Additional cases
CASE A-04
Starbucks—Going Global Fast
The Starbucks coffee shop on Sixth Avenue and Pine Street in downtown Seattle sits serene and orderly, as unremarkable as any other in the chain bought 15 years ago by entrepreneur Howard Schultz. A little less than three years ago, however, the quiet store-front made front pages around the world. During the World Trade Organization talks in November, 1999, protesters ﬂooded Seattle’s streets, and among their targets was Starbucks, a symbol, to them, of free-market capitalism run amok, another multinational out to blanket the earth. Amid the crowds of protesters and riot police were black-masked anarchists who trashed the store, leaving its windows smashed and its tasteful green-and-white decor smelling of tear gas instead of espresso. Says an angry Schultz: “It’s hurtful. I think people are ill-informed. It’s very difﬁcult to protest against a can of Coke, a bottle of Pepsi, or a can of Folgers. Starbucks is both this ubiquitous brand and a place where you can go and break a window. You can’t break a can of Coke.”

The store was quickly repaired, and the protesters have scattered to other cities. Yet cup by cup, Starbucks really is caffeinating the world, its green-and-white emblem beckoning to consumers on three continents. In 1999, Starbucks Corp. had 281 stores abroad. Today, it has about 1,200—and it’s still in the early stages of a plan to colonize the globe. If the protesters were wrong in their tactics, they weren’t wrong about Starbucks’ ambitions. They were just early.

The story of how Schultz & Co. transformed a pedestrian commodity into an upscale consumer accessory has a fairy-tale quality. Starbucks has grown from 17 coffee shops in Seattle 15 years ago to 5,689 outlets in 28 countries. Sales have climbed an average of 20 percent annually since the company went public 10 years ago, to $2.6 billion in 2001, while proﬁts bounded ahead an average of 30 percent per year, hitting $181.2 million last year. And the momentum continues. In the ﬁrst three quarters of this ﬁscal year, sales climbed 24 percent, year to year, to $2.4 billion, while profits, excluding onetime charges and capital gains, rose 25 percent, to $159.5 million.

Moreover, the Starbucks name and image connect with millions of consumers around the globe. It was one of the fastest-growing brands in a BusinessWeek survey of the top 100 global brands published August 5. At a time when one corporate star after another has crashed to earth, brought down by revelations of earnings misstatements, executive greed, or worse, Starbucks hasn’t faltered. The company conﬁdently predicts upto 25 percent annual sales and earnings growth this year. On Wall Street, Star-bucks is the last great growth story. Its stock, including four splits, has soared more than 2,200 percent over the past decade, surpassing Wal-Mart, General Electric, PepsiCo, Coca-Cola, Microsoft, and IBM in total return. Now at $21, it is hovering near its all-time high of $23 in July, before the overall market drop.

And after a slowdown last fall and winter, when consumers seemed to draw inward after September 11, Starbucks is rocketing ahead once again. Sales in stores open at least 13 months grew by 6 percent in the 43 weeks through July 28, and the company predicts monthly same-store sales gains as high as 7 percent through the end of this ﬁscal year. That’s below the 9 percent growth rate in 2000, but investors seem encouraged. “We’re going to see a lot more growth,” says Jerome A. Castellini, president of Chicago-based CastleArk Management, which controls about 300,000 Starbucks shares. “The stock is on a run.”

But how long can that run last? Already, Schultz’s team is hard-pressed to grind out new proﬁts in a home market that is quickly becoming saturated. Amazingly, with 4,247 stores scattered across the United States and Canada, there are still eight states in the United States with no Starbucks stores. Frappuccino-free cities include Butte, Mont., and Fargo, N.D. But big cities, afﬂuent suburbs, and shopping malls are full to the brim. In coffee-crazed Seattle, there is a Starbucks outlet for every 9,400 people, and the company considers that the upper limit of coffee-shop saturation. In Manhattan’s 24 square miles, Starbucks has 124 cafés, with four more on the way this year. That’s one for every 12,000 people— meaning that there could be room for even more stores. Given such concentration, it is likely to take annual same-store sales increases of 10 percent or more if the company is going to match its historic overall sales growth. That, as they might say at Starbucks, is a tall order to ﬁll.

Indeed, the crowding of so many stores so close together has become a national joke, eliciting quips such as this headline in The Onion, a satirical publication: “A New Starbucks Opens in RestRoom of Existing Starbucks.” And even the company admits that while its practice of blanketing an area with stores helps achieve market dominance, it can cut sales at existing outlets. “We probably self-cannibalize our stores at a rate of 30 percent a year,” Schultz says. Adds Lehman Brothers Inc. analyst Mitchell Speiser: “Starbucks is at a deﬁning point in its growth. It’s reaching a level that makes it harder and harder to grow, just due to the law of large numbers.”

To duplicate the staggering returns of its ﬁrst decade, Star-bucks has no choice but to export its concept aggressively. Indeed, some analysts give Starbucks only two years at most before it saturates the U.S. market. The chain now operates 1,200 international outlets, from Beijing to Bristol. That leaves plenty of room to grow. Indeed, about 400 of its planned 1,200 new stores this year will be built overseas, representing a 35 percent increase in its foreign base. Starbucks expects to double the number of its stores worldwide, to 10,000 in three years. During the past 12 months, the chain has opened stores in Vienna, Zurich, Madrid, Berlin, and even in far-off Jakarta. Athens comes next. And within the next year, Starbucks plans to move into Mexico and Puerto Rico. But global expansion poses huge risks for Starbucks. For one thing, it makes less money on each overseas store because most of them are operated with local partners. While that makes it easier to start up on foreign turf, it reduces the company’s share of the proﬁts to only 20 percent to 50 percent.

Moreover, Starbucks must cope with some predictable challenges of becoming a mature company in the United States. After riding the wave of successful baby boomers through the ’90s, the company faces an ominously hostile reception from its future consumers, the twenty- or thirtysomethings of Generation X. Not only are the activists among them turned off by the power and image of the well-known brand, but many others say that Starbucks’ latte-sipping sophisticates and piped-in Kenny G music are a real turnoff. They don’t feel wanted in a place that sells designer coffee at $3 a cup.

Even the thirst of loyalists for high-price coffee can’t be taken for granted. Starbucks’ growth over the past decade coincided with a remarkable surge in the economy. Consumer spending has continued strong in the downturn, but if that changes, those $3 lattes might be an easy place for people on a budget to cut back. Star-bucks executives insist that won’t happen, pointing out that even in the weeks following the terrorist attacks, same-store comparisons stayed positive while those of other retailers skidded.

Starbucks also faces slumping morale and employee burnout among its store managers and its once-cheery army of baristas. Stock options for part-timers in the restaurant business was a Star-bucks innovation that once commanded awe and respect from its employees. But now, though employees are still paid better than comparable workers elsewhere—about $7 per hour—many regard the job as just another fast-food gig. Dissatisfaction over odd hours and low pay is affecting the quality of the normally sterling service and even the coffee itself, say some customers and employees. Frustratedstoremanagersamongthecompany’sroughly470 California stores sued Starbucks in 2001 for allegedly refusing to pay legally mandated overtime. Starbucks settled the suit for $18 million this past April, shaving $0.03 per share off an otherwise strong second quarter. However, the heart of the complaint—feeling overworked and underappreciated—doesn’t seem to be going away.

To be sure, Starbucks has a lot going for it as it confronts the challenge of maintaining its growth. Nearly free of debt, it fuels expansion with internal cash ﬂow. And Starbucks can maintain a tight grip on its image because stores are company-owned: There are no franchisees to get sloppy about running things. By relying on mystique and word-of-mouth, whether here or overseas, the company saves a bundle on marketing costs. Starbucks spends just $30 million annually on advertising, or roughly 1 percent of revenues, usually just for new ﬂavors of coffee drinks in the summer and product launches, such as its new in-store Web service. Most consumer companies its size shell out upwards of $300 million per year. Moreover, unlike a McDonald’s or a Gap Inc., two other retailers that rapidly grew in the United States, Starbucks has no nationwide competitor.

Starbucks also has a well-seasoned management team. Schultz, 49, stepped down as chief executive in 2000 to become chairman and chief global strategist. Orin Smith, 60, the company’s numbers-cruncher, is now CEO and in charge of day-to-day operations. The head of North American operations is Howard Behar, 57, a retailing expert who returned last September, two years after retiring. The management trio is known as H2O, for Howard, Howard, and Orin.

Schultz remains the heart and soul of the operation. Raised in a Brooklyn public-housing project, he found his way to Starbucks, a tiny chain of Seattle coffee shops, as a marketing executive in the early ’80s. The name came about when the original owners looked to Seattle history for inspiration and chose the moniker of an old mining camp: Starbo. Further reﬁnement led to Starbucks, after the ﬁrst mate in Moby-Dick, which they felt evoked the seafaring romance of the early coffee traders (hence the mermaid logo). Schultz got the idea for the modern Starbucks format while visiting a Milan coffee bar. He bought out his bosses in 1987 and began expanding. Today, Schultz has a net worth of about $700 million, including $400 million of company stock.

Starbucks has come light years from those humble beginnings, but Schultz and his team still think there’s room to grow in the United States—even in communities where the chain already has dozens of stores. Clustering stores increases total revenue and market share, Smith argues, even when individual stores poach on each other’s sales. The strategy works, he says, because of Star-bucks’ size. It is large enough to absorb losses at existing stores as new ones open up, and soon overall sales grow beyond what they would have with just one store. Meanwhile, it’s cheaper to deliver to and manage stores located close together. And by clustering, Starbucks can quickly dominate a local market.

The company is still capable of designing and opening a store in 16 weeks or less and recouping the initial investment in three years. The stores may be oases of tranquility, but management’s expansion tactics are something else. Take what critics call its “predatory real estate” strategy—paying more than market-rate rents to keep competitors out of a location. David C. Schomer, owner of Espresso Vivace in Seattle’s hip Capitol Hill neighborhood, says Starbucks approached his landlord and offered to pay nearly double the rate to put a coffee shop in the same building. The landlord stuck with Schomer, who says: “It’s a little disconcerting to know that someone is willing to pay twice the going rate.” Another time, Starbucks and Tully’s Coffee Corp., a Seattle-based coffee chain, were competing for a space in the city. Star-bucks got the lease but vacated the premises before the term was up. Still, rather than let Tully’s get the space, Starbucks decided to pay the rent on the empty store so its competitor could not move in. Schultz makes no apologies for the hardball tactics. “The real estate business in America is a very, very tough game,” he says. “It’s not for the faint of heart.”

Still, the company’s strategy could backﬁre. Not only will neighborhood activists and local businesses increasingly resent the tactics, but customers could also grow annoyed over having fewer choices. Moreover, analysts contend that Starbucks can maintain about 15 percent square-footage growth in the United States— equivalent to 550 new stores—for only about two more years. After that, it will have to depend on overseas growth to maintain an annual 20 percent revenue growth.

Starbucks was hoping to make up much of that growth with more sales of food and other noncoffee items, but has stumbled somewhat. In the late ’90s, Schultz thought that offering $8 sandwiches, desserts, and CDs in his stores and selling packaged coffee in supermarkets would signiﬁcantly boost sales. The specialty business now accounts for about 16 percent of sales, but growth has been less than expected. A healthy 19 percent this year, it’s still far below the 38 percent growth rate of ﬁscal 2000. That suggests that while coffee can command high prices in a slump, food—at least at Starbucks—cannot. One of Behar’s most important goals is to improve that record. For instance, the company now has a test program of serving hot breakfasts in 20 Seattle stores and may move to expand supermarket sales of whole beans.

What’s more important for the bottom line, though, is that Star-bucks has proven to be highly innovative in the way it sells its main course: coffee. In 800 locations it has installed automatic espresso machines to speed up service. And in November, it began offering prepaid Starbucks cards, priced from $5 to $500, which clerks swipe through a reader to deduct a sale. That, says the company, cuts transaction times in half. Starbucks has sold $70 million of the cards.

In early August, Starbucks launched Starbucks Express, its boldest experiment yet, which blends java, Web technology, and faster service. At about 60 stores in the Denver area, customers can pre-order and prepay for beverages and pastries via phone or on the Starbucks Express Web site. They just make the call or click the mouse before arriving at the store, and their beverage will be waiting—with their name printed on the cup. The company will decide in January on a national launch.

And Starbucks is bent on even more fundamental store changes. On August 21, it announced expansion of a high-speed wireless Internet service to about 1,200 Starbucks locations in North America and Europe. Partners in the project—which Star-bucks calls the world’s largest Wi-Fi network—include Mobile International, a wireless subsidiary of Deutsche Telekom, and Hewlett-Packard. Customers sit in a store and check e-mail, surf the Web, or download multimedia presentations without looking for connections or tripping over cords. They start with 24 hours of free wireless broadband before choosing from a variety of monthly subscription plans.

Starbucks executives hope such innovations will help surmount their toughest challenge in the home market: attracting the next generation of customers. Younger coffee drinkers already feel uncomfortable in the stores. The company knows that because it once had a group of twentysomethings hypnotized for a market study. When their defenses were down, out came the bad news. “They either can’t afford to buy coffee at Starbucks, or the only peers they see are those working behind the counter,” says Mark Barden, who conducted the research for the Hal Riney & Partners ad agency (now part of Publicis Worldwide) in San Francisco. One of the recurring themes the hypnosis brought out was a sense that “people like me aren’t welcome here except to serve the yuppies,” he says. Then there are those who just ﬁnd the whole Starbucks scene a bit pretentious. Katie Kelleher, 22, a Chicago paralegal, is put off by Starbucks’ Italian terminology of grande and venti for coffee sizes. She goes to Dunkin’ Donuts, saying: “Small, medium, and large is ﬁne for me.”

As it expands, Starbucks faces another big risk: that of becoming a far less special place for its employees. For a company modeled around enthusiastic service, that could have dire consequences for both image and sales. During its growth spurt of the mid- to late-1990s, Starbucks had the lowest employee turnover rate of any restaurant or fast-food company, largely thanks to its then unheard-of policy of giving health insurance and modest stock options to part-timers making barely more than minimum wage.

Such perks are no longer enough to keep all the workers happy. Starbucks’ pay doesn’t come close to matching the workload it requires, complain some staff. Says Carrie Shay, a former store manager in West Hollywood, Calif.: “If I were making a decent living, I’d still be there.” Shay, one of the plaintiffs in the suit against the company, says she earned $32,000 a year to run a store with 10 to 15 part-time employees. She hired employees, managed their schedules, and monitored the store’s weekly proﬁt-and-loss statement. But she was also expected to put in signiﬁcant time behind the counter and had to sign an afﬁdavit pledging to work up to 20 hours of overtime a week without extra pay—a requirement the company has dropped since the settlement. Smith says that Star-bucks offers better pay, beneﬁts, and training than comparable companies, while it encourages promotions from within.

For sure, employee discontent is far from the image Starbucks wants to project of relaxed workers cheerfully making cappuccinos. But perhaps it is inevitable. The business model calls for lots of low-wage workers. And the more people who are hired as Star-bucks expands, the less they are apt to feel connected to the original mission of high service—bantering with customers and treating them like family. Robert J. Thompson, a professor of popular culture at Syracuse University, says of Starbucks: “It’s turning out to be one of the great 21st century American success stories— complete with all the ambiguities.”

Overseas, though, the whole Starbucks package seems new and, to many young people, still very cool. In Vienna, where Star-bucks had a gala opening for its ﬁrst Austrian store last December, Helmut Spudich, a business editor for the paper Der Standard, predicted that Starbucks would attract a younger crowd than the established cafés. “The coffeehouses in Vienna are nice, but they are old. Starbucks is considered hip,” he says.

But if Starbucks can count on its youth appeal to win a welcome in new markets, such enthusiasm cannot be counted on indeﬁnitely. In Japan, the company beat even its own bullish expectations, growing to 368 stores after opening its ﬁrst in Tokyo in 1996. Afﬂuent young Japanese women like Anna Kato, a 22-year-old Toyota Motor Corp. worker, loved the place. “I don’t care if it costs more, as long as it tastes sweet,” she says, sitting in the world’s busiest Starbucks, in Tokyo’s Shibuya district. Yet same-store sales growth has fallen in the past 10 months in Japan, Starbucks’ top foreign market, as rivals offer similar fare. Add to that the depressed economy, and Starbucks Japan seems to be losing steam. Although it forecasts a 30 percent gain in net proﬁt, to $8 million, for the year started in April, on record sales of $516 million, same-store sales are down 14 percent for the year ended in June. Meanwhile in England, Starbucks’ second-biggest overseas market, with 310 stores, imitators are popping up left and right to steal market share.

Entering other big markets may be tougher yet. The French seem to be ready for Starbucks’ sweeter taste, says Philippe Bloch, cofounder of Columbus Cafe, a Starbucks-like chain. But he wonders if the company can proﬁtably cope with France’s arcane regulations and generous labor beneﬁts. And in Italy, the epicenter of European coffee culture, the notion that the locals will abandon their own 200,000 coffee bars en masse for Starbucks strikes many as ludicrous. For one, Italian coffee bars prosper by serving food as well as coffee, an area where Starbucks still struggles. Also, Italian coffee is cheaper than U.S. java and, say Italian purists, much better. Americans pay about $1.50 for an espresso. In northern Italy, the price is 67 cents; in the south, just 55 cents. Schultz insists that Starbucks will eventually come to Italy. It’ll have a lot to prove when it does. Carlo Petrini, founder of the antiglobalization movement Slow Food, sniffs that Starbucks’ “substances served in styrofoam” won’t cut it. The cups are paper, of course. But the skepticism is real.

As Starbucks spreads out, Schultz will have to be increasingly sensitive to those cultural challenges. In December, for instance, he ﬂew to Israel to meet with Foreign Secretary Shimon Peres and other Israeli ofﬁcials to discuss the Middle East crisis. He won’t divulge the nature of his discussions. But subsequently, at a Seattle synagogue, Schultz let the Palestinians have it. With Starbucks outlets already in Kuwait, Lebanon, Oman, Qatar, and Saudi Arabia, he created a mild uproar among Palestinian supporters. Schultz quickly backpedaled, saying that his words were taken out of context and asserting that he is “pro-peace” for both sides.

There are plenty more mineﬁelds ahead. So far, the Seattle coffee company has compiled an envious record of growth. But the giddy buzz of that initial expansion is wearing off. Now, Starbucks is waking up to the grande challenges faced by any corporation bent on becoming a global powerhouse.

Proﬁt at Starbucks Coffee Japan fell 70 percent in the ﬁrst nine months of the year because of growing competition from rival coffee chains. Sales at stores open more than one year fell 16 percent. The ﬁrm expects a loss for the full year.

In a 2005 bid to boost sales in its largest international market, Starbucks Corp. is expanding its business in Japan beyond cafes and into convenience stores with a line of chilled coffee in plastic cups. The move gives the Seattle-based company a chance to grab a chunk of Japan’s $10 billion market for coffee sold in cans, bottles or vending machines, rather than made-to-order at cafés. It is a lucrative but ﬁercely competitive sector, but Starbucks, which has become a household name since opening its ﬁrst Japanese store nine years ago, is betting on the power of its brand to propel sales of the new drinks.

Starbucks, working with Japanese beverage maker and distributor Suntory Ltd., is launching the drinks, called Starbucks Discoveries, here today, with plans to extend sales to a total of 10,000 stores in the coming weeks. Starbucks says it hasn’t decided yet whether to launch the product nationwide. Tomorrow, the company also plans to start selling the product in Taiwan.

The Discoveries line is the company’s ﬁrst foray into the ready-to-drink market outside North America, where it sells a line of bottled and canned coffee. It also underscores Starbucks’ determination to expand its presence in Asia by catering to local tastes. For instance, the new product comes in two variations—espresso and latte—that are less sweet than their U.S. counterparts, as the coffee maker developed them to suit Asian palates.

Starbucks ofﬁcials said they hope to establish their product as the premium chilled cup brand, which, at 210 yen ($1.87), will be priced at the upper end of the category.

Starbucks faces steep competition. Japan’s “chilled cup” market is teeming with rival products, including Starbucks lookalikes. One of the most popular brands, called Mt. Rainier, is emblazoned with a green circle logo that closely resembles that of Starbucks. Convenience stores also are packed with canned coffee drinks, including Coca-Cola Co.’s Georgia brand and brews with extra caffeine or made with gourmet coffee beans.

Starbucks Chairman Howard Schultz declined to speculate on exactly how much coffee Starbucks might sell through Japan’s convenience stores. “We wouldn’t be doing this if it wasn’t important both strategically and economically,” he said.

The company has no immediate plans to introduce the beverage in the United States, although it has in the past brought home products launched in Asia. A green tea frappuccino, ﬁrst launched in Asia, was introduced in the United States and Canada this past summer, where company ofﬁcials say it was well-received.

Starbucks has done well in Japan, although the road hasn’t always been smooth. After cutting the ribbon on its ﬁrst Japan store in 1996, the company began opening stores at a furious pace, and it now has 570. New shops attracted large crowds, but the effect wore off as the market became saturated. Sales began to slow, forcing the company to post a loss in Japan in the ﬁscal year ended March 2003.

The company has since returned to proﬁtability, and for the ﬁscal year ended March 31 net proﬁt jumped more than sixfold from the previous ﬁscal year to 1.17 billion yen. In August, it cleared another hurdle when sales at stores open at least 13 months rose from a year earlier for the ﬁrst time in four years. It is focusing on continuing this trend by renovating stores and improving service.

Mr. Schultz says Japan is ripe for development, including further store openings. “The wind is at our back here,” Mr. Schultz says.

Questions
As a guide use Exhibit 1.3 and its description in Chapter 1, and do the following:

1.
Identify the controllable and uncontrollable elements that Starbucks has encountered in entering global markets.

2.
What are the major sources of risk facing the company and discuss potential solutions.

3.
Critique Starbucks’ overall corporate strategy.

4.
How might Starbucks improve proﬁtability in Japan?

Visit www.starbucks.com for more information.

Sources: Stanley Holmes, Drake Bennett, Kate Carlisle, and Chester Dawson, “Planet Starbucks: To Keep Up the Growth It Must Go Global Quickly,” BusinessWeek, December 9, 2002, pp. 100–110; Ken Belson, “Japan: Starbucks Proﬁt Falls,” New York Times, February 20, 2003, p. 1; and Ginny Parker Woods, “Starbucks Bets Drinks Will Jolt Japan Sales,” Asian Wall Street Journal, September 27, 2005, p. A7.

CASE A-05
Marketing Microwave Ovens to a New Market Segment
You are the Vice President of International Marketing for White Appliances, an international company that manufactures and markets appliances globally. The company has a line of microwave ovens—some manufactured in the United States and some in Asia—which are exported to the U.S. market and Europe. Your company markets several high-end models in India that are manufactured in the United States. Your presence in the Indian market is limited at this time.

After preliminary analysis, you and your team have come to the conclusion that, besides the market for high-end models, a market for microwave ovens at all price levels exists. Several international companies like Samsung, Whirlpool, and LG Electronics India are entering the market with the idea that demand can be expanded with the right product at the right price. There are, however, several challenges in the Indian market, not the least of which is the consumer’s knowledge about microwaves and the manner in which they are perceived as appliances.

In conducting research on the market, your research team put together a summary of comments from consumers and facts about the market that should give you a feel for the market and the kinds of challenges that will have to be dealt with if the market is to grow and if White Appliances is to have a proﬁtable market share.

•
Five top consumer durable companies are in the race to sell the oven. But to sell the product, they must ﬁrst sell the idea. The players don’t even agree on the size of the market; fewer still on what the oven will do for the Indian family.

•
It may be a convenient and efﬁcient way to cook, but is has been invented with European food in mind. “Only when Indian eating habits change can the microwave ovens market grow in a big way,” says one market leader in appliances.

•
Some companies disagree with the statement above. Their contention is that all Indian dishes can be prepared in a microwave; people only need to know how to use one.

•
Consumer comments were mixed. One housewife commented, “The microwave oven was the ﬁrst purchase after my wedding. I bought it only because I liked it and I had the money. But I must say its performance surprised me.”

•
Men no longer have an excuse for not helping in cooking. My husband, who never used to enter the kitchen, now uses the microwave oven to cook routinely.

•
Somebody gifted it to me but food doesn’t taste the same when cooked in a microwave whatever the company people may claim.

•
Microwave ovens will be very useful and they are fast becoming as essential as a fridge.

•
Ovens are of great use to bachelors. They can make curries every day or sambhar every day. If you heat in a regular oven sambhar or dal for the second or third time it will have a burnt smell. The microwave oven will not get you any such problem. It will be heated and at the same time as fresh as if it was made now.

•
Some people say that using a microwave oven is lazy and getting away from the traditional “Indian culture” of always fresh food. I say that microwaves are of greatest use when you are very busy and not lazy. There are times when piping hot food rapidly becomes cold, especially in Winter and a microwave is the easiest, quickest and cleanest way to heat up, so it even has applications in a traditional family running on “Indian Culture” mode.

•
To the chagrin of microwave oven marketers, the Indian perception of the gadget remains grey. Yet, for the ﬁrst time in the some seven years that it’s been ofﬁcially around optimism towards the microwave has been on the upswing.

•
A microwave oven is beginning to replace the demand for a second television or a bigger refrigerator. The middle-income consumer comes looking for novelty, value, and competitive pricing.

•
The penetration level of microwave ovens remains shockingly minuscule, under 1 percent. The top seven cities comprise nearly 70 percent of the market with Delhi and Mumbai (Bombay) recording the highest sales. But the good news is that the microwave is beginning to be seen in smaller towns.

•
When asked about the nonurban market, one microwave oven company executive commented, “We know it’s an alien concept for the rural consumer, but we want to do our homework now to reap the beneﬁts years later. Once the consumer is convinced a microwave can actually be part of daily cooking, the category will grow immensely.”

•
Apart from styling and competitive pricing, marketers acknowledge that cracking the mindset that microwaves are not suited to Indian food holds the key to future growth.

•
People who own microwaves usually have cooks who may not be using the gadget in any case. Even consumers who own microwave ovens don’t use them frequently; usage is conﬁned to cooking Western food or reheating.

•
With consumers still unclear on how to utilize the microwave oven for their day-to-day cooking, marketers are shifting away from mass marketing to a more direct marketing–oriented approach to create awareness about the beneﬁts of the product.

•
The challenge in this category is to get the user to cook in the microwave oven rather than use it as a product for reheating food. Keeping this in mind, companies are expecting an increasing number of sales for microwave ovens to come from the semiurban/rural markets. We are seeing an increasing number of sales coming from the upcountry markets.

•
“Elite fad or smoke-free chullah for low-fat paranthas? Which way will the microwave oven go in the Indian market?” asks one company representative.

•
Most agree on a broadly similar strategy to expand the Indian market: product and design innovation to make the microwave suited to Indian cooking; local manufacturing facility to promote innovation while continuing to import high-end models; reduce import content to cut cost; boost volumes; and bring down prices.

•
Even as early as 1990, the microwave was touted as a way to cook Indian food. Julie Sahni, the nation’s best know authority on Indian cooking, has turned her attention to the microwave. And her new cookbook sets a new threshold for the microwave cook. Simple cooked lentils, spicy dal, even tandoori chicken—with its distinctive reddish color—come steaming from the modern microwave with the spices and scents of an ancient cuisine. Cynics who think microwave cooking is bland and unimaginative will eat their words.

Exhibit 1

A Customer’s Evaluation of the LG Robogrill Microwave

One customer’s lengthy evaluation of the LG Robogrill Microwave posted on MouthShut.com, India’s ﬁrst, largest, and most comprehensive Person to Person (P2P) Information Exchange follows:

“We bought our LG Robogrill Microwave about 10 months ago. The microwave has all the features mentioned in the ofﬁcial description, in addition to many other helpful features.”

For a complete review by this customer, see www.mouthshut.com and select Microwave Ovens, then select LG on the menu, then select model # LGMH-685 HD.

Market Data
LG Electronics, the category leader, has a 41.5 percent share of the 1.6 lakh1 units market; its eight models are priced in the range of Rs 8,500–19,000 with a marked presence in the Indian family size of 28–30 liter. LG Electronics and Samsung India dominated the segment with a collective market share of about 61 percent.

In the early days, microwave ovens did not ﬁgure at all in the consumer’s purchase list. Kelvinator’s Magicook made a high proﬁle entry some seven years ago. What went wrong, according to the analyst, was the pricing, which was nothing less than Rs 20,000, and sizes which were too small to accommodate large Indian vessels.

Efforts to grow the market are concentrated in large urban areas with routine fare such as organizing cookery classes, recipe contests, and in-house demos, giving away accessories such as glass bowls, aprons, and gloves as freebies and hosting co-promotions

“To change the way you look, just change the way you cook” was a recent tagline by one of the companies.

What will really spur the category’s growth will be a change in eating habits. One company piggybacks on “freshness,” a tactic the company adopts for all its product lines.

Even though consumer durable sales fell in the ﬁrst quarter of 2005, the microwave oven segment, which accounts for 70 percent of unit sales in the consumer durable industry, bucked the overall trend. The strength of microwave oven sales is attributed to the steady price reduction from Rs 7,000 for the lowest priced to Rs 5,000 over the last two years. While sales are predominantly in the urban areas, semiurban towns have emerged as a key growth driver for the category.

There is some difference of opinion on the right price for the ovens. For the microwave market to take off its price would have to be below Rs 7,000, says one company. During the time that microwave ovens have been introduced locally prices have been all over the waterfront. For example, one company prices its ovens between Rs 7,000 and Rs 18,000, another between Rs 12,500 and 15,000 and an oven with grill functions for Rs 17,900.

From wooing the supermom to courting the single male the journey of microwave ovens has just begun. Once perceived as a substitute to the OTG (Oven Toaster and Grill), companies with large shares of this segment now are portraying microwaves as more than just a reheating device.

According to one analyst, the product category is going through a transition period and the consumer today is more educated about an OTG than a microwave. The analyst believes there is demand for both microwave and OTG categories.

Microwave companies face a chicken-and-egg question on price and sales. Prices will not come down easily until volumes go up, while volumes depend on prices.

The product is a planned purchase and not an impulse buy. Sam-sung has set up call centers where the customers can call and get all their queries pertaining to the Samsung Microwave Oven answered.

Besides the basic, low-end models which lead sales, the combination models (convection and microwave) models are showing a steady increase in sales.

Though the concept of microwave ovens is Western, the fact is that microwave technology today has advanced to a level wherein even complex cooking like Indian cooking is very much possible.

One of the older company marketing managers, who has worked in microwave marketing most of his career, is somewhat skeptical about the prospects of rapid growth of the Indian market. He remarked that the microwave oven ﬁrst introduced in the U.S. market in about 1950 did not become popular across all market segments until about the mid-1970s. Of course, now almost every household in the United States has at least one microwave.

Your task is to develop a strategy to market White Appliance’s microwave ovens in India. Include target market(s), microwave oven features, price(s), promotion, and distribution in your program. You should also consider both short-term as well as long-term marketing programs. Some of the issues you may want to consider are:

•
Indian food preparation versus Western food preparation.

•
Values and customs that might affect opinions about microwave ovens.

•
The effects of competition in the market.

You may also want to review the Country Notebook: A Plan for Developing a Marketing Plan, p. 585 of the text for some direction.

Foot-Notes
1A lakh is a unit in a traditional number system, still widely used in India. One lakh is equal to 100,000. A crore is also a traditional number system unit, and one crore is equal to 10 million.

CASE A-06
Marketing Canadian Agricultural Technology in Kazakhstan

McLeod Harvester Inc., located in Winnipeg, is an agriculture technology company that pioneered a new grain harvesting system in 1995 as an alternative to the traditional combine. The company's primary market is the western Canadian provinces and

northern mid-western states. Intense domestic competition, however, has forced McLeod Harvester to seek alternative foreign markets. The company's marketing development team is currently evaluating the idea of expanding its business operations to northern

Kazakhstan. Bob McLeod, the owner and originator of the company, has compiled a mass of political, economic, and marketing data about Kazakhstan's agricultural sector and the state of agricultural technology in the country. He is now in the process of evaluating the data to determine whether the company should pursue the project to the next step.

Expanding into an emerging market, such as Kazakhstan, is always a risky endeavour, regardless of a company's size, international market experience, or financial strength. McLeod Harvester is a small, internationally inexperienced company, and possesses limited financial resources. Its greatest asset is the technology Bob McLeod has developed to alter the method of harvesting wheat and other grains. The company has one agent working on its behalf in Kazakhstan to research marketing opportunities and to remain abreast of the government programs and competitor activities. It has sold 14  harvesters to mixed grainlivestock farmers in western Canada.

The McLeod Harvester

The usual method of grain harvesting is to use a combine that cuts the grain stalks, dislodges the grain seed from the hulls and chaff, deposits the useful grain into a container, and spews the residue (straw, chaff, hulls, weed seeds and other debris) onto the field after the cutting is done. This process has been followed for well over a hundred years, and the major farm equipment companies around the world use a similar technology. Bob McLeod has turned the industry on its head with his new invention. The

McLeod Harvester collects and threshes the cut crop, efficiently separating the grain, chaff, and weed seed (collectively called graff) from the straw. The harvester has an 800-bushel tank that can accommodate the grain material taken from the field. When the tank is full, the grain is unloaded in less than three minutes into a truck for movement to storage or to other locations for further processing. Unlike traditional combines, however, the McLeod Harvester deposits only straw back onto the field-not other residue-which is then chopped into small bits and spread with a straw chopper or baled into useful bundles for animal feed. The remaining crop residue (termed millings) is crushed and blown into a container that operates alongside the harvester. Millings are a by-product of the harvesting process with the McLeod Harvester and become a source of nutritious livestock feed. Cattle and other livestock can feed directly from the millings. From a crop that averages 40 bushels of grain per acre, the millings from 1,100 acres have the approximate feed value of 700 round bales of hay.


A major deficiency of the traditional harvester is that it spreads chaff and weed seeds back onto the field. Horticulturalists estimate that on a typical field, there are over 10 million weed seeds per acre. The resulting weed seed growth requires costly herbicide applications to control, while other residue returned to the field hinder the germination of new crops. The McLeod Harvester system clears the chaff and weed seeds from the field and converts them into animal feed. The cleaner fields mean reduced labour and tillage costs and long-term reduction in herbicide input costs. Within five years of use, weed scientists project the savings in reduced herbicides will amount to $17 per acre. The

McLeod Harvester is best suited to mixed farming operations-cattle, or other livestock, in addition to grain. Markets exist for both harvested grains and millings.


Several scientific studies have documented direct economic benefits to farmers by using the McLeod Harvester rather than traditional combines:

· Economic studies show a $35 per acre (less herbicides/value of millings) advantage compared to the combine.
· Organic crop and beef producers find the McLeod Harvest system the perfect tool to provide mechanical weed control. In addition, the millings from the crops provide winter rations for organic beef. 

· Pesticide-free production practices, which aim to control weed contamination by crop rotation, would be even more successful if the McLeod Harvest system is used.
· Lower fuel requirements from reduced tillage, herbicide applications, and baling activities add to the McLeod Harvest system's advantages for sustainable agriculture practices.
·  McLeod Harvest equipment is built strong and tough for a long life. A typical new combine weighs about 16,000 kgs. The total combined weight of the McLeod Harvester and mill is 25,000 kgs. The absence of a power train in the harvester contributes to the harvester's ability to withstand intense workloads over the years. The solid, stationary configuration of the cleaning mill means it will operate a good 20 years.
· Cost of McLeod Equipment - $250,000 (Cost of a combine in North America is $250,000 plus)
The Potential Market-Kazakhstan
Located in Central Asia, Kazakhstan lies between China in the east and Russia in the north. The entire country is about four times the size of Manitoba, making up an area of 2,717,300 sq. km. Kazakhstan is composed of mainly semi-arid land with hilly plains and plateaus. Twelve distinct farming regions, about 14 million hectares, span the country. Its climate is very similar to Canada's: the average winter temperature is -3 C and +18 C in the summer; however, similar to Canada's prairie region, winters can be unforgiving, with temperatures dipping below -50 C.

Kazakhstan became an independent country in 1991 shortly after the demise of the former Soviet Union. In the post-communism years, an iron-fisted ruler has dominated Kazakhstan's political system. Nursultan Nazarbayev, elected president in December,

1991, and re-elected in 1999 for a seven-year term, has been described as a totalitarian on par with the commissars of the former Soviet Union. Any political party or media outlet that says or prints anything against his policies is subsequently harassed or fined large sums of money. Tales of corruption among members of the presidential family are rampant; however, no one has had the courage or documented evidence to take a stand against them. In spite of his dictatorial practices, foreign business people work well with the regime because Kazakhstan is now considered a much safer place in which to conduct business.

Kazakhstan is an emerging country and lacks some of the basic infrastructure necessary to facilitate business and trade relations. Irregular supply of electricity and an inefficient transportation system, both of which place significant limits on industrial and agricultural productivity, are endemic to the country. Economic indicators for the economy have been very robust over the past five years-GDP per capita has increased steadily since 2001, exports have exceeded imports since 2000, the current account balance is positive, and Kazakhstan is reducing its international debt. 

While the oil sector is the driving force behind Kazakhstan's booming economy, its agricultural sector is strong, particularly in grains, where it is one of the top producers and exporters in the world. Agriculture accounts for approximately 8 percent of Kazakhstan's GDP, and employs 22 percent of the country's labour force. Farming areas occupy roughly 74 percent of the country's total area. In 2004, there were 70,000 farms in the country, almost all of them privately owned. Large farms control 74 percent of the land area, while small farms (19 percent), state-owned farms (4 percent) and individual farms (3 percent) account for the remainder. The agricultural sector is the "hot" sector and is receiving substantial government and private sector investment. The World Bank recently approved a US$24 million loan for the Kazakhstan Agriculture Competitiveness Project. This project is a government initiative aimed at improving the quality of grains produced and exported to international markets. A major threat facing Kazakhstan's agriculture sector is wind erosion caused by

wide-scale dry land wheat farming.

The latest figures from the Ministry of Agriculture indicate that the market for agricultural machinery is expected to grow between 10 percent and 12 percent annually through the next several years. New equipment will be required to handle the growing

agricultural output as well as to replace worn-out harvesters. The large manufacturers also recognize the fact that Kazakhstan shares a border with China. Investments in Kazakhstan could also be employed to enter Chinese markets. For a number of reasons, the large harvest equipment manufacturers are devoting millions of dollars toward marketing themselves and their products in Kazakhstan.
Demand Conditions
Harvesting equipment in Kazakhstan consists of vintage grain combines. During the Soviet era, approximately 110,000 of them were employed in the country. Of that number, only 40,000 are operational today, and most of them will need to be replaced in the next several years. Estimates of the demand for grain combines are 1,000 to 1,500 machines per year. According to John Deere sources, the key factors associated with purchasing a harvester are: harvesting capacity, availability of spare and replacement parts, and resale value. The market for harvesters is highly competitive, and the ability to substitute across manufacturers is quite high.

Kazakhstan is the sixth largest wheat-producing nation in the world. Wheat is the dominant grain grown in Northern Kazakhstan, one of three provinces that produce roughly 70 percent of the wheat exported from the country. Approximately 74 percent

of the land in Kazakhstan is suitable for agriculture, and increased irrigation capabilities are likely to expand production capacity substantially. Large grain-training companies began taking over struggling cooperatives in 1999, and smaller farms have been consolidating from 1999 to the present. The growth of larger farms has meant that operations are better financed, better managed, and more attuned to international markets.


Based on estimates supplied by the Statistics Agency of Kazakhstan, almost one-half of all cultivated farmland in Northern Kazakhstan is infested with weeds. Historically, few farmers applied herbicides for weed control because of the substantial expense involved. Government subsidies to alter the weed problem commenced in 2002, and by 2004, most farmers could afford to treat lands. Nearly one-half the cultivated land in Northern Kazakhstan has been treated. The most recent reports provided by the Ministry of Agriculture indicate that weed infestation has decreased by about 30 percent. Despite the significant improvements made to rectify the weed problem, the cost of herbicides remains a substantial burden for farmers and the government. 

The average age of the current stock of grain harvesters in Kazakhstan is 14 years-four to seven years more than the equipment was built to operate. The Ministry of Agriculture estimates that approximately 80 percent of the nation's combines have been in use more than 12 years, and only 9 percent of all machinery is new. In recognition of the difficulties faced by farmers in purchasing new equipment, the Kazakhstan government initiated a lease-purchase program that is expected to stimulate the demand for new and used harvesting equipment. As a result of these measures, the market for combines is forecast to grow 10 percent annually over the next four years, reaching a market value of US$410 million by 2008.

Kazakhstan's National Statistics Agency estimates that there were 90,000 peasant farms, 3,000 partnerships, 17,000 production cooperatives, and 350 joint stock companies in 2000. A peasant farm averages between 50-100 hectares of arable land. Cooperatives and joint stock companies are much larger, ranging from 500 to 10,000 hectares. In Northern Kazakhstan, some farms are as large as 400,000 hectares. Peasant farms usually purchase smaller harvesters, averaging between 100 to 150 horsepower. Larger enterprises, however, are interested in heavier harvesters with 250 horsepower or more. Although the McLeod Harvester is best suited to mixed farming operations that are of small to medium size, the structure of farming in the country has moved toward greater specialization. Since the fall of communism in eastern Europe, collective farms and joint stock companies have concentrated on producing grain crops and have eliminated their livestock operations. Most livestock farms are privately owned, and livestock are fed through a system of open grazing on rangeland. Furthermore, the implicit subsidy the government provides to cattle and other livestock growers is expected to persist indefinitely.
The Competition
Two simple words characterize the major harvester producers that sell equipment in Kazakhstan-big and powerful. Two Russian giants, Rostselmash and Agromashholding, three large North American manufacturers (John Deere, Case New Holland, and

Massey Ferguson), and two European producers (Kuhn and Claas) are formidable rivals McLeod Harvester will face if it enters the Kazakhstan market. Rostselmash, the largest agricultural equipment manufacturer in the CIS, operates in eleven countries and accounts for 53 percent of the grain harvesting equipment in Russia, the Ukraine, and Kazakhstan. Its harvester brands, Don, Niva, and Vector, are state-of-the-art machines with few rivals.  Rostselmash possesses the largest sales and service network in eastern Europe. Its 2004 sales were over US$330 million. Agromashholding, a relatively new player in the industry, was established in 2003 as a project of the Caspian Bank. Its one harvester brand, Yenisei, almost rivals the Don and the Niva. Agromashholding is closely aligned with a number of powerful financial institutions, the Development Bank of Kazakhstan in particular. Its aggressive growth plans include building additional combine lines, expanding parts and service capabilities throughout the former Soviet Union Republics, and capturing 70 percent of Kazakhstan's harvester market by 2007. The North American and European harvester manufacturers (John Deere, Case New Holland, Massey Ferguson, Kuhn and Claas) are sophisticated, firstclass manufacturers of top-of-the-line agricultural equipment.  While their presence in Kazakhstan at the present time is minimal, each of them is working to build alliances with local companies, government councils, and financial institutions. They are interested in nurturing joint ventures with the Russian manufacturers as well as other local agricultural equipment manufacturers. 
An example of such a venture is John Deere's proposed alliance with Rostselmash. John Deere will spend US$200 million aligning with the Russian conglomerate. The International Finance Corporation reports that John Deere and Case New Holland are expected to raise US$2 billion from U.S. investment banks in their quest to enter Kazakhstan and other developing markets in the former Soviet Union. 
The larger harvester manufacturers understand the importance of establishing financing relationships with foreign and host-country financiers. Astana-Finance, a Kazakhstan financial institution, has partnered with Germany's Bankgesellschaft Berlin, to establish an agricultural machinery-leasing program for Kazakhstan's farmers. Rostselmash has created a short-term leasing arrangement with cash-poor farmers. Equipment buyers pay only one-third of the cost, while the government subsidizes the remaining two-thirds. The farmer repays the government's subsidized share over a two-year period. Each of the financial arrangements has been hugely successful.

Farmers in Kazakhstan are keenly interested in the used equipment market to replace their worn-out machinery. The average price for a used harvester in the CIS countries is just under US$100,000. The average price for new equipment, however, is near McLeod Harvester's production cost-CAN$250,000.

Questions

1. Describe McLeod Harvester's core competencies. Describe their international business   weaknesses. What does McLeod Harvester add that other competitors do not possess?
2. Describe the Kazakhstan market for harvester equipment. Does it appear to be a strong market opportunity? How well positioned are the Russians and East Europeans in the marketplace? How well positioned are the Americans and Europeans? How well positioned is McLeod Harvester?
3. If you were to advise McLeod Harvester about entering the Kazakhstan harvester market, which mode of entry would you recommend and why would you recommend it?
This case was written by Delali Tay, Murray Rempel, Norm Sissons, Suresh Srikant, and Ed Bruning. The authors gratefully acknowledge the generous assistance provided by Bob McLeod and his staff at McLeod Harvester.

CASE A-07
APTECHA: An International Internet
Introduction

In the autumn of 2004, Martin Pacak, one of the owners of APTECHA, a Canadian Internet pharmacy, was in his office in the small town of Stonewall, Manitoba, considering the company's battle with the large pharmaceutical companies (hereafter referred to as Big Pharma), provincial, state and federal governments, and members of the medical profession. APTECHA, along with other Canadian Internet pharmacies, is feeling the pressure applied by private sector and government interest to have them cease operations. Internet pharmacies have blossomed over the past five years across Canada, and vested interests view their ascendancy as a threat. At the same time, it has become apparent that with a high customer acquisition cost, APTECHA's profits are derived from

international customers who place refill orders-approximately 81 percent of APTECHA's customers, mostly from the U.S., refill prescriptions on a regular basis. The main issue for Martin and his colleagues is finding ways to increase customer loyalty while remaining flexible in order to accommodate newly formed constraints imposed by Big Pharma and government regulators. 


Sheila Molloy, a marketing student at the University of Manitoba, sits across from Martin and begins the interview about his business and the issues he and his partners deal with as owners of an upstart Internet pharmacy.

