterprise itself or thru an American 

subsidiary, directors and shareholders meetings can be held in the US.  This can mean 

substantial savings in travel and translation expenses.  On the other hand, use of a central 

enterprise without local participation denies the enterprise valuable local financing, 

expertise and manpower.  Also, many governments grant certain rights (e.g., to own land) 

and extend special benefits only to companies organized under its own laws and owned, 

at least in part, by local citizens or companies.
 
 

 

C. Joint Ventures 

 

A joint venture is a commonly used strategy for entering new foreign markets.  A number 

of organizational structures can be used for a joint venture.  For example, an American 

company may allow the local partner to operate the joint venture company and assume a 

relative passive role while relying on the skills and contacts of its partner.  In other cases, 

the joint venture arrangement will be based on shared management and control – a 

situation that requires extensive collaboration and cooperation between the parties.  At 

the other extreme, the American party may control all aspects of the joint venture and the 

local partner may be used only to provide entry to the market.  In some cases, a joint 

venture is the only viable alternative for an American company seeking to make an 

investment since the local government may require that the new enterprise has either 

some domestic shareholders or possibly that foreign shareholders be in the minority.  

Assuming, however, that a choice can be made to form a wholly-owned central enterprise 

or purchase an existing entity, the American company must carefully consider the 

advantages and disadvantages of forming a new entity with a local partner. 

 

The most significant advantage of a joint venture with a local partner is that the company 

is no longer a foreign interloper.  By establishing an entity under the laws of the country 

and offering local investors the opportunity to participate in management and control of 

the business and share in its profits, the American company is taking steps to create a 

truly local company worthy of the trust and business of customers in the area.  Of course, 

in some cases the American company may have no alternative.  Another advantage of 

local participation is that special incentives of some governments are granted only to 

companies having local shareholders.
 
 These incentives include such items as tax benefits 

and protective tariffs.  Similarly, many local lending agencies both public and private are 

not permitted to promote or invest in other than domestic concerns.
 
 

 

The involvement of nationals also benefits the enterprise in what they are able to bring to 

the joint venture.  First, nationals can provide their knowledge based on experience in the 

local market and their ability to understand the beliefs, customs and buying habits of 

local consumers.  Additionally, participation of nationals enables two groups to pool their 
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skills.  Besides their marketing skills, the local participants may have valuable know-how 

in manufacturing processes, as well as managerial talent.  Often a joint venture is the only 

way to tap such scarce local skills.
 
 The combined expertise of two individuals will 

usually be greater than the sum of the two when separate.  Another important advantage 

is that a local company may have established distribution facilities.
 
  Where the local 

company is established, the American company will be able to tie into the demand for its 

products.  This can drastically reduce the imitation lag.  The domestic investment will 

also mean additional capital.  To the extent that nationals provide funds, this decreases 

the amount that the American company would have to provide.  If the US investor is 

small, this can be the deciding factor of whether or not it will invest abroad.  Finally, the 

local participant can provide contacts with other members of the business elite, including 

suppliers and distributors, and with government officials. 

 

On the other hand, the most obvious disadvantage of local participation is the need to 

share profits and control over the enterprise.  Sharing of management control may result 

in serious conflicts between what is best for the international operations of the American 

company, and what is best for the local company.  Where the only business involvement 

of the local participants is the joint venture, they will understandably insist on what is 

best for domestic operations.  Another issue is that a joint venture may freeze the 

American company into a given market.  If the entity were a subsidiary, the US parent 

could close down operations without having to answer to others.  Where other parties are 

involved, the American investor must convince the other parties to agree to liquidation.  

The nationals may be very reluctant to give up something in which they have invested 

considerable money and time.  The American company may then find it very difficult to 

extradite itself from such a situation. 

 

D. Purchase of Existing Interests or Assets 

 

In purchasing an existing interest, an American company could buy the assets or stock of 

the foreign operation.  By purchase of assets, we include such items as equipment, 

buildings and even accounts receivables may be bought.  Such assets would be 

transferred to another economic interest.  This other interest could be a new organization 

just created or an existing one. The advantage of this method is that liabilities of the seller 

are not transferred to the buyer.  This avoids unpleasant surprises, such as when a taker of 

shares is discovers unknown liabilities owed by the seller.  The American company might 

also acquire the stock of a foreign operation.  The forum for the purchase can be a public 

market exchange, the treasurer’s office of a parent company, or the residences of private 

individuals.  The latter may be preferable since fewer people are involved where a closely 

held company is purchased.  This can mean reduced costs of purchase.
 
 When buying 

shares, the American company must carefully determine whether foreign shareholders, 

such as it, are permitted by the applicable charters, agreements, and laws.  Additionally, 

care should be exercised to register the stock with any ministry of foreign investment 

where required. 
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The primary advantage of acquiring assets or equity interests of an existing entity in a 

new foreign market is that it reduces substantially the period necessary to launch 

operations in the market.  In many cases it may take up to a year or more to open an 

office overseas.  A longer period will be required to begin production at a new plant.  

Through acquisitions the American company can hit the ground running and tap into the 

existing relationships that the target might have with suppliers, distributors and 

customers.  Of course, the effectiveness of this strategy depends on how the American 

company manages the acquisition.  For example, asset acquisitions may not be sufficient 

to achieve the projected goals unless the American company is also able to convince key 

managers and employees to remain with the business and join the central enterprise that 

the American company may have established to complete the acquisition and operate the 

business in the foreign country.  The American company must also ensure that it is 

satisfied with the terms and conditions of any contractual obligations with suppliers, 

customers and labor unions that may need to be assumed in the acquisition.   

 