Sheila: Martin, thank you for providing the time for me to talk with you about your experiences as an owner of a Canadian Internet pharmacy. Let me begin by asking about your organization. How many owners are there, and what are their names and areas of expertise?
Martin: There are three of us that have ownership rights in the company: Tommy and Victor Janus, and I. Tommy is a registered pharmacist, Victor is the general manager, and I am responsible for supply chain logistics and Internet operations. The major factor

in defining our history together, I suppose, is that we are family. Tommy and Victor are brothers and I am their cousin. Since the early 90's the three of us have been involved in numerous nonprofit organizations, including the Polish Folk Dance Ensemble, SPKI. At family dinners we would brainstorm different ways with which we could work together. Our dream was to identify a for profit venture where we could each apply our professional and scholastic backgrounds. In early 2001, we banded together to create Inphinium, a health information service provider, which we created to serve the Canadian pharmaceutical industry. We presented the idea at many international business plan competitions, including Queen's University's intercollegiate competition, and the Global Entrepreneurship Challenge at Stanford in Palo Alto, California. The Inphinium partnership was later transformed into our present company, APTECHA.

Sheila: How long have you been in business?

Martin: We incorporated the company on May 15, 2002, and Tommy received his licence to practice as a pharmacist by the Manitoba Pharmacy Association (MphA) on July 4, 2002. APTECHA entered the market as part of the first wave of growth in the industry. Within that year, Manitoba went from 3 to over 50 Internet pharmacies actively involved in international transactions.
Sheila: How many people do you currently employ?

Martin: We currently have 20 part-time and full-time staff on the payroll. Some of our people work as pharmacists and pharmacist assistants; others take care of the Internet and telephone ordering from our customers in Canada and the U.S. 

Sheila: How many more do you expect to hire in the next year? Would you comment on your anticipated growth?
Martin: We are expecting to double our staff in 2005, mostly in our call centre operations. For competitive reasons, I believe I should refrain from answering the growth question. Sorry. 

Sheila: That's OK. What is your current market share?

Martin: There are various estimates as to our industry's size, but a conservative estimate is that our share is about 3 percent to 4 percent within Canada. We consider ourselves a mid-sized international Internet pharmacy.

Sheila: Why did you decide to locate in a small Manitoba community?

Martin: We are currently located in Stonewall, Manitoba. Being a commuter community, Stonewall provides access to most services offered in Winnipeg, but at a substantially lower business tax rate. We have been welcomed by the city because we help bring jobs that do not require a lot of upfront training and specialization.

Sheila: What made you want to get into this industry?

Martin: The challenge-we love the idea of being on the ground floor of a budding industry looking to shake up an existing, established industry. The opportunities to be an innovator are too attractive to ignore.

Sheila: APTECHA's strategy seems more long term compared to the strategy of most small, entrepreneurial companies. Would you agree? What are you doing that is different from other companies and, particularly, Internet pharmacy companies?

Martin: I would agree. We have always planned on APTECHA being around for the next 10 to 20 years. Some of our competitors have a short-term, gold rush mentality. We plan to be flexible and responsive to any changes in our industry. We are different than other businesses because we believe that everything we do revolves around relationships. Our plans include building sustainable, long-term relationships that will help APTECHA grow while, at the same time, defensively positioning us to deal with regulatory risks. Our marketing efforts go much deeper than just advertising a service; we pride ourselves on trying to develop strong marketing channels. We are constantly looking to expand and strengthen our supply chain network, and we are striving to maintain contact with our customers, and, thereby, establish a mutually beneficial relationship with them. If the three key corner-stores of our business remain strong-effective promotion, efficient supply, and personal relationships-we will be able to deal with the economic, political, and regulatory hurdles that arise.
Sheila: Explain what you mean by companies who have a "gold rush" mentality. Do you foresee more of this in the future?
Martin: At the early stages of any developing industry, many people see the opportunity for profit and desire to jump on the bandwagon to get rich quickly. This includes people and companies that are looking to start up a business, make a big push to make their money, and then move on to other endeavours. With respect to the Internet pharmacy upstarts, several people began offering services expecting to make millions overnight. Most companies with this attitude did not stay long; they failed to realize that this business is like any other business-you need a sound plan and a lot of hard work and perseverance in order to succeed. I think there will always be those who will attempt to make it a big, fast splash.
Sheila: Which factors do you believe will most likely affect the Internet pharmacy industry in the future? Do you foresee global lifestyles and other health and welfare demographics changing in a dramatic way?
Martin: Our major demographic factor is the growing senior population. We expect the demand for prescription medications to increase as baby boomers reach their golden years. Historically, this consumer segment has exercised its voting rights to effect change within the political system. Its voice will play a key role in shaping the direction of the Internet pharmacy industry. People are overweight and I doubt this trend will change very much. Obesity is a key health factor that contributes to the increased demand for prescription medications, and opens up the market for weight loss and cholesterol medications. From a psychological perspective, people are always seeking that magic pill to cure whatever ails them. As drug companies introduce more and more medications targeted to various ailments, consumers will always be hungry for that quick solution. Internet pharmacies offer solutions for resolving consumers' problems-at the present-perhaps better than anyone else. Globalization also plays a key role in how our business will develop, in particular, and, more generally, how the Internet pharmacy industry will transform and grow. The Internet is an excellent medium for educating consumers on the fact that there are drastic price differences around the world for prescription medications. It is second to none as an effective vehicle that can force manufacturers to bring their drug prices in line around the world.
Sheila: What is your best selling product right now? Has that changed since you first opened?
Martin: Lipitor-a cholesterol reducing medication-has held the number one position on our list, and the list of other pharmacies around the world, since its creation.

Sheila: Tell me about your product strategies for the future.

Martin: Our plans are to expand into over-the-counter medications as well as to other front shop items that you may see in any regular pharmacy. As we expand our product line, we will explore ways of sourcing these items from various locations around the world. The sourcing of international products is undertaken both as an offensive and a defensive strategy. Offensive, in the sense that we will be able to attract consumers throughout the world wanting the lowest priced medications, and defensive in the sense that we can have multiple distribution points located in numerous countries in case regulations in one or more jurisdictions turn negative for us.
Sheila: Who are your customers (primary/secondary)? What are your target segments?

Martin: The primary consumer averages 67 years of age, with a gender breakdown of 60 percent female and 40 percent male. Often, our customers have little or no prescription insurance, and are forced to pay out-of-pocket for all of their prescription expenses.

The secondary market is comprised of institutions, corporations, and health insurers seeking to offer employees/clients prescription drug coverage at a 30 percent to 70 percent savings. Each segment can be further decomposed by location of domicile (city, county, state, province, country), average age, and level of insurance coverage.
Sheila: Is customer loyalty important in the Internet pharmacy industry? How many loyal customers and repeat buyers do you estimate you have?
Martin: As I mentioned to you earlier, with a high customer acquisition cost you really start to see your profits attached to customers that place refill orders. Currently, 81 percent of our customers refill the prescriptions with us on a regular basis. I can't over-emphasize the importance of customer loyalty to the Internet pharmacy business. We rely on our customers to purchase our products, engage in word-of-mouth promotion to their

friends and family, support us politically in the fight against the entrenched powers that wish to stymie our efforts, and they provide us feedback on the products they wish to see on our lists. We have to work very closely with each and every one of them in order to survive. 

Sheila: How do you increase customer loyalty? Do you do anything that differs from other Internet pharmacies to attract loyal customers?
Martin: We provide superior, timely, dependable service. Furthermore, we keep our promise whenever we make a commitment to a customer-we never walk away from our obligations. Our customers know this fact. We also offer referral programs, coupons, promotions, and various package inserts that provide added benefits and help us retain our customers. One of our biggest strengths is our ability to constantly keep the line of communication open with customers, letting them know the status of their orders, advising them of new products coming on line, and the status of their savings by working with us. We strive to always be present whenever customers need our assistance. I suspect that all successful Internet pharmacies do much the same, or they would not be operating today. Customers would simply ignore them if they were not receiving substantial benefits. The competition is very keen and service levels are particularly high.

Sheila: What has been your feedback from customers?

Martin: It is interesting that you ask that question. We administered a market research survey at the start of 2004, and asked our customers their opinions about our company. I am very proud to say that 89 percent of the respondents were extremely satisfied with our service. Many of them indicated a very high likelihood of recommending our company to their friends and family, and most of them indicated they would be repurchasing medical products from us in the future. We also receive cards and letters on a regular basis from customers thanking us for our efforts.
Sheila: What were the factors that stimulated the formation of the Internet pharmacy industry?
Martin: A factor that played a huge role is the Internet-it allowed entrepreneurs the ability to directly reach consumers with the message that medications are cheaper in Canada. The industry would never have started if online pharmacies were not able to get their marketing and political messages out in a timely manner. The pharmaceutical industry has spent years setting up an international distribution model whereby the market is charged whatever it will bear. Because of the lack of standardized regulations across markets and countries, their monopoly model created a situation where medications could be sold at drastically different prices around the world. It was only a matter of time before someone found out about their dirty little secret and used the Internet technology to exploit the information. The industry started in the U.S. and quickly gravitated to

Canada because of the amply supply of cheap, high quality, prescription drugs with low, regulated prices. It is interesting to note that the original Canadian Internet pharmacies were very aware that there was enough business for everyone. In their wisdom they supported the entry of many other pharmacies. If they could increase their numbers, so the logic went, then they could band together to fight any economic or political obstacle that the fledgling industry would likely confront.

Sheila: Describe in your own words why there is this concern about Internet pharmacies.

Martin: The media always looks for a hook in any news story. In this case, the media really likes the Robin Hood-like aspects of upstart Canadian Internet pharmacies taking on Big Pharma to help little old ladies in the U.S. The story gets even sweeter when the upstart pharmacies bring in valued tax dollars, while at the same time creating much needed jobs in rural communities. The Canadian media also likes stories about Canadian businesses taking advantage of big U.S. companies.
Sheila: Would you please comment on the professional jealousy that may come from traditional pharmacists?
Martin: A number of political, economic, and technological factors have created business opportunities where pharmacists can earn additional revenue practicing in an international market. The Internet pharmacy industry has been infiltrated by a swarm of recent graduates that are extremely familiar and comfortable with the latest communications and business technologies that are quite useful in starting and operating an international pharmacy.  Younger, more technically savvy pharmacists have essentially taken business opportunities from some of the older pharmacists in the industry. Younger pharmacists also find the Internet business a new and exciting aspect of clinical practice. Furthermore, certain pharmacists have shown a resistance to Internet marketing because of the pace with which it has taken over established practices within the industry. Many people have become complacent over the years, and have accepted the way the existing pharmaceutical system functions. They tend to be very resistant to any changes that are proposed.

Sheila: Who would you say are the key participants in the Internet pharmacy debate? What are their key arguments?
Martin: This is a very good question. On the Canadian side, the Manitoba and Canadian Pharmacy Associations, the federal and provincial governments, Big Pharma, and the Internet pharmacies are key players. Most of the drama in Canada has involved the

Pharmacy Associations, Big Pharma, and the Internet Pharmacies. Provincial and federal governments have taken a back seat in the debate. On the U.S. side, Big Pharma, the U.S. Food and Drug Administration (FDA), the Bush administration, U.S. senators and congressmen, state Pharmacy Boards, state governments, and senior citizen groups have been active participants. In both settings, Big Pharma has been the Internet pharmacies' strongest adversary.  Interestingly, the Bush administration came out in support of Internet pharmacies early in the debate. The FDA and certain federal and state governments have not supported our cause, although a number of governments have sided with us. Of course, seniors' groups are strongly supportive of us, as we offer

them a deal Big Pharma has never provided and likely will never provide to them.

The arguments coming from those against us on the Canadian side are:

1.  The practice is unsafe;

2.  It violates standards and practices of various professional bodies;

3.  It causes drug shortages in Canada. Those against us from the U.S. always argue:

1) Drugs shipped from Canada are illegal-they are not inspected/

    approved by the FDA;

2) One cannot be sure that the medications are safe since the FDA does not 
    control or regulate them.

Sheila: Who are your biggest critics? What have you done to try to curb their actions and opinions?
Martin: Professional associations for both pharmacists and physicians provide the most vehement criticism of our industry. We have answered their criticisms about patient safety by implementing policies, practices, and procedures regarding distribution and handling of prescription drugs that are more stringent than most traditional pharmacies operating in Canada today.
Sheila: What is the current position argued by the major drug companies? In your opinion, why have they taken this position? What have they done to prevent you from moving your business ahead? What do you anticipate they will do next?

Martin: They are dead-set against this industry maintaining its existence because it sheds light on their dirty little secret of how they milk the American consumer for everything they can get away with. Any public statement from Big Pharma regarding the Internet pharmacy issue always reverts back to the potential dangers we pose to the consuming public. They have not, nor will they ever, step forward and address the real issue that drives our reason for existence-namely, the unsupportable price differentials among prescription medications between markets in the U.S., where prescription drugs are unregulated, and the rest of the civilized world, where regulations are more commonplace. They have complete control over the real issue, but choose not to take action because they are looking after their collective bottom line rather than the interests of ailing consumers. Pressure from their shareholders drives them to react in ways that will protect their 602 Part 6 Supplementary Material bottom line. These large conglomerates choose to fight us through political means-public smear campaigns, and congressional and legislative lobbying-rather than head-to-head competition. If they succeed through employing political methods, then they will protect their current business model at a substantially lower cost.

They can end all of this almost overnight by dropping their prices in the U.S. and thereby eliminate the Canadian price advantage. We all know that will never happen. So, the debate continues, and new opportunities for improving the plight of entrepreneurs, new technologies, and, most unfortunately, sufferers with limited resources, will be sacrificed to the powers that be. What actions have they taken to date? Drug companies have begun limiting medical supplies to Internet pharmacies. In addition, Big Pharma has created a blacklist system, which they use to cut off all wholesalers and Internet suppliers trading between Canada and the U.S. We expect to see in the near future further

blacklisting, government lobbying on both sides of the border, and potential lawsuits against companies such as ours. 

Sheila: Do you work together well with other Canadian Internet pharmacies? Do you see a split between companies within Canada?
Martin: We do work very closely with our competitors on issues that affect our entire industry. Cooperation between companies is dramatized by the recent formation of our two associations: the Canadian International Pharmacists Association (CIPA), which is set up to present our interests in Washington and Ottawa, and the Manitoba International Pharmacists Association, which makes our case in Manitoba. Each province has slightly different regulations when it comes to Internet pharmacies. Some provinces offer advantages that others do not. And no, I do not see a split among the Internet pharmacies. We are all in it together. We compete with each other as any business group would; however, we work together in order to assist each other and to develop and protect our online customers.
Sheila: What are your major operational problems?

Martin: Maintaining ample supplies of prescription drugs is the key operating issue we face at the moment. Big Pharma has been blacklisting items that have limited our  operations in a few markets.  We require ample supplies of key products; otherwise, it will be very difficult to push ahead with our marketing programs. Big Pharma is keenly aware of our dependency on them. Also, the rise of the Canadian dollar forces us to find ways to save money and to operate more efficiently. Finally, regulatory changes can potentially redefine our logistics system. It is a major task keeping abreast of the political changes that take place in Canada, the U.S., and our other world markets.

Sheila: What are the key regulatory issues you face?

Martin: One of the biggest regulatory hot buttons is the use of Canadian licensed physicians to review U.S. prescriptions. We also deal with:

1) the licensing requirements of the pharmacy;

2) the responsibilities of the pharmacist;

3) the pharmacist to technician ratio;

4) meeting disclosure requirements of the regulatory agencies.

Sheila: What are the marketing impacts of government regulations?

Martin: We have to be extremely careful in the way we advertise our services. We must adhere to federal standards on prescription advertising as well as the MPhA's standards and practices. For example:

1) We are not allowed to say that we are the best pharmacy;

2) We are not allowed to really have a sale on prescription drugs;

3) We cannot tell the patient what their percent savings is above those in the U.S., 
or greater than any competitor's. At all times we have to make sure that our   medication prices are in line with the rest of the Canadian marketplace, while still making sure that we attain a certain margin at the current exchange rate. Similarly, we have to be aware of our competitors' marketing activities that could potentially raid our customer base.
Sheila: I have a few "what if " questions for you. What if U.S. citizens could no longer buy from Canadian Internet pharmacies?
Martin: There are many examples where prescription drugs are differentially priced throughout the world. The companies with the best customer relationships will be those that remain in business in the event the U.S. market folds.
Sheila: What would be your comment if someone were to say "your company encourages people to break the law, that is unethical"?
Martin: What if the law is there to protect the bottom line of the drug company while all the time sacrificing the well being of the patient? Is it unethical to give the power of choice to the consumer-a person that is forced to choose between food, rent, and perhaps their life savings in order to pay for medications each month? Is it unethical to provide the consumer with sufficient information for her to make an educated decision on what is proper action for her? Internet pharmacies empower the consumer by granting them the knowledge that they need to secure medications they need at prices they can afford. Should an American pharmacist turn away a patient in need because that patient could not afford to pay exorbitant prices for her medication? 
Sheila: How would you respond if someone were to say "companies like yours put Canada's drug supply at risk"?

Martin: Our industry has existed for four years, and to date there is no evidence of any shortage of medications. Our critics have been asked to produce proof supporting the under-supply claim, but they always come up empty handed. Furthermore, Big Pharma's love for profits prevents it from cutting off supplies entirely to any one country. Governments have the power to decide which businesses can and cannot exist in a given marketplace, particularly if they act belligerently, or act as monopolists. If a single pharmaceutical company were to cease supplying drugs to Canada, then Health Canada would likely nullify that company's patents and open production of that medication to generic manufacturers. This action would surely lead to increased competition and lower prices. Similar actions would take place if companies tried to limit supply. Natural  competition between drug companies prevents this from ever happening. Which company is the first one that wants to pull out of Canada? If one pulls out, then their competition will have no moral problem with taking up the slack caused by their departure. In the end, each pharmaceutical company's share of the Canadian market is too valuable for it to

risk by attempting to intimidate the general public or us. Ironically, the business model that Big Pharma helped to create is the same business model that forces them to stay in the marketplace. 

Sheila: If you sought advice about ways to improve your company in light of the regulatory and competitive difficulties, what would you ask for?

Martin: That is another very good question, because I do need advice. I would like someone to tell me how I can more effectively educate consumers about the arguments presented by Big Pharma. Most people have little time to delve into the arguments and facts in order to test the veracity of their claims. I need to know how to arrange a public relations project that will tell the true story about the Internet pharmacy versus Big Pharma fight. Governments are really at odds with what to do. They know consumers

benefit from our existence, yet they are compelled to support Big Pharma because of their sheer economic and political clout. Which method would get the message out to the public so that competition can ration products and profits efficiently and fairly? This issue is very important and I need a lot of guidance in dealing with it. Thanks for letting me speak my mind.
Sheila: And thank you for spending time with me and speaking your mind so effectively.

Questions
1. Describe the situation facing the Internet pharmacies. Who are the major participants? What are their positions and arguments?
2. Discuss the marketing implications for Martin's company if the U.S. government and the large pharmaceutical companies were to support the development of Canadian Internet pharmacies.
3. Are Internet pharmacies unethical? Are the large pharmaceutical companies unethical in eliminating supplies to Internet pharmacies?
This case was written by Sheila Molloy and Ed Bruning of the University of Manitoba. The authors were generously assisted by Martin Pacek, who provided valuable insights into the Internet pharmacy industry.

​​
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National Office Machines of Dayton, Ohio, manufacturers of cash registers, electronic data processing equipment, adding machines, and other small office equipment, has recently entered into a joint venture with Nippon Cash Machines of Tokyo, Japan.

Last year, National Office Machines (NOM) had domestic sales of over $1.4 billion and foreign sales of nearly $700 million. Besides in the United States, it operates in most of Western Europe, the Mideast, and some parts of the Far East. In the past, it has had no significant sales or sales force in Japan, although the company was represented there by a small trading company until a fewyears ago. In the United States, NOM is one of the leaders in the field and is considered to have one of the most successful and aggressive sales forces found in this highly competitive industry. Nippon Cash Machines (NCM) is an old-line cash register manufacturing company organized in 1882. At one time, Nippon

was the major manufacturer of cash register equipment in Japan, but it has been losing ground since 1970 even though it produces perhaps the best cash register in Japan. 

Last year's sales were 9 billion yen, a 15 percent decrease from sales the prior year. The fact that it produces only cash registers is one of the major problems; the merger with NOM will give them much-needed breadth in product offerings. Another hoped-for strength to be gained from the joint venture is managerial leadership, which is sorely needed.

Fourteen Japanese companies have products that compete with Nippon; other competitors include several foreign giants such as IBM, National Cash Register, and Unisys of the United States, and Sweda Machines of Sweden. Nippon has a small sales force of 21 men, most of whom have been with the company their entire adult careers. These salespeople have been responsible for selling to Japanese trading companies and to a few larger purchasers of equipment.

Part of the joint venture agreement included doubling the sales force within a year, with NOM responsible for hiring and training the new salespeople, who must all be young, college-trained Japanese nationals. The agreement also allowed for U.S. personnel

in supervisory positions for an indeterminate period of time and for retaining the current Nippon sales force. One of the many sales management problems facing the Nippon/

American Business Machines Corporation (NABMC, the name of the new joint venture) was which sales compensation plan to use. That is, should it follow the Japanese tradition of straight salary and guaranteed employment until death with no individual incentive program, or the U.S. method (very successful for NOM in the United States) of commissions and various incentives based on sales performance, with the ultimate threat of being fired if sales quotas go continuously unfilled?


The immediate response to the problem might well be one of using the tried-and-true U.S. compensation methods, since they have worked so well in the United States and are perhaps the kind of changes needed and expected from U.S. management. NOM management is convinced that salespeople selling its kinds of products in a competitive market must have strong incentives to produce. In fact, NOM had experimented on a limited basis in the United States with straight salary about ten years ago and it was a bomb. Unfortunately, the problem is considerably more complex than it appears on the surface. 


One of the facts to be faced by NOM management is the traditional labor-management relations and employment systems in Japan. The roots of the system go back to Japan's feudal era, when a serf promised a lifetime of service to his lord in exchange for a lifetime of protection. By the start of Japan's industrial revolution in the 1880s, an unskilled worker pledged to remain with a company all his useful life if the employer would teach him the new mechanical arts. The tradition of spending a lifetime with a single employer survives today mainly because most workers like it that way. The very foundations of Japan's management system are based on lifetime employment, promotion through seniority, and single company unions. There is little chance of being fired, pay raises are regular, and there is a strict order of job-protecting seniority. Japanese workers at larger companies still are protected from outright dismissal by union contracts and an industrial tradition that some personnel specialists believe has the force of law. Under this tradition, a worker can be dismissed after an initial trial period only for gross cause, such as theft or some other major infraction. As long as the company remains in business, the worker isn't discharged, or even furloughed, simply because there isn't enough work to be done. 


Besides the guarantee of employment for life, the typical Japanese worker receives many fringe benefits from the company. Bank loans and mortgages are granted to lifetime employees on the assumption that they will never lose their jobs and therefore the ability to repay. Just how paternalistic the typical Japanese firm can be is illustrated by a statement from the Japanese Ministry of Foreign Affairs that gives the example of A, a male worker who is employed in a fairly representative company in Tokyo. To begin with, A lives in a house provided by his company, and the rent he pays is amazingly low when compared with average city rents. The company pays his daily trips between home and factory. A's working hours are from 9 A.M. to 5 P.M. with a break for lunch which he usually takes in the company restaurant at a very cheap price. He often brings home food, clothing, and other miscellaneous articles he has bought at the company store at a discount ranging from 10 percent to 30 percent below city prices. The company store even supplies furniture, refrigerators, and television sets on an installment basis, for which, if necessary, A can obtain a loan from the company almost free of interest.

In case of illness, A is given free medical treatment in the company hospital, and if his indisposition extends over a number of years, the company will continue paying almost

his full salary. The company maintains lodges at seaside or mountain resorts where A can spend the holidays or an occasional weekend with the family at moderate prices. . . . It must also be remembered that when A reaches retirement age (usually 55) he will receive a lump-605.

CASE B-07

Cultural Norms, Fair & Lovely, and Advertising
Fair & Lovely, a branded product of Hindustan Lever, LTD (HLL), is touted as a cosmetic that lightens skin color. On its Web site (www.hll.com)the company calls its product, “the miracle worker,” which is “proven to deliver one to three shades of change.” While tanning is the rage in Western countries, skin lightening treatments are popular in Asia.

According to industry sources, the top-selling skin lightening cream in India is Fair & Lovely from Hindustan Lever, followed by CavinKare’s Fairever brand. HLL’s Fair & Lovely brand was the undisputed monarch of the market with a 90 percent share until CavinKare Ltd (CKL) launched Fairever. In just two years, the Fairever brand gained an impressive 15 percent market share. HLL’s share of market for the Fair & Lovely line generates about $60 million annually. The product sells for about 23 rupees ($0.29) for a 25-gram tube of cream.

The rapid growth of CavinKare’s Fairever (www.cavinkare.com) brand prompted HLL to increase its advertising effort and to launch a series of ads depicting a “fairer girl gets the boy theme.” One advertisement featured a financially strapped father lamenting his fate, saying, “If only I had a son,” while his dark-skinned daughter looks on, helpless and demoralized because she can’t bear the financial responsibility of her family. Fast-forward and plain Jane has been transformed into a gorgeous light-skinned woman through the use of a “fairness cream,” Fair & Lovely. Now clad in a miniskirt, the woman is a successful flight attendant and can take her father to dine at a five-star hotel. She’s happy and so is her father.

In another ad, two attractive young women are sitting in a bedroom; one has a boyfriend and, consequently, is happy. The darker-skinned woman, lacking a boyfriend, is not happy. Her friend’s advice—Use a bar of soap to wash away the dark skin that’s keeping men from flocking to her.

HLL’s series of ads provoked CavinKare Ltd to counter with an ad that takes a dig at HLL’s Fair & Lovely ad. CavinKare’s ad has a father–daughter duo as the protagonists, with the father shown encouraging the daughter to be an achiever irrespective of her complexion. CavinKare maintained that the objective of its new commercial is not to take a dig at Fair & Lovely but to “reinforce Fairever’s positioning.”

“We have noticed attempts by Fair & Lovely to blur our positioning by changing its communication platform from ‘wanting to get married’ to ‘achievement,’ the principal Fairever theme. Since we don’t have the spending power to match HLL, a tactical way for us to respond is to reinforce our brand positioning and ‘the commercial will be aired until the company’s “objective” is achieved,’” a CavinKare official said.

Skin color is a powerful theme in India and much of Asia where a lighter color represents a higher status. While Americans and Europeans flock to tanning salons, many across Asia seek ways to have “fair” complexions. Culturally, fair skin is associated with positive values that relate to class and beauty. One Indian lady commented that when she was growing up, her mother forbade her to go outdoors. She was not trying to keep her daughter out of trouble but was trying to keep her skin from getting dark.

Brahmins, the priestly caste at the top of the social hierarchy, are considered fair because they traditionally stayed inside, poring over books. The undercaste at the bottom of the ladder are regarded as the darkest people because they customarily worked in the searing sun. Ancient Hindu scriptures and modern poetry eulogize women endowed with skin made of white marble.

Skin color is closely identified with caste and is laden with symbolism. Pursue any of the “grooms” and “brides wanted” ads in newspapers or on the Web that families use to arrange suitable alliances and you will see that most potential grooms and their families are looking for “fair” brides; some even are progressive enough to invite responses from women belonging to a different caste. These ads, hundreds of which appear in India’s daily newspapers, reflect attempts to solicit individuals with the appropriate religion, caste, regional ancestry, professional and educational qualifications, and, frequently, skin color. Even in the growing numbers of ads that announce “caste no bar,” the adjective “fair” regularly precedes professional qualifications.

Bollywood (India’s Hollywood) glorifies conventions on beauty by always casting a fair-skinned actress in the role of heroine, surrounded by the darkest extras. Women want to use whiteners because it is “aspirational, like losing weight.”

Even the gods supposedly lament their dark complexion— Krishna sings plaintively, “Radha kyoon gori, main kyoon kala? (Why is Radha so fair when I’m dark?).” A skin deficient in melanin (the pigment that determines the skin’s brown color) is an ancient predilection. More than 3,500 years ago, Charaka, the famous sage, wrote about herbs that could help make the skin fair.

Indian dermatologists maintain that fairness products cannot truly work as they reach only the upper layers of the skin and so do not affect melanin production. Nevertheless, “hope springs eternal” and for some Fair & Lovely is a “miracle worker.” “The last time I went to my parents’ home, I got compliments on my fair skin from everyone,” one user gushes—but for others, only disappointment. One 26-year-old working woman has been a regular user for the past eight years but to no avail. “I should have turned into Snow White by now but my skin is still the same wheatish color.”

The number of Indians who think lighter skin is more beautiful may be shrinking. Sumit Isralni, a 22-year-old hair designer in his father’s salon, thinks things have changed in the last two years, at least in India’s most cosmopolitan cities, Delhi, Mumbai, and Bangalore. Women now “prefer their own complexion, their natural way” Isralni says; he prefers a more “Indian beauty” himself. “I won’t judge my wife on how fair her complexion is.” Sunita Gupta, a beautician in the same salon, is more critical. “It’s just foolishness!” she exclaimed. The premise of the ads that women could not become airline attendants if they are dark-skinned was wrong, she said. “Nowadays people like black beauty.” It is a truism that women, especially in the tropics, desire to be a shade fairer no matter what their skin color. Although, unlike the approach used in India, advertisements elsewhere usually show how to use the product and how it works.

Shahnaz-Husain (www.shahnaz-husain.com), an herbal care company in India (which has for three decades been the greatest promoter of ayurveda, a holistic health system that originated around 5,000 years ago in India), introduced (2004) a new fairness cream for the masses. The founder says, “I have another fairness product which is a cream to cure skin pigmentation but that cost Rs 300 and people kept on telling me, ‘Are you only for the rich? Can’t the poor ever make use of your products? So I decided there has to be something for everyone. I have spent 34 years trying to figure out how to enter the mass market, I have spent 34 years in research and development and this is it—this white tube is the end result.”

Commenting on the cultural bias toward fair skin, one critic states, “There are attractive people who go through life feeling inferior to their fairer sisters. And all because of charming grandmothers and aunts who do not hesitate to make unflattering comparisons. Kalee Kalooti is an oft-heard comment about women who happen to have darker skin. They get humiliated and mortified over the color of their skin, a fact over which they have no control. Are societal values responsible? Or advertising campaigns? Advertising moguls claim they only reflect prevailing attitudes in India. This is possibly true but what about ethics in advertising? Is it correct to make advertisements that openly denigrate a majority of Indian people—the dark-skinned populace? The advertising is blatant in their strategy. Mock any one who is not the right color and shoot down their self-image.”

A dermatologist comments, “Fairness obtained with the help of creams is short-lived. The main reason being, most of these creams contain a certain amount of bleaching agent, which whitens facial hair, and not the skin, which leads people to believe that the cream worked.” “In India the popularity of a product depends totally on the success of its advertising.”

HLL launched its television ad campaign to promote Fair & Lovely in December 2001 and withdrew it in February 2003, amid severe criticism for its portrayal of women. Activists argued that one of the messages the company sends through its “air hostess” ads demonstrating the preference for a son who would be able to take on the financial responsibility for his parents is especially harmful in a country such as India where gender discrimination is rampant. Another offense is perpetuating a culture of discrimination in a society where “fair” is synonymous with “beautiful.” AIDWA (All India Women’s Democratic Association) lodged a complaint in March and April 2002 with HLL about their offensive ads, but Hindustan Lever failed to respond.

The women’s association then appealed to the National Human Rights Commission alleging that the ad demeaned women. AIDWA objected to three things: (1) the ads were racist, (2) they were promoting son preference, and (3) they were insulting to working women. “The way they portrayed the young woman who, after using Fair & Lovely, became attractive and therefore lands a job suggested that the main qualification for a woman to get a job is the way she looks.” The Human Rights Commission passed AIDWA’s complaints on to the Ministry of Information and Broadcasting, whichsaidthecampaignviolatedtheCableand Television Network s Act of 1995—provisions in the Act state that no advertisement shall be permitted which “derides any race, caste, color, creed and nationality” and that “Women must not be portrayed in a manner that emphasized passive, submissive qualities and encourages them to play a subordinate secondary role in the family and society.” The government issued notices of the complaints to HLL. After a year-long campaign led by the AIDWA, Hindustan Lever Limited discontinued two of its television advertisements for Fair & Lovely fairness cold cream in March 2003.

Shortly after pulling its ads off the air, and, coincidentally, on International Women’s Day, HLL launched its “Fair & Lovely Foundation,” vowing to “encourage economic empowerment of women across India” by providing resources in education and business. Millions of women “who, though immensely talented and capable, need a guiding hand to help them take the leap forward.” Presumably into a fairer future.

HLL sponsored career fairs in over 20 cities across the country offering counseling in as many as 110 careers. It supported 100 rural scholarships for women students passing their 10th grade, a professional course for aspiring beauticians, and a three-month Home Healthcare Nursing Assistant’s course catering to young women between the ages 18 and 30. According to HLL, the Fair & Lovely Academy for Home Care Nursing Assistants offers a unique training opportunity for young women who possess no entry level skills and, therefore, are not employable in the new economy job market. The Fair & Lovely Foundation plans to serve as a catalyst for the economic empowerment for women across India. The Fair & Lovely Foundation will showcase the achievements of these women not only to honor them, but also to set an example for other women to follow.

Fairness creams advertising on television registered a rise of nearly 56 percent in the first half of 2004 as compared to the same in 2003. Hindustan Lever rules the fairness creams category with nearly 84.4 percent of the advertising pie on television.

In 2004 Fair & Lovely redefined the route to fairness with the new advanced multivitamin Total Fairness cream which lightens skin complexion in four weeks. Total Fairness cream is formulated with the world’s most advanced, patented fairness technology for regular every day use. It contains Vitamin C and Vitamin E plus a triple sunscreen system which protects the skin from the sun’s darkening UVA and UVB rays.

A product review in www.mouthshut.com posted February 28, 2005, praises Fair & Lovely fairness cream: “[Fair & Lovely] contains fairness vitamins which penetrate deep down our skin to give us radiant fairness.” “I dunno if it can change the skin color from dark to fair, but my personal experience is that it works very well, if you have a naturally fair color and want to preserve it without much headache.” “I think Riya Sen has the best skin right now in Bollywood. It appears to be really soft and tender. So, to have a soft and fair skin like her I recommend Fair & Lovely Fairness Lotion or Cream.” Although “skin color isn’t a proof of greatness. Those with wheatish or dark skin are by no way inferior to those who have fair skin.”

Here are a few facts about HLL taken from www.hll.com in 2003:

Lever Limited is India’s largest Packaged Mass Consumption Goods Company. We are leaders in Home and Personal Care Products and Food and Beverages including such products as Ponds and Pepsodent. We seek to meet everyday needs of people everywhere—to anticipate the aspirations of our consumers and customers and to respond creatively and competitively with branded products and services which raise the quality of life. It is this purpose which inspires us to build brands. Over the past 70 years, we have introduced about 110 brands.

Fair & Lovely has been specially designed and proven to deliver one to three shades of change in most people. Also its sunscreen system is specially optimized for Indian skin. Indian skin unlike Caucasian skin tends to “tan” rather than “burn” and, hence, requires a different combination of UVA & UVB sunscreens.

The fairness cream is marketed in over 38 countries through HLL Exports and local Unilever companies and is the largest selling skin lightening cream in the world. The brand today offers a substantive range of products to consumers including Fair & Lovely Fairness Reviving Lotion, Fair & Lovely Fairness Cold Cream and Fair & Lovely Fairness Soap.

The following statement was taken from HLL www.hhl.com in August 2005.

A woman’s passion for beauty is universal and catering to this strong need is Fair & Lovely. Based on a revolutionary breakthrough in skin lightening technology, Fair & Lovely was launched in 1978.

The Hindustan Lever Research Centre [it is among the largest research establishments in India’s private sector, including pharmaceutical companies, with facilities in Mumbai and Bangalore] deployed technology, based on pioneering research in the science of skin lightening, to develop Fair & Lovely. The formulation is patented. Its formulation acts safely and gently with the natural renewal process of the skin, making complexion fairer over a period of six weeks.

Fair & Lovely is formulated with optimum levels of UV sunscreens and niacinamide, which is known to control dispersion of melanin in the skin. It is a patented and proprietary formulation, which has been in the market for 25 years. Niacinamide (Vitamin B3) is a water-soluble vitamin and is widely distributed in cereals, fruits and vegetables—and its use in cosmetic formulations has been known for various end benefits. The UV components of the formulation are scientifically chosen and used at optimum levels to provide wide spectrum protection against UV rays of the sun. Specifically, this patented formulation offers a high UVA protection, which is more relevant to Asian skin than plain SPF protection creams sold in the West. All the active ingredients in the Fair & Lovely formulation function synergistically to lighten skin color through a process that is natural, reversible and totally safe.

The brand today offers a substantive range of products, including Ayurvedic Fair & Lovely Fairness cream, Fair & Lovely Anti-Marks Cream, Fair & Lovely Oil Control Fairness Gel, Fair & Lovely for Deep Skin and Fair & Lovely Fairness Soap. The latest has been the Perfect Radiance, a complete range of 12 premium skincare solutions from Fair & Lovely.

Questions
1. Is it ethical to sell a product that is, at best, only mildly effective? Discuss.

2. Is it ethical to exploit cultural norms and values to promote a product? Discuss

3. Is the advertising of Fair & Lovely demeaning to women or is it portraying a product not too dissimilar to cosmetics in general?

4. Will HLL’s Fair & Lovely Foundation be enough to counter charges made by AIDWA? Discuss

5. In light of AIDWA’s charges, how would you suggest Fair & Lovely promote its product? Discuss. Would your response be different if Fairever continues to use “fairness” as a theme of its promotion? Discuss.

6. Propose a promotion/marketing program that will counter all the arguments and charges against Fair & Lovely and be an effective program.

7. Comment on the change in the two statements by HLL between 2003 and 2005. Do the changes in the statements reflect a change in marketing/advertising strategy?

8. Comment on Shahnaz-Husain’s introduction of “fairness cream for the masses” in 2004 in light of AIDWA’s charges.

Sources: Nicole Leistikow, “Indian Women Criticize ‘Fair and Lovely’ Ideal,” Women’s eNews, April 28, 2003; Shuchi Sinha, “Skin Care: Fair & Growing,” India Today, December 4, 2000, p. 48; Ratna Bhushan, “CavinKare Changes Tack to Challenge HLL Strategy,” Business Line (The Hindu), July 10, 2002; Arundhati Parmar, “Objections to Indian Ad Not Taken Lightly,” Marketing News, June 9, 2003, p. 4; “Fair & Lovely Launches Foundation to Promote Economic Empowerment of Women,” Press Release Fair & Lovely Foundation (www.hll.com and search for foundation), March 11, 2003; Cavinkare Changers Tack to Challenge HLL Strategy,” Indian Business Insight, July 10, 2002; Shunu Sen, “A Fair Way of Advertising,” Business Line (The Hidu), August 1, 2002; “Ad Nauseam,” The Statesman-Asia Africa Intelligence Wire, March 9, 2002; Rina Chandran, “All for Self-Control,” Business Line (The Hindu), April 24, 2003; Miriam Jordan, “Creams for a Lighter Skin Capture the Asian Market Especially in India as a Cultural Virtue,” International Herald Tribune, May 24, 1998; Simon Robinson and Peter Hawthorne, “Color Blindness: Obsessed with Fair Skin, Many African Women Are Using Dangerous Lighteners,” Time, July 30, 2001; Khozem Merchant and Edward Luce, “Not So Fair and Lovely,” Financial Times, March 19, 2003; Bhanu Pande and Seema Shukla, “Big Brother Is Watching,” Economic Times, May 9, 2003; “Herbal Queen Shahnaz Brings Mass Fairness Cream,” Indo-Asian News Service, September 14, 2004; “Fair & Lovely Redefines Fairness with Multivitamin Total Fairness Cream,” press release, Hindustan Lever Ltd., May 3, 2005; and Dr. Deepa Kanchankoti, “Do You Think Fairness Creams Work?” www.mid-day.com/metro, July 13, 2005.

CASE B-08
Coke and Pepsi Learn to Compete in India
The Beverage Battlefield
In 2003, Jagdeep Kapoor, chairman of Samsika Marketing Consultants in Mumbai (formerly Bombay), commented that “Coke lost a number of years over errors. But at last it seems to be getting its positioning right.” Similarly, Ronald McEachern, PepsiCo’s Asia chief, asserted “India is the beverage battleﬁeld for 2003.”

The experience of the world’s two giant soft drinks companies in India during the 1990s and the beginning of the new millennium was not a happy one, even though the government had opened its doors wide to foreign companies. Both companies experienced a range of unexpected problems and difﬁcult situations that led them to recognize that competing in India requires special knowledge, skills, and local expertise. In many ways, Coke and Pepsi managers had to learn the hard way that “what works here” does not always “work there.” In spring 2003, Alex von Behr, the president of Coca-Cola India, admitted ruefully, “The environment in India is challenging, but we’re learning how to crack it.”

The Indian Soft Drinks Industry
In India, over 45 percent of the soft drinks industry in 1993 consisted of small manufacturers. Their combined business was worth $3.2 million dollars. Leading producers included Parle Agro (hereafter “Parle”), Pure Drinks, Modern Foods, and McDowells. They offered carbonated orange and lemon-lime beverage drinks. Coca-Cola Corporation (hereafter “Coca-Cola”) was only a distant memory to most Indians at that time. The company had been present in the Indian market from 1958 until its withdrawal in 1977, following a dispute with the government over its trade secrets. After decades in the market, Coca-Cola chose to leave India rather than cut its equity stake to 40 percent and hand over its secret formula for the syrup.

Following Coca-Cola’s departure, Parle became the market leader and established thriving export franchise businesses in Dubai, Kuwait, Saudi Arabia, and Oman in the Gulf, along with Sri Lanka. It set up production in Nepal and Bangladesh, and served distant markets in Tanzania, Britain, the Netherlands, and the United States. Parle invested heavily in image advertising at home, establishing the dominance of its ﬂagship brand, Thums Up.

Thums Up is a brand associated with a “job well done” and personal success. These are persuasive messages for its target market of young people aged 15 to 24. Parle has been careful in the past not to call Thums Up a cola drink, so it has avoided direct comparison with Coke and Pepsi, the world’s brand leaders.

The soft drinks market in India is composed of six product segments: cola, “cloudy lemon,” orange, “soda” (carbonated water), mango, and “clear lemon,” in order of importance. Cloudy lemon and clear lemon together make up the lemon-lime segment. Prior to the arrival of foreign producers in India, the ﬁght for local dominance was between Parle’s Thums Up and Pure Drinks’ Campa Cola.

In 1988, the industry had experienced a dramatic shakeout following a government warning that BVO, an essential ingredient in locally produced soft drinks, was carcinogenic. Producers either had to resort to using a costly imported substitute, estergum, or they had to ﬁnance their own R&D in order to ﬁnd a substitute ingredient. Many failed and quickly withdrew from the industry.

Competing with the segment of carbonated soft drinks is another beverage segment composed of noncarbonated fruit drinks. These are a growth industry because Indian consumers perceive fruit drinks to be natural, healthy, and tasty. The leading brand has traditionally been Parle’s Frooti, a mango-ﬂavored drink, which was also exported to franchisees in the United States, Britain, Portugal, Spain, and Mauritius.

Opening up the Indian Market in 1991
In June 1991, India experienced an economic crisis of exceptional severity, triggered by the rise in imported oil prices following the ﬁrst Gulf War (after Iraq’s invasion of Kuwait). Foreign exchange reserves fell as nonresident Indians (NRIs) cut back on repatriation of their savings, imports were tightly controlled across all sectors, and industrial production fell while inﬂation was rising. A new government took ofﬁce in June 1991 led by PrimeMinister Narasimha Rao. Inspired by Finance Minister Dr. Manmohan Singh, the government introduced measures to stabilize the economy in the short term and launched a fundamental restructuring program to ensure medium-term growth. Results were dramatic. By 1994, inﬂation was halved, exchange reserves were greatly increased, exports were growing, and foreign investors were looking at India, a leading Big Emerging Market, with new eyes.

The turnaround could not be overstated; one commentator said “India has been in economic depression for so long that everything except the snake-charmers, cows and the Taj Mahal has faded from the memory of the world.” For many years, the outside world had viewed the Indian government as unfriendly to foreign investors. Outside investment had been allowed only in high tech sectors and was almost entirely prohibited in consumer goods sectors. The “principle of indigenous availability” had speciﬁed that if an item could be obtained anywhere else within the country, imports of similar items were forbidden. As a result of this policy, India became self-reliant in its defense industry, developing both nuclear and space programs. In contrast, Indian consumers had little choice of products or brands, and no guarantees of quality or reliability.

Following liberalization of the Indian economy in 1991 and introduction of the New Industrial Policy intended to dismantle complicated trade rules and regulations, foreign investment increased dramatically. Beneﬁciary industries included processed foods, software, engineering plastics, electronic equipment, power generation, and petroleum generation. A commentator observed, “In the 1970s and 1980s, it was almost antinational to advocate foreign investment. Today the Prime Minister and Finance Minister are wooing foreign investors.”

Foreign companies that had successfully pioneered entry into the Indian market many decades earlier, despite all the stringent rules, quickly increased their equity stakes under the new rules from 40 percent to 51 percent. These long-established companies included global giants such as Unilever, Procter & Gamble, Pﬁzer, Hoechst, BAT, and Philips (of the Netherlands).

Coca-Cola and Pepsico Enter the Indian Market
Despite its huge population, India had not been considered by foreign beverage producers to be an important market. In addition to the deterrents imposed by the government through its austere trade policies, rules and regulations, local demand for carbonated drinks in India was very low compared to countries at a similar stage of economic development. In 1989, the average Indian was buying only three bottles a year. This compared to per-capita consumption rates of 11 bottles a year in Bangladesh and 13 in Pakistan, India’s two neighbors.

PepsiCo PepsiCo lodged a joint venture application to enter India in July 1986. It had selected two local partners, Voltas and Punjab Agro. This application was approved under the name “Pepsi Foods Ltd.” by the government of Rajiv Gandhi in September 1988. As expected, very stringent conditions were imposed on the venture. Sales of soft drink concentrate to local bottlers could not exceed 25 percent of total sales for the new venture. This limit also included processing of fruits and vegetables by Pepsi Foods Ltd. Robert Beeby, CEO of Pepsi-Cola International, said at that time: “We’re willing to go so far with India because we wanted to make sure we get an early entry while the market is developing.”

In May 1990, the government mandated that Pepsi Food’s products be promoted under the name “Lehar Pepsi” (“lehar” meaning “wave”). Foreign collaboration rules in force at the time prohibited use of foreign brand names on products intended for sale inside India. Other examples of this policy were Maruti Suzuki, Carrier Aircon, L&T Honeywell, Wilkinson’s Wiltech, Modi-Champion, and Modi-Xerox.

In keeping with local tastes, Pepsi Foods launched Lehar 7UP in the clear lemon category, along with Lehar Pepsi. Marketing and distribution were focused in the north and west around the major cities of Delhi and Mumbai. An aggressive pricing policy on the one-liter bottles had a severe impact on the local producer, Pure Drinks. The market leader, Parle, preempted any further pricing moves by Pepsi Foods by introducing a new 250-ml. bottle that sold for the same price as its 200-ml. bottle.

Pepsi Foods struggled to ﬁght off local competition from Pure Drinks’ Campa Cola, Duke’s lemonade, and various brands of Parle. Aware of its difﬁculties, Pepsi Foods approached Parle in December 1991 to offer an alliance. Parle declined the offer, choosing to stand its ground and continuing to ﬁght to preserve its number one position.

The ﬁght for dominance intensiﬁed in 1993 with Pepsi Food’s launch of two new brands, Slice and Teem, along with the introduction of fountain sales. At this time, market shares in the cola segment were 60 percent for Parle (down from 70 percent), 26 percent for Pepsi Foods, and 10 percent for Pure Drinks.

Coca-Cola In May 1990, Coca-Cola attempted to reenter India by means of a proposed joint venture with a local bottling company owned by the giant Indian conglomerate, Godrej. The government of Rajiv Gandhi turned down this application just as PepsiCo’s application was being approved. Undeterred, Coca-Cola made its return to India by joining forces with Britannia Industries India Ltd., a local producer of snack foods. The new venture was called “Britco Foods.” In 1993 Coca-Cola ﬁled an application to create a 100 percent-owned soft drinks company, Coca-Cola India.

The arrival of Coca-Cola in the Indian soft drinks industry forced local small producers to consider extreme survival measures. The small Delhi-based company, Pure Drinks, tried to revamp its bottling alliance with Coca-Cola from earlier years, even offering to withdraw its own leading brand, Campa Cola, as an inducement to Coca-Cola. Campa Cola’s brand share at the time was 10 percent. However, Coca-Cola had its sights set on a different partner, Parle.

Among local producers, it was believed at that time that Coca-Cola would not take market share away from local companies because the beverage market was itself growing consistently from year to year. Yet this belief did not stop individual local producers from trying to align themselves with the market leader. Thus, in July 1993, Parle offered to sell Coca-Cola its bottling plants in the four key cities of Delhi, Mumbai, Ahmedabad, and Surat. In addition, Parle offered to sell its leading brands including Thums Up, Limca, Citra, Gold Spot, and Mazaa. It chose to retain ownership only of Frooti and a soda (carbonated water) called Bisleri.

As a result of Parle’s offer, two new ventures were set up to bottle and market both companies’ products. The marketing venture would provide advertising, media services, promotional and sales support. Parle’s chief, Ramesh Chauhan, was named Chairman and Coca-Cola staffed the Managing Director’s position. Parle held 49 percent of the marketing venture but took an equal 50 percent stake in the bottling venture.

Fast Forward to the New Millennium

Seasonal Sales Promotions—the 2000 Navrartri Campaign In India the summer season for soft drink consumption lasts 70 to 75 days from mid-April to June. During this time, over 50 percent of the year’s carbonated beverages are consumed across the country. The second-highest season for consumption lasts only 20 to 25 days during the cultural festival of Navratri (“Nav” means nine and “ratri” means night). This is a traditional Gujarati festival and it goes on for nine nights in the state of Gujarat, in the western part of India. Mumbai also has a signiﬁcant Gujarati population that is considered part of the target market for this campaign.

As Sunil Kapoor, Regional Marketing Manager for Coca-Cola India, stated, “As part of the ‘think local—act local’ business plan, we have tried to involve the masses in Gujarat with ‘Thums Up Toofani Ramjhat,’ with 20,000 free passes issued, one per Thums Up bottle. (‘Toofan’ means a thunderstorm and ‘ramjhat’ means ‘let’s dance,’ so together these words convey the idea of a ‘fast dance.’) There are a number of (retail) on-site activities too, such as the ‘buy one—get one free’ scheme and lucky draws where one can win a free trip to Goa.” (Goa is an independent Portuguese-speaking state on the west coast of India, that is famed for its beaches and tourist resorts.)

For its part, PepsiCo also participates in annual Navratri celebrations through massive sponsorships of “garba” competitions in selected venues in Gujarat. (“Garba” is the name of a dance, which is done by women during the Navratri festival.) In 2000 Deepak Jolly, Executive Vice-President for PepsiCo India, commented: “For the ﬁrst time, Pepsi has tied up with the Gujarati TV channel, Zee Alpha, to telecast ‘Navratri Utsav 2000 at Mumbai’ on all nine nights. (‘Utsav’ means festival.) Then there is the mega offer for the people of Ahmedabad, Baroda, Surat, and Rajkot where every reﬁll of a case of Pepsi 300-ml. bottles will fetch one kilo of Basmati rice free.” (These are four cities located in the state of Gujarat. Basmati rice is considered to be a premium quality rice. After the initial purchase of a 300-ml. bottle, consumers can get reﬁlls at reduced rates at select stores.)

During the Navratri festival, both companies are extremely generous with giveaways in their sales promotions. For example, in 2000 Pepsi Foods offered a free Kit Kat with every 1.5-liter bottle and a Polo (hard candies like “Lifesavers”) with each 500-ml. bottle of Pepsi and Mirinda.

The 2002 Summer TV Campaign In 2002 Pepsi Foods took the lead in the clear lime category with 7UP leading its category, followed by Coca-Cola’s Sprite brand. On March 7, 2002, it launched a new summer campaign for 7UP. This date was chosen to coincide with the India–Zimbabwe One-Day cricket series. The new campaign slogan was “Keep It Cool” to emphasize the product attribute of refreshment.

A nationwide television advertising campaign was designed with the objectives of growing the category and building brand salience. The national campaign was to be reinforced with regionally adapted TV campaigns, outdoor activities, and retail promotions.

PepsiCo’s ad spending for 7UP was not comparable to the level invested in its ﬂagship brand, Pepsi-Cola, because the clear lime segment in 2002 was minuscule, accounting for just 4.5 percent of the total carbonated soft drinks market. This was equal to about 250–270 million cases. The cloudy lemon segment is more than twice this size, with 10 percent market share; carbonated orange drinks account for about 15 percent.

7UP was being sold in 250-ml., 300-ml., and 500-ml. bottles, and in 200-ml. bottles in southern states. The industry trend was pushing toward 200-ml. bottles in order to increase frequency of purchase and volume of consumption. Pepsi Foods rolled out its Mirinda Lemon, Apple and Orange in 200-ml. bottles in the Delhi market, following similar market launches in Punjab and Uttar Pradesh in the previous year.

In the past, celebrity actors Amitabh Bachchan and Govinda, who are famous male stars of the Indian movie industry, had endorsed Mirinda Lemon. This world-famous industry is referred to as “Bollywood” (the Hollywood of India based in Bombay).

Both Coca-Cola and PepsiCo routinely keep close track of the success of their seasonal advertising campaigns in India through use of marketing research agencies. Coca-Cola has used ORGMARG, while Pepsi Foods has worked with IMRB. ORG-MARG uses its weekly “Ad Track” to study spontaneous ad recall among 1,000 male and female respondents aged 12–49 in 17 cities. IMRB’s “Perception Analyzer System” surveys 15–30 year olds in four cities. Responses are sought on measures of likeability of the ad and intention to buy.

Pepsi’s Sponsorship of Cricket and Football (Soccer) After India won an outstanding victory in the 2002 India–England NatWest One-Day cricket series ﬁnals, PepsiCo launched a new ad campaign featuring the batting sensation, Mohammad Kaif. Although he had been signed up a year earlier, Kaif had not yet ﬁgured in Pepsi ads. The spotlight had been on Sachin Tendulkar and Amitabh Bachchan, who are famous icons as a cricket player and a movie star, respectively. Sachin Tendulkar is considered to be the best batsman in the history of cricket. He started his international cricket career at the age of 16, and now at age 29 he already ﬁgures in the list of top young billionaires in the country! Amitabh Bachchan has the distinction of having being the leading superstar in the Indian movie industry for the last 30 years. Even now, at 60 years of age, he commands the highest name rating any star has ever received in Bollywood.

PepsiCo’s line-up of other cricket celebrities includes Saurav Ganguly, Rahul Dravid, Harbhajan Singh, Zaheer Khan, V.V.S. Laxman, and Ajit Agarkar. Saurav Ganguly is presently the captain of the Indian cricket team. All of these players were part of the Indian team for the 2003 World Cup Cricket held in South Africa, where they performed superbly, reaching the ﬁnals. They lost to Australia in the ﬁnals, but PepsiCo was able to capitalize on the overall team’s performance during the month and a half long tournament.

Six months earlier, PepsiCo had taken advantage of World Cup soccer fever in India, featuring football heroes such as Baichung Bhutia in their celebrity and music-related advertising communications. These ads featured football players pitted against Sumo wrestlers. In addition, para football tournaments were held in selected cities.

In 2003, similar sports-themed promotions took place, centered on PepsiCo’s sponsorship of the World Cup Series in cricket. During the two months of the Series, a new product, Pepsi Blue, was marketed nationwide. This was positioned as a “limited edition,” icy-blue cola sold in 300-ml. returnable glass bottles and 500-ml. plastic bottles. These were priced at 8 rupees (Rs) and Rs. 15, respectively. In addition, commemorative, nonreturnable 250-ml. Pepsi bottles priced at Rs. 12 were introduced. (One rupee was equal to US 2.08 cents in 2003.)

To consolidate its investment in the 2003 campaign, PepsiCo also featured a music video with other celebrity endorsers including the Bollywood stars Amitabh Bachchan, Kareena Kapoor, Abishek Bachchan (the son of Amitabh Bachchan) and Fardeen Khan, as well as several cricketers. The new music video aired on SET Max, which is a satellite channel owned by Sony. This channel is popular among the 15–25 age group, mainly in the northern and western parts of India.

Coca-Cola’s Lifestyle Advertising In 2002 and 2003, Coca-Cola India used a strategy of “building a connect using the relevant local idioms,” according to Rajesh Mani, Regional Marketing Manager. The ad strategy, developed by Orchard Advertising in Bangalore, was based on use of “gaana” music and ballet. (“Gaana” means to sing.)

The ﬁrst ad execution, called “Bombay Dreams,” featured A. R. Rahman, who is a famous music director. This approach was very successful among the target audience of young people, increasing sales by about 50 percent. It also won an Efﬁ Award from the Mumbai Advertising Club. (Note: Even though the name of the city has been ofﬁcially changed from Bombay to Mumbai, local people still continue to use Bombay.)

2003 saw the launch of a second execution of this regional strategy in Chennai (formerly Madras), called “Chennai Dreams.” This ad featured Vijay, a youth icon who is famous as an actor in the regional movies of south India. The campaign targeted consumers in Tamil Nadu, located in the southern part of the country. Thomas Xavier, Executive Creative Director of Orchard Advertising, commented that the success of the ad was due to insight into needs of the target market. “We were clear that the need of the hour was not for an ad ﬁlm, but for a Tamil feature ﬁlm in 60 seconds.”

In 2002 Coca-Cola India worked hard to build up a brand preference for its ﬂagship brand, Coke, among young people in rural target markets. The campaign slogan was “thanda matlab Coca-Cola” (or “cool means Coca-Cola” in Hindi). Coca-Cola India calls its rural youth target market “India B.” The prime objective in this market is to grow the generic soft drinks category and to develop brand preference for Coke. The “thanda” (“cold”) campaign of 2002 successfully propelled Coke into the number three position in rural markets.

The urban youth target market, known as “India A,” includes 18–24 year olds in the major metropolitan areas. In 2003, the urban youth market was targeted with a campaign developed by McCann Erickson. The TV ad ran for 60 seconds and featured actor Vivek Oberoi with Aishwarya Rai. Both are famous as Bollywood movie stars. Aishwarya was the winner of the Miss World crown in 1994 and became an instant hit in Indian movies after deciding on an acting career.

This ad showed Oberoi trying to hook up with Rai by deliberately leaving his mobile phone in the taxi that she hails, and then calling her. The ad message aimed to emphasize conﬁdence and optimism, and a theme of “seize the day,” according to Shripad Nadkarni, Vice-President of Marketing for Coca-Cola India. The 2003 campaign used a variety of media including television, print, outdoor, point-of-sale, restaurant and grocery chains, and local promotional events. “While awareness of soft drinks is high, there is a need to build a deeper brand connect” in urban centers, according to Sharda Agarwal, Director of Marketing for Coca-Cola India. “Vivek Oberoi—who’s an up and coming star today, and has a wholesome, energetic image—will help build a stronger bond with the youth, and make them feel that it is a brand that plays a role in their life, just as much as Levi’s or Ray-Ban.”

Coca-Cola’s speciﬁc marketing objectives for 2003 were to grow the per-capita consumption of soft drinks in the rural markets, and to capture a larger share in the urban market from competition and increase the frequency of consumption there, according to Ms. Agarwal. It was expected that a new “affordability plank” in the advertising strategy, along with introduction of a new 5-rupee bottle, would help to achieve all of these goals.

The”Affordability Plank” In 2003,Coca-Cola India dramatically reduced prices of its soft drinks by 15 percent to 25 percent nationwide, in order to encourage consumption. This followed an earlier regional action in North India that reduced prices by 10–15 percent for its carbonated brands, Coke, Thums Up, Limca, Sprite and Fanta. In other regions such as Rajasthan, western and eastern Uttar Pradesh, and Tamil Nadu, prices were slashed to Rs. 5 for 200-ml. glass bottles and Rs. 8 for 300-ml. bottles from the existing Rs. 7 and Rs. 10 price points, respectively.

These price reductions were in keeping with Coca-Cola’s goal of enhancing affordability of its products, bringing them within arm’s reach of consumers and thereby promoting regular consumption. Given the very low per-capita consumption of soft drinks in India, it was expected that price reductions would expand both the consumer base and the market for soft drinks. PepsiCo was forced to match these price reductions, leading PepsiCo’s Asia chief to conclude: “India is the beverage battleﬁeld for 2003.”

Another initiative by Coca-Cola was the introduction of a new size, the “Mini.” This was expected to increase total volume of sales and account for the major chunk of Coca-Cola’s carbonated soft drink sales, according to Rajesh Mani, Regional Marketing Manager for Coca-Cola India.

The price reduction and new production launch were announced together by means of a new television ad campaign for Fanta and Coke in Tamil. Lowe Chennai created the ad concept, with executions by Primary Colors for Fanta and Rajiv Menon Productions for Coke. Both agencies are based in Chennai.

The 30-second Fanta spot featured the brand ambassador, actress Simran, well-known for her dance sequences in Hindi movies. The ad showed Simran stuck in a trafﬁc jam. Thirsty, she tosses a 5-rupee coin to a roadside stall and signals to the vendor that she wants a Fanta Mini by pointing to her orange dress. (Fanta is an orangeade drink.) She gets her Fanta and sets off a chain reaction on the crowded street, with everyone from school children to a traditional “nani” mimicking her action. (“Nani” is the Hindi word for grandmother.)

Rajesh Mani commented that the company wanted to make consumers “sit up and take notice.” This was accomplished “by using a local star, with local insight, because Tamil Nadu is a big market for Fanta.”

A New Product Category
In order to encourage growth in demand for bottled beverages in the Indian market, several producers have launched their own brand in a new category, bottled water. This market was valued at 1,000 Crore in 2003. (1 Crore = 10,000,000 Rupees, US$1 = Rs48, so 1,000 Crore = US$0.2083 million.)

Coca-Cola’s brand, Kinley, was introduced in 2000. Ogilvy and Mather designed a two-ad television campaign. By 2002 Kinley had achieved a 28 percent market share and was being produced in 15 plants. The biggest of these are located in Mumbai, Delhi, Goa and Bangalore. In 2003 it was planned to double bottling capacity by adding another 10 to 15 production plants. These would be a combination of company-owned plants, franchisee operations, and contract packing companies.

The Kinley brand of bottled water sells in various pack sizes: 500 ml., 1 liter, 1.5 liter, 2 liter, 5 liter, 20 liter, and 25 liter. The smallest pack was priced at Rs. 6 for 500 ml., while the 2-liter bottle was Rs. 17.

The current market leader with 40 percent market share is the Bisleri brand, owned by Ramesh Chauhan, who is the CEO of Parle. Pepsi Foods’ brand is Aquaﬁna with about 11 percent market share. Aquaﬁna is produced in six company-owned or franchised bottling plants in Roha (Maharashtra), Bangalore, Kolkata (formerly Calcutta), and New Delhi. Focusing on metropolitan areas, Pepsi Foods’ ad campaign uses both television and outdoor media, and is managed by HTA, Pepsi Foods’ agency.

Other competing brands in this segment include Bailley by Parle, Hello by Hello Mineral Waters Pvt. Ltd., Pure Life by Nestlé, and a new brand launched by Indian Railways, called Rail Neer.

Coca-Cola’s Attempts to “Crack” the Indian Market
By 2002, Coca-Cola owned 30 bottling plants, 10 franchisees, and held a 56 percent market share of the national soft drink market in India. Yet despite creative and locally responsive marketing efforts and a total investment of some $840 million to build its distribution and manufacturing infrastructure, Coca-Cola had reported losses in India since its return there in 1993. In 2001 the company had written off a loss of $400 million. Total accumulated losses were estimated to be over 2,000 Crore (US$0.4166 million).

To make matters worse, in January 2002 the company was ordered by the government to sell 49 percent of Hindustan Coca-Cola Holding Pvt. Ltd. (HCCHPL), the wholly owned holding company for all Coca-Cola operations in India, to Indian investors. This move by the government followed action taken by Coca-Cola in 1996 when it had requested and received government permission to increase its investment in the Indian market. Under the new governmental policy passed that same year affecting all new soft drink investments, Coca-Cola had agreed to sell 49 percent of its equity to Indian partners within two years. This time limit had been extended once already, but a request for a second extension to 2007 was turned down on October 3, 2001. Coca-Cola was hoping that by 2007 it would be in a stronger ﬁnancial position and would receive a better return on its forced disinvestment.

The government’s response to the company’s second request was that “entry conditions cannot be changed.” This response might have been acceptable if investment rules in India were clear and unchanging, but this was not the case during the 1990s when implementation of government rules had been inconsistent. Some companies, like Coca-Cola, were required to reduce their equity in order to allow Indians into the industry. At the same time, other companies—like Philips (of the Netherlands), Carrier (of the United States), and Cadbury-Schweppes (of Britain)—were being allowed to buy back most of their outstanding shares and would likely delist their shares altogether, effectively making their Indian operations wholly owned subsidiaries. This was the status that Coca-Cola was being forced to give up.

Local market analysts commented that there is no apparent logic behind these government policies, other than to allow local investors to become bargain hunters at the expense of Coca-Cola.

Coca-Cola responded by trying to maintain some control over its operations. It applied for government approval from the Foreign Investment Promotion Board (FIPB) to deny voting rights to its new Indian shareholders. Again the government response was that the company had to abide by the legal provisions that were applicable on the date of its original foreign investment in the country. Since all equities back in 1996–1997 mandatorily had voting rights, it was considered normal that Indian shareholders in this case should receive voting rights. The Indian government in May 2002 turned down Coca-Cola’s request for a waiver of the disinvestment rule.

Making things even more difﬁcult for Coca-Cola at that time was a change of oversight of the FIPB, from the Ministry of Industry to the Department of Economic Affairs. This change would require Coca-Cola and other foreign companies to build new relationships with bureaucrats, rendering past lobbying efforts useless.

Local business observers faulted Coca-Cola for trying to obtain repeated waivers of the disinvestment rule, pointing to the favorable expectation of an oversubscription for shares in the company’s initial public offering. One commentator said “ This is in no way a priority industry, and when it (Coca-Cola) was permitted to do business in India, it was with the condition that it will dilute a 49 percent stake after ﬁve years. Foreign companies keep on saying that in India promises are not fulﬁlled. Why doesn’t this multinational set an example by fulﬁlling its own commitment in this particular issue?” Another stated unsympathetically, “They went into this with their eyes open.”

The Indian government had originally stipulated the 49 percent disinvestment clause as a condition for its agreement to allow Coca-Cola to buy out local Indian bottlers when the company ﬁrst entered the market, instead of setting up greenﬁeld bottling plants, as Coca-Cola had initially proposed. In contrast to Coca-Cola, PepsiCo had entered India in a different year under a different set of rules. Moreover, it was not held to a disinvestment rule because it had opted to set up several greenﬁeld bottling units.

Coca-Cola India initiated its compliance with the government disinvestment rule in February 2003 by following the private placement route. It agreed to place 49 percent of equity from its wholly owned subsidiary Hindustan Coca-Cola Holdings Pvt. Ltd. (HCCHPL), worth $41 million, in its bottling subsidiary Hindustan Coca-Cola Beverages Pvt. Ltd. (HCCBPL). HCCBPL runs the bottling plants originally taken over from local Indian bottlers including Parle. Of the 49 percent equity placed by HCCHPL, 10 percent was placed in Hindustan Coca-Cola Beverages (HCCB), in favor of employee and welfare trusts.

The Second Gulf War
During spring 2003, as a result of the attack by the United States and Britain on Iraq, a call was launched by the All-India Anti-Imperialist Forum to boycott purchases of American and British goods. The boycott targeted speciﬁcally Pepsi, Coca-Cola, and McDonald’s as a protest against the “unjust” war. The Forum’s president is Justice V. R. Krishna Iyer, a former judge of the Indian Supreme Court. The Forum’s general secretary, S. K. Mukherjee, said, “We give a call to all peace-loving people of the world and India to rise up in protest against the imperialist aggression against Iraq . . .” Within two weeks of the announcement of the boycott, sales of Coke and Pepsi in the southern Indian state of Kerala plummeted 50 percent.

Members of the Forum included more than 250 nongovernmental groups. These went on “shop-to-shop” campaigns to persuade retailers not to stock American products. They visited homes in Kerala, presenting the same plea to consumers. Other items on the boycott list included toothpaste, soap, cooking oil, and cosmetics. Retailers feared a public backlash if they stocked items on the boycott list. In place of brand name items, retailers were asked to promote local substitutes such as an herbal product in place of toothpaste and mango juice instead of colas. Sunil Gupta, vice-president of Hindustan Coca-Cola Beverages, commented that this action would hurt not only the Kerala region. “We have one million retail suppliers of our products (in India). In the event of a boycott, it is the Indian economy that will be hit.”

Learning Some Hard Lessons
In 2002 Coca-Cola’s overall sales reached $940 million and company products accounted for more than half the soft drinks market. A three-year cost-cutting program had brought dramatic results, reducing the company’s payroll by 23 percent. Eight outdated plants, inherited from the Thums Up purchase, were closed. Local purchasing policies brought savings of 57 percent on import duties. Coca-Cola’s well known but poorly supported Thums Up brand was reinvigorated with an infusion of $3.5 million spent on advertising and distribution. Market share for Thums Up, which had slipped from more than 60 percent of carbonated beverage sales down to a puny 15 percent, was regained. Within a year, Thums Up ranked second nationwide. Coke still trailed its arch-rival Pepsi, however, with a market share of only 16.5 percent versus 23.5 percent.

Compared with per-capita consumption rates in other Big Emerging Markets, India’s rate was still very low in 2003 at seven (8 ounce) servings per person. This compared with 14 in Pakistan, 89 in China, 278 in South Africa, 471 in Brazil, 1,484 in Mexico, and 1,404 in the domestic U.S. market. Coca-Cola India’s Director of Finance, N. Sridhar, stated conﬁdently, however, “We have turned a corner.” In a similar vein, Jagdeep Kapoor, chairman of Samsika Marketing Consultants in Mumbai, concluded “Coke lost a number of years over errors. But at last it seems to be getting its positioning right.”

Contamination Allegations and Water Usage
Just as things began to look up, an environmental organization claimed that soft drinks produced in India by Coca-Cola and Pepsi contained signiﬁcant levels of pesticide residue. Coke and Pepsi denied the charges and argued that extensive use of pesticides in agriculture had resulted in a minute degree of pesticide in sugar used in their drinks. The result of tests conducted by the Ministry of Health and Family Welfare showed that soft drinks produced by the two companies were safe to drink under local health standards.

In an attempt to regain public trust and credibility after allegations of pesticide contamination incited angry consumers in Bombay to smash thousands of Coke bottles in 2003, the company formed an advisory board led by a former Indian Cabinet Secretary to oversee Coca-Cola’s practices in India. Coke also appointed a former Chief of the Supreme Court to lead an advisory body called the India Environment Council, which will guide Coca-Cola India’s social-responsibility practices. The Coca-Cola Company and PepsiCo hoped the creation of the advisory boards and the purity tests conducted by the Indian government will put to rest consumer fears.

After all the bad press Coke got in India over the pesticide content in its soft drinks, an activist group in California launched a campaign directed at U.S. college campuses accusing Coca-Cola of India of using precious groundwater, lacing its drinks with pesticides and supplying farmers with toxic waste used for fertilizing their crops. According to one report, a plant that produces 300,000 liters of soda drink a day uses 1.5 million liters of water, enough to meet the requirements of 20,000 people.

The issue revolved around a bottling plant in Plachimada, India. Though the state government granted Coke permission to build its plant in 1998, the company was obliged to get the locally elected village council’s go-ahead to exploit groundwater and other resources. The village council issued the required licenses to Coke in 1998 and 2000 but did not renew permission in 2002, claiming the bottling operation had depleted the farmers’ drinking water and irrigation supplies. In 2003 Coke’s plant was closed until the corporation won a court ruling allowing them to reopen.

The reopening of the plant and the activities of the activist group led to several colleges in the United States and even in Europe to ban or stop renewing their contract with Coke. Hundreds of people in the United States called on Coca-Cola to close its bottling plants because the plants drain water from communities throughout India. They contended that such irresponsible practice robs the poor of their fundamental right to drinking water, is a source of toxic waste, causes serious harm to the environment, and threatens the people’s health.

Questions
1.
The political environment in India has proven to be critical to company performance for both PepsiCo and Coca-Cola India. What speciﬁc aspects of the political environment have played key roles? Could these effects have been anticipated prior to market entry? If not, could developments in the political arena have been handled better by each company?

2.
Timing of entry into the Indian market brought different results for PepsiCo and Coca-Cola India. What beneﬁts or disadvantages accrued as a result of earlier or later market entry?

3.
The Indian market is enormous in terms of population and geography. How have the two companies responded to the sheer scale of operations in India in terms of product policies, promotional activities, pricing policies, and distribution arrangements?

4.
“Global localization” (glocalization) is a policy that both companies have implemented successfully. Give examples for each company from the case.

5.
Some analysts consider that Coca-Cola India made mistakes in planning and managing its return to India. Do you agree? What or whom do you think was responsible for any mistakes?

6.
How can Pepsi and Coke confront the issues of water use in the manufacture of their products? How can they defuse further boycotts or demonstrations against their products? How effective are activist groups like the one that launched the campaign in California? Should Coke address the group directly or just let the furor subside, as it surely will?

7.
Which of the two companies do you think has better long-term prospects for success in India?

8.
What lessons can each company draw from its Indian experience as it contemplates entry into other Big Emerging Markets?

This case was prepared by Lyn S. Amine, PhD, Professor of Marketing and International Business, Distinguished Fellow of the Academy of Marketing Science, President, Women of the Academy of International Business, Saint Louis University, and Vikas Kumar, Assistant Professor, Strategic Management Institute, Bocconi University, Milan, Italy. Dr. Lyn S. Amine and Vikas Kumar prepared this case from public sources as a basis for classroom discussion only. It is not intended to illustrate either effective or ineffective handling of administrative problems. The case was revised in 2005 with the authors’ permission.

Sources: Lyn S. Amine and Deepa Raizada, “Market Entry into the Newly Opened Indian Market: Recent Experiences of US Companies in the Soft Drinks Industry,” in Developments in Marketing Science, XVIII, proceedings of the annual conference of the Academy of Marketing Science, Roger Gomes (ed.) (Coral Gables, FL: AMS, 1995), pp. 287–292; Jeff Cioletti, “Indian Government Says Coke and Pepsi Safe,” Beverage World, September 15, 2003; “Indian Group Plans Coke, Pepsi Protests After Pesticide Claims,” AFP, December 15, 2004; “Fortune Sellers,” Foreign Policy, May/June 2004; “International Pressure Grows to Permanently Close Coke Bottling Plant in Plachimada,” PR Newswire, June 15, 2005; “Indian Village Refuses Coca-Cola License to Exploit Ground Water,” AFP, June 14, 2005; and “Why Everyone Loves to Hate Coke,” Economist Times, June 16, 2005.

CASE C-06
Marketing to the Bottom of the Pyramid

Professor C. K. Prahalad’s seminal publication, “The Fortune at the Bottom of the Pyramid,”1 suggests there is an enormous market at the “bottom of the pyramid” (BOP)—that group of some 4 billion people who subsist on less than $2 a day. By some estimates, these “aspirational poor,” who make up three-fourths of the world’s population, represent $14 trillion in purchasing power, more than Germany, the United Kingdom, Italy, France, and Japan put together. Demographically, it’s young and growing at 6 percent a year or more.

Traditionally, the poor are not considered an important market segment. “The poor can’t afford most products”; “they will not accept new technologies”; and “except for the most basic products, they have little or no use for most products sold to higher income market segments”—these are some of the assumptions that have, until recently, caused most multinational ﬁrms to pay little or no attention to those at the bottom of the pyramid. Typical market analysis is limited to urban areas, thereby ignoring rural villages where, in markets like India, the majority of the population lives. However, as major markets become more competitive and in some cases saturated with resulting ever-thinning proﬁt margins, marketing to the bottom of the pyramid is seen by some as having potential worthy of exploration.

One researcher suggested that American and European businesses have to go back and look at their own roots. Sears, Roebuck was created to serve the lower-income, sparsely settled rural market. Singer sewing machines fashioned a scheme to make consumption possible by allowing customers to pay $5 a month instead of $100 at once. The world’s largest company today, Wal-Mart, was created to serve the lower-income market. A few examples of multinational company efforts to overcome the challenges in marketing to the BOP follow.

Designing products for the BOP is not about making cheap stuff but about making technologically advanced products affordable. For example, one company was inspired to invent the Freeplay, a windup self-power-generating radio, when it was learned that isolated, impoverished people in South Africa weren’t getting information about AIDS because they had no electricity for radios and couldn’t afford replacement batteries.

If a product requires the support of an advanced infrastructure, then the product has to be redesigned or the marketing program has to include infrastructure support. For example, Hindustan Lever, a subsidiary of Unilever, markets an inexpensive, reusable heat shield that can keep ice cream cold for 24 hours—permitting the use of vending machines in areas without affordable electricity. And Electrolux Kelvinator, another Indian subsidiary of a Western company, sells refrigerators that can keep contents frozen through six-hour blackouts.

Observers note that such innovations yield marketable products for middle-class consumers, too. For example, the Freeplay radio is now sold in wealthy nations as a standby radio for emergencies. A Chinese appliance maker has captured a third of the world microwave oven market with designs originally intended for the tight spaces of Chinese kitchens.

The BOP market has a need for advanced technology, but to be usable, infrastructure support must often accompany the technology. For example, ITC, a $2.6 billion a year Indian conglomerate, decided to create a network of PC kiosks in villages. For years, ITC conducted its business with farmers through a maze of intermediaries, from brokers to traders. The company wanted farmers to be able to connect directly to information sources to check ITC’s offer price for produce, as well as prices in the closest village market, in the state capital, and on the Chicago commodities exchange. With direct access to information, farmers would get the best price for their product, hordes of intermediaries were bypassed, and ITC gained a direct contact with the farmers, thus improving the efﬁciency of ITC’s soybean acquisition. To achieve this goal, it had to do much more than just distribute PCs. It had to provide equipment for managing power outages, solar panels for extra electricity, and a satellite-based telephone hookup, and it had to train farmers to use the PCs. Without these steps the PCs would never have worked. The complex solution serves ITC very well. Now more than 10,000 villages and more than 1 million farmers are covered by its system. ITC is able to pay more to farmers and at the same time cut its costs because it has dramatically reduced the inefﬁciencies in logistics.

The vast market for cell phones among those at the BOP is not for phones costing $200 or even $100 but for phones costing less than $50. Such a phone cannot simply be a cut-down version of an existing handset. It must be very reliable and have lots of battery capacity, as it will be used by people who do not have reliable access to electricity Motorola went thorough four redesigns to develop a low-cost cell phone with battery life as long as 500 hours for villagers without regular electricity and an extra-loud volume for use in noisy markets. Motorola’s low-cost phone, a no-frills cell phone priced at $40, has a standby time of two weeks and conforms to local languages and customs. The cell-phone manufacturer says it expects to sell 6 million cell phones in six months in markets including China, India, and Turkey.

There is also demand for personal computers but again, at very low prices. To meet the needs of this market, Advanced Micro Devices markets a $185 Personal Internet communicator—a basic computer for developing countries—and a Taiwan Company offers a similar device costing just $100.

For most products, demand is contingent on the customer having sufﬁcient purchasing power. Companies have to devise creative ways to assist those at the BOP to ﬁnance larger purchases. For example, Cemex, the world’s third-largest cement company, recognized an opportunity for proﬁt by enabling lower-income Mexicans to build their own homes. The company’s Patrimonio Hoy Programme, a combination builder’s “club” and ﬁnancing plan that targets homeowners who make less than $5 a day, markets building kits using its premium-grade cement. It recruited 510 promoters to persuade new customers to commit to building additions to their homes. The customers paid Cemex $11.50 a week and received building materials every 10 weeks until the room was ﬁnished (about 70 weeks—customers were on their own for the actual building). Though poor, 99.6 percent of the 150,000 Patrimonio Hoy participants have paid their bills in full. Patrimonio Hoy attracted 42,000 new customers and is expected to turn a $1.5 million proﬁt in 2005.

One customer, Diega Chavero, thought the scheme was a scam when she ﬁrst heard of it, but after eight years of being unable to save enough to expand the one-room home where her family of six lived, she was willing to try anything. Four years later, she has ﬁve bedrooms. “Now I have a palace.”

Another deterrent to the development of small enterprises at the BOP is available sources of adequate ﬁnancing for microdistributors and budding entrepreneurs. For years, those at the bottom of the pyramid needing loans in India had to depend on local money-lenders, at interest rates up to 500 percent a year. ICICI bank, the second-largest banking institution in India, saw these people as a potential market and critical to its future. To convert them into customers in a cost-effective way, ICICI turned to village self-help groups.

ICICI Bank met with microﬁnance-aid groups working with the poor and decided to give them capital to start making small loans to the poor—at rates that run from 10 percent to 30 percent. This sounds usurious, but it is lower than the 10 percent daily rate that some Indian loan sharks charge. Each group was composed of 20 women who were taught about saving, borrowing, investing, and so on. Each woman contributes to a joint savings account with the other members and, based on the self-help group track record of savings, the bank then lends money to the group, which in turn lends money to its individual members. ICICI has developed 10,000 of these groups reaching 200,000 women. ICICI’s money has helped 1 million households get loans that average $120 to $140. The bank’s executive directory says the venture has been “very proﬁtable.” ICICI is working with local communities and NGOs to enlarge its reach.

When Unilever saw that dozens of agencies were lending microcredit loans funds to poor women all over India, they thought that these would-be microentrepreneurs needed businesses to run. Unilever realized it couldn’t sell to the bottom of the pyramid unless it found low-cost ways to distribute its product, so it created a network of hundreds of thousands of Shakti Amma (“empowered mothers”) who sell Lever’s products in their villages through an Indian version of Tupperware parties. Start-up loans enabled the women to buy stocks of goods to sell to local villagers. In one case, a woman who received a small loan was able to repay her start-up loan and has not needed to take another one. She now sells regularly to about 50 homes, and even serves as a miniwholesaler, stocking tiny shops in outlying villages a short bus ride from her own. She sells about 10,000 rupees ($230) of goods each month, keeps about $26 proﬁt, and ploughs the rest back into new stock. While the $26 a month she earns is less than the average $40 monthly income in the area, she now has income, whereas before she had nothing.

Today about 1,300 poor women are selling Unilever’s products in 50,000 villages in 12 states in India and account for about 15 percent of the company’s rural sales in those states. Overall, rural markets account for about 30 percent of the company’s revenue.

In another example, Nguyen Van Hon operates a ﬂoating sundries distributorship along the Ke Sat River in Vietnam’s Mekong Delta—a maze of rivers and canals dotted with villages. His boat is ﬁlled with boxes containing small bars of Lifebuoy soap and single-use sachets of Sunsilk shampoo and Omo laundry detergent, which he sells to riverside shopkeepers for as little as 2.5 cents each. At his ﬁrst stop he makes deliveries to a half dozen small shops. He sells hundred of thousands of soap and shampoo packets a month, enough to earn about $125—ﬁve times his previous monthly salary as a junior Communist party ofﬁcial. “It’s a hard life, but its getting better.” Now, he says, he “has enough to pay his daughter’s schools fees and soon he will have saved enough to buy a bigger boat, so I can sell to more villages.” Because of aggressive efforts to reach remote parts of the country through an extensive network of more than 100,000 independent sales representatives such as Hon, the Vietnam subsidiary of Unilever realized a 23 percent increase in sales in 2004 to more than $300 million.

As one observer noted, “the poor cannot be Wal-Martized.” Consumers in rich nations use money to stockpile convenience. We go to Sam’s Club, Costco, K-Mart, and so on, to get bargain prices and the convenience of buying shampoos and paper towels by the case. Selling to the poor requires just the opposite approach. They do not have the cash to stockpile convenience and they do not mind frequent trips to the village store. Products have to be made available locally and in affordable units; fully 60 percent of the value of all shampoo sold in India is in single-serve packets.

Nestlé is targeting China with a blitz of 29 new ice cream brands, many selling for as little as 12 cents with take-home and multipack products ranging from 72 cent to $2.30. It also features products specially designed for local tastes and preferences of Chinese consumers, such as Nestlé Snow Moji, a rice pastry ﬁlled with vanilla ice cream that resembles dim sum, and other ice cream ﬂavors like red bean and green tea. The ice cream products are distributed through a group of small independent saleswomen, which the company aims to expand to 4,000 women by 2006. The project is expected to account for as much as 24 percent of the company’s total rural sales within the next few years.

Questions

1.
As a junior member of your company’s committee to explore new markets, you have received a memo from the chairman telling you to be prepared at the next meeting to discuss key questions that need to be addressed if the company decides to look further into the possibility of marketing to the BOP segment. The ultimate goal of this meeting will be to establish a set of general guidelines to use in developing a market strategy for any one of the company’s products to be marketed to the “aspirational poor.” These guidelines need not be company or product speciﬁc at this time. In fact, think of the ﬁnal guideline as a checklist—a series of questions that a company could use as a start in evaluating the potential of a speciﬁc BOP market segment for one of its products.

2.
Marketing to the BOP raises a number of issues revolving around the social responsibility of marketing efforts. Write a position paper either pro or con on one of the following:

a.
Is it exploitation for a company to proﬁt from selling soaps, shampoo, personal computers, and ice cream, and so on, to people with little disposable income?

b. Can making loans to customers whose income is less than $100 monthly at interest rates of 20 percent to purchase TVs, cell phones, and other consumer durables be justiﬁed?

c.
One authority argues that squeezing proﬁts from people with little disposable income—and often not enough to eat—isn’t capitalist exploitation but rather that it stimulates economic growth.

Sources: C. K. Prahalad, The Fortune at the Bottom of the Pyramid (Philadelphia: Wharton School Publishing, 2004); Stefan Stern, “How Serving the Poorest Can Bring Rich Rewards,” Management Today, August 2004; Kay Johnson and Xa Nhon, “Selling to the Poor: There Is a Surprisingly Lucrative Market in Targeting Low-Income Consumers,” Time, April 25, 2005; Cris Prystay, “India’s Small Loans Yield Big Markets,” Asian Wall Street Journal, May 25, 2005; C. K. Prahalad, “Why Selling to the Poor Makes for Good Business,” Fortune, November 15, 2004; Alison Maitland, “A New Frontier in Responsibility,” Financial Times, November 29, 2004; Normandy Madden, “Nestlé Hits Mainland with Cheap Ice Cream,” Advertising Age, March 7, 2005; Ritesh Gupta, “Rural Consumers Get Closer to Established World Brands,” Ad Age Global, June 2002; Alison Overholt, “A New Path to Proﬁt,” Fast Company, January 1, 2005; Patrick Whitney, “Designing for the Base of the Pyramid,” Design Management Review, Fall 2004; C. K. Prahalad and Stuart Hart, “Fortune at the Bottom of the Pyramid,” Strategy & Business 26 (2002); C. K. Prahalad and Aline Hammond, “Serving the World’s Poor, Proﬁtably,” Harvard Business Review, September 2002; “The Invisible Market,” Across the Board, September/October 2004; Anuradha Mittal and Lori Wallach, “Selling Out the Poor,” Foreign Policy, September/October 2004; G. Pascal Zachary, “Poor Idea,” New Republic, March 7, 2005; “Calling an End to Poverty,” The Economist, July 9, 2005; Susanna Howard, “P&G, Unilever Court the World’s Poor,” Wall Street Journal, June 1, 2005; Rajiv Banerjee and N. Shatrujeet, “Shoot to the Heart,” Economic Times, July 6, 2005; David Ignatius, “Pennies from the Poor Add Up to Fortune,” Korea Herald, July 7, 2005; Rebecca Buckman, “Cell Phone Game Rings in New Niche: Ultra Cheap,” Wall Street Journal, August 18, 2005, p. B4.

Foot-Notes

1C. K. Prahalad, The Fortune at the Bottom of the Pyramid (Philadelphia: Wharton School Publishing, 2004).

CASE C-07

McDonald’s Great Britain—The Turnaround
New menus, improved service, advertising, opening new stores, closing others, and refurbishing others have propelled McDonald’s U.S. back into an active growth cycle after experiencing a slack period in 2003 and 2004—U.S. sales have climbed for 24 straight months. Sales in Great Britain have not shown a similar movement. Sales at McDonald’s 1,235 British outlets have been sluggish for years, and the reasons are numerous. New chains such as Yo! Sushi and Nando’s Chicken Restaurants, which features spicy Portuguese chicken, have outpaced McDonald’s. Operators such as U.S.-based Subway Restaurants are pulling in customers with fresh salads and sandwiches on focaccia bread. Starbucks has made McDonald’s outlets look sterile and out-of-date. And the 2001 scare over mad cow disease, along with concerns about rising obesity, make things worse.

In part because of lackluster performance in Great Britain, McDonald’s European operations—the second biggest market after America, responsible for about 30 percent of profits, have suffered. In 2005, European sales fell 0.7 percent, while U.S. sales grew 4.7 percent. Further, same-store sales for European restaurants open more than a year registered a 3 percent decline.

To give you a flavor of what McDonald’s U.K. faces, here are observations about McDonald’s Britain.

Comments from Various News Sources
•
A 24-year-old advertising sales representative in West London commented, “The McDonald’s near where I work is really smart, with Internet access and everything, but I only go in there as a last resort.”

•
“Twenty-three years ago, or thereabouts, I had my first McDonald’s. I was studying at Cambridge and a group of us drove to London to watch a football match. We stopped off at McDonald’s in the Strand and I experienced the joys of a Big Mac with fries, to go. It felt like the height of cool. I was from Cumbria, and McDonald’s, which came to this country only in 1974, hadn’t yet penetrated that far north. My friends were Londoners, hip, dead trendy. They had cars at university, they drove to see the capital’s smarter teams, and they ate at McDonald’s.

“Recently, I popped into the same outlet in Strand and clearly, it’s not just fashion that shifts: my taste buds have altered too—either that or after two or three pints at a football ground, anything seems delicious. Eschewing the option—as most of its customers do—to go healthy and order a salad, I went for a traditional double cheeseburger. The burger bun tasted like cottonwood, the beef in the burger patty lacked texture. It was manufactured, processed and quick.”

•
Some opine that like all empires, McDonald’s has had its day and is now on the slippery slope to oblivion. McDonald’s could go the way of Howard Johnson’s, another restaurant chain that once covered America but now has all but disappeared.

•
Everything has been hurled at the company, from fears about contracting mad cow disease to two teenage girls suing the company for making them fat to a savagely critical best-selling book, Fast Food Nation (which revealed, among other things, that the beef in McDonald’s patties can come from up to 100 different cows) and a hit film, Super Size Me (whose maker, Morgan Spurlock, did nothing except eat at McDonald’s for a month with disastrous effects to his health, turning his liver into something approaching pâté). The result: profits fell, earnings per share were down, and the firm famous for its expansion was forced to close restaurants.

•
A recently released documentary, called McLibel, reopened old wounds for McDonald’s. McLibel recounts the story behind a decade-long court battle—the longest in British history—that pitted McDonald’s against two Greenpeace activists whom the company accused of libel. McDonald’s sued (1994) five London-based Greenpeace activists after they distributed leaflets that asked, “What’s Wrong with McDonald’s?” Three pulled out but two fought the chain. After initially being ordered to pay damages, the two appealed twice, then took their complaint to the U.K.’s Court of Human Rights, claiming that a lack of access to legal aid hurt their right to a fair trail. In February the court sided with the activists, giving the government three months to appeal. At the time of the decision McDonald’s said the world has moved on since then and so has McDonald’s.

•
There are positives for McDonald’s U.K. For all its perceived problems, McDonald’s profits are £118 million a year. Nearly 3 million people visit its British branches every day and among teenagers, McDonald’s is still the number one food brand.

•
The company monitors news articles and television references to McDonald’s in Britain, rating them “negative,” “neutral,” or “positive.” In 2004, most reports were negative, but in 2005 opinion had moved to pretty much neutral ground.

Steps Taken To Reverse the Trend
•
McDonald’s has rolled out new offerings, including salads, yogurt, and other fare aimed at health-conscious diners. To develop new recipes, the company has opened a test kitchen in Europe. It’s also planning facelifts for many of its 6,200 European outlets.

•
McDonald’s temporarily dropped its globally recognized Golden Arches logo in ads in the U.K. in an attempt to change customers’ perception and emphasize a new “healthy menu.” The two-week campaign is called “Change” and carries the tag line “McDonald’s—But not as you know it.” The ads show healthy meals such as fruits and salads.

•
The Big Tasty, a burger on an oversize bun introduced last year, is selling well, the company says.

•
April 2004 a Salads Plus menu, which features four varieties of main-course salads topped with warm chicken, a premium chicken sandwich, and a fruit-and-yogurt dessert, were introduced in Britain.

•
In response to demands for more nutritional information on McDonald’s menu, tray liners were used to convey dietary information. On the top of tray liners is an appeal for RMCC (Ronald McDonald Children’s Charities) and on the flip side is a detailed breakdown of nutritional and allergy information. Every item available in a McDonald’s is listed, from the obvious—a Big Mac at 493 calories, 22.9 grams of fat, and 5.9 grams of fiber—to the less obvious—mineral water comprises no nuts, no seafood, no gluten, and no egg and is suitable for vegetarians. No other restaurant chain goes in for this analytical overload. One observer’s reaction to the nutritional detail was less than positive: “The amount of detail is mind-boggling, and disturbing. You come in for a fast burger and fries, knowing they aren’t the healthiest foods on the planet, and you’re assailed with a battery of facts and figures that merely confirm what you already know.”

•
McDonald’s feels itself under siege from diet campaigners and food experts as well as competitors pushing “healthy” salads and even bread-free sandwiches. To some it seems that McDonald’s has adopted a defense posture even though it is still the second best known brand in the world, behind Coca-Cola.

•
Aiming to boost its popularity among women, McDonald’s launched an ad program (April 2005) featuring performers Destiny’s Child. The campaign features its Salads Plus menu with the addition of chicken salad with pasta, which includes roast peppers, basil, and cherry tomatoes. A low-fat, grilled-chicken Caesar flatbread will replace the grilled chicken flatbread item launched six months earlier. The company has also replaced its dressing on its Salad Plus, which had been criticized for its fat content, with lower-calorie, lower-fat versions.

•
In response to the rise of coffee shops, McDonald’s is serving coffee made from freshly ground Kenco beans. Since the restaurants started grinding beans, the response has been phenomenal. The same goes for the salads and fruit now offered. Ten percent of their profit mix is from salads and 10 million fruit bags were sold in the first year after introduction.

Comments of a newly appointed ceo of Mcdonald’s U.K.
We’re not innovating the way we used to, we’re not leading the way we used to. The world is changing—our customers tell us they’re changing and we’ve not been changing.

•
We will upgrade the McDonald’s experience and give more value to the customer.

•
We’ve slipped. In the area of service, it has become spartan and inconsistent. Our cleanliness didn’t just used to be good, it used to be great. We need to get back to basics. The first part of back to basics is giving the customers the choice they want. The second is making sure service and cleanliness are great. I’m finding out what’s important and I’m reacting to it.

•
We’re the innovators, we’re the leaders. Our customers are outspoken and they criticize. My job is to understand the problem and to lead. If we can get this right, our customers will reward us. We took our eye off the ball. Our customers have been changing and we haven’t noticed. In the last four or five years, a raft of companies have come to the marketplace that have done a better job of identifying those changing tastes.

•
I want McDonald’s to be the U.K.’s breakfast restaurant. Households have been blitzed with new menus, including toasted bagels and toast, and sampling deals. I want people to try it, to compare us. Breakfast is a huge opportunity for us. We can use our drive-thru to offer lattes and toasted bagels to people on their way to work.

•
One immediate task is to assuage the franchisees and owner-operators. If our performance is flat, they’re flat. My philosophy is that we’re like a three-legged stool—staff, suppliers, and owner-operators.

•
Does he eat at McDonald’s? Not every day, but three times a week. His favorite—double cheeseburger.

Questions
1.
Identify the problems confronting McDonald’s U.K. and list them from the most to the least critical. For each problem identified, explain your reasoning.

2.
Some problems you identified in question 1 may require a “quick fix” in the short run while others may require a major shift in company strategy. Assuming that you cannot focus on all the problems at once, suggest the order in which the issues should be addressed and suggest an approach to solving each problem.

Sources: Carol Matlack, Laura Cohn, and Michael Arndt, “Can McDonald’s Get Cooking in Europe?” Business Week, April26,2004;”HealthierOptionsHelp McDonald’s to Fatter Profits,” The Times (London), October 14, 2004; “Film Revisits McD’s Libel Suit in U.K.,” Advertising Age, June 20, 2005; Katherine Griffiths, “McDonald’s Sales Fall in Europe,” The (London) Independent, June 9, 2005; Chris Blackhurst, “Peter Beresford,” Management Today,January2005,p.28;Mark Sweney, “McDonald’s Unveils U.K. 8 Million Ads to Win Over Women,” Marketing (UK), April, 6, 2005; Eric Herman, “McDonald’s Europe Chief Quits after Sales Slide,” Chicago Sun-Times, June 8, 2005; Richard Gibson, “McDonald’s Names New Head of Its European Operations,” Wall Street Journal, June 7, 2005.
CASE D-08

Shirt Wars: Adidas and Nike at the 2002 World Cup

Hosted jointly by Japan and Korea, the 2002 World Cup was the latest battleground for Adidas and Nike – the two leading global sportswear manufacturers. Adidas was the leading brand in football (or soccer in North America) but Nike was in hot pursuit. The World Cup was organized on a four-year cycle by the Fédération Internationale de Football Association (FIFA), which was founded in 1904 and is headquartered in Zurich. Following preliminary rounds of regional competition, the top 32 teams met in the finals to decide which nation would be crowned “champions.” 


As one of the top sporting competitions worldwide, the World Cup delivered a tremendous audience (or “eyeballs”) to sportswear companies. For example, it was expected that 2.5 million spectators would attend the matches in Korea and Japan, and more than one billion fans around the world would watch the games on television. The World Cup provided many opportunities for sportswear companies to reach the public with their messages – whether at matches, via television, through billboards and posters, or at point-of-sale. An overriding objective for Adidas and Nike was to move individuals down the buying process, i.e. from being unaware to aware, to having a brand preference, intending to buy, and then making a purchase. Both companies had developed extensive programs to market through the World Cup, and thus secure a larger global share of the global football market (Ali 2002). 


However, World Cup success was not assured. Three marketing factors were important. The first concerned how well a sportswear company was able to connect itself to the event. This involved both strategic (“Should we formally affiliate ourselves with the event?”) and execution (“Do our ads get attention?”) considerations. A second factor was the form of star players who were under contract to endorse a company’s products. Similarly, the results achieved by national teams sponsored by sportswear manufacturers were important. The performance of players and teams determined how much exposure companies received. Companies had no control over this aspect of their marketing operations. A third factor related to markets. The location of the World Cup in Japan and Korea meant that sales in Asia were a particular target. However, this could prove to be problematic. Japan, for example, had been in a recession for 10 years. China, India and Indonesia had huge populations but, given current incomes and sportswear price levels, demand for Adidas and Nike products was just developing. 


This was the environment in which Adidas and Nike marketing executives found themselves. The two companies were expected to “lock horns” again during the 2002 World Cup. The event provided a focal point for the two companies with new products scheduled for introduction, and advertising and sales promotion campaigns developed in an attempt to gain an edge. The competitive situation is outlined in the next section, followed by a description of the marketing approaches taken by Adidas and Nike.

COMPETITORS

Two of the major sportswear companies were established following a dispute about the family shoe business. In 1948, Adi Dassler created Adidas and his brother Rudi formed PUMA. Adidas went on to become the dominant athletic shoe manufacturer in the 1960s and 1970s, but lost its way as new competitors entered the market in the 1980s. This situation improved for Adidas in the 1990s; a change in leadership resulted in production of shoes and clothing being shifted to Asia, advertising budget increases, and the recruitment of several marketing “gurus” that had been instrumental in the growth of Nike. The company reasserted itself in its traditional areas of sportswear as well as acquiring ski (Salomon) and golf (TaylorMade) interests. By 2001, its global sales were $5.4 billion, concentrated in Europe and North America. (See Table 1 for more detailed information.) It was estimated that Adidas had a 31% share of the global market for football shoes and clothing, which was valued at $5 billion. 

Table 1   Sales Performance of Adidas, Nike and PUMA

	
	Adidas
	Nike
	PUMA

	2001 total sales ($m)
	5,414
	9,489
	530

	One-year sales growth
	1.5%
	5.5%
	21.7%

	Sales by segment* ($m):
	
	
	

	Adidas
	4,277 (79%)
	–
	–

	Salomon
	650 (12%)
	–
	–

	TaylorMade
	487 (9%)
	–
	–

	Footwear
	–
	5,624 (59%)
	265 (50%)

	Apparel
	–
	2,763 (29%)
	265 (50%)

	Equipment
	–
	666 (7%)
	–

	Other brands
	–
	436 (5%)
	–

	Sales by region* ($m):
	
	
	

	U.S./North America
	1,624 (30%)
	4,819 (51%)
	95 (18%)

	Europe
	2,707 (50%)
	2,685 (27%)
	217 (41%)

	Asia/Pacific
	920 (17%)
	1,110 (12%)
	191 (36%)

	Other
	162 (3%)
	975 (10%)
	 27 (5%)


*Adidas and Nike figures for 2001, PUMA for 2000; Source: Hoover’s Online (2002a, b, c)


PUMA is Germany’s second-largest sportswear company. PUMA products were sold in more than 80 countries and achieved 2001 sales of $530 million. PUMA was strongest in Europe and Asia/Pacific. The company was in the throes of re-establishing itself after sales reverses and ownership changes in the 1990s. Following a very successful 2001 (when sales and net income grew by 22% and 113% respectively), a banner year was expected in 2002. 


When the World Cup took place in the United States (U.S.) in 1994, Nike’s share of the football shoe and clothing market stood at 2%. Awakening to the potential offered by football – the world’s most popular sport – Nike executives saw that this was the way to expand business beyond the saturated U.S. market. Since 1994, Nike had spent aggressively to raise its football profile (Leitch 2002). Key moves included spending $200 million to sponsor the Brazilian national team and reportedly paying Ronaldo (the two-time FIFA player of the year) $1 million a year to wear its shoes (Ali, 2002). Nike’s global sales were $9.5 billion in 2001, with the North American market dominant and Europe also strong. 


The balance of the football shoe and clothing market was accounted for by a large number of smaller companies, such as Umbro, Kappa and Hummel. All sportswear companies competed in both sports and fashion markets, for the shoes and clothing were often worn off the field-of-play. Reflecting this situation, product design and image were as important as performance for many buyers. Consequently, advertising, sales promotion and sponsorship were important in influencing demand for football products.  

MARKETING APPROACHES

Although Adidas and Nike planned to spend millions of promotional dollars on the World Cup, their approaches were different. Adidas chose to be one of 15 major corporations that were 2002 FIFA World Cup Korea/Japan™ partners (or sponsors).
 This privilege cost partners about $26 million
 each and enabled them to display their names prominently at venues during the 64-game tournament, receive game tickets for hospitality and promotional purposes, and use the World Cup name and logos in their marketing and advertising. The partnership between Adidas and the World Cup went further: The company provided the official football that would be used in all matches as well as uniforms for the referees. Nike chose not to become involved as a partner or sponsor of the 2002 FIFA World Cup.
 This was consistent with their past practices. Rather, it opted to invest its marketing dollars in mainstream advertising and sales promotion and to make the most of this global football event. Some observers were critical of Nike’s approach, calling the company an “ambush marketer” because they exploited the event without making any financial contribution to its staging. Sponsorship and ambush marketing approaches are outlined in the next section.

Sponsorship

Unlike advertising and other more general forms of promotion, corporate sponsorship is normally undertaken to achieve very specific objectives. These may include creating, maintaining or repositioning a corporate image; generating sales; providing community support; recognizing a social responsibility; and getting around restrictions that do not permit other forms of promotion. Over time, companies have become more selective about the events sponsored and expect to achieve tangible returns for their investment. 


Comparisons between sponsorship and other forms of corporate communications are inevitably made. For example, it is often said that while advertising delivers a straightforward message, sponsorship reaches people in a less commercial way. Sponsors can also benefit by gaining credibility from being associated with a given event—a form of positive publicity. And while sponsorship and sales promotion both provide opportunities to address short-term objectives (e.g. product sampling), the former is likely to offer longer-term residual effects. Events provide an opportunity for achieving corporate objectives, but exploitation requires commitment, timely planning and integration.


Sponsorship offered great potential to companies. For example, a web-based survey revealed that 22% of respondents “would be more likely to use or buy a particular brand if they are a sponsor of the World Cup” (“Sports.com...” 2001). However, positive results were not assured. Sponsors have to connect their brand with the tournament to ensure the best results. Without a strong marketing program, partner companies can lose out to competitors that, although not sponsors, use the event to their advantage. 


The partnership with FIFA was a long-term arrangement. Adidas had made a commitment to be an official sponsor, supplier and licensee not just for 2002 but also for the 2006 World Cup. The tournament would be played in Germany in 2006, the birth country of Adidas. Further, it had secured rights to other important FIFA tournaments including the FIFA Women’s World Cup in 2003 and the FIFA World Youth Championship in 2001, 2003 and 2005. This reflected the company’s desire to be associated with promoting football worldwide and provided extensive licensing and events rights, which it exploited fully (“Adidas & Saatchi”, 2002). By making such arrangements, Adidas also prevented any other sportswear company from becoming an official tournament sponsor.

Ambush marketing

One definition of ambush marketing is that it involves a “planned … campaign by an organization to associate themselves with an event in order to gain at least some recognition and benefits that are associated with being an official sponsor” (Sandler & Shani, 1989). Many observers regard ambushing as unethical. Others disagree, however, saying that it is simply clever marketing that breaks no laws. 


At least three types of ambushing are possible. Typically, companies like Nike have focused on ambushing inside and outside the stadium (e.g. flags, billboards and erection of temporary stores). It is difficult and costly to prevent the many possibilities that exist. TV ambushing is also practiced. This can be countered by negotiating the first rights to all available commercial time in the partner company’s industries. Sometimes, however, this proves too costly for a company that has already invested substantially in the sponsorship itself. Internet ambushing is a relatively new tactic, involving using the official web site name illegally or, more likely, redirecting visitors from the official site to some other (unofficial) site.


Ambush marketing tends not to lend itself to legal recourse since, unless the ambusher is careless, no laws are broken. It is more a question of ethics because a company derives benefits from the event without making any financial contribution to its organization. Ambushing has almost become the norm at major events and expected by official partners. One industry expert suggests sponsoring companies should “protect themselves by negotiating every potential right to block out competitors” (Sauer, 2002). 


Nike’s reputation for ambush marketing started at the 1996 Olympic Games in Atlanta. The company chose not to spend $50 million to be an official sponsor, but “plastered the city in billboards, handed out swoosh banners to wave at the competitions and erected an enormous Nike Center overlooking the stadium” (Sauer, 2002). 


Organizations such as FIFA depend on sponsors to be able to run tournaments. If partner companies see their investments being undermined by the actions of ambush marketers, then the events themselves may be threatened. Ambushing requires that organizers and official sponsors take action so as to ensure that events are not compromised and sponsors get value for money spent. 


In the run-up to the 2002 World Cup, FIFA was critical of companies that sought to benefit from the event without giving anything back. A spokeswoman stated “Parasite activities of direct competitors of our official partners are strategically planned by marketing experts … investing money in ambush marketing means investing into an illegal area and shows not only a lack of decency but also creativity” (Day, 2002). FIFA put considerable effort into defending its trademarks and intellectual property rights (such as the 2002 World Cup) and had achieved a 90 percent success rate in over 500 cases. The fact remained, however, that well-planned company campaigns could avoid infringing FIFA rights while at the same time benefiting from the attention garnered by the World Cup. 

ADVERTISING AND SALES PROMOTION

Although Adidas and Nike took differing positions with regard to World Cup sponsorship, they (as well as other sportswear firms), developed extensive and costly advertising and sales promotion campaigns that coincided with the tournament.

Adidas

Adidas budgeted $88 million for 2002 World Cup promotions. Its “Footballitis” ads showed scientists who are investigating obsessive football fever among players and fans. These ads
 featured high profile players who endorsed Adidas shoes, such as Zinadine Zidane (France), Raul (Spain), and David Beckham (England) (Dell’Apa, 2002). Adidas supported the ad campaign in various media, including an interactive web site. The main goal of the web site was to generate registrations on its marketing database. This was to be accomplished through vehicles such as auctions, the collection of points for participation, and a desktop football game. The site was available in 11 languages, including Chinese, Korean and Japanese (Adidas and Saatchi, 2002).


Adidas put a premium on innovation and planned to introduce shoes and clothing based on one technology that kept the body cooler and drier (ClimaCool), and another that optimized energy transfer in shoes (a3) in time for the World Cup. It sponsored 10 national teams playing in the World Cup, including powerhouse teams such as Argentina, France and Germany. These teams and others wore Adidas kit
 (see Table 2). The company expected its World Cup activities to boost sales further around the world, but particularly in Asia. 

Table 2   Shirt Sponsors and National Football Teams 

	Adidas
	Nike
	PUMA
	Others

	Argentina 

China 

France

Germany 

Japan 

Saudi Arabia

South Africa

Spain 

Sweden 

Turkey
	Belgium 

Brazil 

Croatia 

Nigeria

Portugal 

Russia 

Korea 

United States
	Cameroon

Paraguay

Poland

Tunisia
	Hummel: 

Costa Rica 

Denmark 

Kappa:

Ecuador 

Italy 

Le coq sportif: 

Mexico 

Senegal

Umbro: 

England 

Ireland

Uhlsport: 

Slovenia

Not known: 

Uruguay


Source: www.fifaworldcup.com, www.kitbag.com
Nike

Nike spending levels for the World Cup were not publicized but its budget for football had grown sharply.
 Its World Cup activities revealed the integrated effort needed to promote the brand globally. Innovative clothing and shoe designs were the responsibility of teams in Europe and the U.S. respectively, and were launched for the World Cup following three years of work. The marketing campaign (codename “Scorpion”) was created in Amsterdam for worldwide use and included a TV ad campaign featuring 24 leading footballers playing a “Secret Tournament” on a tanker in an unknown port. The full ad ran for three minutes and was said to have cost more than $15 million to produce (a “first”). The football superstars on Nike’s payroll and featured in the ads included Ronaldo (Brazil), Luis Figo (Portugal), and Thierry Henry (France).
 The ad campaign was supported through other media in April and May and had been preceded by a teaser campaign including the Nike swoosh, a scorpion and posters of the three-man teams taking part in the “Secret Tournament”. As an indication of other support for Nike’s efforts, a digital tournament could be played at www.nikefootball.com and Nike Parks around the world. 


Nike was second only to Adidas in terms of the number of teams that wore its kit. It outfitted eight of the teams in the World Cup, including the most successful nation Brazil (see Figure 2). Company officials expected the World Cup to help boost sales of football shoes and clothing by 7% to $500 million (Dizikes, 2002). 

Others

A number of other companies were expected to mount substantial World Cup advertising and sales promotion campaigns to expand sales through their links with individual players and national teams. These companies (and their head-office locations) included Umbro (England), Hummel (Denmark), Kappa (Italy), le coq sportif (France), and Uhlsport (Germany). Table 2 provides information on the links between sportswear companies and football teams at the 2002 World Cup.

WORLD CUP RIVALRY

Sportswear manufacturers viewed the World Cup as an event with potential for sales and profit gains. It was a high stakes game that required substantial planning and spending, particularly for leading companies. One indication of the rivalry that existed between Adidas and Nike is illustrated by newspaper ads placed the day after the last World Cup final in 1998 between France (sponsored by Adidas) and Brazil (Nike). These ads announced the score as Adidas 3–Nike 0. 

DISCUSSION QUESTIONS

1. What are the pros and cons of a marketing program that employs sponsorship (Adidas) versus ambush marketing (Nike)?

2. Is sponsorship marketing likely to produce better results than ambush marketing? Why or why not?

3. What are the risks associated with using star players to endorse football shoes? Are the same risks faced in outfitting national teams at the World Cup?

4. How do you rate the ad campaigns run by Adidas (“Footballitis”) and Nike (“Secret Tournament”)?

5. The marketing campaigns of Adidas and Nike described in the case target global audiences and buyers. How effective do you think they will be around the world?
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CASE D-09

easyCar.com
At easyCar we aim to offer you outstanding value for money. To us value for money means a reliable service at a low price. We achieve this by simplifying the product we offer, and passing on the beneﬁts to you in the form of lower prices.1
This was the stated mission of car rental company easyCar.com. EasyCar was a member of the EasyGroup family of companies, founded by the ﬂamboyant Greek entrepreneur Stelios Haji-Ioannou, who was known simply as Stelios to most. Stelios founded low-cost air carrier easyJet.com in 1995 after convincing his father, a Greek shipping billionaire, to loan him the £5 million (in January 2003, £1 = €1.52 = U.S.$1.61) needed to start the business.2 EasyJet was one of the early low-cost, no-frills air carriers in the European market. It was built on a foundation of simple point to point ﬂights, booked over the Internet, and the aggressive use of yield management policies to maximize the revenues it derived from its assets. The company proved highly successful, and as a result Stelios had expanded this business model to industries with similar characteristics as the airline industry. EasyCar, founded in 2000 on a £10 million investment on the part of Stelios, was one of these efforts.

EasyCar’s approach, built on the easyJet model, was quite different from the approaches used by the traditional rental car companies. EasyCar rented only a single vehicle type at each location it operated, while most of its competitors rented a wide variety of vehicle types. EasyCar did not work with agents—over 95 percent of its bookings were made through the company’s Web site, with the remainder of bookings being made directly through the company’s phone reservation system (at a cost to the customer of €0.95/minute for the call). Most rental car companies worked with a variety of intermediaries, with their own Web sites accounting for less than 10 percent of their total booking.3 And like easyJet, easy-Car managed prices in an attempt to have its ﬂeet rented out 100 percent of the time and to generate the maximum revenue from its rentals. EasyCar’s information system constantly evaluated projected demand and expected utilization at each site, and it adjusted price accordingly. Because of its aggressive pricing, easyCar was able to achieve a ﬂeet utilization rate in excess of 90 percent4— much higher than other major rental car companies. Industry leader Avis Europe, for example, had a ﬂeet utilization rate of 68 percent.5
It was January 2003. EasyCar had broken even in the ﬁscal year ending September 20026 on revenues of £27 million.7 This represented a signiﬁcant improvement over 2001, when easyCar had lost £7.5 million on revenues of £18.5 million.8 While pleased that the company had broken even in only its third year in operation, Stelios had set aggressive ﬁnancial goals for easyCar for the next two years. Plans called for a quadrupling of revenues in the next two years in preparation for a planned initial public offering in the second half of 2004. EasyCar’s goal was to reach £100 million in revenue and £10 million in proﬁt for the year 2004. The £100 million revenue goal and £10 million proﬁt goal were felt necessary to obtain the desired return from an initial public offering (IPO). It was thought that with this level of performance, the company might be worth about £250 million.9 To achieve these ﬁnancial goals, the company was pushing to open an average of 2 new sites a week through 2003 and 2004 to reach a total of 180 sites by the end of 2004.10

The Rental Car Industry in Western Europe
The western European rental car industry consisted of many different national markets that were only semi-integrated. Although many companies competed within this European rental car industry, a handful of companies held dominant positions, either across a number of national markets or within one or a few national markets. Industry experts saw the sector as ripe for consolidation.11 Several international companies—notably Avis, Europcar, and Hertz—had strong positions across most major European markets. Within most countries, a primarily national or regional company had a strong position in its home market and perhaps a moderate market share in neighboring markets. Sixt was the market leader in Germany, for example, while Atesa (in partnership with National) was the market leader in Spain. Generally these major players accounted for more than half the market. In Germany, for example, Sixt, Europcar, Avis, and Hertz had a combined 60 percent of the €2.5 billion German rental car market.12 In Spain, the top ﬁve ﬁrms accounted for 60 percent of the €920 million Spanish rental car market. Generally, these top ﬁrms targeted both business and vacation travelers and offered a wide range of vehicles for rent. Exhibit 1 provides basic information on these market-leading companies.

Exhibit 1
Information on easyCar’s Major European Competitors
	
	easyCar
	Avis Europe
	Europcar
	Hertz
	Sixt

	Number of rental outlets
	46
	3,100
	2,650
	7,000
	1,250

	2002 fleet size
	7,000
	120,000
	220,000
	700,000
	46,700

	Number of countries
	5
	107
	118
	150
	50

	Largest market
	U.K.
	France
	France
	U.S.
	Germany

	Company owner
	EasyGroup/ Stelios Haji-Ioannou
	D’Ieteren (Belgium) is majority shareholder
	Volkswagen AG
	Ford Motor Company
	Publicly traded

	European revenues
	€41 million
	€1.25 billion
	€1.12 billion
	€910 million
	€600 million

	Company Web site
	www.easyCar.com
	www.avis-europe.com
	www.europcar.com
	www.hertz.com
	ag.sixt.com


Source: Information in this table came from each company’s Web site and online annual reports. European revenues are for vehicle rental in Europe and are estimated based on market share estimates for 2001 from Avis Europe’s Web site.
Many smaller rental companies operated in each market in addition to these major companies. In Germany, for example, there were over 700 smaller companies,13 while in Spain there were more than 1,600 smaller companies. Many of these smaller companies operated at only one or a few locations and were particularly prevalent in tourist locations. A number of brokers also operated in the sector, like Holiday Autos. Brokerage companies did not own their own ﬂeet of cars, but basically managed the excess inventory of other companies and matched customers with rental companies with excess ﬂeet capacity.

Overall, the rental car market could be thought of as composed of two broad segments, a business segment and a tourist/leisure segment. Depending on the market, the leisure segment represented somewhere between 45 and 65 percent of the overall market, and a large part of this segment was very price conscious. The business segment made up the remaining 35 to 55 percent of the market. It was less price sensitive than the tourist segment and more concerned about service quality, convenience, and ﬂexibility.

The Growth of Easycar
EasyCar opened its ﬁrst location in London on April 20, 2000, under the name easyRentacar. In the same week, easyCar opened locations in Glasgow and Barcelona. All three locations were popular easyJet destinations. Vehicles initially could be rented for as low as €15 a day plus a one-time car preparation fee of €8. Each of these locations had a ﬂeet consisting entirely of Mercedes A-class vehicles. It was the only vehicle that easyCar rented at the time.

EasyCar had signed a deal with Mercedes, amid much fanfare, at the Geneva Motor Show earlier in the year to purchase a total of 5,000 A-class vehicles. The vehicles, which came with guaranteed buyback terms, cost easyCar’s parent company a little over £6 million.14 Many in the car rental industry were surprised by the choice, expecting easyCar to rely on less expensive models.15 
In describing the acquisition of the 5,000 Mercedes vehicles, Stelios had said:

The choice of Mercedes reﬂects the easyGroup brand. EasyRentacar will use brand new Mercedes cars in the same way that easyJet uses brand new Boeing aircraft. We do not compromise on the hardware, we just use innovation to substantially reduces costs. The car hire industry is where the airline industry was ﬁve years ago, a cartel feeding off the corporate client. EasyRentacar will provide a choice for consumers who pay out of their own pockets and who will not be ripped off for traveling mid-week.16
EasyCar quickly expanded to other locations, focusing ﬁrst on those locations that were popular with easyJet customers, including Amsterdam, Geneva, Nice, and Malaga. By July 2001, a little over a year after its initial launch, easyCar had ﬂeets of Mercedes A-class vehicles in 14 locations in the United Kingdom, Spain, France, and the Netherlands. At this point, EasyCar secured £27 million from a consortium of Bank of Scotland Corporate Banking and NBGI Private Equity to further expand its operations. The package consisted of a combination of equity and loan stock.

Although easyCar added a few sites in the second half of 2001 and early 2002, volatile demand in the wake of the September 11 attacks forced easyCar to roll out new rental locations somewhat slower than originally expected.17 Growth accelerated, however, in the spring of 2002. Between May 2002 and January 2003, easyCar opened 30 new locations, to go from 18 sites to a total of 48 sites. This acceleration in growth also coincided with a change in easyCar’s policy regarding the makeup of its ﬂeet. By May 2002, easyCar’s ﬂeet consisted of 6,000Mercedes A-class vehicles across 18 sites. Beginning in May, however, easyCar began to stock its ﬂeet with other types of vehicles. It still maintained its policy of offering only a single vehicle at each location, but now the vehicle the customer received depended on the location. The ﬁrst new vehicle easyCar introduced was the Vauxhall Corsa. According to Stelios,

Vauxhall Corsas cost easyCar £2 a day less than Mercedes A-Class so we can pass this saving on to customers. Customers themselves will decide if they want to pay a premium for a Mercedes. EasyGroup companies beneﬁt from economies of scale where relevant but we also want to create contestable markets among our suppliers so that we can keep the cost to our customers as low as possible.18
By January 2003, easyCar was also using Ford Focuses (4 locations), Renault Clios (3 locations), Toyota Yarises (3 locations), and Mercedes Smart cars (2 locations) in addition to the Vauxhall Corsas (7 locations) and the Mercedes A-Class vehicles (28 locations). Plans called for a further expansion of the ﬂeet, from the 7,000 vehicles that easyCar had in January to 24,000 vehicles across 180 rental sites by the end of 2004.19
In addition to making vehicles available at more locations, easyCar had also changed its policies for 2003 to allow rentals for as little as one hour, and with as little as one hour’s notice of rental. By making this change, Stelios felt that easyCar could be a serious competitor to local taxis, buses, trains, and even car ownership. EasyCar expected that if it made car rental simple enough and cheap enough, some people living in trafﬁc-congested European cities who only use their car occasionally would give up the costs and hassles of car ownership and simply rent an easyCar when they needed a vehicle. Tapping into this broader transportation market would help the company reach its ambitious future sales goals.

Facilities
EasyCar had facilities in a total of 17 cities in 5 European countries, as shown in Exhibit 2. It primarily located its facilities near bus and train stations in the major European cities, seeking out sites that offered low lease costs. It generally avoided prime airport locations, as the cost for space at and in some cases near airports was signiﬁcantly higher than most other locations. When easyCar did locate near an airport, it generally chose sites off the airport, to reduce the cost of the lease. Airport locations also tended to require longer hours to satisfy customers arriving on late ﬂights or departing on very early ﬂights. EasyCar kept its airport locations open 24 hours a day, whereas its other locations were generally open only from 7 A.M. to 11 P.M.

Exhibit 2
EasyCar Locations in January 2003

	
	
	
	Number Near

	Country
	City
	Number
	an Airport

	France
	Nice
	1
	1

	France
	Paris
	8
	0

	Netherlands
	Amsterdam
	3
	1

	Spain
	Barcelona
	2
	0

	Spain
	Madrid
	2
	0

	Spain
	Majorca
	1
	1

	Spain
	Malaga
	1
	1

	Switzerland
	Geneva
	1
	1

	UK
	Birmingham
	2
	0

	UK
	Bromley
	1
	0

	UK
	Croydon
	1
	1

	UK
	Glasgow
	2
	1

	UK
	Kingston-upon-Thames
	1
	0

	UK
	Liverpool
	2
	1

	UK
	London
	   15
	0

	UK
	Manchester
	2
	1

	UK
	Waterford
	1
	0

	Total
	5 countries, 17 cities
	   46
	9


Source: easyCar.com Web site, January 2003.

The physical facilities at all locations were kept to a minimum. In many locations, easyCar leased space in an existing parking garage. Employees worked out of a small, self-contained cubicle within the garage. The cubicle, depending on the location, might be no more than 15 square meters and included little more than a small counter and a couple of computers at which staff processed customers as they came to pick up or return their vehicles. Easy-Car also leased a number of spaces within the garage for its ﬂeet of cars. However, because easyCar’s vehicles were rented 90 percent of the time, the number of spaces required at an average site, which had a ﬂeet of about 150 cars, was only 15–20 spaces.20 To speed up the opening of new sites, easyCar had equipped a number of vans with all the needed computer and telephone equipment to run a site.21 From an operational perspective, it could open a new location by simply leasing 20 or so spaces in a parking garage, hiring a small staff, driving a van to the location, and adding the location to the company’s Web site. Depending on the ﬂeet size at a location, easyCar typically had only one or two people working at a site at a time.

Vehicle Pickup and Return Processes
Customers arrived to a site to pick up a vehicle within a pre-arranged one-hour time period. Each customer selected this time slot when booking the vehicle. EasyCar adjusted the ﬁrst day’s rental price based on the pickup time. Customers who picked their cars up early in the day or at popular times were charged more compared to customers picking up their cars late in the day or at less busy times. Customers were required to bring a printed copy of their contract, along with the credit card they used to make the booking and identiﬁcation. Given the low stafﬁng levels, customers occasionally had to wait 30 minutes or more to be processed and receive their vehicles, particularly at peak times of the day. Processing a customer began with the employee accessing the customer’s contract on line. If the customer was a new easyCar customer to the site, the basic policies and possible additional charges were brieﬂy explained. The employee then made copies of the customer’s identiﬁcation and credit card and took a digital photo of the customer. Customers were charged an €80 refundable deposit, signed the contract, and were on their way.

All vehicles were rented with more or less empty fuel tanks with the exact level dependent on how much gasoline was left in the vehicle when the previous renter returned it. Customers were provided with a small map of the immediate area around the rental site, showing the location and hours of nearby gas stations. Customers could return vehicles with any amount of gas in them as long as the low-fuel indicator light in the vehicle was not on. Customers who returned vehicles with the low-fuel indicator light on were charged a fueling fee of €16.

Customers were also expected to return the vehicle within a pre-arranged one-hour time period, which they also selected at the time of booking. While customers did not have to worry about refueling the car before returning it, they were expected to thoroughly clean the car. This clean-car policy had been implemented in May 2002 as a way to further reduce the price customers could pay for their vehicle. Prior to this change, all customers paid a ﬁxed preparation fee of €11 each time they rented a vehicle (up from the €8 preparation fee when the company started operations in 2000). The new policy reduced this up-front preparation fee to €4 but required customers to either return the vehicle clean or pay an additional cleaning fee of €16. To avoid any misunderstanding about what it meant by a clean car, easyCar provided customers with an explicit description of what constituted a clean car, both for the interior and the exterior of the car. This included the appearance that the exterior of the car had been washed prior to returning the vehicle. The map that customers were provided when they picked up their cars that showed nearby gas stations also showed nearby car washes where they could clean the car before returning it. Although easyCar had received some bad press in relation to the policy,22 85 percent of customers returned their vehicles clean as a result of the policy.

When a customer returned the vehicle, an easyCar employee would check to make sure that the vehicle was clean and undamaged and that the low-fuel indicator light was not on. The employee would also check the kilometers driven. The customer would then be notiﬁed of any additional charges. These charges would be subtracted from the €80 deposit and the difference re-funded to the customer’s credit card (or, if additional charges exceeded the €80 deposit, the customer’s credit card would be charged the difference).

Pricing
EasyCar clearly differentiated itself from its competitors with its low price. In addition, pricing played a key role in easyCar’s efforts to achieve high utilization of its ﬂeet of cars. EasyCar advertised prices as low as €5 per day plus a per-rental preparation fee of €4. Prices, however, varied by the location and dates of the rental, by when the booking was made, and by what time the car was to be picked up and returned. EasyCar’s systems constantly evaluated projected demand and expected utilization at each site, and adjusted price accordingly. Achieving the €5 per day rate usually required customers to book well in advance, and these rates were typically available only on weekdays. Weekend rates, when booked well in advance, typically started a few euros higher than the week-day rates. As a given rental date approached, however, the price typically went up signiﬁcantly as easyCar approached 100 percent ﬂeet utilization for that day. Rates could literally triple overnight if there was sufﬁcient booking activity. Generally, however, easy-Car’s price was less than half that of its major competitors. Easy-Car, unlike most other rental car companies, required customers to pay in full at the time of booking and once a booking was made, it was nonrefundable.

EasyCar’s base price covered only the core rental of the vehicle— the total price customers paid was in many cases much higher and depended on how the customer reserved, paid for, used, and returned the vehicle. EasyCar’s price was based on customers booking through the company’s Web site and paying for their rental with their easyMoney credit card. EasyMoney was the easyGroup’s credit and ﬁnancial services company. Customers who chose to book through the company’s phone reservation system were charged an additional €0.95 each minute for the call and those who used other credit cards were charged €5 extra. All vehicles had to be paid for by a credit or debit card—cash was not accepted. The base rental price allowed customers to drive vehicles 100 kilometers per day; additional kilometers were charged at a rate of €0.12 per kilometer. In addition, customers were expected to return their cars clean and on time. Customers who returned cars that did not meet easyCar’s standards for clean were charged a €16 cleaning fee. Those who returned their cars late were immediately charged €120 and subsequently charged an additional €120 for each subsequent 24-hour period in which the car was not returned. EasyCar explained the high late fee as representing the cost that they would likely incur in providing another vehicle to the next customer. Customers wishing to make any changes to their bookings were also charged a change fee of €16. Changes could be made either before the rental started or during the rental period but were limited to changing the dates, times, and location of the rental and were subject to the prices and vehicle availability at the time the change was being made. If the change resulted in an overall lower price for the rental, however, no refund was provided for the difference.

Beginning in 2003, all customers were also required to purchase loss-damage insurance for an additional charge of €4 each day, which eliminated the customer’s liability for loss or damage to the vehicle (excluding damage to the tires or windshield of the vehicle). Through 2002, customers were able to choose whether or not to purchase additional insurance from easyCar to eliminate any ﬁnancial liability in the event that the rental vehicle was damaged. The cost of this insurance had been €6 per day, and approximately 60 percent of easyCar’s customers purchased this optional insurance. Those not purchasing this insurance had either assumed the liability for the ﬁrst €800 in damages personally or had their own insurance through some other means (e.g., some credit card companies provide this insurance to their cardholders at no additional charge for short-term rentals paid for with the credit card).

EasyCar’s Web site attempted to make all of these additional charges clear to customers at the time of their booking. EasyCar had received a fair amount of bad press when it ﬁrst opened for business after many renters complained about having to pay undisclosed charges when they returned their cars.23 In response, easy-Car had revamped its Web site in an effort to make these charges more transparent to customers and to explain the logic behind many of these charges.

Promotion

EasyCar’s promotional efforts had through 2002 focused primarily on posters and press advertising. Posters were particularly prevalent in metro systems and bus and train stations in cities where easyCar had operations. All of this advertising focused on easy-Car’s low price. According to founder Stelios: “You will never see an advert for an easy company offering an experience—it’s about price. If you create expectations you can’t live up to then you will ultimately suffer as a result.”24 In 2002, easyCar spent £1.43 million on such advertising.25
EasyCar also promoted itself by displaying its name, phone number, and Web site address prominently on the doors and rear window of its entire ﬂeet of vehicles, and it took advantage of free publicity when the opportunity presented itself. An example of seeking out such publicity occurred when Hertz complained that easyCar’s comparative advertising campaign in the Netherlands, featuring the line “The best reason to use easyCar.com can be found at hertz.nl,” violated Dutch law that required comparative advertising to be exact, not general. In response, Stelios and a group of easyCar employees, dressed in orange boiler suits and with a ﬂeet of easyCar vehicles, protested outside the Hertz Amsterdam ofﬁce with signs asking “What is Hertz frightened of?”26
In an effort to help reach its goal of quadrupling sales in the next two years, easyCar hired Jennifer Mowat into the new position of commercial director to take over responsibility for easy-Car’s European marketing. Ms. Mowat had previously been eBay’s U.K. country manager and had recently completed an MBA in Switzerland. Previously, Stelios and easyCar’s managing director, Andrew Fitzmaurice, had handled the marketing function themselves.27 As part of this stepped-up marketing effort, easyCar also planned to double its advertising budget for 2003, to £3 million, and to begin to advertise on television. The television advertising campaign was to feature easyCar’s founder, Stelios.28

Legal Challenges
EasyCar faced several challenges to its approaches. The most signiﬁcant dealt with a November 2002 ruling made by the Ofﬁce of Fair Trading (OFT) that easyCar had to grant customers seven days from the time they made a booking to cancel their booking and receive a full refund. The OFT, a U.K. governmental agency, is responsible for protecting U.K. consumers from unfair and/or anticompetitive business practices. The ruling against easyCar was based on the 2000 Consumer Protection Distance Selling Regulations. These regulations stipulated that companies that sell at a distance (e.g., by Internet or phone) must provide customers with a seven-day cooling-off period, during which customers can cancel their contracts with the company and receive a full refund. The law exempted accommodation, transportation, catering, and leisure service companies from this requirement. The OFT’s ruling concluded that easyCar did not qualify as a transportation service company because consumers had to drive themselves and thus were receiving not a transport service, but just a car.29
EasyCar appealed the OFT’s decision to the U.K. High Court on the grounds that it was indeed a transportation service company and was entitled to an exemption from this requirement. EasyCar was hopeful that it would eventually win this legal challenge. EasyCar had argued that this ruling would destroy the company’s book-early–pay-less philosophy and could lead to a tripling of prices.30 Chairman Stelios said, “It is very serious. My fear is that as soon as we put in the seven-day cooling off periods our utilization rate will fall from 90% to 65%. That’s the difference between a proﬁtable company and an unproﬁtable one.”31 EasyCar was also concerned that prolonged legal action on this point could interfere with its plans for a 2004 IPO.

OFT, for its part, had also applied to the U.K. High Court for an injunction to make the company comply with the ruling. Other rental car companies were generally unconcerned about the ruling, as few offered big discounts for early bookings or nonrefundable bookings.32
EasyCar’s new policy of posting the pictures of customers whose cars were 15 days or more overdue was also drawing legal criticism. EasyCar had recently received public warnings from lawyers that this new policy might violate data protection, libel, privacy, conﬁdentiality, and human rights laws.33 Of particular concern to some lawyers was the possibility that easyCar might post the wrong person’s picture, given the large number of customers the company dealt with.34 Such a mistake could open the company to costly libel suits. The policy of posting the pictures of overdue customers on the easyCar Web site, initiated in November 2002, was designed to reduce the losses associated with customers renting a vehicle and never returning it. The costs were signiﬁcant, according to Stelios: “These cars are expensive, £15,000 each, and we have 6000 of them. At any given time we are looking for as many as several tens which are overdue. If we don’t get one back, it’s a write-off. We are writing off an entire car, and its uninsurable.”35
Stelios was also convinced of the legality of the new policy. In a letter to the editor responding to the legal concerns raised in the press, Stelios said:

From a legal perspective, we have been entirely factual and objective and are merely reporting the details of the overdue car and the person who collected it. In addition, our policy is made very clear in our terms and conditions and the photo is taken both overtly and with the consent of the customer . . . I estimate the total cost of overdue cars to be 5% of total easyCar costs, or 50p on every car rental day for all customers. In 2004, when I intend to ﬂoat easyCar, this cost will amount to £5 million unless we can reduce our quantity of overdue cars.36
In the past, easyCar had simply provided pictures to police when a rental was 15 or more days overdue. The company hoped that posting the picture would both discourage drivers from not returning vehicles and shame those drivers who currently had overdue cars into returning them. In fact, the ﬁrst person who easyCar posted to its Web site did indeed return his car two days later. The vehicle was 29 days late.37

The Future
At the end of 2002, Stelios had stepped down as the CEO of easy-Jet so that he could devote more of his time to the other easyGroup companies, including easyCar. He had three priorities for the new year. One was to turn around the money-losing easyInternetCafe business, which Stelios had described as “the worst mistake of my career.”38 The 22-store chain had lost £80 million in the last two years. A second was to oversee the planned launch of another new easyGroup business, easyCinema, in the spring of 2003. And the third was to oversee the rapid expansion of the easyCar chain so that it would be ready for an initial public offering in the second half of 2004.

Questions

1.
What are the characteristics of the car rental industry? How do these characteristics inﬂuence the design of service delivery processes in this industry in general?

2.
EasyCar obviously competes on the basis of low price. What does it do in operations to support this strategy?

3.
How would you characterize the level of quality that easyCar provides?

4.
Is easyCar a viable competitor to taxis, buses, and trains, as Stelios claims? How does the design of its operations currently support this form of competition? How not?

5.
What are the operational implications of the changes made by EasyCar.com in the last year?

6.
How signiﬁcant are the legal challenges that easyCar is facing?

7.
What is your assessment of the likelihood that easyCar will be able to realize its goals for 2005?

Source: This case was written byJohn J. Lawrence (University of Idaho) and Luis Solis (Instituto de Empresa) and used with their permission.
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CASE D-10

Swifter, Higher, Stronger, Dearer
Television and sport are perfect partners. Each has made the other richer. But is the alliance really so good for sport?

Back in 1948, the BBC, Britain’s public broadcasting corporation, took a fateful decision. It paid a princely £15,000 (£27,000 in today’s money) for the right to telecast the Olympic Games to a domestic audience. It was the ﬁrst time a television network had paid the International Olympic Committee (IOC, the body that runs the Games) for the privilege. But not the last. The rights to the 1996 Summer Olympics, which opened in Atlanta on July 19, 1996, raised $900 million from broadcasters round the world. And the American television rights to the Olympiads up to and including 2008 have been bought by America’s NBC network for an amazing $3.6 billion (see Exhibit 1).

Exhibit 1

Chariots for Hire: Olympic Broadcast Rights Fees,* $bn (world totals)

Source: International Olympic Committee. Used by permission of the International Olympic Committee.
The Olympics are only one of the sporting properties that have become hugely valuable to broadcasters. Sport takes up a growing share of screen time (as those who are bored by it know all too well). When you consider the popularity of the world’s great tournaments, that is hardly surprising. Sportsfests generate audiences beyond the wildest dreams of television companies for anything else. According to Nielsen Media Research, the number of Americans watching the Super Bowl, the main annual football championship, averaged 94 million. The top eight television programs in America are all sporting events. Some 3 billion people watched some part of the 2000 Olympiad—over half of mankind.

The reason television companies love sport is not merely that billions want to tele-gawk at ever-more-wonderful sporting feats. Sport also has a special quality that makes it unlike almost any other sort of television program: immediacy. Miss seeing a particular episode of, say, ER, and you can always catch the repeat and enjoy it just as much. Miss seeing your team beat hell out of its biggest rival, and the replay will leave you cold. “A live sporting event loses almost all its value as the ﬁnal whistle goes,” says Steve Barnett, author of a British book on sport. The desire to watch sport when it is happening, not hours afterward, is universal: A study in South Korea by Spectrum, a British consultancy, found that live games get 30 percent of the audience while recordings get less than 5 percent.

This combination of popularity and immediacy has created a symbiotic relationship between sport and television in which each is changing the other. As Stephen Wenn, of Canada’s Wilfrid Laurier University, puts it, television and the money it brings have had an enormous impact on the Olympic Games, including on the timing of events and their location. For instance, an Asian Olympics poses a problem for American networks: Viewers learn the results on the morning news.

The money that television has brought into professional basketball has put some of the top players among the world’s highest-paid entertainers: A few are getting multiyear contracts worth over $100 million. Rugby has begun to be reorganized to make it more television friendly; other sports will follow. And, though soccer and American football draw the largest audiences, television has also promoted the popularity of sports that stir more local passions: rugby league in Australia, cricket in India, table tennis in China, snooker in Britain.

What is less often realized is that sport is also changing television. To assuage the hunger for sports, new channels are being launched at a tremendous pace. In America, ESPN, a cable network owned by Capital Cities/ABC, started a 24-hour sports news network in 1997; in Britain, BSkyB, a satellite broadcaster partly owned by Rupert Murdoch, has three sports channels. Because people seem more willing to pay to watch sport on television than to pay for any other kind of programming, sport has become an essential part of the business strategy of television empire-builders such as Mr. Murdoch. Nobody in the world understands the use of sports as a bait for viewers better than he.

In particular, sport suggests an answer to one of the big problems that will face television companies in the future: How can viewers, comfortable with their old analog sets, be persuaded to part with the hefty price of a new digital set and a subscription to an untried service? The answer is to create an exclusive chance to watch a desirable event, or to use the hundreds of channels that digital television provides to offer more variety of sports coverage than analog television can offer. This ploy is not new. “Radio broadcasts of boxing were once used to promote the sale of radios, and baseball to persuade people to buy television sets,” points out Richard Burton, a sports marketing specialist at the Lundquist College of Business at Oregon University. In the next few years, the main new outlet for sports programs will be digital television.

Going for Gold
To understand how these multiple effects have come about, go back to those vast sums that television companies are willing to pay. In America, according to Neal Weinstock of Weinstock Media Analysis, total spending on sports rights by television companies is about $2 billion a year. Easily the most valuable rights are for American football. One of the biggest sporting coups in the United States was the purchase by Fox, owned by Mr. Murdoch’s News Corporation, of the rights to four years of National Football League games for $1.6 billion, snatching them from CBS. Rights for baseball, basketball, and ice hockey are also in the billion-dollar range.

Americans are rare in following four main sports rather than one. America is also uncommon in having no publicly owned networks. As a result, bidding wars in other countries, though just as ﬁerce as in America, are different in two ways: They are often fought between public broadcasters and new upstarts, many of them pay channels, and they are usually about soccer.

Nothing better illustrates the change taking place in the market for soccer rights than the vast deal struck in 1997 by Kirch, a German group owned by a secretive Bavarian media mogul. The group spent $2.2 billion for the world’s biggest soccer-broadcasting rights: to show the ﬁnals of the World Cup in 2002 and 2006 outside America. That is over six times more than the amount paid for the rights to the World Cups of 1990, 1994, and 1998.

Such vast bids gobble up a huge slice of a television company’s budget. In America, reckons London Economics, a British consultancy, sport accounts for around 15 percent of all television-program spending. For some television companies, the share is much larger. BSkyB spends £100 million ($155 million) a year on sports, about a third of its programming budget.

This seems to pose a threat to public broadcasting, for, in any bidding war outside America, public broadcasting companies are generally the losers. A consortium of mainly public broadcasters bought the rights to the 1990 to 1998 World Cups for a total of $344 million. This time around, the consortium raised its bid to around $1.8 billion, and still lost. Public broadcasters often do not have the money to compete. In Britain, the BBC spends about 4 percent of its program budget on sport in a non-Olympic year, about £15 million a year less than BSkyB.

The problem is that the value of sport to viewers (“consumer surplus,” as economists would put it) is much larger than the value of most other sorts of programming. Public broadcasters have no way to beneﬁt from the extra value that a big sporting event offers viewers. But with subscription television and with pay TV, where viewers are charged for each event, the television company will directly collect the value viewers put on being able to watch.

Because of this, many people (especially in Europe) worry that popular sports will increasingly be available only on subscription television, which could, they fear, erode the popular support upon which public broadcasters depend. In practice, these worries seem excessive. Although far more sport will be shown on subscription television, especially outside America’s vast advertising market, the most popular events are likely to remain freely available for many years to come, for two reasons.

First, those who own the rights to sporting events are rarely just proﬁt-maximizers: They also have an interest in keeping the appeal of their sport as broad as possible. They may therefore refuse to sell to the highest bidder. For example, the IOC turned down a $2 billion bid from Mr. Murdoch’s News Corporation for the European broadcasting rights to the Olympic Games between 2000 and 2008 in favor of a lower bid from a group of public broadcasters. Sometimes, as with the sale of World Cup rights to Kirch, the sellers may stipulate that the games be aired on “free” television.

Second, the economics of televising sport means that the biggest revenues are not necessarily earned by tying up exclusive rights. Steven Bornstein, the boss of ESPN, argues that exclusive deals to big events are “not in our long-term commercial interest.” Because showing sport on “free” television maximizes the audience, some advertisers will be willing to pay a huge premium for the big occasion. So will sponsors who want their names to be seen emblazoned on players’ shirts or on billboards around the ﬁeld.

It is not only a matter of audience size. Sport is also the most efﬁcient way to reach one of the world’s most desirable audiences from an advertiser’s point of view: young men with cash to spend. Although the biggest audiences of young men are watching general television, sporting events draw the highest concentrations. Thus, advertisers of products such as beer, cars, and sports shoes can pay mainly for the people they most want to attract.

There are other ways in which sport can be indirectly useful to the networks. A slot in a summer game is a wonderful opportunity to promote a coming autumn show. A popular game wipes out the audience share of the competition. And owning the rights to an event allows a network plenty of scope to entertain corporate grandees who may then become advertisers.

For the moment, though, advertising revenue is the main recompense that television companies get for their huge investments in sport. Overall, according to Broadcasting & Cable, a trade magazine, sport generated $3.5 billion, or 10 percent, of total television advertising revenues in America last year. The biggest purchasers of sports rights by far in America are the national networks. NBC alone holds more big sports rights than any other body has held in the history of television. It can, obviously, recoup some of the bill by selling advertising: For a 30-second slot during the Super Bowl, NBC asked for $1.2 million.

Such deals, however, usually beneﬁt the networks indirectly rather than directly. The Super Bowl is a rarity: It has usually made a proﬁt for the network that airs it. “Apart from the Super Bowl, the World Series and probably the current Olympics, the big sports don’t usually make money for the networks,” says Arthur Gruen of Wilkowsky Gruen, a media consultancy. “But they are a boon for their afﬁliate stations, which can sell their advertising slots for two or three times as much as other slots.” Although Fox lost money on its NFL purchase, it won the loyalty of afﬁliate stations (especially important for a new network) and made a splash.

Almost everywhere else, the biggest growth in revenues from showing sports will increasingly come from subscriptions or pay-per-view arrangements. The versatility and huge capacity of digital broadcasting make it possible to give subscribers all sorts of new and lucrative services.

In America, DirectTV and Primestar, two digital satellite broadcasters, have been tempting subscribers with packages of sporting events from distant parts of the country. “They have been creating season tickets for all the main events, costing $100–150 per season per sport,” says John Mansell, a senior analyst with Paul Kagan, a California consultancy. In Germany, DF1, a satellite company jointly owned by Kirch and BSkyB, has the rights to show Formula One motor racing. It allows viewers to choose to follow particular teams, so that Ferrari fanatics can follow their drivers, and to select different camera angles.

In Italy, Telepiu, which launched digital satellite television in 1997, offers viewers a package in September that allows them to buy a season ticket to live matches played by one or more teams in the top Italian soccer leagues. The system’s “electronic turnstile” is so sophisticated that it can shut off reception for subscribers living in the catchment area for a home game, to assuage clubs’ worries that they will lose revenue from supporters at the gate. In fact, top Italian clubs usually have to lock out their fanatical subscribers to avoid overcapacity.

Most skillful of all at using sports rights to generate subscription revenue is BSkyB. It signed an exclusive contract with the English Premier League that has been the foundation of its success. Some of those who know BSkyB well argue that £5 billion of the business’s remarkable capital value of £8 billion is attributable to the proﬁtability of its soccer rights.

Winner Take All
Just as the purchase of sporting rights enriches television companies, so their sale has transformed the ﬁnances of the sports lucky enough to be popular with viewers. On the whole, the biggest beneﬁciaries have not been the clubs and bodies that run sports, but the players. In the same way as rising revenues from ﬁlms are promptly dissipated in vast salaries to stars in Hollywood, so in sport the money coming in from television soon ﬂows out in heftier payments to players.

In America, the market for sportsmen is well developed and the cost of players tends to rise with the total revenues of the main sporting organizations. Elsewhere, the market is newer and so a bigger slice of the revenues tends to stick to the television companies. “The big difference between sports and movies is the operating margins,” says Chris Akers, chairman of Caspian, a British media group, and an old hand at rights negotiations. “Hollywood majors have per-subscriber deals. No sports federation has yet done such a deal.”

Guided by the likes of Mr. Akers, they soon will. Telepiu’s latest three-year soccer contract gives the television ﬁrm enough revenue to cover its basic costs, guarantees the soccer league a minimum sum, and then splits the takings down the middle. In Britain, BSkyB is locked in dispute with the Premier League over the terms of the second half of its rights deal: Should the league then be able to opt for half the revenue from each subscriber on top of or instead of a ﬁxed hunk of net proﬁts?

The logical next step would be for some clubs or leagues to set up their own pay-television systems, distributing their games directly by satellite or cable. A few people in British soccer are starting to look with interest at America’s local sports networks, such as the successful Madison Square Garden cable network, and to wonder whether Europe might move the same way.

If it does, not all teams will beneﬁt equally. In America, football has an elaborate scheme to spread revenues from national television across teams. But in other sports, including baseball, the wealth and size of a team’s local market mean large differences in rights from local television. The New York Yankees make almost $50 million a year from local television rights, says Brian Schechter, a Canadian media analyst. At the other end of the scale, the Kansas City Royals make $4 million to $5 million a year.

Not all players beneﬁt equally, either. Television has brought to sport the “winner-take-all” phenomenon. It does not cost substantially more to stage a televised championship game than a run-of-the-week, untelevised match. But the size of the audience, and therefore the revenue generated, may be hugely different. As a result, players good enough to be in the top games will earn vastly more than those slightly less good, who play to smaller crowds.

The Referee’s Whistle
The lure of money is already altering sport and will change it more. Increasingly, games will be reorganized to turn them into better television. British rugby-union ofﬁcials are squabbling over the spoils from television rights. Rugby league, whose audiences had been dwindling, won a contract worth £87 million over ﬁve years from BSkyB earlier this year in exchange for switching its games from winter to summer. Purists were aghast.

Other reorganizations for the beneﬁt of television will surely come. Mr. Murdoch wants to build a rugby superleague, allowing the best teams around the world to play each other. A European superleague for soccer is possible. “At the moment, Manchester United plays AC Milan every 25 years: it’s a joke,” complains one enthusiast.

Sports traditionalists resist changing their ways for the likes of Mr. Murdoch. So far, the big sporting bodies have generally held out against selling exclusive pay-television rights to their crown jewels, and have sometimes deliberately favored public broadcasters. Regulators have helped them, intervening in some countries to limit exclusive deals with pay-television groups. Britain passed a law to stop subscription channels tying up exclusive rights to some big events, such as the Wimbledon tennis championship. In Australia, a court threw out News Corporation’s attempt to build a rugby superleague as the lynchpin of its pay-television strategy.

The real monopolists are not the media companies, however, but the teams. Television companies can play off seven or eight Hollywood studios against each other. But most countries have only one national soccer league, and a public that loves soccer above all other sports. In the long run, the players and clubs hold most of the cards. The television companies are more likely to be their servants than their masters.

Questions

1.
The following are the prices paid for the American television broadcasting rights of the summer Olympics since 1980: Moscow—NBC agreed to pay $85 million; 1984 in Los Angeles—ABC paid $225 million; 1988 in Seoul—NBC paid $300 million; 1992 in Barcelona—NBC paid $401 million; 1996 through 2008—NBC will pay $3.6 billion; 2010—NBC will pay $820 million; 2012 in London—NBC will pay $1.18 billion for its American Broadcast rights. You have been charged with the responsibility of determining the IOC and local Olympic Committee’s asking prices for the London 2012 television broadcast rights for ﬁve different markets: Japan, China, Australia, the European Union, and Brazil. Determine a price for each and justify your decisions.

2.
Your instructor may assign you to represent either the IOC or any one of the television networks in each of the ﬁve countries that have been asked to bid for the broadcast rights for the London 2012 Games. Prepare to negotiate prices and other organizational details.

3.
The World Football League (WFL), a joint venture between the National Football League (NFL) and Fox Television (owned by Rupert Murdoch’s News Corporation), has offered you the Edinburgh, Scotland, Claymores franchise. Your Scottish Claymores, should you choose to invest, will be playing against the other ﬁve WFL teams from London, Barcelona, Amsterdam, Frankfurt, and Dusseldorf. What would you be willing to pay for the Claymores? The interested investor will note that a previous incarnation of the WFL with three teams in Europe and seven in the United States folded in its second season in 1992 having lost $50 million.

Sources: Adapted from The Economist, July 20, 1996, pp. 17–19. Also see Mark Hyman, “The Jets: Worth a Gazillion?” BusinessWeek, December 6, 1999, pp. 99–100; Mark Hyman, “Putting the Squeeze on the Media,” BusinessWeek, December 11, 2000, p. 75; www.worldleague.com/claymores/; and Alan Abrahamson, “NBC Wins Rights to 2010, 2012 Olympics,” Los Angeles Times, June 7, 2003, p. C1.

CASE D-11
Krispy Kreme Doughnuts Going Global?

The American doughnut was born in 1847, so the lore goes, when a Maine seaman urged his mother to shove a fork through the center of her "fried cakes." That solved the problem of the cakes' soggy middle and created the doughnut's trademark hole. 


Today, perhaps the most celebrated of the sweet treats are those fried up by Krispy Kreme Doughnuts Inc., whose hot "original glazed" doughnuts have earned a cult-like following. With virtually no advertising, but an uncanny knack for creating free publicity through the media, the company keeps racking up double-digit gains in sales and profit.


Skeptics keep trying to poke holes in the Krispy Kreme mystique-questioning whether the company can maintain its remarkable growth. Some analysts believe its growth rates already are beginning to ease. They also contend that the company's stock remains too rich for most tastes. Their argument appears to hold some water. Krispy Kreme's stock, after skyrocketing at first, trades for less than it did two years ago despite the company's consistent growth record. But the company is unmoved by the

pessimists and has no intention of scaling back its aggressive expansion plans, which include Southern California. "We may be in the first or second inning of our market penetration opportunities around the world, including the United States," said Scott Livengood, Krispy Kreme's chairman and chief executive. With 288 stores in 38 states and Canada, Krispy Kreme is starting to expand into smaller U.S. cities and other foreign

markets. It sees potential for hundreds of additional stores worldwide. In Southern California, where the company started with its La Habra store in 1999, it now has 22 locations employing 1,300 people. And more are on the horizon. "We'd expect to build as

many as 50 stores over the next five years in Southern California," said Richard Reinis, chief executive of Great Circle Family Foods, a Los Angeles company formed to be Krispy Kreme's Southern California franchisee. Among the target locations: Santa

Monica, Newport Beach, Laguna Beach and La Jolla.

The company also is thinking of building a West Coast distribution plant, possibly in California, within three years. Krispy Kreme is a story some have found too good to be true ever since the company went public three years ago. Yet the stalwart reputation

of the doughnuts-abetted by media that pump up every new store opening as a local sensation-helps maintain the company's prosperity. 


As Starbucks Corp. did with coffee shops, Krispy Kreme has transformed a commodity product into a branded specialty with devoted fans. And despite the hand-wringing about its outlook, the company's total stock market value is $2 billion. That means each of its stores, which range in size from 800 to 5,000 square feet, is worth nearly $7 million.


Krispy Kreme was started 66 years ago in Winston-Salem, N.C., where it still has its headquarters. Its doughnuts were mainly a Southern treat until the 1990s, when the company began expanding north and west. The chain's reputation preceded it everywhere. People would camp out for hours, even days, to be first in line to taste a Krispy Kreme at a new location and watch the doughnuts being made. 


The media loved "the hubbub," as one Krispy Kreme executive calls it, and they helped the company burst onto the national stage. It was advertising that money couldn't buy, not that Krispy Kreme would anyway. The company doesn't spend a dime on advertising. Instead, everyone at Krispy Kreme from Livengood on down deftly encourages its loyalists to keep the buzz alive. 

Sharing The ‘Experience’

Making a 50-cent Krispy Kreme doughnut is "almost hypnotic," Livengood (rhymes with "drive-in-good") rhapsodized in his deep, steady voice. There's "the animation and the giving birth," he said, "the theater aspect of it" and the way it forms "a relationship that is emotional." What some might think of as a mere tasty mixture of dough and sugar, Livengood considers "almost as a member of the family." To him and his customers, a Krispy Kreme isn't just something to chow down with coffee, it's an "experience."


Investors had quite the experience in mid-2000, when the company first sold its stock to the public. Wall Street was left slackjawed as the shares soared like those of the dot-com companies of the time-before the crash. Its stock rose more than sevenfold after

going public at $5.25 a share (adjusting for splits since then). Livengood & Co. were under pressure to keep delivering big gains in sales and profit, and they didn't disappoint. Quarter after quarter, Krispy Kreme has posted double-digit growth. 


It's not just expansion that's pushing the growth, either. The chain's same-store sales-those of stores open at least a year, and a key measure of customer loyalty-also have climbed by double digits for 13 straight quarters. The company owns 104 of its stores; the rest are owned by franchisees, some of which have Krispy Kreme as an equity partner. The company sells its doughnut mix, doughnut-making equipment, coffee and other supplies to the franchisees.


Its systemwide sales, including company-owned and franchise stores, are expected to top $1 billion for the first time this year. Sales for Krispy Kreme alone totaled $492 million in its fiscal year ended Feb. 2, up 25 percent from the previous year. In its fiscal

first quarter ended May 4, Krispy Kreme's profit soared 48 percent from a year earlier, and the company nudged up its earnings estimate for the full fiscal year, to 90 cents a share. Krispy Kreme's stock has gained 10 percent since the results were announced

May 28. The stock closed Friday at $35.05 a share, down $1.40 on the New York Stock Exchange. 


That means investors are paying about 39 times this year's expected learnings per share to own Krispy Kreme-much more than they're paying for General Electric Co. or Cisco Systems Inc. At one time, Krispy Kreme's price-to-earnings multiple topped 50.

But even today's price s too high for some analysts, no matter the emotional attachment customers have to the doughnuts.
Rising Analyst Concern

Consider: In the first quarter, Krispy Kreme's systemwide sales jumped a stout 24 percent from a year earlier. But analyst John Ivankoe of J.P. Morgan Securities and others on Wall Street had expected at least a 28 percent gain, and it was the third straight quarter

that the company's growth, though robust, fell short of forecasts. 


"We are nervous given the continued shortfall" and a lofty P/E ratio, which "limit our enthusiasm for the stock in the near term," Ivankoe said in a report after the earnings came out. He rates the shares "neutral." So Krispy Kreme remains a favorite of "short sellers," traders who bet on stock prices falling. About 15 percent of its shares outstanding are sold short. 


In the first quarter, it was "demonstrably clear that sales were below plan," and "there's been a steady deceleration in revenues," asserted David Rocker, managing partner of Rocker Partners, a New York hedge fund that is shorting the stock. Yet others, such as analyst David Geraty of RBC Capital Markets, are still recommending the shares. Krispy Kreme has "a 60-year-old brand, a loyal customer base and is in the infancy of growth," and that high P/E is "well-deserved," he said in a report last month. 


Indeed, Krispy Kreme remains a pipsqueak compared with the nation's largest doughnut chain, Dunkin' Donuts, a subsidiary of British spirits maker Allied Domecq that has 5,400 locations in 32 countries. Although some debate its worth, the company is resolute about expansion. It is mapping plans to open stores in Australia, New Zealand, Britain, Mexico and Japan. In each locale, they'll pose the same question that's always been asked: Will this Southern-based doughnut sell here? "I have a healthy anxiety

about every time we've gone into a new region," Livengood said. "It's not a lack of confidence, just a healthy fear."


Southern California was no exception. "We'd been warned" that Krispy Kreme might flop in the region, if for no other reason than 1,350 doughnut shops already battle it out in the market, said Reinis, the Krispy Kreme franchisee. "But we believed we had a better doughnut at a competitive price."


Those rivals include Winchell's Donut House, the West Coast's largest doughnut chain with 200 stores, most of them in California. Winchell's, a Santa Ana-based unit of Canada's Shato Holdings Ltd., quickly upgraded its product line to meet the challenge.

Mom-and-pop operators, many of them Cambodian immigrants, also braced for the Krispy Kreme onslaught.
Small in the Southland

For all its exposure, Krispy Kreme accounts for less than 2 percent of Southern California doughnut shops. Yes, fans will drive out of their way to reach the nearest store, yet many consumers choose convenience and buy doughnuts from nearby vendors. In any case, "I don't think we're in competition with the mom-andpop shops because they're serving other things than doughnuts," such as pastries and various drinks, Reinis said. Krispy Kreme, he said, focuses on selling doughnuts by the dozen, for about $5.99.


The main customers are the "office heroes, soccer moms and church socials" buying Krispy Kremes by the box, he said. Although the chain doesn't advertise, it does promote like heck. It routinely gives away doughnuts in marketing drives, peddles them in supermarkets such as Albertson's to create brand awareness and operates Krispy Kreme stands at Dodger Stadium. Now the company is aiming to develop smaller stores in cities such as San Francisco and New York, where real estate is at a premium.

That will keep Livengood's healthy fear alive. But, "to my absolute delight, it seems like every time we've moved into a new region, things have gone better than ever," he said. Will that hold true in say, Tokyo or London? "My instincts are it will continue," he said. "We know the buzz has already begun."


Finally, some retailing industry analysts are concerned: Wall Street has been little satisfied with the retailing industry's current return in recent years, instead choosing to reward the kind of capital appreciation promised by growth companies. The pressure to deliver double-digit earnings growth has caused many retailers to fall into the trap of opening more and more stores. Retail critics charge that CEOs have gotten caught up in the earnings guidance game and have pushed the envelope too far when it comes to adding square footage in an attempt to sustain growth and meet analysts' expectations. The pressure that the markets put on retail companies to hit earnings targets quarter after quarter and to buttress growth with new store openings is unrealistic, particularly in today's anemic economy. The focus for the next 12 months needs to be on bottom-line rather than top-line growth. Weaker competitors have been weeded out in many segments, making it tough for the remaining players-most of which are strong companies

-to add market share and keep layering on double-digit EPS growth. While retail CEOs concede that Wall Street's pressure to grow is intense, many assume total responsibility for managing analysts' expectations and keeping the urge to chase short-term growth maneuvers at bay. It is up to the CEO to make analysts understand a company's long-term strategy. 

Questions

1. Where should Krispy Kreme go next? List the next ten countries they should enter in order of most viable. What criteria did you use to compose your list?
2. Visit their website and critique their approach to marketing their franchises. Also, visit Dunkin' Donuts' website.
3. How might Japan be different from the United States when it comes to doughnut demand? How might London differ from Southern California?
4. Critique Krispy Kreme's current growth plans.

Sources: James F. Peltz, "Full of Holes? Some Doubt Krispy Kreme's Growth Prospects," Los Angeles Times, June 8, 2003, p. C1. Used by permission of Tribune Media Services; and Susan Reda, "Feeding Wall Street's Growth Sharks," Stores, January 2003, p. 28-32.

CASE D-12

AIDS, Condoms, and Carnival
Worldwide more than 3 million people died of AIDS in 2002 and more than 40 million are estimated to be living with HIV/AIDS.

Brazil

Half a million Brazilians are infected with the virus that causes acquired immunodeficiency syndrome (AIDS), and millions more are at high risk of contracting the incurable ailment, a federal study reported. The Health Ministry study is Brazil’s first official attempt to seek an estimate of the number of residents infected with human immunodeficiency virus (HIV). Many had doubted the govern-ment’s prior number of 94,997. The report by the National Program for Transmissible Diseases/AIDS said 27 million Brazilians are at high risk to contract AIDS, and another 36 million are considered to be at a medium risk. It said Brazil could have 7.5 million AIDS victims in the next decade.

“If we are going to combat this epidemic, we have to do it now,” said Pedro Chequer, a health ministry official. Chequer said the Health Ministry would spend $300 million next year, distributing medicine and 250 million condoms and bringing AIDS awareness campaigns to the urban slums, where the disease is most rampant. Last month, Brazil became one of the few countries to offer a promising AIDS drug free to those who need it. The drug can cost as much as $12,000 a year per patient.

AIDS cases in Brazil have risen so dramatically for married women that the state of São Paulo decided that it must attack a basic cultural practice in Latin America: Their husbands don’t practice safe sex. Last month, the government of Brazil’s megalopolis started promoting the newly released female condom.

Many of the new AIDS cases in Brazil are married women who have children, according to a report released last month at the Pan-American Conference on AIDS in Lima, Peru. Worldwide, women constitute the fastest-growing group of those diagnosed with HIV. And of the 30.6 million people who are diagnosed with HIV, 90 percent live in poor countries.

One Brazilian mother, Rosana Dolores, knows well why women cannot count on male partners to use condoms. She and her late husband never thought of protecting their future children against AIDS. “We were married. We wanted to have kids,” says Mrs. Dolores, both of whose children were born HIV positive. “These days, I would advise young people to always use condoms. But married couples . . . who is going to?”

Brazil, with its 155 million people and the largest population in South America, has the second-highest number of reported HIV infections in the Americas, after the United States, according to a report released by the United Nations agency UNAIDS.

Public health officials say one reason why AIDS prevention efforts have failed is that many Brazilians just don’t like condoms. Although use in Brazil has quadrupled in the past six years, it is still the least popular method of birth control—a touchy issue in the predominantly Roman Catholic country. Another reason is that condoms cost about 75 cents each, making them more expensive here than anywhere else in the world, health officials say.

Plus, Latin-style machismo leaves women with little bargaining power. Only 14 percent of Brazilian heterosexual men used condoms last year, according to AIDSCAP, an AIDS prevention program funded by the U.S. Agency for International Development. In other studies, many women said they would not ask their partner to use a condom, even if they knew he was sleeping with others.

“Women are afraid of asking their men to have safe sex, afraid of getting beaten, afraid of losing their economic support,” says Guido Carlos Levi, a director at the health department at Emilio Ribas Hospital. “This is not Mexico, but we’re quite a machistic society here.”

The frequency with which Latin men stray from monogamous relationships has compounded the problem. In studies conducted in Cuba by the Pan American Health Organization, 49 percent of men and 14 percent of women in stable relationships admitted they had had an affair in the past year.

In light of statistics showing AIDS as the number one killer of women of childbearing age in São Paulo state, public health officials here launched a campaign in December promoting the female condom. The hope is that it will help women—especially poor women—protect themselves and their children. But the female condom seemed unlikely to spark a latex revolution when it hit city stores January 1. The price is $2.50 apiece—more than three times the price of most male condoms.

The Family Health Association is asking the government to help subsidize the product and to cut the taxes on condoms that make them out of reach for many poor Brazilians. “We’re looking for a pragmatic solution to prevent the transmission of HIV-AIDS,” group President Maria Eugenia Lemos Fernandes said. “Studies show there is a high acceptance of this method because it’s a product under the control of women.”

While 75 percent of the women and 63 percent of the men in a pilot study on the female condom said they approved of the device, many women with AIDS say they would have been no more likely to have used a female condom than a conventional one.

Part of the problem is perception: 80 percent of women and 85 percent of men in Brazil believe they are not at risk of contracting HIV, according to a study conducted by the Civil Society for the Well-Being of the Brazilian Family.

Also at risk are married women, 40 percent of whom undergo sterilization as an affordable way of getting around the Catholic church’s condemnation of birth control, health officials noted.

“It’s mostly married women who are the victims. You just never think it could be you,” says a former hospital administrator who was diagnosed with the virus after her husband had several extramarital affairs. He died two years ago. “I knew everything there was to know about AIDS—I worked in a hospital—but I never suspected he was going out like that. He always denied it,” she says.

While HIV is making in roads in rural areas and among teenagers in Brazil, Fernandes says it doesn’t have to reach epidemic proportions as in Uganda or Tanzania. “There is a very big window of opportunity here.”

Brazil’s Health Ministry is adding a new ingredient to the heady mix that makes up the country’s annual Carnival—condoms. The ministry will distribute 10 million condoms next month, along with free advice on how to prevent the spread of AIDS, at places like Rio de Janeiro’s sambadrome, where bare-breasted dancing girls attract millions of spectators every year.

“It’s considered as a period of increased sexual activity,” a spokeswoman at the ministry’s AIDS coordination department said on Monday. “The euphoria provoked by Carnival and the excessive consumption of alcohol make it a moment when people are more likely to forget about prevention,” she explained.

It is no coincidence that Rio de Janeiro was chosen to host this year’s Conference on HIV Pathogenesis and Treatment. Brazil’s handling of the epidemic is widely regarded as exemplary. In the early 1990s, the World Bank predicted that by 2000, HIV would have infected 1.2 million Brazilians. Today, five years after that deadline, the total is just half the Bank’s prediction at about 600,000. So how did Brazil do it, and can other poor countries learn from what was done?

Perhaps the first lesson is don’t be squeamish. Brazil, a predominantly Catholic country, hands out free condoms in abundance. Some 20 million are given away every month—a figure that is boosted by 50 percent in February to accommodate the exuberance of the country’s famous carnivals. Drug users, too, are treated sensibly. Those who inject are offered regular supplies of clean needles and, as a result, three-quarters of them claim never to share needles with others. Nor are prostitutes neglected. Both ladies and gentlemen of the night are the targets of campaigns intended to promote condom use.

The second lesson is to treat freely. Brazilian law gives all residents the right to the best available drug treatment at no cost. This is important, because having to pay discourages people from complying with the full treatment and thus encourages the emergence of drug-resistant viruses. Providing free treatment is, of course, expensive. This year, the government will spend $395 million on anti-HIV drugs, almost two-thirds of it on three expensive patented drugs. This has brought it into conflict with foreign drug companies. Although it has never actually broken a drug-company patent, the government has exploited every available loophole to evade patents and buy or manufacture generic versions of drugs. For those patents that cannot legally be evaded, the government has played chicken with the patent owners over prices, knowing that manufacturers are desperate to avoid a patent-breaking precedent that others might follow. So far, it has been the companies that have blinked, though the latest sparring match, with Abbott Laboratories, an American firm, over a drug combination called Kaletra, has yet to be resolved.

The third lesson is to encourage voluntary action. In 1992, Brazil had 120 charities and voluntary groups devoted to AIDS. By the turn of the century, that had risen to 500. The virtues of voluntarism were recently confirmed when the Global Fund (the main multilateral distributor of anti-AIDS money to poor countries) audited the success of its donations. It found that spending by voluntary groups usually produced the best value for the money.

The fourth lesson is to do the sums. One of the arguments that has sustained Brazil’s anti-AIDS program is “if you think action is expensive, try inaction.” The government spent $1.8 billion on antiretroviral drugs between 1996 and 2002 but estimates that early treatment saved it more than $2.2 billion in hospital costs over the same period. Add that to the GDP loss that Brazil would have suffered if the World Bank had been right, and an aggressive program of prevention and treatment does not seem so costly after all.

India

S. Mani’s small barbershop in a southern Indian city looks like any other the world over. It’s equipped with all the tools of the trade: scissors, combs, razors—and condoms, too.

A blue box full of free prophylactics stands in plain view of his customers as Mr. Mani trims hair and dispenses advice on safe sex, a new dimension to his 20-year career. “I start by talking about the family and children,” Mr. Mani explains, snipping a client’s moustache. “Slowly, I get to women, AIDS, and condoms.”

Many Indian men are too embarrassed to buy condoms at a drugstore or to talk freely about sex with health counselors and family members. There’s one place where they let down their hair: the barbershop. So, the state of Tamil Nadu is training barbers to be frontline soldiers in the fight against AIDS.

Programs like the barber scheme are what make Tamil Nadu, a relatively poor Indian state that’s home to 60 million people, a possible model for innovative and cost-effective methods to contain AIDS in the developing world.

Six years after it was first detected in India, the AIDS virus is quickly spreading in the world’s second most populous nation. Already, up to 5 million of India’s 920 million people are infected with HIV—more than in any other country, according to UNAIDS, the United Nations’ AIDS agency.

But faced with more immediate and widespread health woes, such as tuberculosis and malaria, officials in many Indian states are reluctant to make AIDS prevention a priority. And in some states, the acquired immunodeficiency syndrome is regarded as a Western disease of decadence; officials deny that prostitution and drug use even exist in their midst. “Some Indian states are still in total denial or ignorance about the AIDS problem,” says Salim Habayeb, a World Bank physician who oversees an $84 million loan to India for AIDS prevention activities.

Tamil Nadu, the state with the third-highest incidence of HIV infection, has been open about its problem. Before turning to barbers for help, Tamil Nadu was the first state to introduce AIDS education in high school and the first to set up a statewide information hotline. Its comprehensive AIDS education program targets the overall population, rather than only high-risk groups.

In the past two years, awareness of AIDS in Tamil Nadu has jumped to 95 percent of those polled, from 64 percent, according to Operations Research Group, an independent survey group. “Just two years ago, it was very difficult to talk about AIDS and the condom,” says P. R. Bindhu Madhavan, director of the Tamil Nadu State AIDS Control Society, the autonomous state agency managing the prevention effort.

The AIDS fighters take maximum advantage of the local culture to get the message across. Tamils are among the most ardent moviegoers in this film-crazed country. In the city of Madras, people line up for morning screenings even during weekdays. Half of the state’s 630 theaters are paid to screen an AIDS-awareness short before the main feature. The spots are usually melodramatic musicals laced with warnings.

In the countryside, where cinemas are scarce, a movie mobile does the job. The concept mimics that used by multinationals, such as Colgate-Palmolive, for rural advertising. Bright red-and-blue trucks ply the back roads, blaring music from well-known movie soundtracks whose lyrics have been rewritten to address AIDS issues. In villages, hundreds gather for the show, on a screen that pops out of the rear of the truck.

In one six-minute musical, a young husband’s infidelity leads to his death from AIDS, the financial ruin of his family, and then the death of his wife, also infected. The couple’s toddler is left alone in the world. The heart-rending tale is followed by a brief lecture by an AIDS educator—and the offer of a free pack of condoms and an AIDS brochure.

Tamil Nadu’s innovations have met with obstacles. It took several months for state officials to persuade Indian government television, Doordarshan, to broadcast an AIDS commercial featuring the Hindu gods of chastity and death. Even then, Mr. Madhavan says, Doordarshan “wouldn’t do it as a social ad, so we have to pay a commercial rate.”

Later, the network refused to air a three-minute spot in which a woman urges her husband, a truck driver, to use a condom when he’s on the road. Safe infidelity was deemed “inappropriate for Indian living rooms,” says Mr. Madhavan. A number of commercial satellite channels have been willing to run the ad.

Tamil Nadu has met little resistance recruiting prostitutes for the cause. For almost a year, 37-year-old prostitute Vasanthi has been distributing condoms to colleagues. With state funding, a nongovernmental agency has trained her to spread the word about AIDS and other sexually transmitted diseases. As an incentive, the state pays participants like Ms. Vasanthi, a mother of three, the equivalent of $14 a month, about what she earns from entertaining a client.

Before Ms. Vasanthi joined the plan, she didn’t know that the condom could help prevent HIV infection. These days, if any client refuses to wear a condom, “I kick him out, even if it takes using my shoes,” she says. “I’m not flexible about this.” More men are also carrying their own condoms, she says.

Thank barbers such as Mr. Mani for that. Especially in blue-collar areas of Madras, men “trim their hair and beard before frequenting a commercial sex worker,” says Mr. Madhavan. They can pick up their condom on the way out.

Tamil Nadu launched the barber program in Madras last March. So far, it has enlisted 5,000 barbers, who receive AIDS education at meetings each Tuesday—the barbers’ day off. The barbers aren’t paid to be AIDS counselors, but they appear to take pride in their new responsibility.

Over the generations, India’s barbers have been respected as traditional healers and trusted advisers. “If you want to get to the king’s ears, you tell his barber,” says Mr. Madhavan, the state AIDS director. Reinforcing the image of barbers as healers, the local trade group is called the Tamil Nadu Medical Barber Association.

“I first talked about AIDS with my barber,” says Thiyagrajan, an electrician in his 40s. “I don’t have multiple partners, so I don’t need a condom, but I take them for my friends.”

One recent night, a man in his 30s walked into Aruna Hair Arts, greeted Mr. Swami, then headed out the door with a fistful of condoms scooped from the plastic dispenser. “That’s OK,” Mr. Swami says approvingly. “He’s a regular customer.”

A local nongovernmental organization helps barbers replenish condom stocks by providing each shop with self-addressed order forms. But the central government hasn’t always been able to meet supply, for reasons ranging from bureaucracy to price disputes with manufacturers.

Tamil Nadu has started sourcing condoms from elsewhere. But they’re too expensive to give away. So the next stage of the barber scheme, just under way, is to charge two rupees (six cents) for a two-condom “pleasure pack.” The barbers will get a 25 percent commission. Thus far, the only perk of participating has been a free wall calendar listing AIDS prevention tips.

Roughly 30 percent of barbers approached by Tamil Nadu have refused to participate in the AIDS program, fearing that they would alienate customers. But those who take part insist that carrying the AIDS message hasn’t hurt business. “We give the message about AIDS, but we still gossip about women,” says barber N. V. Durairaj at Rolex Salon.

Multinational soft drink giants Coke and Pepsi may soon become part of the Indian government’s efforts to reach out to people in far-flung areas to spread awareness about HIV/AIDS and promote the use of condoms. Where social marketing efforts have failed in reaching supplies of condoms, the idea is to reach out through the soft drink firms that have managed to set up a marketing network estimated at more than 1 million outlets across the country. “Realizing their reach, we have appealed to the cola companies PepsiCo and Coca-Cola to allow us to piggyback on their advertisement, including possible slogans on their soft drinks bottles,” a senior health ministry official said. “We have also asked them to help us with the distribution of condoms through their outlets in remote areas.”

The requests have elicited encouraging response from both the multinationals. “We are planning to talk to them and hope that they will soon be on board with our awareness campaign and promotion of condom use,” the official said.

What led to the National AIDS Control Organisation (NACO) looking to Coke and Pepsi for support was the encouraging response they received for advertisements featuring cricket stars advising on the need for preparedness. Some campaigns even had them carrying condoms along with the cricket gear. Backed by 10 countries, including India, the International Cricket Council (ICC) has been actively supporting efforts to promote awareness about HIV/AIDS through campaigns on safe sex. “So whether it is cricket stumps bearing condoms or cricketers themselves urging the need for preparedness, we are finding good response among the public.” NACO also wants to take the campaign forward with celebrity endorsement at a time when sensitive films about HIV/AIDS like Phir Milenge (“We’ll Meet Again”) and My Brother Nikhil have struck a responsive chord among viewers.

The effort is to ensure that the number of HIV-positive cases in the country is contained at the official estimate of 5.13 million. Besides cola companies, several other multinational and national companies with large sales networks, such as banks, are now being looked at by NACO as potential vehicles for creating mass awareness and promotion of condoms.

London International Group
London International Group (LIG) is recognized worldwide as a leader in the development of latex and thin-film barrier technologies. The Group has built its success on the development of its core businesses: the Durex family of branded condoms, Regent medical gloves, and Marigold household and industrial gloves. These are supported by a range of noncore health and beauty products.

With operational facilities in over 40 countries, 12 manufacturing plants, either wholly or jointly owned, and an advanced research and development facility based in Cambridge, England, LIG is well placed to expand into the new emerging markets of the world.

Durex is the world’s No. one condom brand in terms of quality, safety, and brand awareness. The Durex family of condom brands includes Sheik, Ramses, Hatu, London, Kohinoor, Dua Lima, Androtex, and Avanti. Sold in over 130 countries worldwide and leader in more than 40 markets, Durex is the only global condom brand.

The development of innovative and creative marketing strategies is key to communicating successfully with target audiences. Consumer marketing initiatives remain focused on supporting the globalization of Durex. A series of innovative yet cost-effective projects have been used to communicate the global positioning “Feeling Is Everything” to the target young adult market, securing loyalty.

The Durex Global Survey, together with a unique multimillion-pound global advertising and sponsorship contract with MTV, has successfully emphasized the exciting and modern profile of Durex and presented significant opportunities for local public relations and event sponsorship, especially in emerging markets like Taiwan.

LIG continues to focus on education, using sponsorship of events such as the XI Annual AIDS Conference held in Vancouver and other educational initiatives to convey the safer sex message to governments, opinion formers, and educators worldwide.

Japan
London Okamoto Corporation, the joint venture company between London International Group and Okamoto Industries, announced the Japanese launch in Spring 1998 of Durex Avanti, the world’s first polyurethane male condom.

This is the first time an international condom brand will be available in Japan, the world’s most valuable condom market, which is estimated to be worth £260 million ($433 million). Durex Avanti has already been successfully launched in the United States and Great Britain, and will be launched in Italy and other selected European countries during the next 12 months.

Durex Avanti condoms are made from Duron, a unique polyurethane material twice as strong as latex, which enables them to be made much thinner than regular latex condoms, thereby increasing sensitivity without compromising safety. In addition, Durex Avanti condoms are able to conduct body heat, creating a more natural feeling, and are the first condoms to be totally odorless, colorless, and suitable for use with oil-based lubricants.

Commenting on the launch, Nick Hodges, chief executive of LIG, said; “Japan is a very important condom market; with oral contraceptives still not publicly available, per capita usage rates for condoms are among the highest in the world. Our joint venture with Okamoto, Japan’s leading condom manufacturer, gives us instant access to this strategically important market.”

The joint venture with Okamoto, which is the market leader in Japan with a 53 percent share, was established in 1994 with the specific purpose of marketing Durex Avanti. Added Mr. Takehiko Okamoto, president of Okamoto, “We are confident that such an innovative and technically advanced product as Durex Avanti, coupled with our strong market franchise, will find significant consumer appeal in Japan’s sophisticated condom market.”

Durex Avanti, which is manufactured at LIG’s research and development center in Cambridge, England, has taken over ten years to develop and represents an investment by LIG of approximately £15 million.

Questions
1. Comment on the Brazilian and Indian governments’ strategies for the prevention of AIDS via the marketing of condoms.

2. How is the AIDS problem different in the United States compared with Brazil and India?

3. Would the approaches described in Brazil and India work in the United States? Why or why not?

4. Suggest additional ways that London International Group could promote the prevention of AIDS through the use of condoms worldwide.

5. Do you think it would be a good idea for Coke and Pepsi to participate in a condom distribution program in India, Brazil, and the United States?

Sources: “Half a Million Brazilians Are Infected with the AIDS Virus,” Associated Press, December 21, 1996; Andrea McDaniels, “Brazil Turns to Women to Stop Dramatic Rise in AIDS Cases. São Paulo Pushes Female Condom to Protect Married Women from Husbands, but Costs of Devices Are High,” Christian Science Monitor, January 9, 1998, p. 7; “Brazil to Hand out 10 Million Condoms during Carnival,” Chicago Tribune, January 19, 1998, p. 2; Miriam Jordan, “India Enlists Barbers in the War on AIDS,” Wall Street Journal, September 24, 1996, p. A18; Caro Ezzzell, “Care for a Dying Continent,” Scientific American, May 2000, pp. 96–105; Ginger Thompson, “In Grip of Aids, South Africa Cries for Equity,” New York Times, p. 4; “Roll Out, Roll Out—AIDS in Brazil,” The Economist, July 30, 2005, p. 376; “AIDS Campaign May Soon Piggyback on Pepsi, Coke,” www.HindustanTimes.com, August 30, 2005. Also see the Web sites www.lig.com and www.durex.com.
CASE D-13

Making Socially Responsible and Ethical Marketing Decisions: Selling Tobacco to Third World Countries

Strategic decisions move a company toward its stated goals and perceived success. Strategic decisions also reflect the firm’s social responsibility and the ethical values on which such decisions are made. They reflect what is considered important and what a company wants to achieve.

Mark Pastin, writing on the function of ethics in business decisions, observes:

There are fundamental principles, or ground rules, by which organizations act. Like the ground rules of individuals, organizational ground rules determine which actions are possible for the organization and what the actions mean. Buried beneath the charts of organizational responsibility, the arcane strategies, the crunched numbers, and the political intrigue of every firm are sound rules by which the game unfolds.

The following situations reflect different decisions made by multinational firms and governments and also reflect the social responsibility and ethical values underpinning the decisions. Study the following situations in the global cigarette marketplace carefully and assess the ground rules that guided the decisions of firms and governments.

Exporting U.S. Cigarette consumption

In the United States, 600 billion cigarettes are sold annually, but sales are shrinking rapidly. Unit sales have been dropping at about 1 to 2 percent a year, and sales have been down by almost 5 percent in the last six years. The U.S. Surgeon General’s campaign against smoking, higher cigarette taxes, and the concern Americans have about general health have led to the decline in tobacco consumption. Faced with various class-action lawsuits, the success of states in winning lawsuits, and the pending federal legislation, tobacco companies have stepped up their international marketing activities to maintain profits.

Even though companies have agreed to sweeping restrictions in the United States on cigarette marketing and secondhand smoke and to bolder cancer-warning labels, they are fighting as hard as ever in the Third World to convince the media, the public, and policy makers that similar changes are not needed. In seminars at luxury resorts worldwide, tobacco companies invite journalists, all expenses paid, to participate in programs that play down the health risks of smoking. It is hard to gauge the influence of such seminars, but, in the Philippines, a government plan to reduce smoking by children was “neutralized” by a public relations campaign from cigarette companies to remove “cancer awareness and prevention” as a “key concern.” A slant in favor of the tobacco industry’s point of view seemed to prevail.

At a time when most industrialized countries are discouraging smoking, the tobacco industry is avidly courting consumers throughout the developing world using catchy slogans, obvious image campaigns, and single-cigarette sales that fit a hard-pressed customer’s budget. The reason is clear: the Third World is an expanding market. As an example, Indonesia’s per capita cigarette consumption quadrupled in less than ten years. Increasingly, cigarette advertising on radio and television is being restricted in some countries but other means of promotion, especially to young people, are not controlled.

Recently, a major U.S. tobacco company signed a joint venture agreement with the Chinese government to produce cigarettes in China. The $21 million factory will employ 350 people and produce 2.5 billion cigarettes annually when fully operational. China, with more than 300 million smokers, produces and consumes about 1.4 trillion cigarettes per year, more than any other country in the world. The company projects that about 80 percent of the cigarettes produced under the joint venture will be for the domestic market, with the remainder for export.

By using China’s low-cost labor, this factory will put cigarettes within easy reach of 1.1 billion consumers. The tobacco company estimates that China has more smokers than the United States has people. Just 1 percent of that 1.4 trillion cigarette market would increase the U.S. tobacco company’s overseas sales by 15 percent and would be worth as much as $300 million in added revenue.

American cigarette companies have received a warm welcome in Russia, where at least 50 percent of the people smoke. Consumers are hungry for most things Western, and tobacco taxes are low. Unlike in the United States and other countries that limit or ban cigarette advertising, there are few effective controls on tobacco products in Russia. Russia, the world’s fourth largest cigarette market, has proved extremely profitable territory for British American Tobacco (BAT). BAT Russia, which was established in 1949, sold 65 billion cigarettes in Russia last year (2005), giving it almost one-fifth of market share.

Advertising and Promotions
In Gambia, smokers send in cigarette boxtops to qualify for a chance to win a new car. In Argentina, smoking commercials fill 20 percent of television advertising time. And in crowded African cities, billboards that link smoking to the good life tower above the sweltering shantytowns. Such things as baby clothes with cigarette logos, health warnings printed in foreign languages, and tobacco-sponsored contests for children are often featured in tobacco ads in Third World countries. Latin American tobacco consumption rose by more than 24 percent over a ten-year period. In the same period, it rose by 4 percent in North America.

Critics claim that sophisticated promotions in unsophisticated societies entice people who cannot afford the necessities of life to spend money on a luxury—and a dangerous one at that. The sophistication theme runs throughout the smoking ads. In Kinshasa, Zaire, billboards depict a man in a business suit stepping out of a black Mercedes as a chauffeur holds the door. In Nigeria, promotions for Graduate brand cigarettes show a university student in his cap and gown. Those for Gold Leaf cigarettes have a barrister in a white wig and the slogan “A very important cigarette for very important people.” In Kenya, a magazine ad for Embassy cigarettes shows an elegant executive officer with three young men and women equivalent to American yuppies. The most disturbing trend in developing countries is marketing that associates tobacco with American affluence and culture. Some women in Africa, in their struggle for women’s rights, defiantly smoke cigarettes as a symbol of freedom. Billboards all over Russia feature pictures of skyscrapers and white sandy beaches and slogans like “Total Freedom” or “Rendezvous with America.” They aren’t advertising foreign travel but American cigarette brands.

Every cigarette manufacturer is in the image business, and tobacco companies say their promotional slant is both reasonable and common. They point out that in the Third World a lot of people cannot understand what is written in the ads anyway, so the ads zero in on the more understandable visual image. “In most of the world, the Marlboro Man isn’t just a symbol of the Wild West; he’s a symbol of the West.” “You can’t convince people that all Americans don’t smoke.” In Africa, some of the most effective advertising includes images of affluent white Americans with recognizable landmarks, such as the New York City skyline, in the background. In much of Africa, children as young as five are used to sell single cigarettes, affordable to other children, to support their own nicotine habits.

The scope of promotional activity is enormous. In Kenya, a major tobacco company is the fourth-largest advertiser. Tobacco-sponsored lotteries bolster sales in some countries by offering as prizes expensive goods that are beyond most people’s budgets. Gambia has a population of just 640,000, but a tobacco company lottery attracted 1.5 million entries (each sent in on a cigarette boxtop) when it raffled off a Renault car.

Evidence is strong that the strategy of tobacco companies is to target young people as a means of expanding market demand. Report after report reveals that adolescents receive cigarettes free as a means of promoting the product. For example, in Buenos Aires, a Jeep decorated with the yellow Camel logo pulls up in front of a high school. The driver, a blond woman wearing khaki safari gear, begins handing out free cigarettes to 15- and 16-year-olds on lunch recess. Teens visiting the Music Television Network’s Web sites in China, Germany, India, Poland, and Latin America were given the chance to click on a banner ad that led them to a questionnaire about their exposure to cigarette ads and other marketing tools in their countries. Some 10,000 teens responded to the banner ads. “In the past week, more than 62 percent of teenagers in these countries have been exposed to tobacco advertising in some form,” the 17-year-old SWAT (Students Working Against Tobacco) chairman told Reuters. “The tobacco companies learned that marketing to teens and kids worked in this country, but since they can’t do it here anymore, they’ve taken what they learned to other countries.” At a video arcade in Taipei, free American cigarettes are strewn atop each game. “As long as they’re here, I may as well try one,” says a high school girl.

In Malaysia, Gila-Gila, a comic book popular with elementary school students, carries a Lucky Strike ad. Attractive women in cowboy outfits regularly meet teenagers going to rock concerts or discos in Budapest and hand them Marlboros. Those who accept a light on the spot also receive Marlboro sunglasses.

In Russia, a U.S. cigarette company sponsors disco parties where thousands of young people dance to booming music. Admission is the purchase of one pack of cigarettes. At other cigarette-sponsored parties, attractive women give cigarettes away free.

In many countries, foreign cigarettes have a status image that also encourages smoking. A26-year-oldChinesemansays he switched from a domestic brand to Marlboro because “You feel a higher social position” when you smoke foreign cigarettes. “Smoking is a sign of luxury in Czechoslovakia as well as in Russia and other Eastern countries,” says an executive of a Czech tobacco firm that has a joint venture with a U.S. company. “If I can smoke Marlboro, then I’m a well-to-do man.”

The global tobacco companies insist that they are not attempting to recruit new smokers. They say they are only trying to encourage smokers to switch to foreign brands. “The same number of cigarettes are consumed whether American cigarettes or not,” was the comment of one executive. Internal corporate documents reveal that British American Tobacco, the world’s second-largest multinational tobacco company, secretly encouraged tax evasion and cigarette smuggling for decades in a global effort to secure market share and lure generations of new smokers. The company vehemently denied the accusations; however, the evidence strongly suggested otherwise.

Evidence showed that corporate executives in Britain, the United States, and other locales controlled the volumes, brands, marketing campaigns, timing, and price levels throughout the smuggling distribution networks they exploited. Company officials worked closely with their local agents—giving those perks such as tickets to soccer matches and vacation holidays. Researchers demonstrated that a large percentage of cigarettes were entering the black market by comparing annual global exports with global imports, about one-third of all cigarettes entering international commerce each year could not be accounted for. The industry’s sanguine reaction to apparently losing a third of its inventory annually only fueled suspicions that companies knew more than they were willing to admit. “That cannot be happening without the knowledge of the producing companies.”

In an apparent attempt to continue to target teens, the tobacco industry is offering candy-flavored cigarettes, according to the American Lung Association Tobacco Policy Trend Alert: “From Joe Camel to Kauai Kolada—The Marketing of Candy-Flavored Cigarettes” (see http://slati.lungusa.org). Advertising and promotion of these products uses hip-hop imagery, attractive women, and other imagery to appeal to youth in similar ways that Joe Camel did a decade ago. Marketing efforts for candy-flavored cigarettes came after the 1998 Master Settlement Agreement prohibited tobacco companies from using cartoon characters to sell cigarettes. Researchers recently released the results of several surveys that showed that 20 percent of smokers ages 17 to 19 smoked flavored cigarettes, while only 6 percent of smokers ages 17 to 20 did.

Over the past five years, as countries have increasingly limited the type of public advertising that cigarette companies can use, companies have sought other means of promoting their product. One of Philip Morris International’s promotions was a contest and the prize was to be among the 42 young men and women from Asia, Latin America and Europe selected to be part of the 2004 Adventure Team event in Utah. The event was part-vacation, part-Marlboro marketing extravaganza for smokers from around the world to play cowboy on beautiful public lands. No Americans were eligible to participate in the contest because of the agreement between the tobacco companies and attorneys-general of various U.S. states that prohibit this type of promotion within the United States. The real prize was the names, addresses, and other demographic information of the more than a million young smokers from all around the world who are starting their smoking careers and are susceptible to advertising—a value that can’t be estimated as Philip Morris advertises directly to them over the next ten years. 1
Another source of concern is the tar and nicotine content of cigarettes. A 1979 study found three major U.S. brands with filters had 17 milligrams of tar in the United States, 22.3 in Kenya, 29.7 in Malaysia, and 31.1 in South Africa. Another brand with filters had 19.1 milligrams of tar in the United States, 28.8 in South Africa, and 30.9 in the Philippines.

Although cigarette companies deny they sell higher tar and nicotine cigarettes in the Third World, one British tobacco company does concede that some of its brands sold in developing countries contain more tar and nicotine than those sold in the United States and Europe. This firm leaves the tar- and nicotine-level decisions to its foreign subsidiaries, which tailor their products to local tastes. The firm says that Third World smokers are used to smoking their own locally made product, which might have several times more tar and nicotine.

C. Everett Koop, the retired U.S. Surgeon General, was quoted in a recent news conference as saying, “Companies’ claims that science cannot say with certainty that tobacco causes cancer were flat-footed lies” and that “sending cigarettes to the Third World was the export of death, disease, and disability.” An Oxford University epidemiolo-gist has estimated that, because of increasing tobacco consumption in Asia, the annual worldwide death toll from tobacco-related illnesses will more than triple over the next two decades. He forecasts about 3 million a year to 10 million a year by 2050, a fifth of them in China.

Government Involvement
Third World governments often stand to profit from tobacco sales. Brazil collects 75 percent of the retail price of cigarettes in taxes, some $100 million a month. The Bulgarian state-owned tobacco company, Bulgartabac, contributes almost $30 million in taxes to the government annually. Bulgartabac is a major exporter of cigarettes to Russia, exporting 40,000 tons of cigarettes in 1997.

Tobacco is Zimbabwe’s largest cash crop. One news report from a Zimbabwe newspaper reveals strong support for cigarette companies. “Western anti-tobacco lobbies demonstrate unbelievable hypocrisy,” notes one editorial. “It is relatively easy to sit in Washington or London and prattle on about the so-called evils of smoking, but they are far removed from the day-to-day grind of earning a living in the Third World.” It goes on to comment that it doesn’t dispute the fact that smoking is addictive or that it may cause diseases, but “smoking does not necessarily lead to certain death. Nor is it any more dangerous than other habits.” Unfortunately, tobacco smoking has attracted the attention of a particularly “sanctimonious, meddling sector of society. They would do better to keep their opinions to themselves.”

Generally, smoking is not a big concern of governments beset by debt, internal conflict, drought, or famine. It is truly tragic, but the worse famine becomes, the more people smoke—just as with war, when people who are worried want to smoke. “In any case,” says one representative of an international tobacco company, “People in developing countries don’t have a long enough life expectancy to worry about smoking-related problems. You can’t turn to a guy who is going to die at age 40 and tell him that he might not live up to 2 years extra at age 70.” As for promoting cigarettes in the Third World, “If there is no ban on TV advertising, then you aren’t going to be an idiot and impose restrictions on yourself,” says the representative, “and likewise, if you get an order and you know that they’ve got money, no one is going to turn down the business.”

Cigarette companies figure China’s self-interest will preserve its industry. Tobacco provides huge revenues for Beijing because all tobacco must be sold through the China National Tobacco Company monopoly. Duty on imported cigarettes is nearly 450 percent of their value. Consequently, tobacco is among the central government’s biggest source of funding, accounting for more than $6 billion a year in income. China is also a major exporter of tobacco. In 2000, China’s exports of tobacco were over $500 million, a substantial increase from a year earlier.

National self-interest is not limited to Third World countries alone. The United States sends mixed signals as well. On the one hand, the State Department sent a directive to all U.S. diplomatic posts in 1998 instructing them not to promote American tobacco products abroad. According to the directive, tobacco would be treated as a danger to health. At the same time, the directive also stated that the government would continue to oppose trade policies abroad that favor local tobacco products over those made in the United States. Unfortunately, even unambiguous directives have not always been followed. In 1994, the administration promised to work toward lowering smoking around the world but worked hand in hand with tobacco companies against an effort by the government of Thailand to require tobacco companies to disclose the ingredients in each brand of cigarettes. In 1994, the ambassador to Romania attended the opening of a new U.S. cigarette company plant and declared, “I’m sure that the splendid products of [company name] will prosper in Romania.”

Assessing the Ethics Of Strategic Decisions
Ethical decision making is not a simplistic “right” or “wrong” determination. Ethical ground rules are complex, tough to sort out and to prioritize, tough to articulate, and tough to use.

The complexity of ethical decisions is compounded in the international setting, which comprises different cultures, different perspectives of right and wrong, different legal requirements, and different goals. Clearly, when U.S. companies conduct business in an international setting, the ground rules become further complicated by the values, customs, traditions, ethics, and goals of the host countries, which have developed their own ground rules for conducting business.

Three prominent American ethicists have developed a framework to view ethical implications of strategic decisions by American firms. They identify three ethical principles that can guide American managers in assessing the ethical implications of their decisions and the degree to which these decisions reflect these ethical principles or ground rules. They suggest asking, “Is the corporate strategy acceptable according to the following ethical ground rules?”

	Principles 
	Question

	Utilitarian ethics 
(Bentham, Smith)
	Does the corporate strategy optimize the “common good” or benefits of all constituencies?

	Rights of the parties 
(Kant, Locke)
	Does the corporate strategy respect the rights of the individuals involved?

	Justice or fairness 
(Aristotle, Rawls)
	Does the corporate strategy respect the canons of justice or fairness to all parties?


Exhibit 1

A Decision Tree for Incorporating Ethical and Social Responsibility Issues into Multinational Business Decisions

These questions can help uncover the ethical ground rules embedded in the tobacco consumption situation described in this case. These questions lead to an ethical analysis of the degree to which this strategy is beneficial or harmful to the parties and, ultimately, whether it is a “right” or “wrong” strategy, or whether the consequences of this strategy are ethical or socially responsible for the parties involved. These ideas are incorporated in the decision tree in Exhibit 1.

Laczniak and Naor discuss the complexity of international ethics or, more precisely, the ethical assumptions that underlie strategic decisions for multinationals.2 They suggest that multinationals can develop consistency in their policies by using federal law as a baseline for appropriate behavior as well as respect for the host country’s general value structure. They conclude with four recommendations for multinationals:

1. Expand codes of ethics to be worldwide in scope.

2. Expressly consider ethical issues when developing worldwide corporate strategies.

3. If the firm encounters major ethical dilemmas, consider withdrawal from the problem market.

4. Develop periodic ethics-impact statements, including impacts on host parties.

See www.who.int, the World Health Organization Web site, for more details regarding the current tobacco controversy. See also www.getswat.com for a world wide student initiative against smoking.

Questions

1. Use the model in Exhibit 1 as a guide and assess the ethical and social responsibility implications of the situation described.

2. Can you recommend alternative strategies or solutions to the dilemmas confronting the tobacco companies? To governments? What is the price of ethical behavior?

3. Should the U.S. government support U.S. tobacco company interests abroad?

4. Should a company be forced to stop marketing a product that is not illegal, e.g., cigarettes?

Foot-Notes

1Jennifer Ludden, “Interview with Charles Duhigg (Los Angeles Times) about an event in Utah Staged by Philip Morris,” Weekend Edition NPR News, November 27, 2004.

2Gene R. Laczniak and Jacob Naor, “Global Ethics: Wrestling with the Corporate Conscience,” Business, July–September 1985.

CASE D-14

Boeing's Product Development Stumble

When Boeing publicly unveiled an artist's rendering of the Sonic Cruiser 21 months ago, the company bragged that its new plane "will change the way the world flies." Capable of transporting 225 passengers at close to the speed of sound, the Sonic Cruiser is the

first original jetliner design in 50 years. It looks like nothing else in the skies today. Protruding behind the cockpit are two small wings, known as canards. A large delta wing in the rear replaces the usual swept-back appendages. A pair of powerful engines is

mounted in back too, and completing the Star Trek look are two vertical fins that are used in place of the conventional tail and rudder. If anything could lift air travel from mass to class, this was going to be it.


But the Sonic Cruiser won't be taking off after all. The problem is, no one seems to want to buy the plane. Not a single airline has stepped up to say that the time saved by flying so fast is worth the higher price, greater fuel costs, and schedule disruption. So

Boeing is backing away from the project, laying the blame on a weak market and shifting customer preferences. An official announcement is expected as soon as year-end.

In place of the Sonic Cruiser, Boeing likely will offer a far more conventional plane, one that will cost less to build, require fewer changes in service procedures, and burn up to 20 percent less fuel. Like every other commercial jetliner (except the moneylosing

SST), the new model will be a linear descendant of the B-47 that first flew after World War II. In other words, it won't have rocket-ship styling or sound-barrier speed, but it will be much more marketable in today's awful business conditions. Boeing blandly calls it the "super-efficient airplane."


In interviews in mid-November, top Boeing executives insisted they were still trying to make up their minds about which plane to build. "The process of getting to a new airplane is a tortuous road," says chairman and CEO Phil Condit. "By the end of

the year we will have arrived at a decision about where we think we ought to go." In fact, the decision has already been made. While Condit and others believe that some airline travelers are willing to pay a premium for better service-an argument for the Sonic Cruiser-they concede that airlines have never been in such bad shape financially. It is clear that customers will opt for the more economical plane. "With the slowing global economy and the terrorist overhang, the airlines clearly need to simplify their fleet," says Alan Mulally, the head of Boeing's Commercial Airplanes. "Their cost structure just leads them to something that will improve operating efficiency."


Scrapping, or at least delaying, the Sonic Cruiser may be a nobrainer from a business standpoint, but it could turn out to be a public-relations disaster. After all, it was Boeing that created heightened expectations for the plane in the first place, then failed to dampen them when it became clear that the plane was simply unsalable. Worse, the Sonic Cruiser will go down as yet another failed airplane for a company that has had its share of them lately-notably the Joint Strike Fighter and the 747X superjumbo-raising suspicions that Boeing has lost both its courage and its touch. And perhaps most significant, it will be a huge boost for archrival Airbus, which has been raining on the Sonic Cruiser's parade from the start.

The questions surrounding the ambitious project aren't likely to die along with the airplane. Was the Sonic Cruiser ever seriously intended for production, or was it partly a paper plane aimed at keeping Airbus off balance? If it was for real, why didn't

Boeing grasp its shortcomings more quickly? And why has the company kept the project alive for the past several months when it was clear that the futuristic plane was on life support?

The delay is especially odd given Condit's efforts to inject business discipline into commercial aviation and insulate the rest of the company from that sector's ups and downs. Since taking over in 1996, the down-to-earth Condit has strengthened Boeing's

investments in military aircraft, missile systems, and space-related businesses like the space shuttle. In 2001 he moved Boeing's corporate headquarters to Chicago to get it out from the shadow of the plane-building business in Seattle. The upshot is that in 2003, commercial planes will account for less than half of Boeing's revenue, versus 75 percent in 1996.

The downturn in air travel is taking its toll on the company nonetheless, and most analysts don't expect an immediate upturn. Used to building up to 48 airplanes a month, Boeing is now assembling fewer than 24. So after record profits in the past two

years, Boeing's per-share earnings are expected to fall more than 20 percent for 2002 and another 20 percent-plus in 2003. Even a war with Iraq won't help Boeing's sales of big-ticket defense systems, says Condit.


Despite initial cheers from aviation experts, the Sonic Cruiser turned out to be the wrong plane at the wrong time. World air traffic has fallen nearly 11 percent in the past two years, and the airlines are expected to lose nearly $10 billion in 2002 after dropping

$12 billion in 2001. Airlines everywhere are in disarray as the future of air travel turns into a tug of war between traditional, full-service, hub-and-spoke carriers and upstart, no-frills, point-to-point airlines. "Airlines have no choice but to reinvent themselves," says Nicole Piasecki, Boeing's vice president for strategy.


The Sonic Cruiser might have only added to the industry's problems. Its shape, speed, and cost would require air carriers to do everything from rewriting their schedules to overhauling their maintenance and service procedures. At the same time they would be forced to sell more full-priced fares to pay higher operating costs at a time when business and leisure travelers want bargain rates. For all its glamour, the plane just never seemed to make much business sense. Says equity analyst Nicolas Owens of Morningstar: "I think if Boeing built this thing, it would have become its Vietnam."


Even its birth was star-crossed. Boeing announced plans for the plane on March 29, 2001, the same day that it acknowledged canceling development of a larger version of the venerable 747, known as the 747X, which was to compete with Airbus's superjumbo

A380-a plane that will carry 25 percent more passengers than the 747 and is scheduled for delivery to airlines in 2005. The timing immediately suggested to some that the Sonic Cruiser news was released as much to take the sting out of the 747X failure as to launch a genuinely viable program. In the months to come Boeing would admit that it had announced the plane up to two years earlier than planned because it was ready to show the plane to customers and knew the news would leak out.


As theater, though, the announcement was a smash. Shaped like an arrow, the Sonic Cruiser was going to be plenty fast-up to Mach 0.98, or about 650 miles per hour. That would make it 15 percent to 20 percent faster than every other airliner in service except the Concorde SST, which flies at Mach 2. In both mission and appearance, it was about as far from the chunky, double-deck A380 as any plane could be, and it made a forceful statement about Boeing's product philosophy: Smaller planes flying point to point-that is, from one city to another-would be more valuable than giant carriers busing passengers between congested hubs.


Airline executives rushed to endorse the new plane. CEO Don Carty of American Airlines was quoted as saying, "We obviously see a use for that airplane. It can radically change our business productivity." An ebullient Richard Branson of Virgin Atlantic declared he wanted to order as many as six of the first planes. Airbus, meanwhile, publicly disparaged the project in what would turn out to be a long-running critique. Senior vice president John Leahy said his company had already looked at a similar concept and found that it would cost too much more to operate than a conventional plane. He was right, of course, but it would be months before Boeing's customers-faced with shrinking numbers of air travelers-would reach a similar conclusion.


Boeing had been planning the plane for years. As early as 1995 a working group-consisting of researchers in materials, design, engineering, and manufacturing-began exploring new flying concepts. Initially known as the Airplane Creation Process

Strategy team, it was renamed 20XX and charged with finding advanced technologies to design and build airplanes. Four years later a team of about a dozen engineers began work on a new airplane concept, and by fall 2000 they had developed a design that looked very much like the Sonic Cruiser. The new plane was code-named Project Glacier.


Early in 2001, Alan Mulally traveled around the world talking to international air carriers about what new planes Boeing should add to its product line. He mentioned several options, including the 747X. But Mulally really got the airlines' attention when he said Boeing could develop a plane that flew as fast as Mach 0.98 and wouldn't consume any more fuel than an existing airliner.

The plane would allow full-fare-paying business travelers, for whom time is more important than money, to cut an hour off a six-hour flight to Europe or two hours from a trip to Asia. At the same time it would enable airlines to squeeze extra daily flights out of their fleet. If the Sonic Cruiser shaved two hours from a 13-hour flight from New York to Tokyo, it could be turned around and flown home the same day, thus making a roundtrip in 24 hours.


Through spring 2001, Boeing continued to feed anticipation of the new airplane. General Electric, Pratt & Whitney, and Rolls- Royce got to work on the new-generation engines that would be required to propel it. At the Paris Air Show in June, a Boeing supplier predicted that more than 500 Sonic Cruisers could be sold in the next ten to 15 years. Mulally did him one better. He declared that with all of the short- and long-range derivatives, Sonic Cruiser sales could reach several thousand airplanes in the next two decades. Airbus's Leahy, meanwhile, gave Boeing another public poke by declaring that the new plane would be neither as fast nor as efficient as Boeing claimed.


By the summer Boeing completed what would be the first of four rounds of meetings with potential airline customers, which were clamoring for a new plane. Engineers tinkered with the initial design. Having discarded the traditional airliner shape, all but

unchanged for five decades, they conducted studies to determine the best location for the landing gear and engine air inlets to limit the chances of damage from foreign objects. They also discovered that the position of the canards would hinder the location of loading

ramps and made plans to move them. 


Meanwhile, weak economic conditions around the world had already begun to depress airline travel, and after Sept. 11 it collapsed entirely. Almost overnight airlines doubled the number of planes put in mothballs, from 1,000 to nearly 2,000-more than

12 percent of the world's fleet. Mulally announced that as many as 30,000 Boeing employees at Commercial Airplanes might lose their jobs by the end of 2002 because of canceled or rescheduled orders.

Yet Boeing pushed ahead with the Sonic Cruiser. It completed the first round of wind tunnel tests and released new details about the materials-carbon fiber composites and titanium-that would be used in place of aluminum to reduce weight and thus fuel consumption.

By the end of 2001 the first signs of doubt about the project began to creep into Boeing's public statements. Executives acknowledged the existence of another new airplane, code-named Project Yellowstone, that was being developed alongside Sonic

Cruiser. It would be the same size-about 225 seats-and would also be built of lightweight composites. But since it would fly at only Mach 0.8 to 0.9, it would burn up to 20 percent less fuel and make less noise. Originally designed simply to demonstrate the effect of Sonic Cruiser technology on a conventional design, it would quickly assume a life of its own. Yellowstone was the ultimate low-cost spread, designed to be cheap rather than fast.

In February development of both planes was consolidated under one man, Walt Gillette, a veteran aerodynamic engineer.


Gillette, 61, had been involved in every new Boeing airliner since Cases 4 Developing Global Marketing Strategies 589 the 747, including the ill-fated 747X program, and he was very conscious of the possibility of failure. He keeps a chart in his office to remind visitors that new-airliner programs sank manufacturers like de Havilland and Lockheed. By contrast Boeing had successfully developed ten planes in a row going back to 1958, and he was determined to keep the streak intact. "Going ten for 11," said Gillette, "isn't acceptable."

In February and March, Boeing conducted a second round of private meetings with nearly two dozen customers. They got their first look at Project Yellowstone, now called the super-efficient airplane, just as they were beginning to have second thoughts about the Sonic Cruiser. It was now clear that the Sonic Cruiser would throw flight schedules into disarray. Planes leaving Asia for London would arrive at Heathrow several hours before the 5 A.M. curfew was lifted. Passengers flying overnight from New York to Europe would get an hour less sleep on what was already a short flight. Meanwhile a report asserted that Boeing was being forced to assume premium ticket prices to offset the higher cost of operating the Sonic Cruiser. An unnamed airline executive was

quoted as being skeptical that the time savings offered by the plane would be worth the extra cost. 


By April, Boeing was still having problems developing its business case for the Sonic Cruiser; strategist Piasecki said one might not be completed for another nine months. After more than a year of work the company still hadn't figured out how much value the airline would place on extra speed. At the Farnborough Air Show in England in July, yellow caution flags began flying all over the Boeing chalet. With the third round of customer meetings completed, a Boeing executive admitted that potential buyers were confused about whether they wanted the plane and that Boeing wouldn't proceed unless the project "makes sense." Other executives conceded that there had been less interest in the Sonic Cruiser since Sept. 11, and that greater attention was being paid to alternative designs. Gillette raised the possibility that the super-efficient plane might be launched together with the Sonic Cruiser "if sufficient market interest continues." It wasn't much of a vote of confidence.

In fact the market wasn't much interested in spending money on anything-old or new-at that point. Boeing disclosed that because of rescheduled or canceled orders, it now expected to deliver no more than 285 new airplanes in 2003, down from the 527 that went to customers in 2000. Since government-subsidized Airbus was scheduled to deliver 300 planes, it would pass Boeing for the first time and attain the position of industry leader.


One by one, potential customers began nervously backpedaling. Singapore Airlines' chief, who once foresaw "very big demand" for the Sonic Cruiser, reportedly shook his head when its name was mentioned. A Cathay Pacific executive said a cheaper plane "may be a better road to go down." Branson ignored the Sonic Cruiser entirely and declared that the Airbus A380 was the wave of the future. There were other concerns besides cost. A Japan Airlines executive worried about ground safety because one of those short fins might interfere with a passenger jetway. 


In response Boeing did a little backpedaling of its own. Gillette publicly revealed that Boeing had been working on the superefficient airplane before the Sonic Cruiser but hadn't told customers about it until the second round of meetings. He insisted that the Sonic Cruiser was still his first priority but said that the most important thing was to build the right plane. "We have never gotten it wrong," he said. "I do not intend to get it wrong on the last airplane I get to do." Airbus was waiting to pounce. Chairman Noel Foregard needled Boeing: "We think airlines expect cheap and clean airplanes, and now our competitor is saying the same."


By autumn Boeing began to sound as if the decision on the Sonic Cruiser had been taken out of its hands. Gillette said Boeing would do what the marketplace wanted because "the market was in charge." CEO Condit declared that the Sonic Cruiser and the super-efficient airplane were in a horse race and that the company would pick one or the other. Boeing was sounding less like the pioneering company that had pushed ahead with the 747 on the basis of a single order and more like Procter & Gamble testmarketing a new detergent. 


Despite all the bad news, Gillette continued development work back in Seattle. He completed a second round of wind tunnel tests and a fourth round of customer meetings. Boeing ran more analyses to determine how airlines could best utilize the

faster plane in their service networks, but the results were only preliminary and required more study. The numbers continued to elude its analysts. CFO Michael Sears conceded, "We're having a roblem with the business case." At the end of October, Boeing invited customers to Seattle to discuss the plane for a fifth time, this time in a group meeting. Some Boeing executives were already talking about the plane in the past tense. "If we hear interest in a more efficient airplane, it doesn't mean there will never be a Sonic Cruiser," said one.

The decision to halt development of the Sonic Cruiser, which could come on the eve of the 100th anniversary of the first manned flight, would mark another important date in the history of the Jet Age. Henceforth progress will be measured in tiny steps rather than giant leaps. Instead of higher and faster, the mantra for the future will be leaner and cheaper. A big part of the change will be driven by Boeing, where Condit believes that enhancing shareholder value takes precedence over exploring the wild blue yonder. Says analyst Richard Aboulafia of Teal Group consultants in Washington, D.C.: "The good old days of betting the company on a new airplane have been torpedoed by the capital markets. Airlines today don't want anything but commodities, and everything is replacement technology." 


For Boeing, canceling the project is clearly the right business decision but will deal another blow to company morale. Employees were badly shaken when hijackers turned four Boeing airplanes into weapons and flew them into the World Trade Center and the Pentagon. Retirement funds have been hard hit by Boeing stock, down nearly 40 percent from its year's high. Both inside and outside the company, many will conclude that by failing to produce the Sonic Cruiser, the company has abandoned its historical mission to build "the next great flying machine." 


Having failed to build its radical new plane, Boeing now must scramble to remain competitive. With Airbus preoccupied with getting its A380 ready for delivery, Boeing has a chance to pile up orders for the super-efficient airplane and tighten its grip on the

point-to-point airliner market. But to capitalize on that opportunity, it will have to move more quickly than it has in the recent past. The airliner business may only be a two-horse race, but Boeing is running second for the first time in its history-and the Sonic Cruiser has cost it lots of precious time.

Questions
1. Comment on Boeing's overall product development strategy.
2. What aspect of marketing research is missing from this story?
3. Fast forward to 2006 and let's assume the global economy is growing nicely again. Does this new design make sense in that scenario?
4. What routes would be most likely to adopt such an innovation?
5. Aside from Airbus, who else is competition for this highspeed jet liner?
6. How might Boeing share some of the great risks inherent in such a major product development venture?
CASE D-15

Of Dock Floaters and Floating Values
A Note to Students About This Case

Origins of the Case

Background

This case consists of a series of emails that were exchanged by a discussion group of the American Marketing Association with interests in branding. The virtual discussion was triggered by a question from a marketing consultant who was seeking advice on how best to guide his client on a tough problem. His email is shown first, followed by 14 responses and comments from a wide-ranging group of marketers, including brand managers, marketing consultants, and advertising executives. 


The emails have been preserved and reprinted in their original format, without any language editing (including no corrections on mis-spells or grammatical, syntax, and other similar errors) and with only minor formatting and a few other adjustments to meet this book’s styling requirements and enhance the learning experience. Dates, names, and the writers’ corporate affiliations have been changed to protect the confidentiality and privacy of the writers, but the names of companies cited as examples by the writers have been preserved.

The Issue at Hand

Oftentimes, students of marketing complain that “textbooks present little more than theory which has little or nothing to do with the ‘real world’”. Well, here is “the real world”! This discussion, which occurred in March 2007, offers a fascinating glimpse of how actual marketing managers think and what their views are on a significant, and all too common, problem that confronts leading brands: To be able to lead, most major brands involve high-quality products that take a lot of sustained effort and R&D to develop and market – which makes them more expensive than competing, and often inferior, products. From the customer’s perspective this means having to balance price and quality. More often than not, this presents major brands with a conundrum – how to convince potential buyers that their higher price is justifiable and in fact conveys tangible benefits.


As you read through the emails, you will notice that the practicing managers who wrote them actually use many of the “theory” concepts you have learned in marketing so far, and help to bring them to life by relating them to their own experiences. Once you are finished reading them, and with help from your prior marketing knowledge through previous courses and this book, you should be well equipped to tackle the questions at the end.

The Initial Email Query

Dear Brand Group,


Please help me with an interesting marketing problem. My client manufactures and installs the floating concrete docks that you see when you go to a marina, as well as docks for inland-water marinas and the dry storage buildings that are becoming popular for boat storage on land next to the marina.


My client built one of the first floating dock systems at [name of harbour] in the late 1950s, and today the company is recognized as, by far, the leader in the industry. The company is now worldwide and highly respected.


From a marketing standpoint, this is where I want them to be: number one in market share, number one in brand awareness, a highly respected brand, a great reputation for technical knowledge and for construction management skills, and the best sales collateral and sales team in the business.


Now for the problem. As number one, many owners and developers automatically consider them too expensive. They automatically assume they can get a better deal with a lesser company. In fact, the client's pricing is quite competitive, although in bid situations anything can happen, and the company that is hungry can always underbid. While the issue is also relevant within North America, the real problem is in international markets. The more my client tries to expand internationally, the greater the problem becomes, because of three main reasons. First, customers are generally more price-sensitive in many foreign markets, particularly in the developing world. Second, when government or other institutional buyers and public bidding are involved, the processes are not always as clear as here and many times local competitors have an edge, whether for national reasons or because they can underbid since their product is inferior. And third, although the client does have a presence in several countries and is generally respected, as I said above, neither its reach nor its brand awareness levels are as extensive as here at home.


The one analogy that seems to fit is IBM, which was offering “best quality and service at a high price” and ran into troubled waters when competitors like Apple and Microsoft began to emerge. I remember IBM trying to respond to the new challenge with quirky commercials that made them "approachable."


Has anyone else worked on a problem like this, or does anyone have a suggestion? We can modify our brand image and messages in our print advertising, trade show presence, web site, and sales collateral. Any suggestions would be appreciated.

Thanks for your help.

Email Responses and Comments

Email response #1

Not sure if it helps but your description of IBM reminded of a recent attempt by HP with lots of picture of the garage that they started in. Perhaps you can use images of the past with tag lines the clearly state the humble beginnings, experience and dedication to working one-on-one with customers.

Hope this sparks something for you.

Email response #2

I think you really make the point yourself that it is about being "approachable". IBM is much more approachable than it was and while the best at what it does is competitive. Price is always an issue but value is key. That is not to say you can charge more but you can justify your cost better than the competition.


An example that comes to mind in the same vein of "approachability" is the success of independent lawyers had at television advertising. While there is the distaste factor – particularly since it was personal injury – law firms today are realizing that in an increasingly competitive environment they need to start marketing themselves aggressively as well. Those initial television lawyers never talked price but really talked what they could do and positioned as personally involved with you. And they have grown.


Many brands today that once had stuffy images have remade themselves. The financial services industry is filled with them. Think about INGs rebranding from Aetna. Think about Accenture's spin-off from Arthur Anderson.


Really dig into the psyche of your customer based and tailor the message to what they think about in determining who to go with. Know your customer. Now you will know how to transform the brand image into market dominance.

Email response #3

Peter,

Here's what is probably a silly idea. What about having the sales folks tell that story and ask that question to the potential customers during the bidding process? Besides increasing the probability that the prospect would feel a sense of intimacy, and thereby trust the proposition more, some of the potential customers may also be #1 in their market and also have that same issue, and thereby they will be able to relate and appreciate especially well, and thereby hopefully trust the sincerity of the object to be understood as truly price-competitive even more so. In addition, that exact scenario could even be depicted in ads.

Email response #4

My suggestion is an obvious one, and admittedly I do not know your product or your buyers. However, I usually urge my clients to differentiate themselves on something other than price.


Starbucks is a good example of this strategy: They charge more for their coffee, yet have grown to be a $5,000,000,000 company, with most of that growth coming in the last 10 years. Starbucks differentiates itself by promoting and creating an ethereal the third place – a safe place that is neither work nor home. They do not own the largest market share, but no one can argue with their standing in the market place. And, their margins are very respectable. And, I suspect, many of us think of them as number 1 in their business.


All of my clients – and all the corporations I once served – differentiate themselves in terms of quality, value, service, credibility, integrity, trust and all those things that spark first an emotional response and then an intellectual one. They build their businesses and their growth by encouraging relationships and fostering a brand image that says "trust." In my experience, price has not been the leading factor in my clients' success – delivering on promises drives their results, and doing so in a respectful and honest fashion.


I recommend building and communicating your brand stressing value and values, while also communicating that relationships, fairness and win/win are key to your client's business.


Obviously, my few words cannot begin to lay out a strategy or a plan, which requires more than an e-mail conversation. But I hope this helps and perhaps inspires some ideas.

Email response #5

The simple answer is as follows. 


XYZ corporation is the leader in manufacturing and installing floating concrete docks. XYZ is the leader because we provide the highest quality product at a competitive (or choose one of hundreds of words) price. This is why XYZ has been the leading manufacturer and installer the floating concrete docks for almost 50 years. 


You just killed any pricing issues while establishing that you're the best and have been around the longest.:) hope this helps 

Email response #6

Peter,


You've beautifully sold the product, now sell the experience. From the first time they hear about the company through building a long term relationship, what is it like to be their customer?


I'm sure there are many expeirence rewards their customers have with them that set them apart from the competitors. That's the "priceless" factor and that's what takes price out of the equation.


I suggest you walk in the customer's shoes through the five stages of the consumption process...discover, evaluate, acquire, integrate (use, install, store, dispose of, etc.) and extend (relationship building) and see where the rewards (what adds to value) and sacrifices (what diminishes value) are. Do the same with competitor's products too if you can. Then see where your greatest experience strengths are and that's what you promote. It's likely to be a relationship experience rather than a product benefit.


For example, how do they make their customer's lives easier? What do they do to instill trust? You undoubtedly already are doing so much right...it's just helping people discover what that is.


Good luck! It's a nice problem to have.

Email response #7

If your client is truly number one, you and they should be able to communicate that fact so that price is not an issue – or better yet, totally irrelevant.


It sounds like a communication problem and a perception problem.


Focus on changing the perception that the "price must be too high". Communicate the fact, demonstrate the fact, and live the fact that your client is #1 and that their pricing is very competitive. Surely you can think of ways to do that via copywriting, case studies, customer testimonials, advertising, etc.


On the outside chance your client DOES turn out to be more expensive, then focus on justifying the higher price in their customers' minds.

Email response #8

Peter:

One of the ways to deliver quality is the long term value of a product. I know from focus group work that I've done for [company name], that marine people understand that you have to pay more for something that lasts and is reliable over time – in and around salt water especially. Even TP roll holders should be teak wood or brass if they are going to last. 


Guarantees and demonstrated longevity may offer powerful emotion ties, especially since the down side to a dock is, well, underwater, just like with a boat. It's generally understood by boat owners and airplane owners that weathering weather is also a chief concern and most people understand there are premiums charged for covered docks and hangars when compared to when your "asset" sits unprotected out in the weather.


I would also look at something like "why customers might recommend your docks" to uncover these values and emotional ties. Emotions such as trust, pride and envy might also be harnessed in the purchase decision and brand decision process. 


I would also be careful in changing any positioning, either from brand leadership or in support of brand leadership, without first talking to real decision makers who actually buy docks. Watch out for conjecture. I have been around boats, pay a monthly dry marina fee, live next to some docks and know many boat owners, so I could talk a good game about what types of specification I like in docks and why, but I'm not buying a dock anytime soon. How does your leadership position resonate with boat dock buyers and other decision makers (developers, etc.). 


Bottom line - You wouldn't want to survey dingy drivers as the end of your research.

Best regards,

Email response #9

Hi, Peter,

I have a saying which has never failed to be true, no matter the category: It's never the price it's ALWAYS the value!


Even when it seems to be the price (i.e., a commodity category) it's because no one has thought to promote a value proposition. Think about branded fruits/vegetables (Dole, Chiquita, Foxy).


So my advice is to hold a brainstorming session with your client and decide on a "value proposition" for the brand and promote that like crazy. Help them determine what's behind their number one status. It can be physical values (bells and whistles) or psychic values (perhaps safety or company history). Then price will no longer be the issue, except for a few buyers, and, as is true for so many things, you can't win them all!


Good luck!

Email response #10

Peter:

My suggestion came from my initial reaction to reading your email: Sounds like your client's value is in excess of their price (in other words, they're voluntarily leaving money on the table). There are good reasons to do this -- find out why and promote that as yet another corporate virtue.


How about something like:

We pioneered floating dock systems

We're the industry leader -- we've built and installed more than anyone (more than everyone else combined?)

Our engineering is respected worldwide

We have unsurpassed project management services


Just one problem... Why aren't we more expensive?


Then go into the competitive nature of the business, and further describe that the client's operational excellence/greater experience/economies of scale (whatever reason they underprice their value) allows them to sell a superior product for the same price as most competitors.

Email response #11

Peter:

Perhaps the answer is more in the Expensive but worth it area. As the world leader and innovator clients should expect to pay more for your clients product. So the question is, why don't the clients want the best rather than a lesser product at a lesser price? The old saying "if you have to ask how much it costs... you cant afford it" might be a jumping off point. Sometimes taking the high road will be more effective. I once heard a story (true or not I don't know) about Richard Avadon, the world famous fashion photographer. In the ‘60s he started to do individual portraits for some clients on a commissioned basis. He charged the unheard of price of 5 grand a sitting and all you got was one 11x14 BW print. He thought he had too much portrait work and wanted to get back to his first love of fashion photography, But to not upset the clients, he could not turn down the commissions, so he simply raised his prices to 10K a sitting thinking the high price would drive clients away.... He got twice as many requests for sittings.


Also, I once worked on a fishing tackle account. The company had come out with a new reel that all the engineers swore was superior to it nearest competitor by a wide margin but was priced at retail at about half the cost. No body would buy it. Perceived value was that the higher priced product must be better no matter what the specs say. Eventually, I got the client to actually raise the price of the reel and then it achieved market acceptance.


Perhaps a fresh look at the "we're number one" position with an eye toward.. Damn expensive and well worth it, might be a new area to explore.


Free advice.. worth what you paid for it..;)

Email response #12

Peter-

I empathize with your problem. I agree with many of the others who have written-in, the value card is the one to play. Just remember, superfluous claims of biggest, best, first, that have no weight to back them up really mean nothing and have no impact – so before you go waving the old foam finger, clearly define WHY you are waving it and back it up, just like another of your respondents said!


While on this note of value – and not to undermine your dilemma – but I've got one for you all that will definitely require your thinking caps! My company is the US branch of a UK company who manufacture high end kitchen stoves. In the UK our product, enjoys a HUGE market share. It is known as the stove choice of the green wellie brigade, royals, etc. The product has enjoyed this tremendous brand awareness and equity for 80 years! Our parent decided to bring the product to the states thinking they could enjoy the same, if not greater success here since we are a bigger country of course. Well, to say the least, we have had a number of obstacles to overcome... absolutely no product or brand awareness. In addition to this, weak efforts in the past to bring the product to the states did more harm than good. Now there are people in the marketplace with a peripheral knowledge of the brand... but everything about it that makes it different – and different to the US marketplace isn't always good. The differences being that this stove is made of enameled cast iron, it isn't a standard size and the unit is always on and ready for use. In actuality these differences are what makes it a superior cooking instrument. For instance, the product is a design classic (selected in 2000 by the BBC as one of the top 3 design icons of the 20th C, coming in right after the Coke contour bottle and the VW bug), in addition each unit is hand crafted in the UK, then shipped to the states and built in the customers home. Other features – they are very durable, ie life expectancy of 100 year and they are energy efficient because of the composition of the unit... this composition is what creates the cooking superiority – it uses radiant heat to cook, which is much gentler than gas or electric elements.


The always on feature and price are generally our 2 greatest objections. People are frightened at the fact that their stove is always on. However your hot water heater and fridge are always on and ready to work, right. You'd be pretty mad if they weren't. So why not expect the same from your range – why wait for it to heat up, it should always be ready for you! On price – at face value we look more expensive than a comparable commercial style stove, but when you factor in all the extras you need to add to that commercial style range to get the same functionality as our product, you are at the same price point. Plus, you need to replace the other stainless steel stove, where our product is a once in a lifetime investment.


There are so many wonderful points to hit to explain this product and market it, but I need to create a simple position for it – but I'm vacillating over WHICH card to play as the general pitch. I can pitch the relevant features and benefits to the subsets of the general population, ie design to kitchen designers and architects, cooking superiority to the foodies and chefs. But what about building brand equity and laying the foundation to build on? Any suggestions as to what you think are the strongest features to build on – design beauty, lifestyle (i.e. the simplicity and luxury this brings to your life), cooking superiority, value – i.e. investment, etc.


Any thoughts would be greatly appreciated!


Thanks

Email response #13

Peter, I have to present a bit of a contrarian view here.


Claims of number one, oldest, etc. fall largely on deaf ears. The company may like to hear it but the buyers are all about "what's in it for me?". If number one means that you can demonstrate that you have a clearly superior product, and the customer perceives it, then fine. But just because you invented it, perfected it, have done it longer, etc. means nothing if someone comes along and can give me the same product attributes at a better price. History is filled with brands that were the first, biggest, #1, and now are no longer.


What can you do for me today?

Email response #14

One – you don't have a problem. What you have is a question of how to communicate that you're number one because you're the best yet pricing remains competitive. Consider these kinds of communications approaches: 


(a) offer a free comparison (we do this to show people that our fees aren't so different from what it takes to maintain their own home) and how our bundled fees are actually not much different from our competition's a la carte charging; the word "free" is a powerful word and it's easy to offer a free comparison, both as a marketing tool and on your web site where they can request it – not something you want to let them do on their own as you'll want to ask questions to better determine construction needs.


(b) the MasterCard approach – where value, confidence in the construction and its longevity are "priceless"; 


(c) long-term costing – that is, how your product stacks up as a long-term value due to fewer headaches, maintenance, etc. – knew of a bus company that did the long-term costing approach to show that while their bus was more expensive up front, as it ran over time, the maintenance costs actually made it less than the competition to run;


(d) testimonials – both in print in your materials, on your web site and these testimonials should reflect that even a smaller marina can afford your product – this helps reinforce with the prospect that "well, if they used XYZ company, than it must be something I can afford, too." You still can get the value message across, but the types of customers you use can state the price message.


Don't compromise the brand you have going now – there's a lot invested in that number one position and it is a highly enviable position to be in. What you need to do (and I know someone recommended it) is talk to your customers to find out what the value sales proposition was for them to help you address how to expand your value proposition – and whether it should be "we're worth it" and not be worried about being higher than the other guys; or "side-by-side, we aren't as expensive as you might think". I keep picturing the model who used to do the "don't hate me because I'm beautiful” commercials – it was daring women to aspire to that mane of hair she had using Pantene products (and yup, I can still remember that when there are days when I can't remember my OWN name I'm so stressed out!).


We all like to think we're getting the best and offering the best (is there a marketing tool in here for marinas as well?). Don't overlook PR as a way to help you carry that message...can your company do research or have access to research that you can put together articles from showing the life of different dock products over time and make it into news for the trade publications? Maybe even an article on "selecting the best bid", questions to ask when you're needing dock construction, etc. Provide a good variety of sources for quotes, and see what you have to provide to the trades. We're looking at implementing some of these tactics ourselves. 


Hope there are useful ideas here as you go through this. It really is a great problem to have. 

Questions for discussion
1.
Many of the writers argue that price really shouldn’t be an issue, or at least that it shouldn’t be allowed to become an issue, in prospective buyers’ minds. The company, they argue, should stress that “you get what you pay for” and that, being “number one” and having the best product on the market, the emphasis should be on value, not price. But many others, while agreeing that price shouldn’t necessarily be “the” main issue, argue that claims of being “number one” and so on are often vacuous and that buyers don’t pay attention to them. Instead, in this view buyers ask “what’s in it for me?”, and it is up to the seller to make a convincing argument based on the facts rather than broad and meaningless superiority claims. What is your view on this? Support your answer with as full an argument as you can.

2.
Some corporate claims will work better with some buyers, and others won’t. Using logical deducation and/or research, depending on your available time and the work you have been assigned, study the floating dock market and identify the potential target markets, in the form of  a market segmentation plan, for the company in various country-markets around the world. 

3.
Regardless of the type of buyer (e.g., government versus private business), some corporate claims will work better in some countries and others won’t. Revisit your answer to question 1 by elaborating on which markets, and why, might be more amenable to high price / better quality / number-one claims, and which might not. In other words, values “float” across the world much like the floating docks in this case float on water – they change from place to place, but whatever they may be they are deeply rooted in the minds of those who hold them. Explore the question of what “value” means in this case for various parts of the world.

4.
Review all the responding emails and summarize them in the form of a reduced number of key points which the various writers are trying to express. Then, identify which of these key points may be more relevant for international markets, and for what types of markets (e.g., developed versus developing), in this case.

This case was prepared by Dr. Nicolas Papadopoulos, Professor of Marketing and International Business at the Sprott School of Business, Carleton University, Ottawa, Canada. It is designed solely for use as a basis for education and training and is not intended to illustrate appropriate or inappropriate handling of any aspect of business management. 

Copyright © 2008 by Nicolas Papadopoulos
CASE D-16

CanMake Ltd.
When the news of the Life & Leisure PLC request for bids (RFB) reached CanMake headquarters in St. John, NB, in late 2006, it was met with enthusiasm. Here was one single order that could increase corporate sales by almost 10 percent in its first year alone. More than that, the possibility now presented itself for strengthening CanMake's presence in Great Britain. Soon, however, enthusiasm was replaced by surprise and then dismay, as corporate executives found themselves in the midst of a bona fide war among their various affiliates and agents. At issue was who would be the bidder – and the war over “first call” eventually extended to the headquarters' staff itself. 

CanMake's International Operations

CanMake is a Canadian company making industrial fasteners. At the time of the L&L RFB, its annual sales were $123 million. The company made a variety of standard fasteners for common uses, but was also involved extensively in R&D for special applications, usually in collaboration with major customers. Over half of its sales were drawn from these special fasteners. This product line was preferred for many reasons, including the absence of price elasticity, intense competition, and little customer loyalty that characterizes the standard fastener market. 


The company’s Canadian base of operations was strong, but CanMake had found particular success in foreign markets. Soon after expanding into the U.S., sales in that market exceeded those of Canada. In 2001, Canada accounted for approximately 20 percent of sales, the U.S. for 40 percent, France for 20 percent, Great Britain for 10 percent, and other foreign markets for 10 percent. American operations were handled by a 100 percent-owned, Chicago-based subsidiary. However, given the importance of the U.S.market, the subsidiary was allowed to operate in almost complete independence from the Canadian parent. 


In France, the company had entered into a joint venture partnership with a local family-owned firm. The original agreement gave CanMake 55 percent ownership of the joint venture. Over time, some members of the family had turned to other interests and sold their shares to CanMake, resulting in the Canadian company now having 75 percent control of the French operation. 


In Great Britain, things had been a little more difficult. It had not been possible to find a suitable joint venture partner. While some sales to the British market were first made by a travelling salesman who managed to obtain special application orders, this was found to be cumbersome. As a result, about 80 percent of the business had been turned over to a British import agent who had strong connections in the industry and worked through a network of jobbers and industrial distributors. CanMake was very satisfied with the agent's performance, but felt uneasy about the lack of a stronger, company-controlled representation in that important market.

The Life & Leisure Order

L&L is a leading supplier of a large variety of home appliances and equipment in Britain, with extensive operations throughout Europe and some exports to North America. The company makes and sells everything from large and small appliances to audio-video equipment and yard goods under a variety of brand names.


Since the mid-1990s, L&L had been re-examining its global operations with a view to increasing production efficiency and rationalizing its production locations. This exercise resulted in a different configuration for many products, which in turn necessitated the use of new and special fasteners for such applications as, for example, attaching a door handle to a refrigerator or the engine to a lawnmower. The company felt it could significantly reduce its input materials costs by using the same types of specially-designed fasteners across its product lines. The result was the RFB, with the first-year order estimated at upwards of $10 million.


But L&L was interested in more than just a single order or, for that matter, in a long-term partnership with the chosen supplier. It also wanted to work closely with the supplier in developing the fasteners; it wanted to strike an arrangement guaranteeing consistent quality and timely delivery to its various plants worldwide; and it wanted to change from the current practice of obtaining fasteners for its plants from various different suppliers to one where a single supplier would take up its entire global needs, with buyer and seller working in a seamless supply chain that could increase efficiency dramatically.

The Problem

CanMake was one of a handful of suppliers that L&L contacted. The two companies had done business together before, and the buyer had remained very satisfied. The problem arose because, once the potential of this major order emerged, it became apparent that CanMake was more intimately involved with L&L than it thought. It turned out that many CanMake operations already did supply L&L – and all were interested in being the bidder for the new order.


The French subsidiary argued that it was the "natural" supplier, since it was already providing special fasteners to L&L-France and since both companies were located in European Union member countries. The absence of tariffs and other barriers, the geographic proximity, and the existing relationship with the buyer's subsidiary, the French argued, made them the strongest and best candidate. Too, memories of "The American Challenge" – the 1960s bestselling book “Le Defi Americaine”, which sounded the warning bell of too high an American penetration in French industry and led to a storm of nationalist feeling in that country – still seemed to exist. The French management made it clear that both they personally, as the company’s front-line executives, and the joint venture’s minority shareholders, would be very unhappy if a neighbouring market and an EU partner were to be supplied from a non-European company.


The American subsidiary already exported a small quantity of special fasteners to L&L in Britain. Although this had not been a secret, CanMake's Canadian managers were surprised at the extent of foreign involvement of their U.S. affiliate. The American managers used a typically-Canadian argument in stating their case: They didn't want to be “just another truncated subsidiary”. They felt that their size of operations, both in the U.S. and abroad, made them good candidates for independent efforts at capturing foreign markets. Britain already accounted for 5 percent of their sales, a relationship with L&L had been established, and they, too, felt like the "natural" supplier for the new order.


CanMake itself saw things differently. Executives in St. John felt this was a unique opportunity to expand full-force into the British market as well as wherever else L&L operated. They believed that international expansion decisions were theirs, as the headquarters, to make. After some preliminary analysis, they became convinced that they should bid on the project from Canada – not only as a matter of company ownership but also because the facts indicated that they could do a better job of satisfying L&L’s needs in both the short and long terms. Their intention was to use the L&L opportunity to propose the establishment of a branch office in Great Britain, whose first mission would be to collaborate with L&L in developing the fasteners. The fasteners would be supplied from Canada in the beginning. Once the order was secured and both seller and buyer had some experience under their belt, the sales-and-R&D branch would be expanded into a wholly-owned production facility to service both L&L and other British customers.


None of the above solutions, of course, accounted for CanMake's British agent. Having also learned of the request for bids, the agent’s chief executive argued that his company was already supplying an L&L division and that it would be grossly unfair for any CanMake operation to step in and take over a market which they had developed. Like the possible ramifications from annoying its French or U.S. subsidiaries, but even more so, this worried CanMade-Canada a lot. If the agent became seriously unhappy, this could hurt not only the L&L-related relationship but also the other sales they were already making in Britain. The agent had proposed to bid on the project and to become a British licensee of CanMake, eventually producing all necessary fasteners locally on his own – both for L&L and for other British accounts.

How Can Something So Potentially Wonderful Turning Into Something So Potentially Bad?

CanMake's top management felt caught in a bind. It seemed that nothing they could do would prevent making someone very, very unhappy and result in low morale, poor relations, and perhaps even lost sales. The issue was not just that of potential internal divisions within the company and among its headquarters and affiliates – it also had a lot to do with the chances of winning the L&L order depending on who did the bidding. After all, just bidding for the order wouldn’t guarantee that L&L would accept what might be proposed. For all CanMake’s executives in St. John knew, L&L itself may also have strong views as to whom it wants to do business with. Would they prefer to do business with CanMake in Canada? Might they raise the prospect that they would prefer to deal with a French-based firm, or might they oppose it? Similar questions could be asked about L&L’s potential predisposition to do business with CanMake’s U.S. subsidiary, or to continue with the current British agent’s imports from Canada without endorsing a new CanMake subsidiary in Britain, or... 


For CanMake’s executives in St. John, this situation was much more than just being “caught in a bind” – they more they thought about it, the more they felt it was an impossible case of damned if you do, damned if you don’t. In the worst case scenario, they could end up losing in three big ways: Creating a huge internal problem, depending on whom they finally might appoint as the bidder; losing the order, if their choice ended up being a wrong guess as to what L&L might prefer; and, if they lost this order, also losing all the current business their various operations already did with L&L, since whichever competitor became the new supplier would take over the provisioning of L&L for all its needs.

This case was prepared by Dr. Nicolas Papadopoulos, Professor of Marketing and International Business at the Sprott School of Business, Carleton University, Ottawa, Canada. It is designed solely for use as a basis for education and training and is not intended to illustrate appropriate or inappropriate handling of any aspect of business management. The events described are real but names and some dates and other facts are disguised to protect confidential information and/or improve the learning experience. 

Copyright © 2008 by Nicolas Papadopoulos

CASE E-04
Iberia Airlines Builds a BATNA

MADRID—One day last April, two model airplanes landed in the offices of Iberia Airlines.

They weren’t toys. The Spanish carrier was shopping for new jetliners, and the models were calling cards from Boeing Co. and Airbus, the world’s only two producers of big commercial aircraft.

It was the first encounter in what would become a months-long dogfight between the two aviation titans—and Iberia was planning to clean up.

Airbus and Boeing may own the jetliner market, with its projected sales of more than $1 trillion in the next 20 years, but right now they don’t control it. The crisis in the air-travel industry makes the two manufacturers desperate to nail down orders. So they have grown increasingly dependent on airlines, engine suppliers and aircraft financiers for convoluted deals.

Once the underdog, Airbus has closed the gap from just four years ago—when Boeing built 620 planes to Airbus’s 294—and this year the European plane maker expects to overtake its U.S. rival. For Boeing, Iberia was a chance to stem the tide. For Airbus, Iberia was crucial turf to defend.

Iberia and a few other airlines are financially healthy enough to be able to order new planes these days, and they are all driving hard bargains. Enrique Dupuy de Lome, Iberia’s chief financial officer and the man who led its search for widebody jets, meant from the start to run a real horse race. “Everything has been structured to maintain tension up to the last 15 minutes,” he said.

Throughout the competition, the participants at Iberia, Boeing and Airbus gave The Wall Street Journal detailed briefings on the pitches, meetings and deliberations. The result is a rarity for the secretive world of aircraft orders: an inside look at an all-out sales derby with globetrotting executives, huge price tags and tortuous negotiations over everything from seats to maintenance and cabin-noise levels. The rivals’ offers were so close that on the final day of haggling, Iberia stood ready with multiple press releases and extracted last-minute concessions in a phone call between the airline’s chairman and the winning bidder.

By that point, both suitors felt like they’d been through the wringer. “With 200 airlines and only two plane makers, you’d think we’d get a little more respect,” said John Leahy, Airbus’s top salesman.

Airbus, a division of European Aeronautic Defense & Space Co., reckoned it had a big edge. It had sold Iberia more than 100 planes since 1997. Mr. Leahy thought last summer that he might even bag the contract with minimal competition. In June he had clinched a separate deal with Iberia for three new Airbus A340 widebodies.

But Mr. Dupuy made Mr. Leahy fight for the order—and so enticed Boeing to compete more aggressively. Then, “just to make things interesting,” Mr. Dupuy said, he upped the pressure by going shopping for secondhand airplanes. These are spilling onto the market at cut-rate prices as the airline industry’s problems force carriers to ground older jets with their higher operating costs.

Iberia is one of the industry’s few highly profitable carriers, thanks to a thorough restructuring before the national carrier was privatized in early 2001. The world’s No. 18 in passenger traffic, with a fleet of 145 planes, it has benefited by flying few routes to North America, where air travel is in tatters, and by dominating the large Latin American market.

The Spanish carrier was looking to replace six Boeing 747-200 jumbo jets more than 20 years old. It wanted as many as 12 new planes to complete a 10-year modernization program for Iberia’s long-haul fleet. Based on list prices, the 12-plane order was valued at more than $2 billion.

Iberia’s Mr. Dupuy, 45 years old, a soft-spoken career finance man, first needed to woo Boeing to the table. The U.S. producer had last sold Iberia planes in 1995, and since then the carrier had bought so many Airbus jets that Boeing considered not even competing. But in late July, Mr. Dupuy met Toby Bright, Boeing’s top salesman for jets. Over dinner in London, according to both men, Mr. Dupuy told Mr. Bright that Iberia truly wanted two suppliers, not just Airbus.

The Boeing sales chief was skeptical, and he recalled thinking at the time, “You’re running out of ways to show us.” Having worked as Boeing’s chief salesman in Europe, Airbus’s home turf, he had heard similar lines from customers who eventually bought Airbus planes. So he wondered: “Are we being brought in as a stalking horse?”

Yet replacing Iberia’s old 747s with new 777s would be Boeing’s last chance for years to win back Iberia. The argument against Boeing was that an all-Airbus fleet would make Iberia’s operations simpler and cheaper. Still, going all-Airbus might weaken Iberia’s hand in future deals. Airbus would know that the carrier’s cost of switching to Boeing would require big investments in parts and pilot training.

In early November, Airbus and Boeing presented initial bids on their latest planes. The four-engine Airbus A340-600 is the longest plane ever built. Boeing’s 777-300ER is the biggest twin-engine plane.

The new A340 can fly a bit farther and has more lifting power than the 777. The new Boeing plane is lighter, holds more seats and burns less fuel. The Boeing plane, with a catalog price around $215 million, lists for some $25 million more than the A340.

Mr. Dupuy, whose conference room is decorated with framed awards for innovative aircraft-financing deals, set his own tough terms on price and performance issues including fuel consumption, reliability and resale value. He won’t divulge prices, but people in the aviation market familiar with the deal say he demanded discounts exceeding 40 percent.

As negotiations began, Mr. Dupuy told both companies his rule: Whoever hits its target, wins the order. The race was on.

Mr. Bright, who had been appointed Boeing’s top airplane salesman in January of 2002, pitched the Boeing 777 as a “revenue machine.” He insisted that his plane could earn Iberia about $8,000 more per flight than the A340-600 because it can hold more seats and is cheaper to operate. A burly 50-year-old West Virginian, Mr. Bright joined Boeing out of college as an aerospace designer. He knew the new Airbus would slot easily into Iberia’s fleet. But he also felt that Mr. Dupuy’s target price undervalued his plane.

At Airbus, Mr. Leahy also fumed at Iberia’s pricing demands. A New York City native and the company’s highest-ranking American, he pursues one goal: global domination over Boeing. Last year he spent 220 days on sales trips.

To Iberia, he argued that his plane offered a better investment return because the A340 is less expensive to buy and is similar to Iberia’s other Airbus planes. From a hodge-podge of 11 models in 1997, Iberia now flies five types, and replacing the old 747s with A340s would trim that to four—offering savings on parts, maintenance and pilot training.

Even before presenting Airbus’s offer, Mr. Leahy had flown to Madrid in October to make his case. On Nov. 18, he once again took a chartered plane for the one-hour flight from Airbus headquarters in Toulouse, France, to Madrid. For two hours that evening, he and his team sat with Mr. Dupuy and other Iberia managers around a table in Mr. Dupuy’s office, debating how many seats can fit on a 777. Those numbers were crucial to the deal because each seat represents millions of dollars in revenue over the life of a plane but also adds weight and cost.

Boeing had told Iberia that its 777 could hold 30 more seats than the 350 Iberia planned to put on the Airbus plane. Mr. Leahy argued that the Boeing carries at most five more seats. “Get guarantees from Boeing” on the seat count, Mr. Leahy prodded the Iberia managers.

At Boeing, Mr. Bright was eager to soften Iberia’s pricing demand. His account manager, Steve Aliment, had already made several visits to pitch the plane, and in late November, Mr. Bright sent him once again to protest that Iberia didn’t appreciate the 777’s revenue potential. Boeing desperately wanted to avoid competing just on price, so Mr. Bright pushed operating cost and comfort.

On the Airbus side, Mr. Leahy also was feeling pressured because a past sales tactic was coming back to haunt him. In 1995, when Iberia was buying 18 smaller A340s and Mr. Dupuy expressed concern about their future value, Mr. Leahy helped seal the deal by guaranteeing him a minimum resale price, which kicks in after 2005. If Iberia wants to sell them, Airbus must cover any difference between the market price of the used planes and the guaranteed floor price.

The guarantee is one of the tools that Mr. Leahy has used to boost Airbus’s share of world sales to about 50 percent today from 20 percent in 1995. Boeing rarely guarantees resale values.

Mr. Dupuy had wanted guarantees because they lower his risk of buying, and thus cut his cost of borrowing. What mattered now was that the guarantees also freed him to sell the planes at a good price. Early in the competition, he suggested to both Airbus and Boeing that he might eventually replace all of Iberia’s A340s with Boeings—and potentially stick Airbus with most of the tab.

“If we didn’t have the guarantees, the position of Airbus would be very strong,” Mr. Dupuy said in an interview. Instead, “we have a powerful bargaining tool on future prices.”

On Dec. 4, Mr. Leahy fiew again to Madrid to try to persuade Iberia to close a deal by year’s end. Running through a presentation in Mr. Dupuy’s office, Mr. Leahy and five colleagues ticked off fuel and maintenance costs for their plane. They asserted that passengers prefer the plane because it is quieter than the 777 and has no middle seats in business class.

Mr. Dupuy then rattled Mr. Leahy’s cage with a new scenario: Iberia managers would be flying off next week to look at used Boeing 747-400 jumbo jets. Singapore Airlines had stopped flying the planes and was offering to lease them at bargain prices.

Mr. Leahy chided Mr. Dupuy, saying that was “like buying a used car,” where a bargain can easily backfire. Mr. Dupuy replied that sometimes buying used makes sense because it offers the flexibility of other options. The message: Iberia could dump its Airbus fleet.

Within Iberia, another debate was ending. Mr. Dupuy heard from his managers the results of a yearlong analysis of the rival planes. The Airbus was cheaper than the Boeing, and the A340’s four engines help it operate better in some high-altitude Latin American airports. But Iberia managers had decided they could fit 24 more seats on the Boeing, boosting revenue. And Iberia engineers calculated that the 777 would cost 8 percent less to maintain than the A340. Maintenance on big planes costs at least $3 million a year, so the savings would be huge over the life of a fleet.

Unaware of Iberia’s analysis, the Boeing team arrived in Mr. Dupuy’s office on the morning of Dec. 11 with three bound selling documents. One contained Boeing’s revised offer, titled “Imagine the Possibilities . . . Iberia’s 777 Fleet.” Knowing Mr. Dupuy as a numbers guy, the Boeing team peppered him with data showing passengers would choose Iberia because they prefer the 777.

Mr. Dupuy told the salesmen their price was still too high.

By mid-December, Iberia chairman Xabier de Irala was getting impatient and wanted a decision by the end of the year. On Dec. 18, Boeing’s Mr. Bright fiew to Madrid. Over a long lunch, Mr. Dupuy reiterated his price target.

“If that’s your number, let’s give this up,” Mr. Bright said. Talks continued cordially, but the men left doubtful they could close the gap. That Friday, Dec. 20, Mr. Dupuy told Iberia’s board that prices from Airbus and Boeing were still too high and he would push the used-plane option harder.

By the start of the year, Airbus’s Mr. Leahy, growing frustrated, arranged a Saturday meeting with Mr. Dupuy. On Jan. 4, the Iberia executive interrupted a family skiing holiday in the Pyrenees and drove two hours along winding French roads to meet Mr. Leahy for lunch.

Mr. Leahy spent four hours trying to convince Mr. Dupuy and a colleague that Airbus couldn’t offer a better deal. Mr. Dupuy argued that Airbus had just given steep discounts to British airline easyJet, so it should do the same for Iberia. Annoyed, Mr. Leahy said media reports of a 50 percent price cut for easyJet were nonsense.

“You get Boeing to give you a 50 percent discount and I’ll send you a bottle of champagne,” he told the Iberia executives.

Mr. Bright was frustrated too. In the first week of January, Mr. Dupuy proposed visiting Seattle, where Boeing builds passenger planes. Mr. Bright’s reply: If Iberia was unwilling to budge, there was little reason to come. So, when Mr. Dupuy said he would make the 14-hour journey, Mr. Bright was encouraged.

On Jan. 14, Mr. Dupuy and two colleagues arrived in Seattle. In the private dining room of Cascadia, a high-end downtown restaurant, they met for dinner with the Boeing salesmen and Alan Mulally, the chief executive of Boeing’s commercial-plane division. Mr. Dupuy was impressed by Mr. Mulally’s eagerness and was pleased when he urged Mr. Bright’s team to find a way to close the gap.

The next day, the Boeing salesmen offered a new proposal— including a slightly lower price, improved financing and better terms on spare parts, crew training and maintenance support from General Electric Co., maker of the plane’s engines.

When Mr. Dupuy left Seattle on Jan. 16, Mr. Bright felt Iberia was relenting a bit on price and that Mr. Dupuy wanted to “find a way to do the deal.” Mr. Dupuy was also optimistic about striking a deal with Boeing.

Back in Madrid the next day, he raced off to join Iberia’s chairman, Mr. Irala, for a meeting with Mr. Leahy and Airbus President

Noel Forgeard. Mr. Irala, a bear of a man who is credited with saving Iberia from bankruptcy eight years ago, told the Airbus executives that Mr. Dupuy’s price target remained firm. When the Airbus men relented on a few points, Mr. Irala yielded a bit, too, and spelled out Iberia’s remaining targets for Airbus. Mr. Forgeard said a deal looked possible.

As the meeting broke up, Mr. Dupuy was pleased. He felt that Boeing and Airbus were digging deep. And no wonder. The world air-travel market was sinking deeper, and fears of war in Iraq and terrorism had slashed global bookings.

In the next few days, the sales teams from Boeing and Airbus each huddled to refine their offers. Both remained about 10 percent above Mr. Dupuy’s price targets. Each called him several times daily, pushing for concessions. Mr. Dupuy didn’t budge. On Jan. 23, he told Iberia’s board that both companies could do better. The board scheduled a special meeting for the following Thursday, Jan. 30.

Energized by the Seattle meetings, Mr. Bright pushed his team “to go all out to win this bid,” and they worked around the clock. Mr. Bright phoned Mr. Dupuy daily from Seattle and occasionally flelded his calls at 3 A.M., Pacific time. By late January, Boeing had cut its price by more than 10 percent after haggling over engine price with GE and financing with leasing firms. The 777 was now less than 3 percent above Mr. Dupuy’s target—so close that Mr. Bright asked for a gesture of compromise from Iberia.

Mr. Dupuy was impressed by Boeing’s new aggressiveness. But Airbus was also closing the gap so quickly, he said, that he could offer no concessions. To Mr. Leahy, he talked up Boeing’s willingness to deal. “I was just talking to Toby . . .” Mr. Dupuy told Mr. Leahy during several conversations, referring to Mr. Bright. Airbus improved its offer further.

On Wednesday, the day before the deadline, Boeing and Airbus were running about even. In Seattle, Mr. Bright threw some clothes in his briefcase and proposed to Mr. Dupuy that he hop on a plane to Madrid. Mr. Dupuy said the choice was his, but what really mattered was the price target. That day, Mr. Dupuy told Messrs. Bright and Leahy that their bosses should call Mr. Irala with any final improvements before the board meeting.

On Thursday morning, Mr. Bright offered to trim Boeing’s price further if Mr. Dupuy could guarantee that Boeing would win the deal. “I can’t control Forgeard,” Mr. Dupuy replied, referring to the Airbus president, who was due to talk soon with Mr. Irala. Mr. Bright made the price cut without the concession.

“You’re very close,” Mr. Dupuy told him.

Later, Mr. Forgeard got on the phone with Iberia’s Mr. Irala, who said he still needed two concessions on the financial terms and economics of the deal. Airbus had already agreed to most of Mr. Dupuy’s terms on asset guarantees and, with engine maker Rolls-Royce PLC, agreed to limit Iberia’s cost of maintaining the jets. Mr. Forgeard asked if relenting would guarantee Airbus the deal. Mr. Irala replied yes, pending board approval—and looked over with a grin at Mr. Dupuy, who sat nearby with his laptop open. Mr. Forgeard acquiesced .Mr. Dupuy plugged the new numbers in his spreadsheet. Airbus had hit its target.

That evening, Boeing got a call from Iberia saying the airline would soon announce it had agreed to buy nine A340-600s and taken options to buy three more. Hours later, Boeing posted on its Web site a statement criticizing Iberia’s choice as “the easiest decision.” Mr. Bright said later that he simply couldn’t hit Mr. Dupuy’s numbers and “do good business.”

In the end, Airbus nosed ahead thanks to its planes’ lower price and common design with the rest of Iberia’s fleet. By offering guarantees on the planes’ future value and maintenance costs, plus attractive financing terms, Airbus edged out Boeing’s aggressive package. The deal’s final financial terms remain secret.

At Airbus, Mr. Leahy was relieved, but he faced one last slap. Iberia’s news release crowed about Airbus’s price guarantees on the planes—a detail Mr. Leahy considered confidential. Iberia’s Mr. Dupuy said he wasn’t rubbing it in. But he had, he boasted, won “extraordinary conditions.”

Questions
1.
Critique the negotiation strategies and tactics of all three key executive involved: Dupuy, Leahy, and Bright.

2.
Critique the overall marketing strategies of the two aircraft makers as demonstrated in this case.

3.
What were the key factors that ultimately sent the order in Airbus’s direction?

4.
Assume that Iberia again is on the market for jet liners. How should Bright handle a new inquiry? Be explicit.

Source: Daniel Michaels, “Boeing and Airbus in Dogfight to Meet Stringent Terms of Iberia’s Executives,” Wall Street Journal Europe, March 10, 2003, p. A1. Copyright 2003 by Dow Jones & Co. Inc. Reproduced with permission of Dow Jones & Co. Inc. via Copyright Clearance Center.
CASE E-05

Coping With Corruption in Trading With China
Corruption is a fact of life in China. In fact, Transparency International, a German organization that applies its “Corruption Perception Index”1 (CPI) globally, rates China with a CPI of 3.4 and is number 71 of 145 countries rated. Finland is rated the least corrupt at number 1 with a CPI of 9.7, the United States at 17 with a CPI of 7.5, and Haiti the most corrupt at number 145 with a CPI of 1.5. The country’s press frequently has detailed cases of corruption and of campaigns to crack down on bribery and other forms of corruption. The articles primarily have focused on domestic economic crimes among Chinese citizens and on local officials, who have been fired, sent to prison, or assessed other penalties.

There is strong evidence that the Chinese government is taking notice and issuing regulations to fight corruption. Newly issued Communist Party of China (CPC) regulations on internal supervision and disciplinary penalties have raised hopes that the new regulations will enhance efforts against corruption.2 The regulations established 10 kinds of punishing mechanisms for acts of party members who violate political, personnel, and financial regulations and are involved in bribery, malfeasance and infringement of others’ rights. Some believe that the execution of three bankers, for “a run-of-the-mill fraud,” just before the Communist party’s annual meeting, was an indication of how serious the government was about cracking down on corruption.3
Much of China’s early efforts to stem corruption were focused on activities among domestic Chinese companies and not on China’s foreign business community. Traders, trade consultants, and analysts have said that foreign firms are vulnerable to a variety of corrupt practices. Although some of these firms said they had no experience with corruption in China, the majority said they increasingly were asked to make payments to improve business, engage in black-market trade of import and export licenses, and bribe officials to push goods through customs or the Commodity Inspection Bureau, or engage in collusion to beat the system. The Hong Kong Independent Commission Against Corruption reports that outright bribes, as well as gifts or payment to establish guanxi, or “connections,” average 3 to 5 percent of operating costs in the PRC, or $3 billion to $5 billion of the $100 billion of foreign investments that have been made there. The most common corrupt practices confronting foreign companies in China are examined here.

Paying to Improve Business
Foreign traders make several types of payments to facilitate sales in China. The most common method is a trip abroad. Chinese officials, who rarely have a chance to visit overseas, often prefer foreign travel to cash or gifts. (This was especially true when few PRC officials had been abroad.) As a result, traders report that dangling foreign trips in front of their PRC clients has become a regular part of negotiating large trade deals that involve products with a technological component. “Foreign travel is always the first inducement we offer,” said an executive involved in machinery trade. In most cases, traders build these costs into the product’s sale price. Some trips are “reasonable and bona fide expenditures directly related to the promotion, demonstration, or explanation of products and services, or the execution of a contract with a foreign government agency” but it may be another matter when officials on foreign junkets are offered large per diems and aren’t invited specifically to gain technical knowledge.

Foreign travel isn’t always an inducement—it also can be extorted. In one case, a PRC bank branch refused to issue a letter of credit for a machinery import deal. The Chinese customer suggested that the foreign trader invite the bank official on an overseas inspection tour. Once the invitation was extended, the bank issued the letter of credit.

Angling for Cash
Some MNCs are asked to sponsor overseas education for the children of trading officials. One person told a Chinese source that an MNC paid for that individual’s U.S. $1,500-a-month apartment, as well as a car, university education, and expenses.

Firms find direct requests for cash payments—undeniably illegal—the most difficult. One well-placed source said that a major trader, eager for buyers in the face of an international market glut, had fallen into regularly paying large kickbacks into the Honduran, U.S., and Swiss accounts of officials at a PRC foreign trade corporation. Refusing to make payments may not only hurt sales, it can also be terrifying. A U.S. firm was one of several bidders for a large sale; a Chinese official demanded the MNC pay a 3 percent kickback. When the company representative refused, the official threatened: “You had better not say anything about this. You still have to do business in China, and stay in hotels here.” Not surprisingly, the U.S. company lost the deal.

Traders of certain commodities may be tempted to resort to the black market for import and export licenses that are difficult to obtain legally. A fairly disorganized underground market, for instance, exists for licenses to export China-made garments to the United States.

Some branches of the Commodity Inspection Bureau (CIB) also have posed problems for traders. Abuses have emerged in the CIB since it started inspecting imports in 1987. A Japanese company, for instance, informed CIB officials of its intention to bring heavy industrial items into China—items that had met Japanese and U.S. standards. The officials responded that they planned to dismantle the products on arrival for inspection purposes. The problem was resolved only after the firm invited the officials to visit Japan.

Some traders get around such problems by purchasing inspection certificates on the black market. According to press accounts, these forms, complete with signatures and seals, can be bought for roughly U.S. $200.

Some claim that, for the appropriate compensation, customs officials in a southern province are very willing to reduce the dutiable value of imports as much as 50 percent. Because the savings can far exceed transport costs, some imports that would logically enter China through a northern port are redirected through the southern province.

The new Communist Party of China (CPC) regulations address some of these problems but, unfortunately, the new law raises more questions than answers. Two kinds of bribes are covered under the new law: The “Criminal Law of the PRC,” known as “common bribery,” applies to the bribery of state officials and employees of state-owned enterprises, i.e., most of China’s large companies. Anyone who demands or accepts money or property in return for benefits is guilty of bribery. Penalties can range from mandatory jail sentences to fines for bribes between $600 and $12,000.

The other is the “Law Against Unfair Competition of the PRC,” known as commercial bribery. It prohibits businesses from giving money or property to customers to sell or purchase products. It imposes mandatory criminal detention for up to three years for amounts between $600 and $12,000 and three to ten years for larger transactions.

The law is confusing in that it says nothing about punishment for gifts and benefits costing less than $600 or even whether these transactions can amount to bribes. Thus, tickets to sports events, which can cost several hundred dollars, wining and dining executives, or even pharmaceutical samples to physicians remain in a gray area. The only clue is that Communist party guidelines prohibit members from accepting gifts exceeding $500 but that doesn’t necessarily mean that gifts under $500 won’t be considered a violation of the law. The trouble with China’s bribery laws is that they can be interpreted to apply to any gift at all.

An interesting comment from a retired agent in the U.S. Foreign Service raises questions about how strictly the Foreign Corrupt Practices Act is enforced. The economics officer of the U.S. Foreign Service says he intentionally subverted the intent of the Foreign Corrupt Practices Act so U.S. investors and exporters would not lose out unfairly to companies and agencies from other foreign countries.

“I figured out how business was actually done in corrupt countries, who was on the take, whether the going rate for host country cooperation in a particular type of transaction was 10 percent or 25 percent and who was good or bad as a go between.”

I would tell Americans trying to do business in the host country: “Don’t tell me about any corrupt practices you are engaged in, because I am obliged to write that up and report you to Washington, but do tell me in detail about corrupt activities by competing foreign companies. In return, if your information is interesting, I’ll give you my best guess on how corruption works here.” By doing this I hope that I have helped level the playing field.4
Questions
1. List all the different types of bribes, payments, or favors represented in this case under (a) FCPA, (b) Criminal Law of PRC, and (c) Law Against Unfair Competition of the PRC. Why is each either legal or illegal?

2. For those practices that you listed as illegal, classify each as lubrication, extortion, or subornation, and explain your reasoning.

3. Which of the payments, favors, or bribes are illegal under the Foreign Corrupt Practices Act (FCPA)?

4. Assuming that the FCPA did not exist, what is the ethical response to each of the payments, favors, or bribes you have identified? Read the section titled “Ethical and Socially Responsible Decisions” in Chapter 5 as a guide to assist you in your decision.

5. Now that the OECD has approved an FCPA-like treaty to ban commercial bribery by firms in member countries, do you think bribery will become less prevalent in markets like China?

6. Discuss the ethical issues raised by the statement of the retired Foreign Service agent who hopes that “I have helped level the playing ﬁeld.”

7. List alternatives to paying bribes in international markets and discuss the pluses and minuses of each.

Foot-Notes

1See www.transparency.org for more details about their 2002 index.

2”CPC Regulations Lift Confidence in China’s Corruption Fight,” Xinhua News Service (China), February 20, 2004.

3Julius Melinster, “China’s Strict Bribery Laws Keep Sponsors Guessing,” Corporate Legal Times, November 2004.

4Walter H. Drew, “Corrupt Thinking,” Foreign Policy, May/June 2005.
CASE E-06

Starnes-brenner machine tool company: to bribe or not to bribe?
The Starnes-Brenner Machine Tool Company of Iowa City, Iowa, has a small one-man sales office headed by Frank Rothe in Latino, a major Latin American country. Frank has been in Latino for about 10 years and is retiring this year; his replacement is Bill Hunsaker, one of Starnes-Brenner’s top salespeople. Both will be in Latino for about eight months, during which time Frank will show Bill the ropes, introduce him to their principal customers, and, in general, prepare him to take over.

Frank has been very successful as a foreign representative in spite of his unique style and, at times, complete refusal to follow company policy when it doesn’t suit him. The company hasn’t really done much about his method of operation, although from time to time he has angered some top company people. As President Jack McCaughey, who retired a couple of years ago, once remarked to a vice president who was complaining about Frank, “If he’s making money—and he is (more than any of the other foreign offices)—then leave the guy alone.” When McCaughey retired, the new chief immediately instituted organizational changes that gave more emphasis to the overseas operations, moving the company toward a truly worldwide operation into which a loner like Frank would probably not fit. In fact, one of the key reasons for selecting Bill as Frank’s replacement, besides Bill’s record as a top salesperson, is Bill’s capacity to be an organization man. He understands the need for coordination among operations and will cooperate with the home office so that the Latino office can be expanded and brought into the mainstream.

The company knows there is much to be learned from Frank, and Bill’s job is to learn everything possible. The company certainly doesn’t want to continue some of Frank’s practices, but much of his knowledge is vital for continued, smooth operation. Today, Starnes-Brenner’s foreign sales account for about 25 percent of the company’s total profits, compared with about 5 percent only 10 years ago.

The company is actually changing character, from being principally an exporter, without any real concern for continuous foreign market representation, to having worldwide operations, where the foreign divisions are part of the total effort rather than a stepchild operation. In fact, Latino is one of the last operational divisions to be assimilated into the new organization. Rather than try to change Frank, the company has been waiting for him to retire before making any significant adjustments in its Latino operations.

Bill Hunsaker is 36 years old, with a wife and three children; he is a very good salesperson and administrator, although he has had no foreign experience. He has the reputation of being fair, honest, and a straight shooter. Some back at the home office see his assignment as part of a grooming job for a top position, perhaps eventually the presidency. The Hunsakers are now settled in their new home after having been in Latino for about two weeks. Today is Bill’s first day on the job.

When Bill arrived at the office, Frank was on his way to a local factory to inspect some Starnes-Brenner machines that had to have some adjustments made before being acceptable to the Latino government agency buying them. Bill joined Frank for the plant visit. Later, after the visit, we join the two at lunch.

Bill, tasting some chili, remarks, “Boy! This certainly isn’t like the chili we have in America.”

“No, it isn’t, and there’s another difference, too. The Latinos are Americans and nothing angers a Latino more than to have a ‘Gringo’ refer to the United States as America as if to say that Latino isn’t part of America also. The Latinos rightly consider their country as part of America (take a look at the map), and people from the United States are North Americans at best. So, for future reference, refer to home either as the United States, States, or North America, but, for gosh sakes, not just America. Not to change the subject, Bill, but could you see that any change had been made in those S-27s from the standard model?”

“No, they looked like the standard. Was there something out of whack when they arrived?”

“No, I couldn’t see any problem—I suspect this is the best piece of sophisticated bribe taking I’ve come across yet. Most of the time the Latinos are more ‘honest’ about their mordidas than this.”

“What’s a mordida?” Bill asks.

“You know, kumshaw, dash, bustarella, mordida; they are all the same: a little grease to expedite the action. Mordida is the local word for a slight offering or, if you prefer, bribe,” says Frank.

Bill quizzically responds, “Do we pay bribes to get sales?”

“Oh, it depends on the situation, but it’s certainly something you have to be prepared to deal with.” Boy, what a greenhorn, Frank thinks to himself, as he continues, “Here’s the story. When the S-27s arrived last January, we began uncrating them and right away the jefe engineer (a government official)—jefe, that’s the head man in charge—began extra-careful examination and declared there was a vital defect in the machines; he claimed the machinery would be dangerous and thus unacceptable if it wasn’t corrected. I looked it over but couldn’t see anything wrong, so I agreed to have our staff engineer check all the machines and correct any flaws that might exist. Well, the jefe said there wasn’t enough time to wait for an engineer to come from the States, that the machines could be adjusted locally, and we could pay him and he would make all the necessary arrangements. So, what do you do? No adjustment his way and there would be an order cancelled; and, maybe there was something out of line, those things have been known to happen. But for the life of me, I can’t see that anything had been done since the machines were supposedly fixed. So, let’s face it, we just paid a bribe, and a pretty darn big bribe at that—about $1,200 per machine. What makes it so aggravating is that that’s the second one I’ve had to pay on this shipment.”

“The second?” asks Bill.

“Yeah, at the border, when we were transferring the machines to Latino trucks, it was hot and they were moving slow as molasses. It took them over an hour to transfer one machine to a Latino truck and we had ten others to go. It seemed that every time I spoke to the dock boss about speeding things up, they just got slower. Finally, out of desperation, I slipped him a fistful of pesos and, sure enough, in the next three hours they had the whole thing loaded. Just one of the local customs of doing business. Generally, though, it comes at the lower level where wages don’t cover living expenses too well.”

There is a pause and Bill asks, “What does that do to our profits?”

“Runs them down, of course, but I look at it as just one of the many costs of doing business—I do my best not to pay, but when I have to, I do.”

Hesitantly, Bill replies, “I don’t like it, Frank. We’ve got good products, they’re priced right, we give good service, and keep plenty of spare parts in the country, so why should we have to pay bribes? It’s just no way to do business. You’ve already had to pay two bribes on one shipment; if you keep it up, the word’s going to get around and you’ll be paying at every level. Then all the profit goes out the window—you know, once you start, where do you stop? Besides that, where do we stand legally? The Foreign Bribery Act makes paying bribes like you’ve just paid illegal. I’d say the best policy is to never start: You might lose a few sales, but let it be known that there are no bribes; we sell the best, service the best at fair prices, and that’s all.”

“You mean the Foreign Corrupt Practices Act, don’t you?” Frank asks, and continues, in an I’m-not-really-so-out-of-touch tone of voice, “Haven’t some of the provisions of the Foreign Corrupt Practices Act been softened somewhat?”

“Yes, you’re right, the provisions on paying a mordida or grease have been softened, but paying the government official is still illegal, softening or not,” replies Bill.

Oh boy! Frank thinks to himself as he replies, “Look, what I did was just peanuts as far as the Foreign Corrupt Practices Act goes. The people we pay off are small, and, granted we give good service, but we’ve only been doing it for the last year or so. Before that I never knew when I was going to have equipment to sell. In fact, we only had products when there were surpluses stateside. I had to pay the right people to get sales, and besides, you’re not back in the States any longer. Things are just done different here. You follow that policy and I guarantee that you’ll have fewer sales because our competitors from Germany, Italy, and Japan will pay. Look, Bill, everybody does it here; it’s a way of life, and the costs are generally reflected in the markup and overhead. There is even a code of behavior involved. We’re not actually encouraging it to spread, just perpetuating an accepted way of doing business.”

Patiently and slightly condescendingly, Bill replies, “I know, Frank, but wrong is wrong and we want to operate differently now. We hope to set up an operation here on a continuous basis; we plan to operate in Latino just like we do in the United States. Really expand our operation and make a long-range market commitment, grow with the country! And one of the first things we must avoid is unethical . . .”

Frank interrupts, “But really, is it unethical? Everybody does it, the Latinos even pay mordidas to other Latinos; it’s a fact of life— is it really unethical? I think that the circumstances that exist in a country justify and dictate the behavior. Remember, man, ‘When in Rome, do as the Romans do.’”

Almost shouting, Bill blurts out, “I can’t buy that. We know that our management practices and relationships are our strongest point. Really, all we have to differentiate us from the rest of our competition, Latino and others, is that we are better managed and, as far as I’m concerned, graft and other unethical behavior have got to be cut out to create a healthy industry. In the long run, it should strengthen our position. We can’t build our futures on illegal and unethical practices.”

Frank angrily replies, “Look, it’s done in the States all the time. What about the big dinners, drinks, and all the other hanky-panky that goes on? Not to mention PACs’ [Political Action Committee] payments to congressmen, and all those high speaking fees certain congressmen get from special interests. How many congressmen have gone to jail or lost reelection on those kinds of things? What is that, if it isn’t mordida the North American way? The only difference is that instead of cash only, in the United States we pay in merchandise and cash.”

“That’s really not the same and you know it. Besides, we certainly get a lot of business transacted during those dinners even if we are paying the bill.”

“Bull, the only difference is that here bribes go on in the open; they don’t hide it or dress it in foolish ritual that fools no one. It goes on in the United States and everyone denies the existence of it. That’s all the difference—in the United States we’re just more hypocritical about it all.”

“Look,” Frank continues, almost shouting, “we are getting off on the wrong foot and we’ve got eight months to work together. Just keep your eyes and mind open and let’s talk about it again in a couple of months when you’ve seen how the whole country operates; perhaps then you won’t be so quick to judge it absolutely wrong.”

Frank, lowering his voice, says thoughtfully, “I know it’s hard to take; probably the most disturbing problem in underdeveloped countries is the matter of graft. And, frankly, we don’t do much advance preparation so we can deal firmly with it. It bothered me at first; but then I figured it makes its economic contribution, too, since the payoff is as much a part of the economic process as a payroll. What’s our real economic role, anyway, besides making a profit, of course? Are we developers of wealth, helping to push the country to greater economic growth, or are we missionaries? Or should we be both? I really don’t know, but I don’t think we can be both simultaneously, and my feeling is that, as the company prospers, as higher salaries are paid, and better standards of living are reached, we’ll see better ethics. Until then, we’ve got to operate or leave, and if you are going to win the opposition over, you’d better join them and change them from within, not fight them.”

Before Bill could reply, a Latino friend of Frank’s joined them and they changed the topic of conversation.

Questions

 1. Is what Frank did ethical? By whose ethics—those of Latino or the United States?

 2. Are Frank’s two different payments legal under the Foreign Corrupt Practices Act as amended by the Omnibus Trade and Competitiveness Act of 1988?

 3. Identify the types of payments made in the case; that is, are they lubrication, extortion, or subornation?

 4. Frank seemed to imply that there is a similarity between what he was doing and what happens in the United States. Is there any difference? Explain.

 5. Are there any legal differences between the money paid to the dockworkers and the money paid the jefe (government official)? Any ethical differences?

 6. Frank’s attitude seems to imply that a foreigner must comply with all local customs, but some would say that one of the contributions made by U.S. firms is to change local ways of doing business. Who is right?

 7. Should Frank’s behavior have been any different had this not been a government contract?

 8. If Frank shouldn’t have paid the bribe, what should he have done, and what might have been the consequences?

 9. What are the company interests in this problem?

10. Explain how this may be a good example of the SRC (self-reference criterion) at work.

11. Do you think Bill will make the grade in Latino? Why? What will it take?

12. How can an overseas manager be prepared to face this problem?

CASE E-07

Ethics and Airbus
In September last year, a fraud squad, led by Jean-Claude Van Espen, a Belgian magistrate, raided Airbus’s headquarters in Toulouse. “They wanted to check whether there was possible falsification of documents, bribery or other infractions as part of the sale of Airbus aircraft to Sabena,” says Mr. Van Espen’s spokesman. The team of 20 Belgian and French investigators interviewed several Airbus employees during its three-day stay in Toulouse and carted away boxes of documents.

In November 1997 Sabena had approved an order for 17 Airbus A320s (narrow-bodied aircraft) which it did not need. Even more oddly, it had doubled the order at the last minute to 34, a move which helped trigger the airline’s collapse four years later.

Though nominally controlled by the Belgian government, Sabena was run by the parent company of Swissair, SAirGroup, which had owned a stake of 49.5 percent since 1995 and which also went bust in 2001. A former Sabena manager, who arrived after the Airbus order was placed, says that the planes were not needed: “It was a fatal business decision.” A Belgian parliamentary commission’s recent report confirms that the Airbus order was a big cause of Sabena’s collapse.

Mr. Van Espen’s separate criminal investigation is continuing. According to the report, it started in October 2001 after Philippe Doyen, then a Sabena employee, lodged a complaint. Among other things, he suggested to Mr. Van Espen that he interview Peter Gysel, a former Swissair employee now working at Airbus, who put together Sabena’s deal with Airbus. Mr. Gysel denies any impropriety. The former Sabena manager says: “I never got the slightest whiff that the decision was driven by kickbacks, side-payments and so on. But I cannot rule anything out.” Neither does Mr. Van Espen.

Today airlines are ordering about 400 aircraft a year. But in good times 800 planes, worth around $60 billion, are sold a year. In the past ten years Airbus (originally a consortium, now owned 80 percent by EADS and 20 percent by BAE Systems) has caught up with Boeing, which had enjoyed two-thirds of the market since its 747 jumbo-jet entered commercial service in 1970.

Many aircraft are no doubt bought and sold in entirely conventional ways. But many are not. After all, lots of airlines are still state-owned and not subject to normal business rules. Commission payments (licit or illicit) on multi-million-dollar aircraft deals increase the capital cost of aircraft, which are therefore subject to higher depreciation or operating-lease charges, or both. But these extra costs are barely discernible in the pool of red ink created by the carriers’ perennial losses.

Aircraft purchases drag on for years, as airlines play Boeing and Airbus off against each other. Especially in a buyer’s market, deep discounts are common, performance guarantees are demanding and manufacturers have to offer all sorts of sweeteners (for instance, aircraft trade-ins, or unusual guarantees) to persuade an airline to switch to their aircraft.

Unsurprisingly, given the regulated nature of international air travel, politics plays a part. For instance, no sooner had Air Mauritius bought Airbus A340s in 1994 than it obtained an upgrade from Paris Orly to Charles de Gaulle airport, which is Air France’s main base with better onward connections.

Aircraft purchases have long been associated with controversy. In the 1970s, when Lockheed was still making civil jets, it was caught bribing Japanese officials to buy its L1011 wide-bodied airliner. A Japanese prime minister was later charged and convicted in 1983 for taking a bribe. Prince Bernhard of the Netherlands was also disgraced for his involvement with Lockheed. This scandal led in 1977 to Congress passing the Foreign Corrupt Practices Act (FCPA), which forbids American companies, their officers or their representatives from bribing foreign officials.

Critics (including this newspaper) have often pointed out that American firms can sidestep the FCPA by using foreign subsidiaries and nationals to pay bribes. Boeing says that its policy is to adhere to the spirit and letter of the FCPA, that its systems of controls ensure employees comply with this policy, and that no Boeing employee has been charged under the FCPA. In 1982 Boeing pleaded guilty to false statements about commissions on the sale of commercial aircraft prior to 1977. Boeing also says that there have been public hearings in the Bahamas over allegations of bribery in the 1990 sale of deHavilland aircraft to Bahamas Air, during Boeing’s ownership of deHavilland.

Airbus has not been subject to such constraints. France ratified an OECD convention to outlaw bribery of foreign public officials in 2000. Until then the government even permitted French companies tax deductions for giving bribes.

For years, as they steadily lost market share to the European challenger, the Americans have been outspokenly critical of Airbus. In the 1980s the beef was the huge subsidies that European governments poured into the industry. Now that Airbus repays such launch aid, that is less relevant, especially as Boeing receives indirect subsidies through America’s defense budget and space program.

But the American government has also spoken out on the subject of bribery. Two years ago Grant Aldonas, an undersecretary for international trade, told a congressional committee: “Unfortunately this [aircraft manufacturing] is an industry where foreign corruption has a real impact . . . this sector has been especially vulnerable to trade distortions involving bribery of foreign public officials.”

According to a European Parliament report, published in 2001, America’s National Security Agency (NSA) intercepted faxes and phone calls between Airbus, Saudi Arabian Airlines and the Saudi government in early 1994. The NSA found that Airbus agents were offering bribes to a Saudi official to secure a lion’s share for Airbus in modernizing Saudi Arabian Airlines’ fleet. The planes were in a $6 billion deal that Edouard Balladur, France’s then prime minister, had hoped to clinch on a visit to see King Fahd in January 1994. He went home empty-handed.

James Woolsey, then director of the Central Intelligence Agency, recounted in a newspaper article in 2000 how the American government typically reacted to intelligence of this sort. “When we have caught you [Europeans] . . . we go to the government you’re bribing and tell its officials that we don’t take kindly to such corruption,” he wrote. Apparently this (and a direct sales pitch from Bill Clinton to King Fahd) swung the aircraft part of the deal Boeing’s and McDonnell Douglas’s way.

Kuwaiti kickbacks?
Not even the NSA, however, knows about everything in the aircraft-manufacturing industry as it actually happens. Consider the history of an Airbus order placed by Kuwait Airways Corporation (KAC), another state-owned airline.

In November 1995, Reuters reported that Kuwaiti prosecutors had questioned Bader Mallalah, KAC’s then chief financial officer, over allegations of embezzlement made against him by KAC. The firm’s chairman, Ahmed al Mishari, had suspended Dr. Mallalah from his job the previous month. But KAC had trumped up the allegations against Dr. Mallalah to put the lid on a story of corruption in which its then chairman was himself involved.

That story began exactly five years earlier in Cairo, where KAC had set up temporary headquarters after Iraq’s invasion of Kuwait in August 1990. Most of its planes would inevitably be lost or damaged, so Mr. al Mishari was planning a shiny new postwar fleet. Naturally, both Boeing and Airbus were asked to tender. Both firms expected politics to play a part in KAC’s choice, especially after an American-led coalition had liberated Kuwait.

Shortly after the liberation of Kuwait, Boeing and KAC met in London. One person present says Mr. al Mishari gave the impression that the order would be Boeing’s. After all, until then, American companies had won most of the large reconstruction contracts from a grateful government.

Airbus hoped otherwise. In 1991, shortly before the Paris Air Show, Jean Pierson, the then boss of Airbus, met Mr. al Mishari at the Churchill Hotel in London. The two talked in private for part of the time, so what they discussed is not known. Two clear inferences can, however, be drawn from subsequent events: Mr. al Mishari promised the order to Airbus; and Mr. Pierson pressed for an announcement at the imminent air show.

As substantial public funds were involved, KAC was supposed to follow the formal process in Kuwait before placing the order. This included approvals from the Ministry of Finance and the public-spending watchdog. None of these approvals was sought before the air show. In June 1991, at the show, Mr. al Mishari stunned Kuwaiti officials and Boeing, when he announced a firm order for 15 Airbus aircraft, worth $1.1 billion, and options for nine more, worth up to $900 million. A delighted Mr. Pierson trumpeted the deal as Airbus’s first single order for all its aircraft types.

Most unusually, Boeing was not asked for its “best and final” offer, according to a former KAC employee. Boeing’s response to the announcement was to offer generous discounts to KAC—so that its package was around $100 million cheaper than its rival’s— but it was too late. The upshot of a meeting in the summer of 1991 between the boss of Boeing Commercial, furious American officials and the Crown Prince of Kuwait was a messy compromise. KAC would order the engines for the Airbuses from General Electric; Boeing would receive an order for two wide-bodied planes as a sop; and the firm order for 15 Airbus aircraft would go ahead provided that KAC bought from Boeing in future.

This left Mr. al Mishari in a rather awkward spot. KAC had an option to buy nine more aircraft from Airbus. An airline is usually able to walk away from an option deal if it forfeits the modest deposit paid. But this case was far from normal. The company that was to take up the option was not KAC itself but a subsidiary, Aviation Lease and Finance Company (ALAFCO), which Mr. al Mishari had set up in Bermuda in September 1992. ALAFCO was to buy the aircraft and lease them to KAC. In late 1992 Mr. al Mishari confirmed to Mr. Pierson that ALAFCO would buy the nine planes and sent off a $2.5 million deposit. By buying the planes through ALAFCO, Mr. al Mishari intended to bypass formal governmental approval.

There was more to the deal. Airbus chipped in a total of $450,000 between 1992 and 1994 to help with the costs of setting up and running ALAFCO. On December 15, 1992, ALAFCO appointed a part-time commercial adviser, Mohamed Habib El Fekih, a Tunisian national. His day job was then as head of sales in the Middle East— for Airbus. Under his ALAFCO contract of employment, a copy of which The Economist has and which was to run for three years from January 1993, Mr. El Fekih received $5,000 a month, and $80,000 in back pay for “services” rendered to ALAFCO from February 1, 1990—31 months before ALAFCO’S incorporation—to December 31, 1992. The $5,000 was paid each month from ALAFCO’s account number 201-901-04 at the Commercial Bank of Kuwait in New York to Mr. El Fekih’s personal account (number 0000003930B) at Crédit Lyonnais’s branch in Blagnac, France, where Airbus is based on the outskirts of Toulouse.

By 1993 three of the nine aircraft under option, all cargo planes, were nearly ready for delivery. However, Dr. Mallalah, who was also ALAFCO’s chief executive, insisted that the transaction be subject to formal procedure in Kuwait. This meant competitive tenders from Airbus and Boeing. Unsurprisingly, Airbus, with inside knowledge from its two-hatted vice-president, Mr. El Fekih, was able to match exactly offers from Boeing, after Boeing came in over $50 million cheaper. With nothing to choose between the offers, ALAFCO selected Airbus, on the grounds that KAC’s fleet now comprised predominantly Airbus aircraft.

The deal sailed through KAC’s board and the Ministry of Finance. However, Dr. Mallalah provided Kuwait’s public spending watchdog with full details of ALAFCO’s order for the cargo planes. It refused to sanction the deal. Consultants concluded in early 1995 that the purchase of the cargo aircraft was not justified. The Ministry of Finance told KAC not to proceed. After Dr. Mallalah submitted a report to KAC’s board on the affair, Mr. El Fekih resigned from ALAFCO in March 1995.

Mr. El Fekih says that he acted in an honest way; Mr. Pierson approved his ALAFCO contract, as did the boards of KAC and ALAFCO; his ALAFCO contract had nothing to do with the sale of Airbus to KAC; KAC cancelled its option; ALAFCO never bought any Airbus aircraft; he acted as a consultant to help setup ALAFCO as an aircraft-financing company; and he declared his earnings to the taxman. Airbus says that it offers this sort of support to customers, when asked. The present owners of the ALAFCO business confirm that ALAFCO bought three Airbus aircraft.

Of the other six aircraft under option, three were not converted into firm orders. Two Airbus A320s were leased to Shorouk Air in Egypt. This joint-venture between KAC and EgyptAir was specifically set up to find a home for them, but is being liquidated because of massive losses. Kuwait’s Ministry of Finance leased another.

Mr. al Mishari, sacked as the chairman of KAC in 1999 after spending almost his entire career with the airline, owns a shopping complex in the Salmiya district of Kuwait, which local wags have dubbed the “Airbus Centre.” Mr. al Mishari, whose family is wealthy, suffered financial problems when the Kuwaiti stock-market collapsed in the early 1980s. Mr. al Mishari declines to comment, as does KAC.

It is not irrelevant to ask if the price of the Airbus aircraft was inflated to allow for kickbacks. No evidence of graft has ever come to light. However, no policeman, in Kuwait (or elsewhere), has looked for any.

India Ink
What about cases where police have carried out investigations? In March 1990 India’s Central Bureau of Investigation (CBI) filed a first information report (FIR). It was investigating allegations that Airbus had bribed highly placed public servants and others to induce Indian Airlines (IA) to order its aircraft.

In March 1986 state-owned IA had ordered 19 Airbus A320s, worth $952 million, with an option for 12 more, later exercised. This was despite the fact that, when IA set up a committee in 1983 to recommend replacement aircraft for its aging Boeing fleet, the A320 was not considered—it had not then been launched or flown. With approval from the Indian government, IA had in July 1984 paid Boeing a deposit for 12 Boeing 757s, large narrow-bodied aircraft.

Several civil servants and IA officials were named in the FIR. One name not on the list was that of Rajiv Gandhi, India’s prime minister in 1984–89, who was killed in a bomb explosion in May 1991.

How has the CBI’s investigation progressed in the intervening 13 years? Hardly at all, despite the hounding on public-interest grounds of the CBI in Delhi’s High Court since 1998 by B. L. Wadehra, an anti-corruption lawyer based in Delhi. The Economist has examined the publicly available court documents—the CBI’s status reports on its investigation are secret—from Mr. Wadehra’s litigation.

These papers allege, first, that in October 1984, weeks before Mr. Gandhi, a former pilot, succeeded his mother, IA received an offer from Airbus for A320 aircraft, a smaller and less expensive plane than Boeing’s 757. It required urgent attention. Second, that in November, the aviation ministry gave IA just three days to appraise the offer for Mr. Gandhi’s office.

Much later, in 1990, Indian Express, an Indian newspaper, reported a leaked manuscript note which showed that Mr. Gandhi had decided at a meeting on August 2, 1985, that IA “should go in for Airbus A320 aircraft.”

Mr. Gandhi’s correspondence file on the deal mysteriously vanished. The courtpapers show that civilservants reconstructed 29 pages of the missing file for the CBI by obtaining copy correspondence from government departments. Remarkably, this task took seven years—and even then the reconstruction was only partial.

After the green light from Mr. Gandhi, approvals from IA and government bodies were a formality. For instance, the IA board approved the Airbus order at a meeting on August 30, 1985, which started at noon. The quality of the analysis presented to the board on the competing offers was pitiful. The board considered only one criterion—comparative fuel efficiency. Even for that, the data were incomplete. The A320 with the engine chosen by IA had yet to be tried and tested anywhere; provisional data only were included in the report for Boeing 737s “since no technical data were supplied by the company.”

But Boeing had not been asked for any. This was because two hours before the board meeting, at 9:50 AM, IA’s managing director, who is named in the FIR as an alleged recipient of kick-backs, received a letter from Richard Elliott, then Boeing’s regional sales director. Boeing offered to supply up to 35 of its 737 aircraft, its narrow-bodied rival to the A320, with a discount of $5 million per plane. This would reduce IA’s investment in new planes by $140 million, stated Mr. Elliott. IA’s board brushed the offer aside on the grounds that “if Boeing was [sic] too serious . . . they [sic] could have made the offer earlier.”

The Delhi court has a withering opinion of the help Airbus has given the CBI. It allowed Mr. Wadehra to add Airbus’s Indian subsidiary to his action on the grounds that Airbus in France was not cooperating. Airbus told Mr. Wadehra that French law forbade it from answering his questions. “[Airbus] sells its aircraft on their merits,” the firm insisted.

The court has castigated the CBI for its dilatory approach. It took the Indian authorities until 1995 to contact Airbus for information, only to be told that such requests should be routed through the French government. The CBI told Mr. Wadehra, despite trying Interpol and diplomatic channels, it was not getting any help from the French government. The French embassy in Delhi in effect told Mr. Wadehra to get lost when he wrote to ask why France was not cooperating.

Mr. Wadehra’s case is now topical. This is because in March last year, IA’s board approved an order for 43 Airbus planes, worth around $2 billion. The order now needs government approval. However, in September 2000, the Delhi court ruled that the Indian government should not approve further purchases from Airbus until the CBI had obtained the information it wanted from the French.

The upshot of the IA story is that no serious attempt has been made to establish whether or not Airbus paid kickbacks to Mr. Gandhi and associates. The CBI has not answered our written questions.

Mounties and Banks
But there are police forces which have shown rather more resolve and initiative than the CBI. One important case establishes that Airbus has paid “commissions” to individuals hiding behind shell companies in jurisdictions where ownership of companies is not a matter of public record, and where strict bank secrecy applies.

Airbus’s first big sale in North America was a $1.5 billion deal, signed in 1988, to sell 34 aircraft to the then state-owned Air Canada. The middleman was Karlheinz Schreiber, a German-Canadian with connections to politicians in Germany and Canada. Mr. Schreiber emerged as a figure in the financing scandal that engulfed Germany’s Christian Democrat party and its top politician, Helmut Kohl, a former chancellor, in the late 1990s.

In August 1999 the Royal Canadian Mounted Police, acting on a German arrest warrant, nabbed Mr. Schreiber. In 2000, Mr. Schreiber was charged in Germany with tax evasion on money he had received for the Airbus transaction and other deals. The Süddeutsche Zeitung, a German daily, has supplied a copy of Mr. Schreiber’s indictment to The Economist. According to this document, Airbus signed a consultancy contract (amended four times) with International Aircraft Leasing (IAL) in March 1985. IAL, which was to help with the Air Canada deal, was a shell company based in Vaduz, Liechtenstein, and a subsidiary of another Liechtenstein-registered shell, Kensington Anstalt.

According to the indictment, between September 30, 1988, and October 21, 1993 (i.e., as Air Canada took delivery of Airbus planes), Airbus paid a total of $22,540,000 in “commissions” to IAL. $10,867,000 was paid into IAL’s account number 235.972.037 at the Verwaltungs- und Privat-Bank in Vaduz and $11,673,000 into IAL’s account number 18.679.4 at Swiss Bank Corporation (SBC) in Zurich. During extradition proceedings against Mr. Schreiber in 1999, Airbus admitted to these payments. In October 2000 Mr. Schreiber won a suspension of execution of his case.

The court ruled that IAL belonged to Mr. Schreiber, but also that, to the extent that Mr. Schreiber had paid out the Airbus “commissions” as Schmiergelder (“grease monies”), these payments could be tax deductible. Mr. Schreiber’s German tax lawyer later told the court: “Schmiergelder were not openly paid to the ‘greased’ person by [Airbus]. It was through third persons to make reception anonymous and the Schmiergelder unrecognisable as such.”

So who got the commissions? After years of police investigations in at least five jurisdictions, it is still not clear. According to The Last Amigo, a well-researched book on the affair by Harvey Cashore and Stevie Cameron, both Canadian journalists, a lot was withdrawn in cash. Mr. Cashore, a producer on “the fifth estate,” Canadian Broadcasting Corporation’s main investigative program, says that Mr. Schreiber’s bank records and diaries showed that he usually followed a simple formula for dividing up the money: half for Canadians and half for Europeans.

The book alleges that there may have been a smaller scam within the bigger scam: an Airbus employee may have got some of the money. Some of the money was transferred into subaccounts at SBC in Zurich. One of the subaccounts, code-named “Stewardess,” received as much as one-eighth of the commissions. The book suggests that this account was intended for Stuart Iddles, Airbus’s senior vice-president from 1986 to 1994.

Mr. Iddles’s wife bought Casa Las Estacas, a luxurious beach-front villa in Puerto Vallarta, Mexico, in September 1992. Documents in The Economist’s possession show the price was $1.5 million. According to a person involved in the deal, the money was wired from account number 154963-01-10 in the name of the Ciclon Foundation at the Zurich branch of Lloyds, a British bank. Mrs. Iddles confirms that she bought the villa in 1992, but says she has not the “foggiest idea” how much it cost, or which bank the money came from. Mr. Iddles has denied any impropriety. Airbus says it has not been indicted in any jurisdiction over the Air Canada deal, or over any other sales. It adds that no investigator has found unethical behavior on its part.

Syrian Scandals

Only one case of Airbus’s colluding with a middleman apparently to bribe officials to buy its aircraft has led to convictions. According to Syria’s state news agency, three people were sentenced in SyriainOctober2001to22yearsimprisonmenteach(later reduced to 10 years) for “serious irregularities” in connection with state-owned Syrianair’s order for six Airbus A320s in 1996. The court also imposed a fine on the three of $268 million. They were a former minister for economic affairs, a former transport minister, and Munir Abu Khaddur, the middleman. Mr. Khaddur was sentenced in absentia, and is reportedly living in Spain. The court found that the men had forced the airline to buy the planes, worth $240 million, and as a result Syrianair had incurred “big financial losses.”

The only inferences to be drawn are: either there was a miscarriage of justice; or bribes were paid. If the latter, the news agency did not release details of how much the men embezzled. Quite why bribes would have been necessary is puzzling. Because America deems Syria to be a sponsor of terrorism, Boeing has long been prohibited from exporting there. The Syrian government declines to comment.

The result of our investigations into instances of corruption or alleged corruption by Airbus suggests that Mr. Van Espen will have a very long haul as he tries to establish whether “commissions” influenced Sabena’s decision to buy Airbuses. The order for the 34 A320s could be viewed as incompetence. But nobody can predict the results of Mr. Van Espen’s inquiry.

The parliamentary report says Sabena’s board received some lacunary information that was misleading. The choice of Airbus supposedly meant Sabena was confident of strong sales growth. Yet a month after the order was placed, SAirGroup’s chief executive, who also sat on Sabena’s board, said: “We’re now in the last year or years of the boom in air travel.” (We do not mean to imply by inference that the chief executive was corrupt.)

Most of what is recounted in this article happened before Airbus’s present top management team arrived, before it was established as a proper company, and before France adopted the OECD convention on bribery.

No one doubts the company’s ability to compete across the whole product range with Boeing. By the time next week’s Paris Air Show is over, Airbus will probably be well ahead of its rival in market share, thanks to an attractive range of planes. But if charges of corruption involving Airbus were to emerge from Mr. Van Espen’s investigation of Sabena, that would deal the company’s reputation a severe blow.

Airbus Lobbies to Relax Anti-Bribery Rules
Newly released documents have revealed how companies used their lobbying power to loosen official rules designed to stop corruption. In behind-the-scenes maneuvers, Rolls-Royce, BAE Systems and the aircraft giant Airbus persuaded trade secretary Patricia Hewitt to allow them to keep secret details of the middlemen used to secure international contracts.

She brushed aside the advice of Whitehall officials who argued that these middlemen are often used to channel bribes to foreign politicians and officials to win contracts. The government’s Export Credits Guarantee Department (ECGD) had proposed that exporters had to disclose the identities of middlemen when they applied for financial support from the taxpayer. The government required the details as part of tougher measures to stop the payment of bribes overseas by British companies.

The documents were released by the ECGD following a freedom of information request from the Guardian and a recent court case. Minutes of a meeting on August 9 last year show that the three companies told the ECGD that information about these middlemen was “very commercially sensitive.” The minutes continued: “The network of agents/intermediaries was a valuable asset built up over a number of years and offered important commercial advantages such as being able to open doors . . . The intermediaries themselves may have valid and justifiable reasons for wanting to remain anonymous.”

The companies claimed that the names of the agents would leak from the ECGD, enabling competitors to poach them. Ms. Hewitt agreed that the companies did not have to give the names or addresses of these middlemen, provided the firms gave an explanation.

At a meeting on October 7, the companies wanted “confirmation that commercial confidentiality would be accepted as a valid reason for not identifying its agents.” Ms. Hewitt has been forced to rethink the anti-bribery rules because of a legal victory by anti-corruption campaigners, the Corner House group. Susan Hawley, for the group, said: “Knowing who is the middleman is crucial to stopping corruption, otherwise the taxpayer will end up directly supporting bribery.” BAE is alleged to have made corrupt payments through middlemen in Saudi Arabia, Qatar, and India. Rolls-Royce is accused of paying £15 million to win a contract in India.

Questions
1. In each of the cases described above who benefits and who suffers from the alleged ethical and legal lapses of Airbus?

2. How should the public relations staff at Airbus respond to the articles appearing in The Economist and The Guardian?

3. What steps might Boeing take to defend itself from this sort of competition?

4. Do you think that Boeing and Airbus behave differently in marketing their aircraft around the globe? How and why?

5. Had France adopted the OECD convention on bribery ahead of these transactions would the firm’s behavior have differed? Why?

Sources: “Airbus’ Secret Past—Aircraft and Bribery,” The Economist, June 14, 2003, pp. 55–58; and Rob Evans and David Leigh, “Firms Can Keep Secret Agents: Minister Persuaded to Ease Anti-bribery Rules,” The Guardian, January 25, 2005, p. 18.

CASE E-08

Nestlé: The Infant Formula Controversy
Nestlé Alimentana of Vevey, Switzerland, one of the world’s largest food-processing companies with worldwide sales of over $8 billion, has been the subject of an international boycott. For over 20 years, beginning with a Pan American Health Organization allegation, Nestlé has been directly or indirectly charged with involvement in the death of Third World infants. The charges revolve around the sale of infant feeding formula, which allegedly is the cause for mass deaths of babies in the Third World.

In 1974 a British journalist published a report that suggested that powdered-formula manufacturers contributed to the death of Third World infants by hard-selling their products to people incapable of using them properly. The 28-page report accused the industry of encouraging mothers to give up breast feeding and use powdered milk formulas. The report was later published by the Third World Working Group, a lobby in support of less-developed countries. The pamphlet was entitled “Nestlé Kills Babies,” and accused Nestlé of unethical and immoral behavior.

Although there are several companies that market infant baby formula internationally, Nestlé received most of the attention. This incident raises several issues important to all multinational companies. Before addressing these issues, let’s look more closely at the charges by the Infant Formula Action Coalition and others and the defense by Nestlé.

The Charges
Most of the charges against infant formulas focus on the issue of whether advertising and marketing of such products have discouraged breast feeding among Third World mothers and have led to misuse of the products, thus contributing to infant malnutrition and death. Following are some of the charges made:

•
A Peruvian nurse reported that formula had found its way to Amazon tribes deep in the jungles of northern Peru. There, where the only water comes from a highly contaminated river—which also serves as the local laundry and toilet— formula-fed babies came down with recurring attacks of diarrhea and vomiting.

•
Throughout the Third World, many parents dilute the formula to stretch their supply. Some even believe the bottle itself has nutrient qualities and merely ﬁll it with water. The result is extreme malnutrition.

•
One doctor reported that in a rural area, one newborn male weighed 7 pounds. At four months of age, he weighed 5 pounds. His sister, aged 18 months, weighed 12 pounds, what one would expect a four-month-old baby to weigh. She later weighed only 8 pounds. The children had never been breast fed, and since birth their diets were basically bottle feeding. For a four-month-old baby, one can of formula should have lasted just under three days. The mother said that one can lasted two weeks to feed both children.

•
In rural Mexico, the Philippines, Central America, and the whole of Africa, there has been a dramatic decrease in the incidence of breast feeding. Critics blame the decline largely on the intensive advertising and promotion of infant formula. Clever radio jingles extol the wonders of the “white man’s powder that will make baby grow and glow.” “Milk nurses” visit nursing mothers in hospitals and their homes and provide samples of formula. These activities encourage mothers to give up breast feeding and resort to bottle feeding because it is “the fashionable thing to do or because people are putting it to them that this is the thing to do.”

The Defense
The following points are made in defense of the marketing of baby formula in Third World countries:

•
First, Nestlé argues that the company has never advocated bottle feeding instead of breast feeding. All its products carry a statement that breast feeding is best. The company states that it “believes that breast milk is the best food for infants and encourages breast feeding around the world as it has done for decades.” The company offers as support of this statement one of Nestlé’s oldest educational booklets on “Infant Feeding and Hygiene,” which dates from 1913 and encourages breast feeding.

•
However, the company does believe that infant formula has a vital role in proper infant nutrition as a supplement, when the infant needs nutritionally adequate and appropriate foods in addition to breast milk, and as a substitute for breast milk when a mother cannot or chooses not to breast feed. One doctor reports, “Economically deprived and thus dietarily deprived mothers who give their children only breast milk are raising infants whose growth rates begin to slow noticeably at about the age of three months. These mothers then turn to supplemental feedings that are often harmful to children. These include herbal teas and concoctions of rice water or corn water and sweetened, condensed milk. These feedings can also be prepared with contaminated water and are served in unsanitary conditions.”

•
Mothers in developing nations often have dietary deﬁciencies. In the Philippines, a mother in a poor family who is nursing a child produces about a pint of milk daily. Mothers in the United States usually produce about a quart of milk each day. For both the Filipino and U.S. mothers, the milk produced is equally nutritious. The problem is that there is less of it for the Filipino baby. If the Filipino mother doesn’t augment the child’s diet, malnutrition develops.

•
Many poor women in the Third World bottle feed because their work schedules in ﬁelds or factories will not permit breast feeding. The infant feeding controversy has largely to do with the gradual introduction of weaning foods during the period between three months and two years. The average well-nourished Western woman, weighing 20 to 30 pounds more than most women in less-developed countries, cannot feed only breast milk beyond ﬁve or six months. The claim that Third World women can breast feed exclusively for one or two years and have healthy, well-developed children is outrageous. Thus, all children beyond the ages of ﬁve to six months require supplemental feeding.

•
Weaning foods can be classiﬁed as either native cereal gruels of millet or rice, or commercial manufactured milk formula. Traditional native weaning foods are usually made by mixing maize, rice, or millet ﬂour with water and then cooking the mixture. Other weaning foods found in use are crushed crackers, sugar and water, and mashed bananas.

There are two basic dangers to the use of native weaning foods. First, the nutritional quality of the native gruels is low. Second, microbiological contamination of the traditional weaning foods is a certainty in many Third World settings. The millet or the ﬂour is likely to be contaminated, the water used in cooking will most certainly be contaminated, and the cooking containers will be contaminated; therefore, the native gruel, even after it is cooked, is frequently contaminated with colon bacilli, staph, and other dangerous bacteria. Moreover, large batches of gruel are often made and allowed to sit, inviting further contamination.

•
Scientists recently compared the microbiological contamination of a local native gruel with ordinary reconstituted milk formula prepared under primitive conditions. They found both were contaminated to similar dangerous levels.

•
The real nutritional problem in the Third World is not whether to give infants breast milk or formula, but how to supplement mothers’ milk with nutritionally adequate foods when they are needed. Finding adequate locally produced, nutritionally sound supplements to mothers’ milk and teaching people how to prepare and use them safely are the issues. Only effective nutrition education along with improved sanitation and good food that people can afford will win the ﬁght against dietary deﬁciencies in the Third World.

The Resolution
In 1974, Nestlé, aware of changing social patterns in the developing world and the increased access to radio and television there, reviewed its marketing practices on a region-by-region basis. As a result, mass media advertising of infant formula began to be phased out immediately in certain markets and, by 1978, was banned worldwide by the company. Nestlé then undertook to carry out more comprehensive health education programs to ensure that an understanding of the proper use of their products reached mothers, particularly in rural areas.

“Nestlé fully supports the WHO [World Health Organization] Code. Nestlé will continue to promote breast feeding and ensure that its marketing practices do not discourage breast feeding anywhere. Our company intends to maintain a constructive dialogue with governments and health professionals in all the countries it serves with the sole purpose of servicing mothers and the health of babies.” This quote is from Nestlé Discusses the Recommended WHO Infant Formula Code.
In 1977, the Interfaith Center on Corporate Responsibility in New York compiled a case against formula feeding in developing nations, and the Third World Institute launched a boycott against many Nestlé products. Its aim was to halt promotion of infant formulas in the Third World. The Infant Formula Action Coalition (INFACT, successor to the Third World Institute), along with several other world organizations, successfully lobbied the World Health Organization to draft a code to regulate the advertising and marketing of infant formula in the Third World. In 1981, by a vote of 114 to 1 (three countries abstained and the United States was the only dissenting vote), 118 member nations of WHO endorsed a voluntary code. The eight-page code urged a worldwide ban on promotion and advertising of baby formula and called for a halt to distribution of free product samples or gifts to physicians who promoted the use of the formula as a substitute for breast milk.

In May 1981 Nestlé announced it would support the code and waited for individual countries to pass national codes that would then be put into effect. Unfortunately, very few such codes were forthcoming. By the end of 1983, only 25 of the 157 member nations of the WHO had established national codes. Accordingly, Nestlé management determined it would have to apply the code in the absence of national legislation, and in February 1982 it issued instructions to marketing personnel that delineated the company’s best understanding of the code and what would have to be done to follow it.

In addition, in May 1982 Nestlé formed the Nestlé Infant Formula Audit Commission (NIFAC), chaired by former Senator Edmund J. Muskie, and asked the commission to review the company’s instructions to ﬁeld personnel to determine if they could be improved to better implement the code. At the same time, Nestlé continued its meetings with WHO and UNICEF (United Nations Children’s Fund) to try to obtain the most accurate interpretation of the code. NIFAC recommended several clariﬁcations for the instructions that it believed would better interpret ambiguous areas of the code; in October 1982, Nestlé accepted those recommendations and issued revised instructions to ﬁeld personnel.

Other issues within the code, such as the question of a warning statement, were still open to debate. Nestlé consulted extensively with WHO before issuing its label warning statement in October 1983, but there was still not universal agreement with it. Acting on WHO recommendations, Nestlé consulted with ﬁrms experienced and expert in developing and ﬁeld testing educational materials, so that it could ensure that those materials met the code.

When the International Nestlé Boycott Committee (INBC) listed its four points of difference with Nestlé, it again became a matter of interpretation of the requirements of the code. Here, meetings held by UNICEF proved invaluable, in that UNICEF agreed to deﬁne areas of differing interpretation—in some cases providing deﬁnitions contrary to both Nestlé’s and INBC’s interpretations.

It was the meetings with UNICEF in early 1984 that ﬁnally led to a joint statement by Nestlé and INBC on January 25. At that time, INBC announced its suspension of boycott activities, and Nestlé pledged its continued support of the WHO code.

Nestlé Supports Who Code
The company has a strong record of progress and support in implementing the WHO code, including the following:

•
Immediate support for the WHO code, May 1981, and testimony to this effect before the U.S. Congress, June 1981.

•
Issuance of instructions to all employees, agents, and distributors in February 1982 to implement the code in all Third World countries where Nestlé markets infant formula.

•
Establishment of an audit commission, in accordance with Article 11.3 of the WHO code, to ensure the company’s compliance with the code. The commission, headed by Edmund S. Muskie, was composed of eminent clergy and scientists.

•
Willingness to meet with concerned church leaders, international bodies, and organization leaders seriously concerned with Nestlé’s application of the code.

•
Issuance of revised instructions to Nestlé personnel, October 1982, as recommended by the Muskie committee to clarify and give further effect to the code.

•
Consultation with WHO, UNICEF, and NIFAC on how to interpret the code and how best to implement speciﬁc provisions, including clariﬁcation by WHO/UNICEF of the deﬁnition of children who need to be fed breast milk substitutes, to aid in determining the need for supplies in hospitals.

Nestlé Policies
In the early 1970s Nestlé began to review its infant formula marketing practices on a region-by-region basis. By 1978 the company had stopped all consumer advertising and direct sampling to mothers. Instructions to the ﬁeld issued in February 1982 and clariﬁed in the revised instructions of October 1982 to adopt articles of the WHO code as Nestlé policy include the following:

•
No advertising to the general public

•
No sampling to mothers

•
No mothercraft workers

•
No use of commission/bonus for sales

•
No use of infant pictures on labels

•
No point-of-sale advertising

•
No ﬁnancial or material inducements to promote products

•
No samples to physicians except in three speciﬁc situations: a new product, a new product formulation, or a new graduate physician; limited to one or two cans of product

•
Limitation of supplies to those requested in writing and fulﬁlling genuine needs for breast milk substitutes

•
A statement of the superiority of breast feeding on all labels/materials

•
Labels and educational materials clearly stating the hazards involved in incorrect usage of infant formula, developed in consultation with WHO/UNICEF

Even though Nestlé stopped consumer advertising, it was able to maintain its share of the Third World infant formula market. In 1988 a call to resume the seven-year boycott was made by a group of consumer activist members of the Action for Corporate Accountability. The group claimed that Nestlé was distributing free formula through maternity wards as a promotional tactic that undermined the practice of breast feeding. The group claimed that Nestlé and others, including American Home Products, have continued to dump formula in hospitals and maternity wards and that, as a result, “babies are dying as the companies are violating the WHO resolution.” As late as 1997 the Interagency Group on Breastfeeding Monitoring (IGBM) claimed Nestlé continues to systematically violate the WHO code. Nestlé’s response to these accusations is included on its Website(see www.nestlé.com for details).

The boycott focus is Taster’s Choice Instant Coffee, Coffee-mate Nondairy Coffee Creamer, Anacin aspirin, and Advil.

Representatives of Nestlé and American Home Products rejected the accusations and said they were complying with World Health Organization and individual national codes on the subject.

The New Twists
A new environmental factor has made the entire case more complex: As of 2001 it was believed that some 3.8 million children around the world had contracted the human immunodeﬁciency virus (HIV) at their mothers’ breasts. In afﬂuent countries mothers can be told to bottle feed their children. However, 90 percent of the child infections occur in developing countries. There the problems of bottle feeding remain. Further, in even the most infected areas, 70 percent of the mothers do not carry the virus, and breast feeding is by far the best option. The vast majority of pregnant women in developing countries have no idea whether they are infected or not. One concern is that large numbers of healthy women will switch to the bottle just to be safe. Alternatively, if bottle feeding becomes a badge of HIV infection, mothers may continue breast feeding just to avoid being stigmatized. In Thailand, pregnant women are offered testing, and if found HIV positive, are given free milk powder. But in some African countries, where women get pregnant at three times the Thai rate and HIV infection rates are 25 percent compared with the 2 percent in Thailand, that solution is much less feasible. Moreover, the latest medical evidence indicates that extending breastfeeding reduces the risk of breast cancer. Most recently the demand for infant formula in South Africa has outstripped supply as HIV-infected mothers make the switch to formula. Demand grew 20 percent in 2004 and the government is investigating the shortages as Nestlé scrambles to catch up with demand. The ﬁrm reopened a shuttered factory and began importing formula from Brazil.

The Issues
Many issues are raised by this incident and the ongoing swirl of cultural change. How can a company deal with a worldwide boycott of its products? Why did the United States decide not to support the WHO code? Who is correct, WHO or Nestlé? A more important issue concerns the responsibility of an MNC marketing in developing nations. Setting aside the issues for a moment, consider the notion that, whether intentional or not, Nestlé’s marketing activities have had an impact on the behavior of many people. In other words, Nestlé is a cultural change agent. When it or any other company successfully introduces new ideas into a culture, the culture changes and those changes can be functional or dysfunctional to established patterns of behavior. The key issue is, What responsibility does the MNC have to the culture when, as a result of its marketing activities, it causes change in that culture? Finally, how might Nestlé now participate in the battle against the spread of HIV and AIDS in developing countries?

Questions
1.
What are the responsibilities of companies in this or similar situations?

2.
What could Nestlé have done to have avoided the accusations of “killing Third World babies” and still market its product?

3.
After Nestlé’s experience, how do you suggest it, or any other company, can protect itself in the future?

4.
Assume you are the one who had to make the ﬁnal decision on whether or not to promote and market Nestlé’s baby formula in Third World countries. Read the section titled “Ethical and Socially Responsible Decisions” in Chapter 5 (pp. 148–149) as a guide to examine the social responsibility and ethical issues regarding the marketing approach and the promotion used. Were the decisions socially responsible? Were they ethical?

5.
What advice would you give to Nestlé now in light of the new problem of HIV infection being spread via mothers’ milk?

This case is an update of “Nestlé in LDCs,” a case written by J. Alex Murray, University of Windsor, Ontario, Canada, and Gregory M. Gazda and Mary J. Molenaar, University of San Diego. The case originally appeared in the ﬁfth edition of this text.

The case draws from the following: “International Code of Marketing of Breastmilk Substitutes” (Geneva: World Health Organization, 1981); INFACT Newsletter, Minneapolis, February 1979; John A. Sparks, “The Nestlé Controversy—Anatomy of a Boycott” (Grove City, PA: Public Policy Education Funds); “WHO Drafts a Marketing Code,” World Business Weekly, January 19, 1981, p. 8; “A Boycott over Infant Formula,” BusinessWeek, April 23, 1979, p. 137; “The Battle over Bottle-Feeding,” World Press Review, January 1980, p. 54; “Nestlé and the Role of Infant Formula in Developing Countries: The Resolution of a Conﬂict” (Nestlé Company, 1985); “The Dilemma of Third World Nutrition” (Nestlé SA, 1985), 20 pp.; Thomas V. Greer, “The Future of the International Code of Marketing of Breastmilk Substitutes: The Socio-Legal Context,” International Marketing Review, Spring 1984, pp. 33–41; James C. Baker, “The International Infant Formula Controversy: A Dilemma in Corporate Social Responsibility,” Journal of Business Ethics, 1985, no. 4, pp. 181–190; and Shawn Tully, “Nestlé Shows How to Gobble Markets,” Fortune, January 16, 1989, p. 75. For a comprehensive and well-balanced review of the infant formula issue, see Thomas V. Greer, “International Infant Formula Marketing: The Debate Continues,” Advances in International Marketing, 1990, 4, pp. 207–225. For a discussion of the HIV complication, see “Back to the Bottle?” Economist, February 7, 1998, p. 50; Alix M. Freedman and Steve Stecklow, “Bottled Up: As UNICEF Battles Baby-Formula Makers, African Infants Sicken,” Wall Street Journal, December 5, 2000; Rone Tempest, “Mass Breast-Feeding by 1,128 Is Called a Record,” Los Angeles Times, August 4, 2002, p. B1; “South Africa: Erratic Infant Formula Supply Puts PMTCT at Risk, “All Africa/COMTEX, August 22, 2005.

� The 15 partner companies were Adidas, Avaya, Budweiser, Coca Cola, Fuji Film, Fuji Xerox, Gillette, Hyundai, jvc, Korean Telecom/ntt, Mastercard, McDonalds, Philips, Toshiba and Yahoo!


� All figures quoted are in U.S. dollars.


� Only one company in each industry sector can be a sponsor of the FIFA World Cup. This ensures that sponsors benefit as much as possible from their support of the event.


� The ad may be viewed at www.soccercommercials.com/page4.html.


� As a minimum, football kit included the shirts, shorts, socks and tracksuits that were worn in matches and in training. Needless to say, the logos of the sportswear companies were prominent on these items. Shoes were not covered by team arrangements. Players decided which football shoes they wore and often endorsed these on behalf of the company in question (See Figure 1).  


� For example, in the year ended May 31, 2002, Nike spent about $155 million on football endorsements, up from $5 million in 1994. About 40% of Nike’s sports endorsements were accounted for by football—a higher figure than for basketball (Tkacik, 2002).  


� The ad may be viewed at www.soccercommercials.com/page3.html


� Although Reebok was also involved in the market for football shoes and clothing, it no longer participated in World Cup sponsorships.  








